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A NOTE TO THE READER

Thisseventh edition of theFinancial Stability Report of July
2005 contains some changes compared to previouseditions.

Inthefirst place, the Financial Stability Report onceagain has
become an independent publication rather than being aspecial
section of the Revista del Banco de la Republica(the Central
Bank’ sReport). Secondly, anew format or way of presenting
theinformationisused: thefirst section describesthefinancia
system, and it includesdebtor exposure, loan portfolio and asset
qudity. Thus, whendescribing thefinancia Stuation of thedebtors,
weareonly dealingwith theircondition. Andinthethird place, a
new section that analyzesthevariousrisksfaced by thefinancial
system hasbeenincluded.




EXECUTIVE
SUMMARY

Favorableexternal andinternal conditionshave made possi blethe continued solid expansion of
the Colombian Financid System during thefirst monthsof 2005. Evidenceof thisistheaccel erated
growth of deposits, grossloansand investments held by the banking and non-banking financial
inditutions.

REAL ANNUAL GROWTH OF THE MAIN BALANCE SHEET ACCOUNTS
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Financid marginshaveincreased asaresult of deposit recompositiontoward lessexpendvefunding
sources and because of amajor expansion of loanswith higher interest rates (consumer). The
enhanced financia intermediation and the decreasein non-performing loan level sal so speak well
of thefinancid system’ sprofitability. Thishasnotably strengthened the capital gearing of banking
ingtitutions, placing capital adequacy ratiosat historicaly highlevels.
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Thefinancia system’ slow leve of non-performingloansistheeffect of systematicimprovements
inthefinancid Stuation of thesystem’ sprivatedebtors. Asfar astheprivate non-financia corporate
sector isconcerned, there has also been asurge in saleswhich coupled with lower operating
costs, have meant notableincreasesin profitability and capital strength. With respect to externa
liabilities, businessescontinueto rely on domestic funding rather than externa financing sources.
Overdl, thishasimplied alesser financial burden and hencelower vulnerability.

Inthecaseof households, financia conditionshaveimproved, mainly dueto higher employment
ratesand because of therea growth of wageswithinindustry and trade. Thisisthemain reasonfor
thecredit growth granted to households, particularly consumer credit.

PROFITABILITY INDICATOR
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Withregardtothefuture, agents' outlook continuesto bemaintained towardsapogtive perspective.
In effect, entrepreneurs are optimistic about the growth of the economy, theimprovement of
business conditions, theavailability of credit, and the development of new investment projects.
Householdsthemselves believethat their economic situation will improvefurther and that itisa
good timeto acquiredurablegoods. Theseresultsshow that the demand for credit could very well
continue expanding inthe monthsto come.

The private sectors good situation and the better provisioning for non-performing loans by
the bankssuggest that credit risk does not represent asignificant problemtofinancia stability inthe
short run.

Themainrisk tothe aforesaid stability lieson the public debt front, although the recent pension
reform and thelower interest-ratelevel shave hel ped to reduceit. The Government’ sindebtedness
processhasinvolved replacing externd for interna debt and increasing thegreater participation of
investmentsonfinancid ingditutions baance sheets, which hasentailed ahigher exposureof public
debt to market risk.
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Asaresult of theincreased exposure, the balance sheets of institutions are more sensitive to
changesininvestment v ue. Thus, progresson regulaionsgoverning themeasurement and monitoring
of such changes should continue so astoimprove market risk management. Inthisconnection, a

workgroup has been set up by the Banking Superintendency and the Banco dela Republica
to work on thesetopics.

ANNUAL NOMINAL GROWTH OF THE NFPS DEBT
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Tosumup, thefinancia system enjoysconditionsthat favor stability and growth. Both theexternal
and internal macroeconomic aspectshave been positiveand debtorshaveimproved their capital
structure position, which has meant lower credit risk. However, the greater participation of
investmentswithiningtitutiona assetshasincreased their exposureto market risk and sothereisa
need to focus on topics addressing this particular risk.

The Board of Governors of theBanco dela Republica

11
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I. MACROECONOMIC
ENVIRONMENT

Exogenous and endogenous conditionsfavor the Colombian economy. The
perfor mance prospects of macroeconomic variables-important for a
healthy financial systemand itsdebtors- continueto be positive.

A. INTERNATIONAL ENVIRONMENT

Theexterna situation continuestofavor Colombia. Ineffect, 2005isexpected
to show sustained worl dwide growth, under acontrolled inflation scenario?,
after agood performancein this respect throughout 2004. With regard to
Colombia’ strade partners, the growth rate is expected to belower during
2005, but that it will continueat relatively high levels(Table 1). Inthe case of
the United States, the outlook for growth in 2005 should be moderate, even
though its GDP growth forecast was revised downwards, while growth rates
smilar tothosein 2004 are expected for therest of thetrading partnersduring
2005.

Theinternational financial markets have experienced relative calm, after
the overhanging air of uncertainty at the beginning of theyear. Thecalm
came after the Fed made several announcements, suggesting that the
adjustmentsto itsreferenceinterest rate would continue to be gradual in
the near future. Recent data on basic inflation and expectationsfor a
lower growth of the US economy seem to explain this policy stand.
Thissituation hasallowed the emerging country risk premiumsto stabilize,
reaching historical lowsduring the past five years (in the case EMBI +).
(Graph 1)

All of the above suggest that the good external conditions favoring the
Colombian economy throughout 2004 continued during thefirst half of this
year. Thislessensthe probakility of having abrupt adjustmentsin suchimportant
variables as the exchange rate, country risk, or the terms of trade—all of

' International Monetary Fund (IMF), World Economic Outlook, April 2005.



which canimpact the country’ sfinancial systemor
affect thebalancesof itsmain trading partners.

DEVELOPMENT OF GROWTH FORECASTS

2004 2005
Observed y B. DOMESTIC SITUATION
ay June

Main partners a4 37 34 Turning to our domestic situation, theeconomy is
Ecuador 6.5 34 35 expected to follow agrowth pattern similar to that

Venezuela 17.3 5.5 5.6 . .
Others seen throughout 2004. It will beled by investment,
Euro zone 18 1919 construction, and high international prices for

lapan 2.6 1.0 1.0 .. .

China 9.5 86 89 commodities (Table 2). During the last months,
o ) 3o 5 private consumption hasincreased asaresult of
gf;ileemma gg ‘23 ‘23 the higher employment, the greater earningscoming
Brazi 5.2 37 36 fromthecoffeesector, anong others, and thehigher
Lovia 3.6 33 35 stock prices. Privateinvestment isalso showing
partners (*) 7.7 41 40 positive signs, as seen from the higher imports of
_ - capital goods during thefirst quarter of theyear.
(Sczu?czcolgtr;gtrtsa;ong?;gfs ?nzog;co de la Republica. Th| SSItuatI On haS CaLI%d the r%l ra:% Of bO'[h C0n-

sumer and commercial credit/loansto reach high

T levels. Inaddition, public expenditureisanticipated
S togrow duetolagsintheperformanceof last year's

EMBI+ SPREAD FOR SOME LATIN AMERICAN budget
COUNTRIES (2004-2005)

(Basis points) All of the above has taken place in a context of
550 . abundant liquidity, thanksto an easeinthemonetary

. R s policy stance, which has caused interest rates to
achievehigtoricaly low levels. Thisgrester liquidity
has been made possiblewithout jeopardizing the

450

350

inflationtarget for 2005.
250
w0 | ] The good domestic situation, coupled with the
abundant liquidity comingfrominternationd markets,
50 ' ' : : ' ' hasresultedinanimportant flow of externd financing
Dec-04 Jan-05 Feb-05 Mar-05 Apr-05 May-05 Jun-05
——-—-- EMBI+ EMBI+ Brazil EMBI+ Colombia
EMBI+ Mexico EMBI+Peru  ------ EMBI+ Venezuela
Source: Bloomberg.
INTERNATIONAL PRICES FOR EXPORT PRODUCTS
Average May 2005
2002 2003 2004
WTI Oil (USD per barrel) 26.12 31.12 41.42 49.85
Australian coal (USD per ton) 27.06 27.84 54.70 53.06
Nickel (USD per ton) 6,772.00 9,629.00 13,823.25 16,932.00
Coffe (US cents per I1b.) 65.16 69.45 84.20 129.01
Gold (USD per troy ounce) 310.00 363.50 409.23 421.90

Source: World Bank - Pinksheet.



(Graph 2) —all this, together with the favorable
internal monetary Stuation hascaused boththecredit
and deposit-taking markets of the Colombian
financia systemto becomebuoyant during the past
months.

To conclude, theinternal and external situations
referred to above suggest a clear and favorable
meacroeconomic path ahead that will providestability
to the Colombian financial systemintheensuing
months.

GROSS CAPITAL FLOWS

(As apercentage of GDP)
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[I. FINANCIAL SYSTEM

A solid expansion of thefinancial markets continues, as evidenced

by the accel erated credit and investment growth of theintermediaries.
Thisisequally backed up by a similar growth in funding sour ces, for both
inthe case of deposit-taking aswell asequity capital.

A. CREDIT INSTITUTIONS

Wewill now refer totheevol ution of ingtitutiona creditindicators, focusingon
performanceinthelast quarter of 2004 and in thefirst monthsof 2005. To
that end, astudy will be made of the main trends of the balance sheet, the
systemexposure, debt quaity, andtheintermediaries’ profitability and capita
srength.

1.  Evolution of themain elementsof the balance sheet?

a.  Asset positions

The assets of banking institutions during the

second half of 2004 were quite buoyant,
achieving in December avalue similar to that

ASSETS OF BANK INSTITUTIONS recorded at the beginning of 1999 (in real terms).

(i tilionsof COP, March 2005) They reached COP119 trillion (t)* (Graph 3)

140 in May, which was equivalent to areal annual

growth of 13.2%, notwithstanding a marked
setback during thefirst quarter of 2005.
120

A similar performance was seen by two main asset
components: loansand investments. Starting from

110

00 | 1 the second semester of 2004, the former showed

90

80 . . . . . . . . 2 Assets andyzed do not include the Institute for Industrial
May-97 May-98 May-99 May-00 May-01 May-02 May-03 May-04 May-05 Promoation (Instituto de Fomento Industrial (IFI).

Source: Banking Superintendency. Banco de la Repblica calculations (BR). * COP stands for the Colombian peso.



the highest real growth rate since 1998 (Graph
4). It actually reached levels close to 12%2 in
May 2005. Upon analyzing credit by type of
intermediary, two important factsareworth noting:
first, foreign bank portfolioscontinued to maintain
their highlevel of dynamism, asdescribed in our
previous Financial Stability Report (Reportede
Estabilidad Financiera). Their real annual
growth rate (15.2%) wasamost four percentage
points (pp) abovethe one attained by domestic
institutions, and similar to the rate achieved by
the commercial banks—the group of financial
intermediariesthat hascons stently demonstrated
the best credit dynamics. Second, the mortgage
banks (BECH) (including securitizations),
although diminishing inreal terms(-0.9%), are
showing a less and an ever increasingly less
negative performance.

Thetrends described abovereflect the trend of
the main types of loans. Obviously, thereisa
marked difference between the performance of
mortgage |oans and other types of loans. While
thefirstisfalling 13.5% per annuminreal terms
in May 2005 (27.6%, without securitization),
thereisaremarkable growth of the commercial,
consumer, and microcredit |oans, showing annual
real growth rates of 11.1%, 25.9% and 61.6%
respectively. (Graph 4)

Ontheother hand, an analysisof theinvestments
of banking institutions showed an important
growth after the TES price crisisin April 2004,

ANNUAL REAL GROWTH OF GROSS LOAN PORTFOLIO

BY TYPE OF INTERMEDIARY
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which lasted until February 2005, when astress scenario hit the public
debt markets. In particular, the closure of positionsin February asagents
anticipated changesin the Fed’ sinterest rates, and the pricereductionsin
March 2005 brought asharp fall in the value of investments held by the
banking institutions. However, between April and May upward revisions
took place which allowed real annual growth ratesto reach 19.7% that
May—asimilar level to those seen since the second semester of 2003.

(Graph 5)

3 Growth rates relate to extended credit portfolios (leasing and securitizations). They are not
affected during the first quarter of the year by the seasonal factors, because we are dealing

with annud variations.



INVESTMENTS OF BANKING INSTITUTIONS

(Intrillions of COP, March 2005)
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ANNUAL REAL GROWTH OF DEPOSITS
BY DEPOSIT TYPE

(Percentage)

500 K
\
300 | '\‘

100

-10.0

-30.0

May-95 May-97 May-99 May-01 May-03 May-0E

Current Savings @~ ———-— CD

Source: Banking Superintendency and Banco de la Reptblica.

20

May-97 May-98 May-99 May-00 May-01 May-02 May-03 May-04 May-Of

b.  Liability positions

The remarkable growth seen in the two asset
componentsreferred to above also took placewith
regard to the deposit-taking aspect of banking
ingtitutions, which reached COP83.5trillioninMay
2005, showing ared annua average growth rate of
14. 7% during thepast Ssx months. Inredl terms, this
amountissimilar tothat seen beforethecrissof the
financd sysem. Thisgrowthisnot evenly distributed
among thevarioustypesof finandd intermediaries and
continuesto beled by thecommercia banks(ared
annud growthof 16%inMay). Inaddition, weshould
notethet thedepogit-taking activitiesof theBECH have
achieved pogitivered annud growthratesintheyear-
to-date, something which had not taken placesincethe
beginning of 1998. May wasparticularly outstanding
asthisred annual growth ratereached 6.5%. Onthe
other hand, depogit-taking foreigningtitutions, which
had achieved agreater growththanthetota achieved
by thewholesystem, decel erated between April and
May 2005, reaching thislast month agrowth rate of
8.6%, half of what had been registered during thefirst
quarter of theyear. (Graph 6)

Thisdynamic performance shown by deposit-takers
isreflectedinthegrowth of their main components.
Savingsaccountscontinueleadingwithan average
of 21.6%inrea annua growth ratesbetween Nov-
ember 2004 and May 2005. Although certificates
of depositsshow lessactivity, they havenevertheless
achieved real average annual growth ratesof 10%
during the period already mentioned. Thisisreally
outstanding when you consider that such CDshad
not attained apositiverea growth during the past
fiveyears. (Graph7)

2. Hnancia system’ sexposuretoitsdebtors

The amount owed by the main debtors of the
Colombian financial system reached COP89.6

4 The exposure of the financial system to its main debtorsis
the sum the sum of the loan portfolio and voluntary
investments in non-participation securities in the balance
sheet of banking ingtitutions.



trillionin April 2005*, afigure that exceeded|ast year’ s (same month) by
12.5%inred terms. Itsparticipation among tota assetshastended to stabilize
sincethemiddle of 2004. In April of 2005it cameto 76.2% (Table 3).

Analyzing exposure by type of debtor, wefound that private non-financia
corporate sector indebtedness was the most dynamic component, going
beyond 16% per annum in real terms, as a result of the recovery of the
commercia loansduring thefirst quarter of 2005.

Aspointed out in previous editions of the Financial Stability Report, public
sector indebtedness continuesto grow even morerapidly vis-a-vistota debt.
For April 2005, it showed areal annual growth of 15%, mainly dueto the
buoyancy of Government debt securities, notwithstanding the brief stress
period® experienced by the public debt market between March and April
2005, but which stabilized at theend of thismonth. Should the dynamictrend
of accumulating Government debt securitiescontinue, thefinancia system’'s
exposuretothe public sector isal so expected toincrease.

5 During this period, the Colombian financia system closed TES B (Government securities)
positions in response to increases in the interest rates above the ones previoudy expected
after ensuing Fed announcements. This trend however was reversed because of the stability
of the public debt market due to the rates observed and then the agents increased their
holdings in public bonds again.

FINANCIAL SYSTEMIS EXPOSURE TO ITS MAIN DEBTORS
Type April 2004 April 2005 Real growth
Percentage
Trillions of COP Per centage Trillions of COP Per centage
March 2005 March 2005
Public sector
Loan port. 4.9 6.1 4.6 5.1 (6.2)
Securities 21.4 26.9 25.6 28.6 19.8
Total 26.3 33.0 30.2 33.8 15.0
Corp. non-financial private sector
Loan port. 30.6 38.4 35.5 39.6 16.1
Securities 0.3 0.4 0.5 0.5 65.0
Total 30.9 38.7 36.0 40.1 16.5
Sector hogares
Loan port. 21.2 26.6 211 23.6 (0.3)
Consumer 10.9 13.7 13.6 17.1 24.9
Mortgage 10.1 12.6 7.1 8.9 (29.2)
Securitizations 1.3 1.6 2.3 25 73.7
Total 22.5 28.2 23.4 26.1 4.0
Total amount of exposure 79.7 100.0 89.6 100.0 12.5
Amount of exposure over assets 75.9 76.2 0.0

Source: Banking Superintendency and Banco de la Repblica.
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Concerning househol d debt, thereisacontrast between mortgage | oan per-
formanceand that of consumer |oans. Whilethelatter showsagrowthratefar
beyond the amount of total exposure (25%), thefall of the mortgageloan
portfolio, including securitizations, cameto 17.4% per annuminred termsin
April 2005. Thus, household debt increased only by 3.2%.

Consequently, the above performance shows that household debt lost
participation inthetotal exposure, which cameto 26.1%in March 2005, 2
pp lessthan the samemonth last year. In addition, aninternal recomposition
of househol d debt hasbeen observed, whichisbeginning to concentratemostly
inthe consumer loan portfolio (58%in April).

LOAN PORTFOLIO QUALITY BY TYPES

(Percentage)
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3. Debt quality and provisioning

Thereduction of theratio of non-performing
loansto the grossloansreferred to in previous
editions of the Financial Stability Report
continued during the second half of 2004,
reaching the lowest amount (3.2%) in the past
10 years. Since then, this indicator has
fluctuated around its historic minimum; it came
to 3.4% in May 2005. When discriminating
among the different typesof credit, differences
in the recent evolution of the loan quality
indicator levels can be observed. (Graph 8)

Thus, in May the quality of the mortgage loan
portfolio reached alevel of 8.9%, whichishigher
than that exhibited by the commercial (1.9%),
consumer (4.9%) and microcredit (5.3%)
portfolios. However, the mortgage loan portfolio
shows a sharp fall (13 pp) compared to May
2004. The quality indicator remains stable for
therest of the credit types; hence, a process of
convergencewithregardtotherisk profile of the
different debtors of the financial system is
evident.

A similar reading can be made of the portfolio
risk profile of the various financial
intermediaries. In May, the participation of the
non-performing loan portfolio within the gross
portfolio came to 6.4%, in the case of BECH,
and to 2.6% in the case of banks (Graph 9).
Although adifference of morethan 3 pp remains,
thiscorrespondsto athird of that registered one



year ago. Thisprocessis made even clearer if we compare public and
private entity indicators, which cameto 4.4% and 3.3%, respectively.

The convergence processprevioudy describedismainly duetoimprovements
in therisk profile of mortgage loans, associated with areduction in the
stock of BECH * snon-performing loans, by means of three main courses of
action: the securitization of the June and October 2004 non-performing
|oan portfolio; thesaleof animportant portion of theworst rated mortgageloan
portfolio to Central deInversiones(CISA ) by public entities; and the
penalization of part of theportfoliotoimproveinstitutions’ balance shests.

As aresult of the above, we are able to note that the risk profile of the
household portfolioshasimproved substantialy, dueto theimprovement in
quality performance of the mortgageloan portfolio. However, thestabilizing
downwardtrend of consumer loanindicatorscombined with thehigh growth
rates being reached in the consumer portfolio makesit necessary tokegp a
closelook over debtors' payment capacity and so reduce the risks that
would jeopardizethistypeof portfoliointhefuture.

A|th0ugh the growth of Corporate portfo”o PROVISIONING: PROVISIONS / NON-PERFORMING LOANS
exposure hasrecovered during recent months, the (Percenoge)

likelihood of it deteriorating scemssmall, mainly 2000

because growth isnot rapid, like that of the con-

sumer loan portfolio, and also because of the 1600 1

historically low credit risk it represents. On the other
hand, the swift expansion of the consumer and

1200

microcredit |oan portfolios could be reasonsfor a0 |

concerninthefuture. If suchagrowthisassociated

withlessredtrictive policieson credit approvalsby 400

financid intermediaries, thequality of theportfolio [

could well be affected. (Graph 10) OA(I)\lov-97 Ma;/-99 Ma;/-02 NO\;-OB Ma;/-OE
Financial System ---- Public --—--- BECH Banks

DGS)I te what we havej ust analyzed, the hi gh Source: Banking Superintendency and Banco de la Repiiblica

provisioning levels shown by the portfolios

diminishthe af orementioned worries. The provisioning index in particular
(calculated astheratio of provisionsto non-performing loans) increased
9 pp between November 2004 and May 2005, reaching alevel of 129%
during thislast month. This performanceis seen right acrossthe board.
However, we should notethat the BECH havelower provisioning levels
than thetotal system (82%), and that the existing gap hasincreased to the
point of reaching 47 pp in May 2005, almost 10 points more compared
tothesamemonthlast year. Additionally, provisioning by publicentitiesis
less active and, with the exception of December 2004°, has shown

6 This abnormal performance has to do with the selling of a significant portion of the worst
quality portfolio of theseinstitutions and therefore the fall associated with provision expenses.
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GRAPH 11

ASSET PROFITABILITY
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increases below those for the rest of the
system.

4.  Profitability and solvency

Theupward trend of profitability shown by credit
institutionsthroughout 2004 seemsto have halted
during December. Sincethenthereturn on assets
(ROA\) hasfluctuated around 2.7%, withadight fal
in March 2005, associated with thelosses dueto
valuations changesin government debt securities.
ROA of foreign and domestic banks has converged
tothe system’ stotal, but the gap between both of
these groups remains, reaching 1.9% and 2.9%

respectively, inMay. (Graph 11)

Over the past 12 months, profits came to COP3
trillion in May 2005, afigure 30% above the one
attained in May 2004, and a most 50% higher than
beforethecrisis. Weshould clarify however, that
notwithstanding thegood profitability performance
by the sector, the accumulated results since 1998
remain negative. |n other words, the profitsgained
since 2001 have not yet reached the amounts|ost
during theyearsof thecrisis(Graph 12). InMay,
thefinancia system’ sbalanceindicatedlossesinthe
amount of COPL.7 trillion (COPO.9trillionif wedo
not include the Mortgage Bank (Banco Central
Hipotecario, BCH).

Thisgood profitability performanceiscongsent with
the consolidation of financia solvency. Thecapita
adequecy ratio of credit ingtitutionswasabove 14%
during thefirst five monthsof 2005—5 % abovethe
minimum level required by the Banking
Superintendency (Graph 13). Furthermore, thisleve
wassmilar tothemaximumlevel sattained between
1995 and 1997, dthough at thetime capita wasnot
required to offset market risks, asitisnow. Public
institutions, as opposed to other subgroups of
intermediariesinthefinancia system, haveshowna
downward trend in their capital adequacy ratio
(solvency), t0 11.7%in April 2005, oneof thelowest
levelssince 1999.



Inany case, the current capital adequacy ratiolevel doesnot poserestrictionsto
maintai ning thegrowth tendency of loan portfoliosfor creditingtitutions. The
good performancein deposit-taking a so guaranteesfunding for these types
of operations.

CONCENTRATION AND LOAN QUALITY

OF THE PRIVATE NON-FINANCIAL CORPORATE SECTOR

In December 2004, the concentration of the private commercial loan portfolio had
only asslight fall, compared to the same month in 2003. The percentage of the commercial
loan portfolio in the hands of the 50 major private corporate debtors, which was equal
to 20.7% in 2003, fell to 18.5% in 2004; the same happened with the 1,000 biggest
debtors for whom the concentration decreased from 64.5% to 62.1%, and with the
5,000, for whom the concentration diminished from 81.9% to 80.5%.

The loan portfolio quality for the main debtors continued to improve in December
2004. The proportion of loans type A for the 5,000 major debtors reached 92.2%,

whilst the proportion of loans type E fell to 1.4%. (Graph R1. 1)

GRAPH B1.1
DEVELOPMENT OF PORTFOLIO QUALITY BY DEBTORS
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The distribution of private commercial loans divided by economic sectors showed a slight
change in December 2004. Both industry and transport reduced their participation, whereas
construction and the energy, gas, and water sector increased theirs. (Graph R1. 2).
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The performance of loan quality by economic sectors showed an increase in the type A
loan for all sectors except for the commerce sector; and a decrease in the type E loans.
Note the construction sector’s performance, showing a fall of type E loans throughout
2004.

GRAPH B1.2
PRIVATE COMMERCIAL LOAN PORTFOLIO BY ECONOMIC SECTORS

PRIVATE COMMERCIAL LOAN PORTFOLIO COMPOSITION BY ECONOMIC SECTORS
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INTERNATIONAL COMPARISONS WITH SOME OF THE FINANCIAL SYSTEM'S INDICATORS

In this box an analysis of some indicators of the Colombian banking system and those
of other Latin American countriesis made' . The purpose here is to compare our efficiency,
profitability, and loan quality indicators of our system against international standards.

Concerning loan portfolios, Colombia and Mexico showed upturns starting in 2004, as
did Venezuela in even greater measure, growing at a real annual rate of 67.2% in
December, as a result of the economic recovery after the 2003 crisis. The process began
at the end of 2003 both in Brazil and Chile and, after Venezuela, these countries showed
the highest growth rates. In December 2004, Peru was the only country that did not
achieve a real positive growth rate in its loan portfolio. (Graph B2.1)

GRAPH B2.1
ANNUAL REAL GROWTH RATE OF THE GROSS LOAN PORTFOLIO
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Repdblica.

For the majority of countries, the loan acceleration process continued during the first
quarter of 2005. The only exception was Venezuela, although it still maintains a very
high growth rate. Peru achieved its first positive growth rate since 2002.

The non-performing indicator shows a considerable decrease for Colombia, Mexico,
Peru and Venezuela. In the last case, though the non-performing loans have fallen, the
decrease shown by the indicator is mainly due to the increase in the overall loan portfolio.

1

Brasil, Mexico, Chile, Peru, and Venezuela.
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For March 2005, Colombia and Peru’s indicator came to 3.6%, which is above the
values exhibited by Mexico, Chile and Venezuela. The non-performing loan indicator
in Chile and Brazil has remained stable in recent years, fluctuating around 1.6% for
Chile, and 7.9% for Brazil. The latter country continued to deteriorate during the first
quarter of 2005. (Graph B2.2)

The Colombian banking system'’s profitability increased during 2004 and remained at
2.4% during the first quarter of 2005. Colombia showed the highest profitability when
compared to the other banking systems?, which had earnings below 2% during the first
quarter of the year. (Graph B2.3)

GRAPH B2.2
LOAN PORTFOLIO QUALITY: NON-PERFORMING / GROSS LOAN PORTFOLIO
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GRAPH B2.3
ASSET PROFITABILITY: NET PROFIT / ASSET
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Except Venezuela, which had an asset yield equal to 4% in March 2005.
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The efficiency indicator (operational costs/average assets) has remained constant during
the last year for all countries. Chile shows an average indicator of 2.6% during the past
four years; Mexico, Peru and Brazil’s oscillates between 4% and 5%, and Colombia’s
stands around 6.7%. Although the efficiency of Colombia’s banking system has improved,
operational costs still represent an important percentage of assets, when compared to
the rest of the countries analyzed. The highest indicator (less efficiency) is Venezuela’s,
where it reached levels close to 7% in March 2005, and to 9%, on the average, in recent
years. (Graph B2.4)

GRAPH B2.4
EFFICIENCY: OPERATIONAL AND LABOR COSTS / ASSETS
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Bank interest margins, considered as another efficiency indicator, show similar results
(Table R2.1). For Colombia, the implicit rate margin (Margin 1) shows an increase from
2002 to 2005; however, the value in March 2005 (8.4%) is below the same month in
2004 (8.5%). Colombia is positioned below the average value of its peers in Latin
America.

Colombia’s gross financial margin (Margin 2) increased during the period from 2002 to
2005, but decreased substantially in March 2005 (8.4%), compared to the same month
in the previous year (8.8%). In this case, Colombia is above the average of its Latin
American peers. The cases of Brazil and Venezuela are worth noting: the former for
having a very high stock of assets, accompanied by a very low loan portfolio/asset ratio,
which prevents the financial earnings compared to assets from being higher; in the case
of the latter country, for showing a higher asset growth with respect to the one obtained
by the difference between financial earnings and expenditures.

In short, the Latin American banking systems enjoy a favorable picture. The portfolio
recovery that began in 2003 continued in 2005, accompanied by an improvement in
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their quality indicators. In recent years, return on assets indicator has remained positive,
while the efficiency indicator has remained more or less constant, although high (a
lower efficiency) in the case of Colombia.

TABLE B2.1
INTERMEDIATION MARGINS

Country Margin 1 Margin 2
2002 2005 2002 2005
Brazil 18.39 16.26 4.02 5.25
Chile 4.39 3.83 4.81 4.22
Colombia 7.78 8.43 8.01 8.41
Mexico 4.55 6.94 4.41 5.36
Peru (*) 7.53 9.14 5.32 5.63
Venezuela 20.34 11.99 11.79 7.41
Average 10.50 9.43 6.39 6.05

(*) Margin 1 includes commissions.

Margin 1 = (interest earnings / loan portfolio) - (interest expenditures / liabilities with cost).

Margin 2 = (Financia earnings - financial expenditures) / assets.

Source: Banking Superintendency of each country, Central Bank of Brazil, and Banco de la Replblica.
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B. NON-BANKING FINANCIAL INSTITUTIONS

Inthissection of the Financia Stability Report weanayzethe country’ smost
important non-banking financid indtitutions: thepensonfund (AFPs), thelife
insurance companies, and the ordinary common funds (FCOs) and special
common funds (FCEs), managed by thetrust funds. Table 4 showstheir
importance and growth in thelast two years.

1. PensionFunds(AFPs)
a. Portfolio growth

Thevalue of the funds managed by the AFPs has maintained itsgrowth
trend. They represented COP37.0trillionin February 2005. Thereal annual
growth rate of the portfolio value managed by theseinstitutionscameto
20.8%. Thishasbeen partly dueto theincreasein active fund members,
which reached 2.8 million in December 2004, which meant a12% annual
increase. Another factor which hel psexplain thisbehavior hasbeen their
profitability performance. For the obligatory pension funds, effective annual
returns came to 10.96% over the past three years, a profitability that is
5.75 pp greater than the minimum required. In the case of the severance



INVESTMENT PORTFOLIO, BANKING INSTITUTIONS

2002 2003 2004

Trillions GDP Trillions GDP Trillions GDP
of COP Per centage of COP Per centage of COP Per centage

Bank institutions

Investments 24.93 12.2 28.81 12.5 36.93 14.4
Loan portfolio 46.40 22.7 49.77 21.6 56.11 21.9
Total banking institutions 71.33 34.9 78.58 34.2 93.03 36.3
Non-bank financial institutions
Compulsory pensions 15.67 7.7 20.34 8.8 26.44 10.3
Voluntary pensions 2.96 15 3.77 1.6 4.49 1.8
Severance 2.341 1.2 2.74 1.2 3.19 1.2
General insurance 2.12 1.0 2.47 1.1 2.84 1.1
Life insurance 2.78 1.4 3.55 15 4.38 1.7
FCO 3.39 1.7 3.98 1.7 4.52 1.8
FCE 1.25 0.6 1.83 0.8 1.93 0.8
Stock brokers (+) 1.45 0.7 1.30 0.6 1.67 0.7
Total non-banking financial
institutions 32.03 15.6 39.98 17.38 49.4 19.3
Total 103.36 50.5 118.56 51.58 142.43 55.6

(*) Funds managed.
Source: Banking Superintendency, Corporations and Securities Superintendency, DANE, and Banco de la Republica.

payment, their profitability duringthepast twoyears
came to 6.45%, compared to the required real

PORTFOLIO COMPOSITION OF AFPs

minimum of 2.33%. ACCORDING TO COUNTERPARTY EXPOSURE,
FEBRUARY 2005

b.  Portfolio composition Finendial ssctor: 15.13%

1) Classfiedby typeof asset and counterparty Others, 4.79%
Sincethelast Financid Stability Report, theportfolio
composition of AFPs has suffered few changes.
Exposure to the Central Government remained
practically unchanged and accounted for 49.3% of

Centra government; 49.30%

Real sector; 19.26%

thetotal portfolio (Graph 14). On the other hand, Foreign institutions; 11.51%
thereweremargina changesthat indicated adight

|ncrw0f e(ms,lreto the ra wor a]dthefore gn Source: Banking Superintendency and Banco de la Repuiblica.

sector’.

7 Investments abroad were equivaent to 11.0% of total AFP portfolio on September 2004.
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AFP PORTFOLIO BY DURATION AND CURRENCY,

FEBRUARY 2005

Source: Banking Superintendency and Banco de la Reptblica.

AFP PORTFOLIO BY DURATION AND CURRENCY,

FEBRUARY 2005
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The AFP portfolio composition varies across the different funds. In the
case of the severance payment funds, their exposureto the public sector
isgreater than that of the voluntary and obligatory pension funds. For the
former, the government debt securities of the portfolio account for 67%,
followed by the real sector, financial sector, and external sector. For
the pension funds, government debt securitiesaccounted for 47.5% for the
obligatory and 43.7% for the voluntary pension funds.

2)  Portfoliodecomposition by duration and currency

In February 2005, the portfolio composition by type of currency showed
some changes with respect to our last edition of the Financial Stability
Report. The share in COPs increased from 38.3% to 46.0% between
September 2004 and February 2005. Asset
participation of real valueunits, knownasUVRS,

p Euros; 5.59%

showed aslight decrease during the same period.
These two components make up the majority of
AFP portfolios (Graph 15). Despite the high
exposureto UVRs, itisworth recalling that the
AFPliabilitiesareindexed toinflation, which re-

Others; 0.45% ducestherisk to thelatter denomination. The USD
participation went from 18.1%, in September
UVR: 3562% 2004, to 12.3% in February 2005, which confirms

thedownward trend of the past few monthsmainly

COP, 46.02% asaresult of the revaluation of the COP.

USD; 12.33% ) o
It is worth noticing that although the USD

participation has diminished, this currency
continuesto bethemain foreign currency towhich
the AFP portfolios are exposed. Thedeclinein

the USD share has been accompanied by alower
exchange rate risk. In the case of compulsory
pension funds, the percentage of the uncovered
portfolio went down to 8.1% in February 2005,

0a6 6al2 1la2
months months years years

B uvr
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and it continuesto maintain itsdownward trend.
Thispercentagefor the same month last year came
to 13.5%. For the voluntary pension funds, the
exposure fell from 28.1% to 13.9% during
the same period. For the severance payment
funds, it fell from 12.8%to 7.7%.

N

N m
RN — Thehigh concentrationininvestmentswith terms
less than 10 years continues to be a particular
ot v N characteristic of AFPS portfolios(Graph 16); in
B uso W Euos effect, 95.8% of theinvestments have amaturity

date of lessthan 10 years. Thiscontrastswith the



high concentration of fund memberswho areunder 40 years of age?. The
development of both private and public financial instrumentswith longer
maturitieswill help the AFPsto adjust their portfolio duration to that of
theretirement age of their members.

2. Lifeinsurance

After the AFPs, insurance companiesarethemost
importantingtitutiona investors. InMarch 2005, life

insurance assets came to COP5.64 trillion, and INVESTMENT PORTFOLIO, GENERAL AND LIFE
those of generd insurancereached COP5.32trillion. NSURANCE fgg':;“; S on

Throughout 2004, earnings through premiums

received were in the order of COP2.35 t and (Percentage)

COP3.63t, respectively, whichimplied red growth 600

rates of 4.39% and -2%. In the year to date, s00 |

premiumspaid (by theinsured) cameto COP0.57t
andto COPO0.81t, respectively. Animportant share
of the funds gained through the placement of 00 -
premiumsisinvested with thefinancial systemand
inthe capital market, asaback- up of thereserves
needed to meet possible events. In March 2005, 00 -
theinvestment portfolio of lifeinsurancecompanies

400

200

0.0

»

y

reached COP4.62 t, 1.21 times more than the Government  Financial System

M Lifeinsurance

technical reserves. Inthe case of genera insurance

Real sector Foreign
[ General insurance

Companl eS, thel r | nvestment pOI"[fO| | o ro% to Source: Banking Superintendency and Banco de la Repblica.

COP2.8t, an equivalent to 1.14 times above the

technical reserve®. Intermsof minimum capital, lifeinsurance companies
have2.95timestheminimumrequired, whilegenerd insurance companieshave
3.33 timestherequirement.

Asshownin Graph 17, the main debtorsfrom theinsurance sector arethe
Government with 53% for lifeinsurance and 44% for genera insurance, and
thereal sector with 30% and 37%, respectively. When analyzing exposure
at the company level, severd are characterized by having ahigh concentration
of risk in one of thesedebtors. Inthe case of lifeinsurance, themost exposed
companieswerethose exposed to Government paper. Several institutions
have morethan 60% of their portfolioinvested in public debt paper, which
makesthem vulnerableto pricefluctuations. Concerning general insurance,
wealsofoundingtitutionswith ahigh exposureto public debt instruments, regl

8 In February 2005, 75.2% of compulsory memberships to the pension funds were people
under 40 years of age.

9 Currently, some genera insurance companies have an investment/reserves ratio under 80%
which they must fulfill by December 2005, according to Decree 094, Art. 2, dated 2000. At

December 2004, participation of these companies, as a percentage of total premiumsissued,
was in the order of 10.5%.
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sector issues, and those issued abroad®. Those corporations that have
an important share of their portfoliosinvested in paper issued by the
real sector, are usually part of financial groups and, hence, invest a
substantial proportion of their resourcesintheir group’ s enterprises.
Althoughthereisalimit toinvestinginone singleissuer, the high exposure
of some companiesto the Colombia’ s General Stock Exchange I ndex
(IGBC) can be arelevant issue should this index show unfavorable
movements.

3. Ordinary common funds(FCQOs)
and special common funds (FCES)

Trust companies/fundsmanageinvestment assetsdifferent from pensionfunds

intheamount of COP11.1t approximately. Thesetypesof trust ingtitutions,

which account for 23.8% of total assetsadministered by thetrust companies,

have closer tieswith thefinancial system and the capital market. InMarch

2005, the FCO portfolio came to COP4.75 t, while the FCE reached
COP2.0 b.

INVESTMENT PORTFOLIO
OoF FCOs AND FCEs,

MARCH 2005, (COP 6.75 TRILLION)

(Percentage)
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During 2004, the FCO portfolio grew 7.6%inreal
terms, whilethe FCE’ shad littlegrowth. Contrary
to other institutions, most of thesetrust fundsare
exposed to thefinancia sector, which accountsfor
68% of the FCO portfolios and 51% for the FCE

Financial System Government
M FcE 2005

Real sector Others

portfolios (Graph 18). Exposure to the financial
systemisbasicaly under certificatesof deposit (CD).
These represent 54.5% of the FCO portfoliosand
32.8% of the FCE portfolios. Exposure includes
bondsissued by thesystem’ sfinancia institutions,
astheir other option. The other important debtor is
the Government, with 26% and 38% participation,
respectively. TES Government instruments only
represent 9.39% of the FCO portfoliosand 12.1%
I Fco 2005 of the FCE portfolios.

Source: Corporations and Securities Superintendency, and Banco de la Reptblica.
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10 Notethat those companies that have alarge portion of their portfolio denominated in foreign
exchange do not specidize in earthquakes which require by law investments outside the
country.



[II. THE FINANCIAL
SYSTEM’S
BORROWERS,
CURRENT SITUATION

A. PRIVATE NON-FINANCIAL SECTOR

This section makes a follows up on this particular sector and identifies
vulnerabilitiesthat may put at risk the stability of thefinancial system. The
andysisisbased onfinancid stlatementssubmitted to Corporateand Securities
Superintendenciest.

Theasset profitability and indebtednessindicatorswewill now andyzewere
indludedinpreviouseditionsof the Financid Stability Report and wereidentified
asdeterminants of weaknesses of Colombian corporations®.

1. Profitability®

Becauseof thefinancid crigs, theasset profitability or return on assetsindicator
waspositivevis-avisthenegativeresultsduring thesecond haf of the 1990s™.

11 The sample used comprises of an average of 8,476 corporations over the 1995-2004 period.
These were classified as producers of tradable and non-tradable goods, depending on the
economic sector to which they belong, aswell astheir size according to the value of their sdes
per year. Among thetradable goodswe have agriculture, cattle, game [wild animals, birdsor fish
hunted for food or sport] and forestry, fishing, mining and quarrying, and the manufacturing
industry. The remaining sectors pertain to those producing non-tradable goods. To determine
the size of the corporation we took into account the sales value, as fallows: 10% of the
corporations with the biggest sales were classified as big corporations, and 60% of
the corporations with the lowest sdes were consdered as small. Further, in order to facilitate the
comparative anaysisof somefigures, ahomogeneous sample of corporationsisused, comprising
those who continuously reported data during the complete period.

12 Martinez, Oscar (2003). “Determinantes de fragilidad de las empresas colombianas’,
(Fragility determinants of Colombian enterprises) in Borradores de Economia, Banco dela
Republica, No. 259.

3 Thereturn on assetsindicator isequal to the profits before tax/total assetsratio. It measures
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In December 2004, returns were at 5.1%, 0.5
above the 2003 result. Taking it by sectors,

producers of tradable goodsimproved returns

PROFITABILITY INDICATOR

(Paroeage) reaching 7.6% in December 2004; thereturnsfrom
8.0
producers of non-tradable goods were more
60 P moderate and equal to 3.2% in December,
‘o ! although these returns showed an upward trend.
(Graph 19)

20

Differences regarding the asset profitability
indicator are explained by a more favorable

0.0

207 7 composition of sales and profits for the
44 producers of tradable goods and by the different
1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 I’eSU|tS | n COStS and eXpen%S F| I‘St, |f we take a

Total ----= Tradable Non-tradable

homogenous sampl e of corporations, sales of
tradabl e goods these represented 60.1% of to-
tal corporate sales, and profit before taxes came
to 76.8%. Second, producer sales of tradable goods grew above costs,
administrative expenses declined, and salesexpensesgrew dightly. Third,
producers of non-tradable goods experienced similar changesin sales
and costs, but the administrative and sales costsjointly increased. The
differences between these two caused their asset profitability levelsto
vary during 2004; we should note that profits before taxes of tradable
and non-tradabl e producers grew by 185% and 44.6% respectively.
(Tableb)

Source: Corporations and Securities Superintendency, and Banco de la Reptblica.

Margins of earnings confirmed these results. The gross and operational
marginsgrew for all corporationsand for producers® of tradable goods.
The gross margin decreased for non-tradable producers, making evident
the differences between the two groups.

When the sample was divided by size, the results revealed the trend
previoudy noted. Theasset profitability of thebig corporationsgrew by 6%
in December 2004, and the medium- to small corporations by 3.6% and
1.7% respectively. As noted in previous Reports, although the smaller
corporations had the lowest asset profitability levelsin 2004; it wasthis
group of corporationsthat showed the highest increase.

To conclude, sale’ sgrowth and efficiency improvements during 2004
meant positive profits and returns on assets above the levels achieved

the capacity of a firm to yield profits with a level of funds, which includes stockholder
capital and indebtedness with the creditors.

4 The return on assets came to -0.6%, -1.2% and 0.2% in 1998, 1999 and 2000 respectively.

5 The gross margin is equal to the gross profits/operating income ratio; and the operating
margin is equal to operational profits/operating income.
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before the crisisand, hence, this sector was again on good standing in
responseto the satisfactory growth climate of the Colombian economy
during 2004.

TABLE 5

COMPOSITION OF THE PROFIT AND LOSS STATEMENT
HOMOGENEOUS SAMPLE (3,381 CORPORATIONS)

In trillions of COP Percentage of sales

1995 1997 1999 2001 2003 2004 1995 1997 1999 2001 2003 2004

Total

Operational income 37.1 545 609 87.3 109.6 122.3 100.0 100.0 100.0 100.0 100.0 100.0
(-) Salescost 27.1 397 431 631 797 882 732 728 707 722 727 721
Gross profit 99 148 178 243 299 341 268 272 293 278 273 279
(-) Administrative expenses 3.9 5.8 6.8 8.0 9.5 9.8 106 10.7 11.2 9.2 8.7 8.0
(-) Salescosts 3.9 5.9 7.3 99 119 132 105 107 121 11.3 109 10.8
Operational profits 21 3.1 3.6 6.4 84 111 5.7 5.8 6.0 7.3 7.7 9.1

(+)Net non-operational
income (0.2) (1.0) (1.6) (0.9 (1) (16) (05 (19 (2.6) (1.0) (r0) (13
Profit before tax 1.9 21 21 5.5 7.3 9.5 5.1 3.9 34 6.3 6.7 7.8
(+)Adjustments for inflation 0.5 0.9 0.1 0.0 0.8 0.8 1.3 1.7 0.1 0.0 0.7 0.6
(-) Taxes 0.8 11 1.2 1.9 3.1 3.8 2.0 1.9 1.9 2.2 2.8 3.1
Final profits 1.6 2.0 1.0 3.6 5.0 6.5 4.4 3.7 1.6 4.1 4.5 5.3

Tradable

Operacional income 239 339 382 530 66.6 73.6 100.0 100.0 100.0 100.0 100.0 100.0
(-) Salescost 174 244 267 376 474 517 73.0 719 70.0 710 712 703
Gross profit 6.4 95 115 154 192 219 270 281 300 290 288 29.7
(-) Administrative expenses 2.2 3.2 3.9 4.3 5.2 5.2 9.1 9.3 10.1 8.1 7.9 7.0
(-) Salescosts 2.8 4.1 4.8 6.0 7.2 7.9 11.6 121 124 11.3 10.8 10.7
Operational profits 15 2.3 2.9 5.1 6.8 8.9 6.3 6.7 7.5 9.6 10.2 12.0

(+)Net non-operational
income (0.1) (0.8) (1.2) (0.6) (0.9 (15 (0.3) (23) (31) (1r1) (14 (21
Profit before tax 1.4 1.5 1.7 4.5 5.8 7.3 6.0 4.4 4.3 8.5 8.8 9.9
(+)Adjustments for inflation 0.3 0.6 0.0 (0.00 05 0.5 1.3 1.7 0.1 (0.00 o038 0.7
(-) Taxes 0.6 0.8 0.9 1.4 2.3 2.9 24 22 2.3 2.7 35 3.9
Fina profits 1.2 1.3 0.8 3.0 4.0 5.0 49 39 2.1 5.7 6.1 6.7

Non-tradables

Operacional income 129 206 227 344 430 48.8 100.0 100.0 100.0 100.0 100.0 100.0
(-) Salescost 95 153 164 255 323 36.5 73.8 74.4 720 741 75.2 748
Gross profit 34 5.3 6.4 89 107 123 262 256 280 259 248 252
(-) Administrative expenses 17 2.6 3.0 3.7 4.3 47 133 128 131 10.7 10.0 9.6
(-) Salescosts 11 18 2.6 39 4.8 5.4 8.2 8.5 114 114 111 111
Operational profits 0.6 0.9 0.8 1.3 1.6 2.2 4.6 4.3 35 3.8 3.8 4.6
(+)Net non-operational
income (0.1) (0.2) (0.4) (0.3) (0.2) (0.00 (1.1) (1.2) (1.6) (0.7) (0.5) (0.0)
Profit before tax 0.5 0.6 0.4 1.0 1.4 22 35 3.1 1.9 3.0 34 45
(+)Adjustments for inflation 0.2 0.4 0.0 0.0 0.2 0.2 14 1.7 0.2 0.0 0.6 0.5
(-) Taxes 0.2 0.3 0.3 0.5 0.8 0.9 1.4 15 1.3 1.3 1.8 1.8
Fina profits 0.5 0.7 0.2 0.6 0.9 1.6 35 33 0.7 1.7 2.1 3.2

Source: Corporations and Securities Superintendency, and Banco de la Reptblica.

37



38

2. I ndebtedness!®

Thetotal debt indicator continued itsdownward trend for al corporations,
reaching 34.1% in December 2004. This constant fall since 2002 was
experienced both by the producersof tradableand non-tradablegoods. This
trend has persisted since the year 2000.

The decrease shown by the total debt indicator, which is made up of the
homogeneous sample, wasdueto the greater growth of total assets(3.5%),
inred terms, vis-a-vistotd ligbilities (0.8%). Liabilitiescontinued to diminish,
loosi ng importance within the balance sheet because of the slow growth of
short-termfinancid obligationsand thosewith suppliers, aswell asthedecrease
inlong-termfinancia obligations. Bond participation varied dightly aspart of
theliabilities. Although short-term bonds grew 21.7% in December 2004,
thisamount wasdtill rather low. Among noncurrent liabilities, long-termbonds,
second to financia obligations, grew only by 0.5% between 2003 and 2004Y .
(Table6)

Thefinancia indebtednessindicator behaved smilar tothetota indebtedness
indicator. For al corporations it fell to 11.5% in December 2004; for
corporations producing tradable goodsto 12.7%; and, those producing non-
tradable goodsto 10.5%. (Graph 20)

Accordingtothefinancia debt maturity analysis of the homogenousgroup
of corporations, financial indebtedness continued falling and reached the
lowest level during the period analyzed, asaresult of the slow growth of
short-termfinancial obligationsand the 7% decreaseinlong-term financial
obligations.

According to thedivision between domestic and externd financid obligations
of thehomogenousgroup, the external obligations decreased from COP4.1
t to COP3.4 t between December 2003 and December 2004. Domestic
financial obligationsfell dightly from COP16.1tto COP15.9t during the
same period®. Consequently, its share was 82.3% of the total in 2004.
Producers of tradable and non-tradabl e goods experienced asimilar change

16 We used two indicators to analyze indebtedness. The first, measured through the total
lighilities/total assets ratio, represents total indebtedness with domestic (labor obligations)
and external creditors at the sign off (financia obligations, suppliers, accounts payable,
taxes and bonds). The second is calculated based on total financia obligations/assets and
includes debt with Colombia's financial system, with international ingtitutions and other
obligations; thisindicator allows usto determine acompany’ s debt composition by currency,
if it is domestic and, if so, the creditor ingtitution(s) with which it deals with.

17 The complete sample confirms these results. Assets grew above liahilities and short-term
financia obligations; they grew dightly with suppliers. The decrease in long-term financia
obligations was much greater than for the homogeneous sample, showing areal decrease of
19.2% between 2003 and 2004.

8 Domestic financia obligations are divided between those with credit institutions and other
obligations.



TABLE 6

BALANCE SHEET COMPOSITION
HOMOGENEOUS SAMPLE (3,381 CORPORATIONS)

In trillions of COP Per centage Per centage
of March 2005 growth
2002 2003 2004 2002 2003 2004 2003 2004
Asset
Current asset
Available 3.3 3.9 4.0 6.5 7.6 7.3 18.2 2.6
Investments 4.6 4.7 5.8 9.0 9.2 10.6 2.2 24.3
Debtors 26.1 25.1 26.4 51.7 49.5 48.3 (4.0) 51
Inventory 15.7 16.2 17.7 31.0 32.0 32.3 34 8.9
Defferred 0.9 0.9 0.8 1.8 17 15 (6.2) (2.4)
Total current asset 50.5 50.7 54.6 100.0 100.0 100.0 0.3 7.8
Non-current asset
Investments 21.1 24.4 25.3 22.5 25.4 26.1 15.8 3.7
Debtors 4.1 3.1 2.7 4.3 3.3 2.8 (22.7) (13.4)
Prop., plant and equipment 24.5 24.3 24.7 26.1 25.3 25.4 (1.2) 19
Intangibles 4.1 4.2 4.1 4.4 4.4 4.2 1.2 (1.9)
Defferred 7.4 6.3 5.5 7.9 6.5 5.6 (15.6) (13.0)
Other assets 0.4 0.5 0.7 0.4 0.5 0.7 24.8 43.5
Valuations 32.2 33.3 34.2 34.3 34.7 35.2 34 2.8
Non-current total asset 93.8 96.0 97.2 100.0 100.0 100.0 2.4 1.2
Total assets 144.4 146.7 151.8 1.6 35
Liability
Current liabilities
Financial obligations 11.0 11.1 11.4 30.9 30.4 30.1 0.7 2.6
Suppliers 10.6 11.0 11.0 29.8 30.0 29.1 3.3 0.3
Accounts payable 6.3 6.4 7.0 17.7 17.5 18.6 12 10.2
Taxes 2.8 2.7 3.0 7.9 7.5 8.0 (2.6) 10.3
Labor obligations 11 11 11 3.0 2.9 2.9 (0.2) 4.1
Estimates and provisions 15 2.0 2.0 4.4 5.4 5.2 26.2 (0.2)
Deferred 0.6 0.6 0.5 1.8 1.6 1.2 (9.5) (20.2)
Other liabilities 13 1.4 1.4 3.7 3.7 3.7 35 3.8
Bonds and securities 0.3 0.4 0.4 0.8 1.0 12 34.5 21.7
Total current liabilities 35.6 36.5 37.8 100.0 100.0 100.0 2.6 3.6
Non-current liabilities
Financial obligations 10.9 9.1 8.0 52.5 44.8 41.1 (16.3) (12.2)
Accounts payable 25 2.2 2.4 11.9 10.9 12.5 (9.9) 10.0
Labor obligations 0.2 0.1 0.1 0.8 0.7 0.7 (6.0) (14.5)
Estimates and provisions 2.9 3.0 2.9 13.9 14.8 15.1 4.8 (2.8)
Deferred 1.7 1.6 1.6 8.0 8.1 8.3 (0.3) (2.2)
Other liabilities 0.4 0.5 0.6 2.0 22 3.1 7.9 34.6
Bonds and securities 2.3 3.7 3.8 11.0 18.4 19.3 64.4 0.5
Total non-current liabilities 20.7 20.3 19.5 100.0 100.0 100.0 (1.9) (4.2)
Total liabilities 56.3 56.8 57.2 0.9 0.8
Capital 88.1 89.9 94.6 21 5.2

Source: Corporations and Securities Superintendency, and Banco de la Reptblica.
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inthe composition of financia obligations. Theformer however maintained
ahigher debt portion with international institutions (22%) than the | atter

(8.6%). (Table 7)™

Analyzing theresults of financial obligationswith external lenders, USD
decreased only by 2.8% per year inreal terms, which islessthan the COP
dataand impliesthat the decrease waslargely dueto the COPrevaluation
during 2004.

FINANCIAL DEBT INDICATOR

(Percentage)
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Source: Corporations and Securities Superintendency, and Banco de la Reptblica.

2004

Non-tradable

Concerning domesticfinancid obligationswithloan
institutions, these remained constant (COP14.1t)
between 2003 and 2004, because of theincreasein
financial obligationswith the commercial financia
corporations and the BECH, and because of the
decreasewith financial corporations®. If we bresk

19

20

The result shows that externa financia obligations for the
total number of business enterprisesdecreased. Animportant
portion of thisdecrease wastheresult of the COP revauation.
Domestic financial obligations, as opposed to the
homogeneous sample, had areal annual growth of 1.7%.

Concerning the complete sample, financial obligations with
credit ingtitutions increased from COP21.2 t to COP22.2 t
due to the larger number of producers of tradable and non-
tradable goods.

COMPOSITION OF FINANCIAL OBLIGATIONS
HOMOGENEOUS SAMPLE (3,381 CORPORATIONS)

In trillions of COP Percentage Percentage
of March 2005 participation growth
Total Foreign Domestic Foreign Domestic Total Foreign Domestic
Total Bank Other Total Bank Other
institutions institutions

Total

2002 21.9 5.4 16.4 14.3 2.1 24.8 75.2 87.1 12.9

2003 20.2 4.1 16.1 14.1 1.9 20.3 79.7 87.9 12.1 (7.7) (24.6) (2.2)

2004 19.4 3.4 15.9 14.1 1.8 17.7 823 884 11.6 (41) (16.4) (0.9
Tradable

2002 15.2 4.4 10.8 9.7 11 28.9 71.1 89.9 10.1

2003 13.7 35 10.3 9.4 0.9 25.2 74.8 91.3 8.7 (9.6) (21.1) (5.0

2004 13.1 2.9 10.2 9.4 0.9 22.0 78.0 91.6 8.4 (4.4) (16.5) (0.3)
Non-tradable

2002 6.7 1.0 5.7 4.6 1.0 15.7 84.3 81.7 18.3

2003 6.5 0.6 5.8 4.8 11 9.9 90.1 81.9 18.1 (3.4) (39.2) 3.2

2004 6.2 0.5 5.7 4.7 1.0 8.6 91.4 82.8 17.2 (3.5) (15.7) (2.1)

Source: Corporations and Securities Superintendency, and Banco de la Reptblica.
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thisdown by economic sectors, agriculture, trade, construction, and transport
increased their obligationswith the domestic financial system, but industry,
servicesand other sectorsreduced them. (Table 8)

Analyzing by size, all corporate groups reduced their total and financial
indebtedness, with the big corporations showing the greatest decreasesin
December 2004, whilethemedium s zed show the highest indebtednesslevels
among thethreetypesof groupssince 2003.

Briefly, corporate liabilitiesin the balance sheet were reduced asaresult
of thedecreasein financial obligations. Although bonds exhibited consi-
derableincreases, yet amountsissued continue being small and limited to
just some corporate groups. The lesser dynamics of corporateliabilities
isconsistent with theincreasing tendency of resorting to internal fundsas
represented by equity, which showed areal increase of 5.2% between
2003 and 2004.

3. Corporateexpectations

Banco de la Republica’s expectations survey gathers the perception of
entrepreneurswith regard to macroeconomic variables, such asproduction,
credit availability, and the exchangerate. The April 2005 survey showed that
GDP was expected to grow by 3.9% in 2005 and 4% in 2006 (Graph 21).
Comparing theseresultswith previoussurveysit wasfound that expectations
for 2005 have adjusted downwards, i.e., 4.2% growth for 2005, according
to the October 2004 survey, compared to 4.3% fromthe April 2005 survey.

According to the Fedesarrollo’s opinion survey, entrepreneurshave abetter
perception of the economic performance of corporationsfor the next six

COMPOSITIONS OF FINANCIAL OBLIGATIONS BY ECONOMIC SECTORS

HOMOGENEOUS SAMPLE (3,381 CORPORATIONS)

(IN BILLIONS OF COP - MARCH 2005)

Banks CF CFC BECH System Total
2003 2004 2003 2004 2003 2004 2003 2004 2003 2004

Agriculture and mines 633.2 793.5 67.6 83.8 20.7 235 3.4 17 724.8 902.6
Manufacturing 7,005.1 6,866.6 1,352.7 1,181.3 346.8 410.1 15.6 47  8,720.3 8,462.7
Commerce 2,248.7 2,301.2 199.6 279.4 186.1 186.3 13.7 224  2,648.0 2,789.3
Construction 257.3 291.1 63.9 52.8 22.9 29.9 65.3 77.2 409.4 451.0
Transport 97.9 114.9 11.0 12.4 34 2.4 0.3 0.1 112.5 129.9
Other services 1,003.8 1,029.2 153.6 66.2 36.7 23.9 17.4 11.5 1,211.6 1,130.8
Others 245.5 180.9 49.0 31.7 19.7 13.4 15 21 315.7 228.1
Total 11,491.4 11,577.5 1,897.3 1,707.7 636.4 689.5 117.2 119.6 14,142.3 14,094.3

Source: Corporations and Securities Superintendency and Banco de la Republica
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GDP EXPECTED GROWTH IN 2005 AND 2006
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months. Theindex, which fell from January to
August 2004 and which remained constant up to
the end of 2004, started to rise during the first
months of 2005 until it reached the levelsof mid
2004. (Graph 22)

TheMarch 2005 joint industrial opinion survey
carried out by the Association of National
Industries (ANDI), showed that most industrial
activity during 2005 continued having good results
on productionand sales, ahighinstalled capacity,
and normal levelsof ordersand inventories.

These positive results confirm that the 2004
growth trend continued during thefirst months of
2005. Infact, 60.1% of those surveyed revealed
that corporations are going through agood phase
currently, while only 1.4% answered that their
Situation could worsenintheshort run. Concerning
the question oninvestments, 60% are planning on
developing investment projectsor are actually
implementing them—all pointingtotechnological
moderni zation, enlargement of plants, replacement
of equipment, and productivity diversification. In
the majority of cases, they are funding their
projectsfrominternally generated funds, aswell
asresorting to increasesin external and internal
indebtedness.

The low demand, the cost and supply of raw
materials, and the uncertainty surrounding the
exchange rate are the main problems facing
indugridigs. Inthisconnection, Colombianindustry
has been implementing strategies to improve its
productivity levelsand so be ableto respondtothis
variable schanges.

Notwithstanding thefall in the exchangerateto
COP2,332 per USD in May 2005, entrepreneurial
response to the Banco de la Republica’s
expectationssurvey revealed anincreasefor the
next months, reaching COP2,402 per dollar in June
and COP2,473 for December, and COP2,507 for
March 2006. (Graph 23) Although expectations
ontheexchangerate continue abovetheactud rate
established, agents have nonethel ess taken into



account the recent stability of the exchangerate,
as seenfromthe April 2005 survey.

PERCEPTION OF LOAN AVAILABILITY

Asto credit availability, 81% of those surveyedin
April 2005 consderedit to behigh, and only 7.6%

CURRENT PERCEPTION OF LOAN AVAILABILITY

thought it was low. As to expectations for the %00
following six months, 76.3% believeit will remain 800
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thegood performance of theeconomy during 2004. —— High
Sales growth, which together with the positive
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lance sheet. The decrease in corporate leverage
continuestoreved ardianceoninterndly generated
fundsas opposed to turning to external sources of
financing. Entrepreneurscontinue being positive
about the growth of the economy, and about the
dtuationandtheavailability of credit.
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Source: Expectations survey, April 2005. Banco de la Replblica.

CORPORATE RESULTS AT MARCH 2005

The March 2005 follow up on corporations was based on the quarterly data provided
by the Securities Superintendency. The total sample was based on all the corporations
that reported data; the homogeneous sample was made up of all those who jointly
reported information in March 2004 and in March 2005 . It should note that this group

In March 2005, 116 corporations reported information to the Securities Superintendency, and the homogeneous
sample comprised of 108 enterprises. The enterprises comprising the complete sample as well as those from the
homogeneous sample were classified as producers of tradable and non-tradable goods, using the same criteria for
the December 2004 sample.
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of corporations is not a representative sample of the total corporate private sector
corporations, as it is made up only of the big corporations that have registered with the
National Securities Record Office.

The December 2004 Financial Stability Report looked at the influence of the
communications sector on total corporate results. Separating these effects, asset
profitability or returns on assets for the grand total of corporations decreased to 5% in
December 2004 and to 4.9% for producers of tradable goods. It remained constant at
5.2% for those of non-tradable goods. In March 2005, asset profitability for the total
number of corporations, including producers of tradable goods, reached all time highs
of 5.6% and 6.2% respectively?, and fell to 4.9% for producers of non-tradable goods.
(Graph B3. 1).

GRAPH R3.1
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Source: Corps and Secs. Superintendency and Banco de la Repblica.

The lower asset profitability of producers of tradable goods in December 2004 was due
to the marked growth of non-operational expenses vis-a-vis income, which meant that
profits before taxes fell; profits varied little with producers of non-tradable goods because
of the joint fall in income and non-operational expenses, which kept the asset
profitability unchanged.

In March 2005, the total of corporations as well as producers of tradable goods showed
an increase in asset profitability, as a result of the slight increase in overall expenditures,

For the complete sample (i.e., the one which includes the communications sector), return on assets increased by
4.8%, in December 2004 and by 5.2% in March 2005. With reference to our text, the results remained unchanged
for the producers of tradable goods and they increased by 4.6% in December and decreased by 4.2% in March for
the producers of non-tradable goods.
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particularly financial expenses. The fall in asset profitability of non-tradable producers
was also due to the performance of the non-operational items?.

Total indebtedness continued falling among the total number of corporations and among
the producers of tradable and non-tradable goods*. In March 2005, the total liability
indicator, as a proportion of assets, showed a slight recovery because of the greater
activity of the short-term accounts payable, which caused liabilities to grow above the
assets during the first quarter of the year.

According to the homogeneous sample, bonds and commercial paper also increased.
The short-term ones rose above those long-term, particularly from the producers of
tradable goods; however, the long-term ones continued showing a higher participation
among the non-current liabilities vis-a-vis the lower financial obligations.

Financial indebtedness decreased similarly to total indebtedness, although it rose slightly
among the producers of non-tradable goods in March 2005. The decrease of 38% in
long-term financial obligations between March 2004 and the same month in 2005,
caused the decrease in total financial liabilities. Although short-term financial obligations
increased during the past year, their share in total short-term liabilities fell close to two
percentage points. (Graph B3. 2).

GRAPH R3.2
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A better understanding of financial indebtedness can be achieved by analyzing the
composition of financial obligations of the homogeneous sample of corporations. This

3

4

In March 2005 the results were similar with or without the communications sector.
The debt indicator analysis was carried out having in mind the complete sample.
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data revealed that lower total financial obligations were due to the lower indebtedness

with foreign institutions. These obligations decreased from COP4.2 t to COP2.6 t

between March 2004 and March 2005, hence external obligations had a lower
participation within the total, down from 48.7% to 37.5%°. Domestic financial
obligations fell during the year from COP4.4 t to COP4.3 t, because of the decrease in

financial obligations with the country’s financial system and other types of obligations.

In summary, there was lower asset profitability in December 2004 among corporations
under the surveillance of the Securities Superintendency because of the marked increase
in non-operational expenses, but increased again because of the moderate growth in
March 2005. The year’s short-term liabilities grew slightly during the first quarter of the
year because of the accounts payable, but financial obligations continued decreasing
because of the lower indebtedness with foreign institutions.

Although financial obligations with foreign credit institutions decreased as a result of the COP revaluation during
2004, the USD decrease was considerable and equal to 30% between March 2004 and March 2005.

BUBBLE IN ASSET PRICES

As in previous reports, an analysis is made of the bubble indicators' for asset prices in

Colombia, particularly the mortgage and securities markets.

The first section examines the evidence of a bubble in the mortgage market for different
income levels (or strata), making use of price indices for used, new, and rented housing
based on Jaramillo (2004). The second section analyzes the bubble indicator for the stock
exchange market, using the same methodology presented in past editions of the Financial
Stability Report.

I The mortgage market
Both the general bubble index as well as the index by strata (income levels) suggest that

there is no evidence of an over-evaluation (overheating) of the real estate market. (Graphs
B4.1, B4.2 and B4.3) We should note however that, different from other strata, the middle

1

The bubble indicator was built on the basis of price to equity analysis. The methodology is based on comparing the
asset price index with its corresponding returns index. This is then compared with its long-term mean with
the purpose of having an evaluation of the degree of excess or valuation defect shown by the market in question.
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stratum indicator showed a recovery during the first half of 2004. Furthermore, these new
indicators reveal that the bubble reverse of the 1990s for the real estate market took
place between 1998 and 1999, and not in 1995, as shown by the old indicator? as well
as the computation with the price index for used real estate (or known here as IPVU)?

On the other hand, the strata indicators suggest that the bubble was stronger for the
new real estate market than for used real estate (Graphs R4. 1 y R4. 2). This can be
explained given the embedded costs involved in the construction business*, which do
not allow for immediate price adjustments. Thus, should the suppliers overestimate an
asset’s price, such price stickiness produces an even stronger bubble for this market.

GRAPH R4.1
BUBBLE INDICATOR BY STRATUM (IPVU)
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Source: Jaramillo (2004), and Banco de la Repdiblica calculations.

GRAPH R4.2
BUBBLE INDICATOR BY STRATA (IPVN)
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Source: Jaramillo (2004), and Banco de la Repdiblica calculations.

2 Calculation based on the housing price index from DANE and on the rent index from DNP.
*  See Financial Stability Report dated June 2004, page 53.
4 For example, builders have publicity and commercial costs which do not allow prices to be adjusted immediately.
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GRAPH R4.3
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Source: DANE, National Planning Dept (DNP), and Banco de la Repiiblica.

Breaking down the analysis by stratum, revealed that the upper strata experienced the
most pronounced bubble during the 1990s (Graphs B4. 1 and B4. 2). Specifically, strata
5 was the most affected by the reverse process of the bubble during the crisis® . Its strong
leverage, the fall in real estate prices, high mortgage interest rates, and the growing
unemployment experienced by the heads of families contributed to increased default
rates. All these factors put together implied an increase in the levels of delinquent loans
and the handing over of the collateral.

In the case of the middle strata, the bubble was less pronounced, suggesting that these
were the most efficient among them all®. Thus, the effect of price decreases was milder
than for the upper stratum.

Finally, the lower strata bubble indicators showed a different pattern performance both
before and after the crisis. Prior to the crisis, it revealed the lowest bubble indicator,
both for new and used homes. This can be explained by the technological innovations
in place, which put pressure on mortgage prices to fall. After the crisis, these lower
strata showed the highest bubble indicator among all, which is partly related to the
house subsidies offered, thereby increasing demand and prices.

1. The stock market

The stock market, which showed unprecedented growth since the middle of 2003,
experienced a sharp fall in March 2005. This was a reflection of local investor

See Topics on Financial Stability of this edition.

In this context, efficiency implies better market data inflow allowing prices to remain at their long-term mean. This
efficiency can be explained by looking into the depth of the market since a large portion of the population and
housing concentrate in these strata.
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expectations as a result of announcements of possible inflationary pressures in the US
and expectations of a rise in interest rates by the Fed, which implied a rechanneling of
capital flows and, hence, the reason for the abrupt fall in both the stock exchange and
the secondary public debt market prices during the month of March.

As soon as the uncertainty ceased regarding the Fed'’s reference rate in April, the stock
exchange recovered from its fall to reach and maintain levels above those reported
during 2004.

This performance, which is partly a response to macroeconomic fundamentals, can
also be due to a possible market speculative bubble. To ascertain this, the ratio IGBC
(the exchange’s indicator)/return on assets ratio of the exchange’s listed firms” was
constructed. Graph B4. 4 depicts the result.

As pointed out in our last edition of our Financial Stability Report, the stock exchange
does reveal the presence of a bubble. Although the overvaluation levels (slightly above
200%) may seem excessive, attention should be centered on the IGBC trend®. We should
note that such levels have been mainly led by the strong growth of the IGBC, which has
had an average annual growth of 63% during the past three years.

GRAPH R4.4
IGBC/CAPITAL YIELD INDEX
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Source: Colombia's Stock Exchange, and Banco de la Repdblica calculations.

This indicator is calculated as follows: 1) Based on information from the Securities Superintendency, we built the
operational profit/property, staff, and equipment ratio; 2) we take this ratio’s mobile average of the last 8 quarters
and then itis weighted by the amount of fixed capital of the firm as a proportion of the sample’s total capital stock, and
3) information is added and negative aspects are removed, since these are the least that pertain to the stock market
and therefore do not form part of the IGBC.

The level of the indicator is influenced by three factors: 1) the size of the sample that takes all the downward slope
of the economic cycle (1998-2001) and only a part of the upward slope before 1997; 2) the sample is biased as
it only includes the more actively traded stocks listed under the Securities Superintendency, and 3) the greater
depth of this market. The latter has generated a more propitious environment both for greater participation of
institutional investors (e.g., pension funds) as well as foreign capital. For a more complete explanation of these
factors, see the Financial Stability Report, December 2004.
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To conclude, although there may not be evidence of a price bubble in the mortgage
market, the stock market does show signs of an over-evaluation. Specifically, we should
note the favorable performance of the IGBC, which continues to be above the return
on assets of firms listed in the exchange. This trend may by induced by significant capital
inflows as well as the stronger confidence of domestic investors.

This development of the Colombian stock exchange, based on significant amounts of
capital inflows, may imply that the indicator we have built is representative of a
phenomenon at the aggregate level, since a large portion of the external investment
inflows have sought to seek gains from firms not listed in the Colombian Stock Exchange.
Finally, stable interest rates and low inflation rates have had a positive influence on

stocks prices.
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B. HOUSEHOLDS
1. Households financial stuation

Household expenditurehasshown afavorableper-
formance since the beginning of 2000, maintaining
real growth closeto 3%. Household expensesgrew
by 3.2% during thefirst quarter of 2005. Althoughit
was below the 3.7% reported for thelast quarter of
2004, itisgtill animportant red expenditureincrease
(Graph 25). Greater consumption was dueto the
positive outcome of spending in durable goods
(16.5%) as well as in non-durable and services
(1.9%and 2.1% respectively), during thefirst quarter
of 2005.

The dynamics of household spending is partly related to the labor
market’ s good performance. Unemployment for the 13 main cities
continued to report the lowest levelsfor all months of 2005. Unempl o-
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yment for May 2005 was at 13.9%, 1 pp
below the onein May 2004—thelowest |level
since the continuous household survey started
(or ECH) for that month (Graph 26).
Subemployment started the year having the same
trend, revealing thelowest rates since the ECH
measurement started. In May, however, this
indicator was 1.3 pp above the same month in
2004.

The 2005 employment rate started below the
2004 level s dueto the stagnation of employed
people during thefirst couple of monthsin 2005
and to the marginal increase of theworking age
population. By March, however, thisindicator
was showing afavorabletrend, reaching levels
close to the same month in 2004. The trend
continued during the following two months,
which placed the May rate at 0.6% above the
same month the previous year. (Graph 27)

Real salaries showed a positive performance
over the last 12 months. Retail industry sale
salarieswere particularly outstanding, after their
significant growth in 2004. At the start of 2005
therewasaslowdown intheir growth, but they
continue to maintain levels close to 5%.
Manufacturing salaries did not experience the
outstanding growth witnessed for most part of
2002, but they continued to maintain real
positive growth rates, reinforcing the notion of
abetter financial situation for workers. (Graph
28)

In general, labor market conditions seemto fa-
vor households, particularly revealed by the
evolution of employment rates since April
and thelowest unemployment ratefor thelatter
since the ECH began. Thistrend, together with
wage performance, seemsto sustain households

payment capacity.
2. Prospects

Household expectations as to the state of the
economy, asmeasured by Fedesarrollo’s index, are
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CONSUMER EXPECTATIONS INDEX
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bel ow thelevel sof theearly monthsof 2004. Infact,
expectations have revealed a less optimistic
perspective since the middle of 2004, fluctuating
between 5 and 10 pointsbelow thelevel srecorded
in previous years (Graph 29). However, the gap
between the 2005 and 2004 levels seems to be
cloang.

The home purchase perception index continued
showing the growing trend that began since the
last quarter of 2004. It reached all time highs
since its inception back in November 2001.
(Graph 30)

The durable goods purchase perception index
grew substantially in May 2005 duetothegrowing
trendintheindicator for vehicle purchases. Thelatter
had remained rd atively stablesince December 2004.
The furniture purchase perception index, which
includesother bigitems, dso showed agrowingtrend
during the first months of 2005. Thisindex has
maintained a positive balance during the sample
survey. (Graph 31)

The relative improvement of the durable goods
purchaseindex, together withthegrowthin household
expendituresduring thelast quarter of 2004 andthe
active sales of electric appliances, furniture, and
vehiclesduring thefirst months of 2005 explainsto
agreat extent thereason for the expans on enjoyed
by the consumer |oan portfolio. Should the present
conditions persist, we envisage this pattern to
continue.

On the other hand, the mortgage loan portfolio
presents a less clear picture. In real terms,
disbursementsfor home purchasesincreased by
43% year-to-year in April 2005—the highest level
of the past six years. But they are still much below
the levels reached during the years before the
construction crisis (Graph 32). The best perfor-
mancewasthat of disbursementsfor new housing
(not for low-cost housing (or vivienda deinteres
social (VIS),)), which had a 34% growth rate
during thelast quarter of 2004 versusthe same
periodin 2003.



On the other hand, approved construction

licenses fell in April and interrupted a slight

growing trend seen during thefirst three months .Tf R HOUSING PURCHASES
of the year. These approved licenses for
construction fell by 17% between March and
April 2005. If we take into account the area
approved for thelast twelve months, versus April 500,000
2004, thefall isclose to 9%. Further, analysts
tend to agreethat astructural change hastaken
place asto theway peoplefinancetheir housing, 300009
asmoreimportanceisgiven to private savings 200,000
(AFC accounts), remittances from abroad, and
short-term consumer credit.
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Source: Colombian Institute of Savings and Mortgage (or ICAV).

C. NON-FINANCIAL PUBLIC SECTOR (NFPS)
1. NFPSaggregatedebt

In March 2005, NFPS gross debt as a percentage of GDP decreased
compared to the samemonth in 2004, settling at 57.2%. Weowethistothe
fact that NFPS external debt diminished as aresult of the exchange rate
revaluation. Ineffect, foreign debt in USD aswell asinternal debt increased
by 6% per annum and 10.3% per annuminreal termsrespectively (Table9).

TABLE 9
NFPS TOTAL DEBT 1/

In billions of COP Asapercentageof GDP 3  Participation Nominal growth 4
Internal 27 External Total Internal External Total Internal External Internal External External Total

COP usD

Dec-95 9,928.6 12,017.8 21,946.4 11.8 14.2 26.0 45.2 54.8

Dec-96 12,679.4 12,926.6 25,606.0 12.6 12.8 25.4 49.5 50.5 27.7 7.6 57 16.7
Dec-97 18,774.3 17,608.6 36,382.9 15.4 14.5 29.9 51.6 48.4 48.1 36.2 59 42.1

Dec-98 23,946.4 24,448.4 48,3948 17.0 17.4 34.4 49.5 50.5 27.5 38.8 16.5 33.0
Dec-99 32,928.0 32,879.2 65,8072 21.7 21.7 43.4 50.0 50.0 37.5 34.5 10.7 36.0

Dec-00 46,653.2 41,965.2 88,6184 26.7 24.0 50.7 52.6 47.4 41.7 27.6 7.3 34.7
Dec-01 54,905.1 50,795.7 105,700.9 29.1 27.0 56.1 51.9 48.1 17.7 21.0 17.8 19.3
Dec-02 67,838.4 61,974.8 129,813.2 33.2 30.5 63.7 52.3 47.7 23.6 22.0 (2.4) 228
Dec-03 75,078.0 65,883.0 140,961.0 33.0 28.9 61.9 53.3 46.7 10.7 6.3 9.6 8.6
Dec-04 84,263.7 59,778.7 144,042.4 33.4 24.0 57.4 58.5 41.5 12.2 (9.3) 2.2 2.2
Mar-05 88,7354 59,149.0 147,884.4 34.3 22.9 57.2 60.0 40.0 15.8 (6.0) 6.0 6.0

1/ Does not include IFI.

2/ We are including the capitalization bonds of public banks within the Government's domestic debt.
3/ We are using the GDP of the last 12 months for the quarterly data.

4/ For March 2004, we are relating to the March 2003 variation.

Source: Banco de la Republica.
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Ontheother hand, inMarch 2005 externa debt continued toloseprominence
among total debt, whereasinternal debt increased. Thefirst accounted for
40% and the second for 60%. Thiscan beduein part to thereval uation of the
exchangerate, asit promotesdebt buy-back and aresorting to public domestic
funding, giventhefavorablesituation of the Colombian economy andliquidity
availability. We should note however that the greater internal debt by the
Government, the greater theexposure of thefinancia systemto market risk,
sincefinancia intermediariesarethe onesthat absorb the highest portion of
thisdebt. Itisworth mentioning that the recent pension reform doeslessen the
pressureson the public sector’ sdebt sustainability.

2.  Central government debt (CGD)

DEVELOPMENT OF THE CENTRAL GOVERNMENT'S (CG)
GROSS DOMESTIC DEBT ACCORDING TO BORROWER
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In March 2005, the CGD had a real annual
increase of 3.1% as a result of the greater
internal debt, despite lower foreign obligations
asaresult of the appreciation of the exchange
rate. We should mention that total CGD accounts
for 89.6% of the NFPS debit.

As far as the Government’s internal debt is
concerned, it had areal annual increase of 12%—
agrowth not seen since 2002. (Graph 33) This
breaksthe moderate trend® shown by internal
indebtednesssince 2003. Thisincreaseininternal
debt meant that bond participation as a part of
total internal debt increased. In fact, in March
2005 these bonds accounted for 95.7% of the
total.

Concerning external debt, the Government had a
real annual decrease of 7.9%, asaresult of the
appreciation of the exchangerate, sincedebt in
USD increased 9% per year. (Graph 34)

Externa debt participationwith multilateral agen-
cies marginally decreased in March 2005,
accounting for 37.9% of total debt, dueto the
loan prepayment in the amount of USD1,250
million (m) whichthe Government had contracted
with the Interamerican Development Bank (IDB).

21 Internal debt growth has been moderate when compared to
the average red annua growth of 25.5% between 1995 and
2002.



FINANCIAL CONDITIONS OF NEWLY SECURED LOANS

Period Amount Average duration Average
agr eed Interest rate
(In millions Grace Amortization (Nominal
of USD) (years) (years) Per centage)
1991 2,507 6.0 12.8 7.5
1992 847 4.2 14.7 7.8
1993 1,526 34 12.2 6.9
1994 1,715 4.0 10.9 7.3
1995 1,715 2.7 9.1 6.8
1996 3,489 1.5 8.5 7.8
1997 2,331 1.3 10.6 8.0
1998 3,104 1.2 7.1 8.2
1999 3,861 24 8.9 10.0
2000 3,192 1.1 9.5 11.8
2001 6,441 21 9.4 9.5
2002 2,042 1.5 7.8 7.8
2003 4,629 35 8.3 5.9
2004 3,364 3.3 10.7 6.8
Source: Banco de la Republica.
This meant that bond share increased (56%) on

the samedate. Theremaining 6% relatesto debt
with bilateral, commercial banks, and suppliers.

CG PAYMENT CAPACITY

As can be seen from Table 10, the Central Go- vear In billions of COP
vernment (CG) contracted foreign currency loans dCe Et Income inDC%b% é .
for USD3,364 m in 2004. Asto the terms and
) . 1995 11,559.8 9,599.9 120.4
conditions of theseloans, theaverage grace period 1996 14.452.3 121403 1190
1 1 1997 21,778.2 15,237.5 142.9
was I_ow_ered marg| nally, \_/vhlle average Toos 12556 188803 1850
amortizationsand interest ratesincreased. 1999 47,916.0 20,164.6 237.6
2000 70,677.3 23,196.7 304.7
2001 88,689.0 28,941.8 306.4
2002 110,578.6 31,459.1 351.5
. . 2003 123,635.1 35,798.3 345.4
3. CG’sdebt/incomeratio 2004 128,408.3 40,911.7 313.9
Mar-05 132,852.3 41,581.4 319.5
Although the CG’s debt/income ratio fell Source: Banco de la Repiblica

considerably inMarch 2005 compared tothesame

monthin 2004, it had an upsurge during thefirst quarter of 2005 (Table11).
Thiswas mainly due to the notable increase in internal debt, areal
annual increase of 12%, although thisincreasetook placeat the sametime
domesticinterest rateslowered?.

External debt had a real annual decrease of 7.9%, largely due to the
appreciation of theexchangerate, sincethe USD foreign debt grew by 9%
per annum.

22 The 10 year spot rate fell 141 bp between March 2004 and the same month in 2005.
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IV. THE EFFECTS OF
CHANGES IN
MACROECONOMIC
VARIABLES UPON
THE FINANCIAL
SYSTEM'S RISKS

From Section 1 of our Report, we can concludethat thefinancial systemhas
been mainly characterized by the considerable growth of its main asset
components, supported by increased depositsand an expansion in equity.
Credit risk hasalso maintained ahistorically low level which doesnot pose
immediate threatsto the system’ sstrengths.

In spite of thisfavorable picture, there are potential weaknessesthat reveal
themselvesasaresult of changesbrought about by someof themost important
macroeconomic variables. Thepurposeof thissectionisto andyzetheimpact
of ashock on theaforementioned variables, focusing ontherisksfacing the
financid sysem.

For thispurpose, wewill carry out asengitivity andysis® oriented to defining
thelosses associated with increased credit and market risks, asaresult of
adverse scenariosrelated tointerest rates, the exchangerate, and economic
activity.

A. CREDIT RISK

Chapter |1 of the Report reveal sthe good condition of the non-performing
loansindicator. Changesin the macroeconomic environment, however, may

23 The senstivity exercises evaluate the effect of a change in a specific variable, without
considering the latter’s interaction with other variables.



changethistrend asthey affect borrowers’ payment capacity. Thiswould
mean agreater exposure of thefinancia systemto credit risk.

In order to quantify the cost of changesin macroeconomic variables, wewill
now show aseriesof exercisesthat computetheadditiona expenditurereated
to provisioning that banking corporationswould haveto makein theface of
adversevariable movements.

1. Household credit

The quality of the mortgage and consumer loan portfolios depends on
households' borrowing capacity or itsability torepay loans. At thesametime,
such quality isaffected by householdincomeand by interest rates. In what
follows, wewill analyzethe effect of changesin each of thefactorswhich
influence non-performing loansduring atimehorizon of oneyear.

The cost of adampening of economic activity, closeto athird of that
experienced during the crisisat the end of the 1990s, impliesan additional
provisioning by the system equivalent to COP34 billion (b), inthe case
of the consumer loan portfolio, and COP10 b for the mortgage |oan
portfolio. Although these are small amounts, if we comparethem with
the profits made during recent months, such provisioning represents 21%
and 12% of the expenses undertaken for this concept respectively during
20042,

If we are to take up the international recommendation for developing
economies, wewould consider an interest rateincrease scenario of 200
basis points (bp). For the consumer |oan portfolio, the exercises done
reveal that thisincrease would have a cost of COP74 b in additional
provisions, which is equivalent to 45% of current provisioning
expenses®.

2. Credittotheprivate corporate sector

Thequality of commercial creditisdirectly related to the corporate sector’s
profits. To assessthe performanceof thisloan portfolio during Sressstuations,
webuilt severa scenarioswhere corporatereturnsareaffected by changesin
the macroeconomic environment.

24 During 2004, thefinancia sector’s provisioning expenses reached 1.3% of portfolio stock.
These calculations assume that al portfolio qualities undertake provisioning a the same
rate. For other references on the level of provisioning see Anticyclical provisioning scheme
in Colombia, in Special Topicson Financial Sability, at the end of this Report.

25 For the case of the mortgage loan portfolio, the direct effect of an increase in interest rates
on the portfolio quality is not clear, since these credits are indexed to the UVR.
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When breaking down the non-performing loansindicator by sectors, wefound
thefollowing sectorsto bethemost sengitiveto changesonreturns: agriculture,
livestock, game, forestry, and the construction sector. Theleast sendtivesectors
wereeducation and real estate, entrepreneurial, andleasing activities. We
will now show our main findings concerning the aggregate commercia loan
portfalio.

First, theeffect of anincreaseininterest ratesdependson afirm’slevel of
indebtedness. In thiscase, we used dataon domestic financia obligations
reported in corporate balance sheets, including dataon financia expenditure
flowstaken from theprofit and loss statement. Increasesof 200 bp ininterest
ratescaused thefirmto havefurther financial expensesand |essened profits.
Lower returns can result in agreater non-performing loans portfolio. This
meant anincreaseof COP18.9 bin provisionsonthefinancia system’ sba-
lance sheet—an increase of 5.1% in provisioning expensesvis-aviswhat
was seen in 2004.

Second, the higher USD appreciation would affect business enterprises
that have loansin thisforeign currency®. Nonetheless, many firms
safeguard themsel ves against such exchangerate variations by acquiring
financial assetsin USD. In this exercise, we have taken into account
their net liability position in foreign exchange?. Two unfavorable
scenarioswere construed for the exchange rate: an increase of COP48
associated with the maximum implicit devaluation in FX forward
contracts for December 2005 and an increase of COP620 coherent
with the 2002 deval uation.

Since Colombian business enterprises have a net liability position,
increasesinthe exchangerate negatively affect their yield. Thefinal effect
of thefall inyield associated with thefirst shock would imply anincrease
of COP8.6 bin provisionsby thefinancial system, which accountsfor a
2.3% increasein thisexpenditure. However, when considering aworst
case scenario, theincrease in provisions by the financial system would
be COP102.1 b, which is equivalent to a 27.6% increase in this
expenditure.

In addition, when considering producers of tradable and non-tradable
goods separately, we found that the non-performing loansindicator of
the latter ismore sensitive to changesin profit levels. On applying the

26 For this exercise, we only took into account the balance sheet loss effect due to valuation.

27 For the liability position of firms, we used the short-term financial obligations and foreign
exchange suppliers; whereas we only considered the clearing current accounts for the asset
position. Note that these accounts represent only a portion of the foreign exchange assets
held by Colombian firms. These are used as an gpproximation to calculatefirms' net positions,
given this availahility of data



same shocksto the exchange rate (COP47.8 and COP620), theresults
were asfollows: 1) Inthe case of producers of tradable goods, the new
provisions made are equal to COP2.2 b and COP25.8 b respectively
(0.6% and 7% of 2004’ s provisioning expenses); and, 2) In the case of
the non-tradabl e producers, additional provisioningisequal to COP4.8
b and COP59.6 b respectively (1.3% and 16.1% of 2004’ s provisioning
expenditures).

Lastly, when faced with areal salesdecrease of 3% (aclose approach
to adampening of economic activity) profits before taxes plummeted
and there were even losses in some sectors. Thissituation isconveyed
to the balance sheet of the financial system through anincreasein non-
performing loans and, hence, in provisioning, which would increase by
COP269.5 b, causing current provisioning expendituresto increase by
72.9%.

These possible changesin macroeconomic variablesmay put any firmor
corporationinadifficult Situation in termsof profitability and hence affect
the strength of thefinancial system asawhole. However, the magnitude of
the effect would depend on the current state of afirm and the size of the
shocks.

Theabove exercises show that credit risk, under the scenariosanalyzed, is
not abig menaceto the short-term stability of thefinancial system. However,
we should bear in mind that these exercises do not take into account the
correlation of shocksonvariables. Thus, it isimportant to keep aclosewatch
onthistypeof risk, asadverseeconomic conditionscantrigger thegppearance
of variousscenarioss multaneoudly.

B. MARKET RISK

Although credit risk maintainsitsimportance when analyzing the stability
of thefinancial system, thefavorable situation of the main debtors makes
other typesof risk morerelevant inthe short run. Particularly, the effect of
interest rate changes on the val uation of the system’ sinvestments has
demonstrated to be areal source of weakness. Asalarge percentage of
thefinancial system’ sinvestmentsarein Government debt securities, we
will now proceed to make an exercise that seeksto quantify the market
risk of these Government securities. We should note that the realization of
such risk during certain periods brought about brief episodes of instability
during August 2002, April 2004 and March 2005.

1. Thesecondary market of TESB (Gover nment securities)

Thesharelevesof financial investments, with particular preferencefor Go-
vernment debt securities, are cons dered one of themajor changesthat bank
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balance sheets have experienced during the past ten years®. Diverse
ingtitutional and economicfactorshave promoted the high preferencefor these
securities®.

Thisasset recomposition hastwo implications. On the one hand, it redu-
cestheexposure of thefinancial systemto credit risk, sinceit contributes
to portfolio diversification. On the other, it makes the value of an
institution’ sloan portfolio more vulnerableto changesin interest rates,
thereby increasing the exposure of thefinancial systemto market risk.

However, thisgreater risk exposure of financial intermediaries has been
accompanied by preventive measures taken by the Banking
Superintendency, which in 2002 created a capital requirement to offset
such market risks, though it has not proved totally reliable. In thefirst
place, this measure has become procyiclical dueto theimportance given
to recent price volatilitieswhen computing capital requirements, so that
institutions have to contribute more fundswhen markets go through an
adversetime—when the greatest | osses take place. Second, the weight
of market riskswith regard to the capital adequacy ratio remainsat low
levels® although, aswe have seen from our findings, market risk isan
increasingly important factor to be taken into account when werefer to
thevulnerabilitiesof thefinancia system.

a. Exposure of the financial systemto the TESB market

The increasing participation of Government debt instrumentswithin a
financial institution’ sbal ance sheet makesit needful to set up an exercise
that focuses on public debt security valuation at market prices. Thisalows
us, inthefirst place, to quantify the Government debt stock held by financial
institutions® at market prices; and, in the second place, to analyze a
possible scenario of val uation lossesof public debt instrumentswhen facing
changesininterest rates. For this purpose, wetook datafromthe TESB
government securities, since these are the most common public debt
instrumentswithinthefinancia system’ sportfolio.

28 These securities accounted for around 21% of assetsin 2004, while in 1999 and 1994 they
accounted for no more than 7% and 2% respectively.

29 With regard to thefirst, we talk about the development of the domestic public debt market;
concerning the second, there is the economic recession at the end of the 1990s, which led
credit ingtitutions to invest more in securities.

30 Incorporating market risk within the capital adequacy ratio implied afal in the indicator of
1.7% in May 2005 (from 16.5% to 14.3%).

31 Thisisauseful exercise becauseit alows usto have a measurement which goes beyond the
limitations of balance sheet data reported and sent to the Banking Superintendency, where
you'll find, because of certain regulations, a mixture of securities valued a market prices
and others which are not.



To make the above valuation we used the market price for each public
debt security, which isthe average price of the previousday’ strades of
this Government I ssue, weighted by the amount of each trade.

In order to determinethe price of untraded securities on aspecific date,
weresorted to the valuation curve’ simplicit data (built with securities
traded that day) aswell asthe security’ scomputed margin of apast trade®.
Through our valuation curve we defined adiscount [forward market] rate
which, when added to the margin, isused to discount the flowsthat make
up asecurity and so determineitsprice. Inaddition, to compute possible
|osses when encountering interest rate changes, we used the key rate
durations, as put forth by Thomas Ho’s (1992)% computation
methodol ogy.

On carrying out the exerciseon May 27, 2005, we were ableto determine
that credit institutions had COP20.1 trillion (t) in TES B securitiesat market
prices, 13% above the amount for November 2004 (Table 12). At thesame
time, the non-banking financial sector showed ahigher exposureto public
debt instruments, asit hasincreased itsmarket priced balance by 26% during
the same period (Table 13). For both groups, most of their public debt
portfoliosaremade up of fixed rate (COP) denominated bonds, whilevaria

32 Themarginiscaculated only if the security has had a price fix (on some past date). Having
this price we are able to caculate the return rate for the specific security. The difference
between this rate and the one given by the valuation curve represents the margin, which
remains constant until the security goes through a price fixing.

33 Thomas, S.Y. Ho. Key Rate Durations: Measures of Interest Rate Risks. In: The Journal of
Fixed Income Val. Il, n.° 2, September, 1992.

TES B BALANCES VALUED AT MARKET PRICES, BANKING INSTITUTIONS
(IN MILLIONS OF COP)
In COP  Variablerate In UVR Total
Balances as of 27 May 2005
Commercial banks 13,154,458 992,987 4,796,953 18,944,398
Specialized commercial loan and leasing cos. 48,029 1,177 6,347 55,554
Specialized cooperatives 6,236 0 0 6,236
Financial corps. 762,810 36,352 274,165 1,073,326
Total banking institutions 13,971,534 1,030,515 5,077,465 20,079,515
Balances as of 19 November 2004
Commercial banks 11,703,977 1,298,681 3,752,898 16,755,556
Specialized commercial loan and leasing cos. 55,193 0 6,344 61,537
Specialized cooperatives 12,074 1,166 0 13,240
Financial corps. 814,247 46,929 51,160 912,335
Total banking institutions 12,585,491 1,346,776 3,810,401 17,742,669

Source: Banco de la Republica.
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blerate (VR)* public instruments account for the least portion of their
portfolios, asresult of theMinistry of Finance’ sdecisionto stop theissue of
thelatter.

Balance increases at market prices were due to higher TES B stocks
(quantity effect) intheeconomy, aswell astotheir gppreciation (priceeffect).
However, we should note that the quantity effect explains closeto 80% of
thetotal variation, which clearly showsthe strong upsurgein public debt
holdingsby thefinancial system. (Table14)

34 The only securities with a variable rate in the market are those which are indexed (to the
CPl).

TES B BALANCES VALUED AT MARKET PRICES, NON-BANKING FINANCIAL SECTOR
IN MILLIONS OF COP)

In COP  Variablerate In UVR Total

Balances as of 27 May 2005

Stock exchange broker 196,653 5,538 113,645 315,836

Insurance and capitalization cos. 1,284,933 211,604 554,472 2,051,009

Pension and severance funds 8,290,800 561,208 3,385,795 12,237,803

Trust Cos. 2,388,682 732,558 926,266 4,047,507
Total non-banking financial sector 12,161,069 1,510,908 4,980,178 18,652,155
Balances as of 19 November 2004

Stock exchange brokers 162,672 3,553 119,511 285,736

Insurance and capitalization cos. 727,201 251,070 640,321 1,618,592

Pension and severance funds 4,335,576 739,316 4,029,798 9,104,689

Trust Cos. 2,310,334 739,374 762,992 3,812,700
Total non-banking financial sector 7,535,782 1,733,313 5,552,622 14,821,717

Source: Banco de la Republica.

TES B HOLDINGS' VARIATIONS

(IN MILLIONS OF COP)

Variation by quantities

Variation by prices

Total variation

Total banking institutions 1,886,530 450,316 2,336,846
Commercial banks 1,770,611 418,231 2,188,842
Specialized commercial loan and leasing cos. (8,511) 2,528 (5,983)
Specialized cooperatives (6,407) (598) (7,004)
Financial corps. 130,836 30,155 160,991

Total non-banking financial sector 3,039,165 791,273 3,830,437
Stock exchange brokers 29,777 324 30,100
Insurance and capitalization cos. 325,114 107,303 432,417
Pension and severance funds 2,559,038 574,076 3,133,114
Trust cos. 125,237 109,570 234,807

Source: Banco de la Republica.
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Ascan be seen from Table 15, the higher TESB capital balancesamounted
toaround COPL.9t for thefinancia sector during the period considered,
largely represented by the higher holdings of commercial banks. Onthe
other hand, we should point out the higher balances of the pension and
termination funds, increasing their TESB holdingscloseto COP2.5t (Table
16) during the period analyzed.

b.  Sensitivityto TESrateincreases

Increasesbothin balancesaswell asin valuationsat market pricespoint out
twoimportant effects: first, they reflect the greater depth of the public debt

TES B CAPITAL BALANCES OF BANKING INSTITUTIONS
(IN MILLIONS OF COP)

In COP Variablerate

In UVR Total

Balances as of 27 May 2005

Commercial banks 11,454,433 836,329
Specialized commercial loan and leasing cos. 39,578 1,000
Specialized cooperatives 5,259 0
Financial corporations 658,413 30,702
Total banking institutions 12,157,684 868,031

Balances as of 19 November 2004

Commercial banks 10,382,301 1,141,630
Specialized commercial loan and leasing cos. 49,136 0
Specialized cooperatives 10,666 1,000
Financial corporations 724,012 41,677
Total banking institutions 11,166,115 1,184,306

4,455,680 16,746,441

5,877 46,454
0 5,259
254,526 943,642

4,716,083 17,741,797

3,451,900 14,975,830

5,829 54,966
0 11,666
47,117 812,806

3,504,846 15,855,268

Source: Banco de la Republica.

TES B CAPITAL BALANCES, NON-BANKING FINANCIAL SECTOR
(IN MILLIONS OF COP)

In COP  Variablerate In UVR Total

Balances as of 27 May 2005

Stock exchange brokers 172,635 4,608 105,837 283,080

Insurance and capitalization cos. 1,087,775 179,063 521,177 1,788,014

Pension and severance funds 6,979,670 472,148 3,136,940 10,588,758

Trust cos. 2,026,483 615,405 848,986 3,490,874
Total non-banking financial sector 10,266,563 1,271,224 4,612,940 16,150,726
Balances as of 19 November 2004

Stock exchange brokers 139,250 3,236 110,818 253,304

Insurance and capitalization cos. 652,484 221,161 589,255 1,462,900

Pension and severance funds 3,695,959 642,773 3,690,987 8,029,720

Trust cos. 2,012,613 654,109 698,916 3,365,638
Total non-banking financial sector 6,500,306 1,521,279 5,089,977 13,111,561

Source: Banco de la Republica.

63



secondary market as seen from theincreased holdings of these securities
by thefinancial system; additionally, althoughitisclear that theincreases
in balancesvalued at market prices dominate because of their significant
guantity component, we cannot set aside the effects of price changes.

For thisreason, we considered it necessary to quantify possiblelosses
dueto valuation changes of these securities®. In Table 17, we show the
likely lossesthat the financial system could suffer when facing aparallel
increase of 100 bp* on the TES B spot curve®. We should note here that
thisexercise supposesthat financia institutionsdo not adjust their portfolios
when facing an adverse situation and that they are not aware of the
possihility of being ableto sell someof their securitiesbeforethefull force
of theshock materializes.

Bearing in mind these assumptions and given the durationsof current
securities on May 27, 2005, credit agencies could experience |osses
valued at COP502 b, 94% of which would pertain to the commercial
banks. The non-banking financial sector could well report lossesup to
COP553 b.

35 The valuation exercise at market prices includes al TES B securities held by agents. This
implies that losses due to valuation changes also include securities held until maturity;
hence, these losses may be overva ued by those agents having arelatively high proportion of
such investments.

% For UVR and variable rate TES, we assume an increase in the margin over the
reference rate (UVR and CPI respectively). If inflationary expectations increase, the
fixed rate securities would be the only ones to suffer losses.

37 Estimated losses are linear to parallel shocks on the spot curve. In thisway, ashock ntimes
greater (lesser) would imply losses n times greater (lesser) to those reported.

LOSSES DUE TO VALUATIONS (*)

(IN MILLIONS OF COP)

In COP  Variablerate In UVR Total
Total banking institutions (294,519) (34,240) (173,506) (502,265)
Commercial banks (276,787) (33,134) (163,440) (473,361)
Specialized commercial loan and leasing cos. (924) (35) (273) (1,233)
Specialized cooperatives (99) 0 0 (99)
Financial corporations (16,710) (1,071) (9,793) (27,573)
Total non-banking financial sector (316,484) (53,022) (183,124) (552,630)
Stock exchange brokers (4,327) (196) (3,769) (8,292)
Insurance and capitalization cos. (31,104) (7,504) (23,288) (61,896)
Pension and severance funds (225,413) (21,802) (131,376) (378,592)
Trust cos. (55,640) (23,519) (24,691) (103,850)

(*) For each parallel 100 basis point increase in the interest rate.

Source: Banco de la Republica.
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To determinethe magnitude of thelossesdueto val uation changes suffered
by institutions making up thefinancia system, we proceeded to find out the
percentage thoselossesrepresented within thetota portfoliovalue. Wethen
went onto quantify the effect of thoselosseson creditinstitutions’ returns,
starting from the percentage of | ossesthese would accounted for among their
total annual profitson April, 2005. Thelatter computation givesusanidea
how solidtheseingtitutionsarein termsof returns, to be ableto meet potentia
losses due to market risks, whiletheformer givesusanideahow big those
percentagelossesarefor agiven portfolio.

Table 18 showsthe percentagelossdueto va uation changesover thevaue
of theinvestment portfolio. It isworth noting that the market risk isgreater
among the non-banking financial institutionsvis-&vis credit institutions,
reflecting the high portfolio sensitivity of theformer. Onthe other hand, the
penson and the severance payment funds have the highest degree of market
risk exposure, because of their sengitivity to prolonged interest rate shocks.
Thisisbecause of thelong-term nature of their activity and, hence, one
would expect that asignificant portion of their investmentswould be kept
till their maturity so that asaresult they would not incur all the expected
losses.

A 100 bpincreaseininterest rateswould represent commercia bank |osses
accounting for 19% over their total annud profits. (Table 19) Thispercentage
isabovethe 14%found for asimilar exercisecarried out in 2003%*, whenthe
financial system was not reporting profits as high as the current ones

38 Gomez, José Eduardo; Janna, Michel; Martinez, immy; Gonzdlez, Juanita. Efectos de
choquesentasasdeinterés sobrelarentabilidad y solvencia debancosy BECH. In Subgerencia
Monetaria y de Reservas del Banco de la Repiblica, May 2003.

LOSSES DUE TO VALUATIONS (*)

As A PERCENTAGE OF THE TES B PORTFOLIO
In COP  Variablerate In UVR Total
Total banking institutions 211 3.32 3.42 2.50
Commercial banks 2.10 3.34 3.41 2.50
Specialized commercial loan and leasing cos. 1.92 2.94 4.31 2.22
Specialized cooperatives 1.58 0.00 0.00 1.58
Financial corporations 2.19 2.95 3.57 2.57
Total non-banking financial sector 2.60 3.51 3.68 2.96
Stock exchange brokers 2.20 3.54 3.32 2.63
Insurance and capitalization cos. 2.42 3.55 4.20 3.02
Pension and severance funds 2.72 3.88 3.88 3.09
Trust cos. 2.33 3.21 2.67 2.57

(*) For each parallel 100 basis point increase in interest rates.
Source: Banco de la Republica.
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PROFIT RESISTANCE OF BANKING INSTITUTIONS
AGAINST A 1% INCREASE IN THE TES B RATES

L osses due an increase Profits of the last The percentage of profits
in the TES B rate 12 months (Apr. 2005) lost with a 1%
(In millions of COP) (In millions of COP) increase in the
TES B rate

Total banking institutions (502,265) 2,941,908 17.07
Commercial banks (473,361) 2,471,470 19.15
Special commercial loan and leasing cos. (1,233) 167,367 0.74
Specialized cooperatives (99) 17,973 0.55
Financial corps. (27,573) 285,097 9.67

Source: Banco de la Republica.
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(COP1,353 bfor credit establishments, out of which COP833 b pertainto
thecommercid banks). Thisimpliesthat themarket risk hasincreased rapidly
during the past two years, even at agreater speed than bank profitsthemsalves.

Furthermore, apreviousstudy at thedisaggregated levell’” reveded that with
apardld increaseof 100 bpininterest rates, 5 out of 25 banking institutions
would suffer |lossesdueto val uation of morethan 40% of their profits, showing
the strong exposureto thistypeof risk by somefinancia intermediaries.

To conclude, the balance sheet recomposition of financid ingtitutionsinfavor
of greater investmentsin Government debt instrumentsas part of their total
portfolio hasrevea ed the potentia danger that market risk posestoday tothe
financid system asawhole. Notiondly, should TESB interest ratesincrease
unexpectedly by 100 bp, all thefinancia systemwould suffer considerable
losses, with most of the burden borne by the commercial banking sector.

Although these potential |ossesdo not seem to have an excessive aggregate
impact, sincethey only account for 19% of last year’ stota profits;, weshould
point out however that thispercentageisabovethat of two yearsago (14%),
when banking sector profitswerelessthan half of today’ s. On the other hand,
itisclear that at the disaggregated level 20% of thecommercia bankswould
suffer lossesby morethan 40% of their profitsdueto valuations. Thisresult
highlightstheimportance of continuing toimprovethe current monitoring
systemsinorder to counteract market risksand so prevent future episodes of
financid stress.

39 Gémez, Egteban; Janna, Michd; Avdla, Mauricio. Sensibilidad del sistema financiero a
choques en lastasas delostitulos de deuda publica (TES). In: Subgerencia Monetariay de
Reservas del Banco de la Republica, May 2005.
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AN ANALYSIS OF
BANKING MERGERS IN COLOMBIA

Dairo Est

l. INTRODUCTION

rada’

Inrecent years, different mergershave taken place both inthefinancial and

manufacturing sectors. These processeshavera sed questionsasto the pol

licies

implemented with regard to trade of fsbetween profitsviaefficiency and those
related to social costs, giventhe presenceof greater market power. If profits
dueto efficiency surpasstheresulting social lossesasaresult of increased
market power, mergersthen may beof interest fromtheeconomicand antitrust

perspective.

Thisanaysiswill look at mergersfrom different angles: first, merger

Scan

improve cogt efficiencies; second, they canimprovetheefficiency of benefits
that invol ve combining raw materialsand superior products', and third,
they can provide greater price setting benefits by exercising market power.

A greater concentration or participation of businessenterpriseswithi

nthe

market can providethe basisfor intermediariesto establish higher ratesfor

their goodsor services, or to lower deposit rateswithout having effici
improvements.

Unfortunately, not many studieshaveanadyzed thegainsassociated with

ency

bank

mergers. Furthermore, not many havedwelt onthe pricechangeswhenmergers

take place. Price changesreved theeffectsof mergerson market power

, plus

theeffectson pricesdueto higher bank operationd efficiency. Inthisstudy, the
roleof mergersisanayzedwithregard totheir efficiency in benefitsand market
power. Thisanalysisisbased on datataken from the Colombian financial

system over the 1996-20042 period.

The author is a researcher from the Research Department of the Banco de la Republica’'s
Monetary and Reserves Senior Vice Presidency. This is a summary of the work done in
Borradores de Economia, Banco dela Republica, No. 329: Efectosdelasfusiones sobreel
mercado financiero colombiano (Merger effects on the Colombian financia market). The
opinions contained in this paper are the soleresponsibility of the author and do not necessarily

reflect those of the Bank or its Board of Directors.

' Akhavein et al. (1997), and Berger Mester (1997) explain how the concept of benefit
efficiency isamore global concept than that of cost efficiency, asit takes into account cost
and income effects on selecting the products vector which remain fixed when considering

cost efficiency.
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TABLE 1

Section |1 showssomeinternational evidence. Section |11 expandsonthe
efficiency measurein benefits. Section 1V discussestheresultsof theefficiency
measurementsand theeffectsof mergers. SectionV analyzesthe competition
effectsassociated with mergers. Section V1 concludeswith somefina remarks.

I1. INTERNATIONAL EVIDENCE

Mergersand tekeovershave changed sgnificantly inrecent years. Inthe United
States, the number of banksfell from 16,000 to around 8,000 during the
1980-2003 period. Thefd| sparked aconsolidation process, including bringing
about merger processesthat have rationalized some participating market
inditutions®.

Thisconsolidation processinthe US hasbeen primarily dueto theimpact of
technol ogy and geographicintegration. Therewere 3,517 mergersover 1994-
2003; 1998 wasthe peak year for mergers—ahistorical year for theUSin
thisrespect. Therewere493 mergers, involving nearly 14% of assets, (Table
1). Inthe European Union, the number of credit ingtitutionsfell from 12,256
to 9,285* over the 1985-1997 period.

2 Attheinternational level, cost efficiency gains as a result of mergers are relaively scarce.
Some empirical studies suggest average bank deviations againgt the frontier on the cost
function at alevel of 20%-25%. See Savage (1991), Shaffer (1993), and Berger and Humphrey
(1992).

3 SeeRhoades (2000).
4 European Centra Bank (ECB), (1999).

MERGERS, ASSETS, DEPOSITS, AND BRANCHES ACQUIRED (*)

Y ear Mergers Assets Percentage Deposits Percentage Branches Percentage
1994 475 187,012 3.8 143,651 4.4 3,932 51
1995 475 254,851 4.9 186,968 55 4,981 6.5
1996 446 406,695 7.5 292,740 8.4 6,549 8.5
1997 422 311,871 5.3 230,148 6.1 5,687 7.3
1998 493 836,970 13.3 580,972 14.7 11,351 14.3
1999 333 276,643 4.2 186,440 4.6 3,477 4.3
2000 255 200,963 2.8 98,190 2.2 2,693 3.3
2001 231 359,495 4.6 236,067 5.0 4,958 6.0
2002 203 150,186 1.8 92,102 1.8 1,914 2.3
2003 184 88,330 1.0 66,950 1.2 1,741 21
Total 3,517 3,073,016 2,114,228 47,283

(*) Data in millions of USD, except for percentages.
Source: Pilloff (2004).
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A recent study by | DB adequately describes some general featuresrelated
to merger processes. It analyzesthe differencesthat have arisen among
the various mergers, comparing Latin America with the developed
countries: in developed countries mergerstook place among thelocal
banksand asaresult of reactionsto different market situations, whilein
devel oping countries, mergerstook place asaresult of the entry process
of foreign banks or asaresponse by regulatory agenciesto crisis periods
andfinancial instability®.

A. Market power and policieson competition

Traditionally, financia sectorshave not paid much attention to competitive
aspects. In somedevel oped countries, including the US, the banking sec-
tor isnot strictly controled by antitrust policy. In some cases, mergers
only requirethe approval of theregulatory agency, but not from the antitrust
authority. The main objective of the authorities has been to maintain the
stability of thefinancial system. Inthe past, market power wasthe means
through which financial firmscould increasetheir value, which could be
seen asaway of preventing financial intermediariesfrom taking riskier
positions. Recently, regul atory agencies have given greater importanceto
the aspect of competition through antitrust policiesthat have application
on merger processes. Some countrieslike Australia, Canada, Italy and
Switzerland have approved merger processes without hampering
competitiveness.

From the above, antitrust policies have suffered significant changes. In
emerging markets, these policies have started to play agreater rolein
merger processes, but there are still some pointsthat remain unsolved:
first, the geographical sphere of productsand services hasto be defined,
incorporating the consolidation processes of thefinancial system; second,
there should be acloser look at how mergers affect or create barriersto
entry infinancial markets; and, third, the globalization process, which allows
for trading to and from abroad, createsdifficultiesin applying the antitrust
policiesinternationaly. Differencesin rulesamong countriescan also create
inconveniences on thefollow up and surveillance of the financial market
with referencetoitspolicieson competition. Last, therearetill difficulties
when regulatorswork to promote competitiveactivitieswithout endangering
the stability of thefinancial system. Based oninformation from several
developed countries, Table 2 illustratesthe main characteristics of banking
systemsinrelationto their policieson competition.

5 SeelDB (2004), for more detail ed reading on bank consolidation processesin Latin America.
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ANTITRUST POLICIES OF VARIOUS BANKING SYSTEMS

Country

Implementation

Laws

Australia

Belgium

Canada

European
Union

France

Germany

Italy

Spain

United States

Two aspects are considered by the ACCC at the time of a
merger:

1. The market share of the firm after the merger.

(15%)

2. The share of the four biggest firms in the country, which
cannot

be above 75%.

If these percentages are surpassed, the ACCC takesinto account
other factors if it is to authorize or not the merger.

Mergers are not allowed among the four biggest firms.

The CBF has a three month period to analyze merger
processes.

In recent years, no merger requests have been rejected, and
both the Commission and Council on Competition have
accepted the opinions of the CBF.

The Competition Act establishes criteria on approval of
mergers based on efficiency (cost reduction) so as to produce
fund savings. The Competition Bureau analysis is based on
the "Merger Enforcement Guidelines as Applied to a Bank
Merger" (1998). In general terms, a firm cannot have more
than a 35% share in the market after the merger. The four
biggest firms cannot have more than a 65% share and those
that merge cannot possess more than 10%.

Most of the merger processes between 1991 and 2000 have
taken place at the local level and the Commission's interven-
tion has been minimal.

The CECEI has not stopped any merger process.

In 1998, when the CIC was privatized, the acquisition effect
was studied by four institutions mainly from the viewpoint of
market share.

In 1999, the BNP-SocGen-Péribas Affair was analyzed regarding
market share.

The Bundeskartellamt has four months to analyze a merger.
The concentration after the merger is analyzed bearing in mind
the competition with the other local and foreign firms.

The Bank of Italy established five guiding factors on banking
performance and, at times, it has fixed rates on territorial
products and markets in agreement with the Association of
Italian Banks.

Should a resulting merger have a market share above 25% or
a sales volume above 40 billion pesetas, a report, usually
taking no more than a month, is prepared to approve the
merger.

If the Government is hesitant about a merger, it may seek the
opinion of the Court and then will decide.

Mergers are analyzed from the HHI index level and variations
function. Increases above 200 points or above 1800 points
lead to reviews carried out by the DOJ.

Mergers among banks are also subject to reviews by the federal
bank enforcement body, as well as by the government of each
State. It uses the same DOJ standards.

In some merger cases, banks have accepted the closing of
some of their local branches to avoid having a predominant
position in some particular region.

Governed by the Trade Practices Act (1974). Can
prohibit merger Governed by the Trade Practices Act
(1974). Can prohibit merger processes that endanger
market competition.

The Australian Competition and Consumer Commission
(ACCC) is in charge of supervision.

Based on Law 5 dated August 1991 concerning
competition (Revised in 1999), under the Commission
on Competition, the Service on Competition and the
Council on Competition.

Each sector also has its own regulatory body. The
Commission for Banking and Finance (CBF), and the
Banking Superintendency cover the financial sector.

It is under the Competition Bureau, a federal agency
that defines the geographic and product markets. It
reviews mergers under the rules and regulations
established under the Competition Act, Sect. 93.

Merger Law (1990), revised in 1997. Small mergers
belong to the territorial prescriptive jurisdiction of each
country.

The European Commission is in charge of making sure
that the law on mergers is enforced and intervenes on
issues affecting the EU as a whole.

Under the EU Merger Commission. The Comité des
Etablissements de Crédit et des Entreprises
d'Invertissement (CECEI) takes part at the local level.

The Act in place prohibits barriers on competition
(Gesetz gegen Wettbewer bsbeschrankkungen). The
Bundeskartellamt is in charge of merger surveillance in
agreement with the European Commission's standards.
These are also subject to domestic supervision.

The Central Bank of Italy established antitrust guidelines
based on 33 files: 16 on consolidation, 5 on abusing a
predominant market position, and 12 on agreements
against competition. Predominant geographical markets
and product positions are analyzed.

The Law on Competition # 16/1989, Art. 14 through
18.

It is applicable to the local markets outside the
consideration of the European Commission.

Governed by the Department of Justice (DOJ) and the
Federal Trade Commission. The DOJ is in charge of
analyzing mergers involving financial intermediaries.

Source: G-10 (2001),
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Inthe case of Colombia, weshould notethat thefinancia systemhasno clear
policiesin defense of competition, except for one mandate established under
the Financial System’ s Organic Statute, Art. 58, D, with referenceto bad
practices.

Whenthenew or absorbingingtitution, asaresult of amerger, maintains
or setsunjust prices, limits services, or hinders, restricts or falsely
represents free competition in the marketsin which it participates,
whether acting through itshead office or affiliates, and, initsopinion,
doesnot take the necessary and sufficient measuresto prevent any of
the aforementioned. It isunderstood that none of these hypothetical
situations apply when the absorbing or new busi nessenterprise meets
lessthat twenty-five per cent (25%) of itsrelated markets.

Chapter X1V, part 3, 1, Ruleson Competition, whenreferring totheregulations
on competition and consumer protection, readsthat:

Prohibited ared| contractsor agreements, or decisionsto associate, or
practicesagreed among entrepreneurs, which directly or indirectly have
the purpose or effect of hindering, restricting or misrepresenting the
freeplay of competition withinthefinancia andinsurance system.

Our Banking Superintendency, based on the Statutes, Art. 58 above, has
made careful sudiesof each merger casedready gpproved or that isundergoing
approvd.

The Superintendency has a so requested and recel ved the cooperation from
the Banco de la Republica via the research work | have carried out in
determining themarket definition and theresulting competitive conditionswhen
surpassing the 25% mark.

IIl. MEASUREMENT OF EFFICIENCY GAINS

Todeterminehow mergersaffect theefficiency intermsof benefits, anestimate
based on the Colombian financia systemwasdonefor the 1994-2004 period.
Intheandyss, | anincluding thefour maintypesof financid intermediaries:
commercia banks (CB), specialized mortgage banks (BSMP), financial
corporations(FC) [investment banks], and commercia financing corporations
(CFC) [specialized commercial banks]. Following Akhaveinet al. (1997)
methodology, | have computed theefficiency measurement variation associated
withthemerger, asavariationin theefficiency measurement of the corporation
that hasmerged against thewei ghted average efficiency measurementsof the
participating corporationsbeforethe merger.

Both, the especificationaand estimation of the efficiency measure are
based on the stochastic frontier analysis by adopting a translog
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EFFICIENCY MEASURES BY TYPE OF INTERMEDIARY (*)

Total Banks BECH CF CFC

Alternative benefit function

Number 102 33 13 27 29
Max. 0.96 0.96 0.95 0.84 0.95
Min. 0.27 0.27 0.42 0.48 0.49
Mean 0.73 0.71 0.82 0.65 0.78
Median 0.73 0.71 0.89 0.64 0.81
Variance 0.01 0.01 0.01 0.01 0.01
M easurement equality test
t-stat 13.73 2.84 1.67 0.19
p-value 0.00 0.00 0.10 0.85

(*) The interval for the efficiency measures within the alternative benefit function comes to (0.1).

function®. Theefficiency evauationtakesvauesonthe(0,1) interva, where
1representstheleve of afully efficient individual bank.

Datafrom themain mergersamong financia intermediarieswastaken from
the 1994-2004 period. Withinthesample, | comparedindividua banksbefore
themerger and theresulting bank after themerger.

Thisisconsistent with theideathat mergers may show improvementsin
efficiency, which arerelated to the new merger coordination policiesand to
the possibility of there being economiesof scaleinthebankingindustry. The
resulting better efficiency from themergersisnotimmediately seen; infact,
they may take severd periods, because of adjustment costs(legal, consulting,
labor, claims paid and other costs) at the moment of the merger”.

V. MERGER EFFECTS ON
EFFICIENCY

TEMPORARY EFFICIENCY

From Table3, themean of theefficiency evaluation
comesto 0.73, for thewholesystem.

0.78

0.74

The BECH show on averagethe highest level s of
I efficiency (0.82), whilethethe FCshavethelowest
leve (0.63); themean equality testsfor thedifferent

. 6 SeeHumphrey and Pulley (1997); Berger and Mester (1997),
and Estrada and Osorio (2004).

7 Berger and Humphrey (1992) found that for the first three

1995

Source: Banking Superintendency. Calculations from the author.
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years after the merger, costs are not significantly important
in such a way that these costs do not create a strong bias
when analyzing the effects of a merger.



types of banks convey a certain level of
heterogenaity, especidly whenwecomparethe CBs

Wlth the chand theCFCS (Tab|e3) LEVELS OF EFFICIENCY BY THE BANCO DE COLOMBIA

1.0C

Graph 1 depictstheefficiency evauation performan-
ceduring the period. Note the negativeimpact of 02
thefinancia crigson efficiency from 1998to1999.

0.84

Early oninthisperiod, theefficiency levelscameto 076

0.767 if wetaketheaverageof thefirst fivequarters

(Dec.1994-Dec.1995), while efficiency reached 068

0.845if wetakethelast four quarters (Sep. 2003-

Sep. 2004), which accountsfor agrowth of 10.1% P o ww me me e 2w w200 w8 204 ok
duringthelest 10yeas. BIC Colombia

Source: Banking Superintendency. Calculations from the author.
During thisperiod, the Colombian financia system

has gone through several mergers, the most
outstanding being the Banco de Colombia and
Cafetero mergers. Graphs 2 and 3illustrate how
themerger processesincreased theleve of efficiency 1.00
of theresulting banks. Inthe case of theBancode N
Colombia, it revealed abetter benefit efficiency of )
10%, while Bancafé gained 5%°2 . Thesefindings

LEVELS OF EFFICIENCY BY BANCAFE

080

do not contradict other studies showing that 070
efficiency gainsmay be given when mergerstake 060
place, and that these gains are not asmuch when 050 b

thesemergersarerdatively smal insize.

040

0.30
1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 200%

V. MERGERS AND COMPETITION ------ Concasa Cafetero

Source: Banking Superintendency. Calculations from the author.

Recently, Panetta and Focarelli (2004), and

Sapienza (2002) found that there can be mixed effectswhen mergerstake
place. The short and long-term effectscan differ from each other whenthere
isadifferent temporary responsefromtheefficiency and market power factors.
Theseauthorsfound that Italian bank mergersbrought about negative effects
on theshort-term consumer prices, whilethelong-term effectswerefavora-
ble. Thus, the market power effect prevailed in the short term, while the
efficiency effect on pricesprevailed over thelong term.

Other studieson the US and Europe conclude that mergers seem to have had
afavorableeffect onthegrowth of banking competition®.

8 Tocary out thisandyss, the data on the efficiency in benefits was included for the merged
bank and the creditor bank after the period of financial crisis was over.

9 SeeKrozner and Stadhan (1999) in the case of America
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From atheoretical perspective, the explanation that concentration doesnot
positively relatewith areductionin competition coincideswith theversion of
the competitive debatable markets. Thissuggeststhat if thereare no entry
barriers, the presence of future competitorsimposesdisciplineon established
banksand createsasituation of futurecompetition, even though mergerscau-
seafal inthenumber of bankscurrently inthe market.

Inanayzing the degree of competition, | used the Colombian deposit market,
based on what has been known asthe new empirical analysisof industrial
organization (NEIO)®.

To estimate the structural form, requires the deposit supply function, the
marginal cost function, and therel evant sel ection of explainablevariables. |
have considered thefollowing linear specifications:

D =a,tarf+a +af

MCD=1C, / D, = ACD, = b, + bD, + bE + by + b Effi- b, (D, /1)

Where D, arethe depositsof each financial intermediary; r P istheinterest
rate offered by each bank for deposits; r-P pertainsto therate offered by the

10 See Bresnahan (1987) for a revision of the focus: New Empirical Industrial Organization
(NEIO). This anaysis is based on an unfinished research project related to the level of
competition in the Colombian deposits market carried out by the author.

DEPOSITS MARKET IN COLOMBIA (*)

SF Banks CF CFC

Coef. Stderror Coef. Stderor Coef. Stderror Coef. Std error

Supply for deposits
Dependent variable D,

&

re

Ei

rP

El
Demand for deposits
Dependent variable MC,

15.52 0.01 15.79 0.02 12.83 0.03 14.10 0.02
0.15 0.02 0.80 0.03 2.15 0.06 0.49 0.05
0.53 0.00 0.47 0.00 1.07 0.00 0.91 0.00
-0.32 0.02 -1.18 0.03 -2.58 0.06 -0.24 0.04

7.77 0.05 7.23 0.09 2.78 0.16 8.09 0.08
0.57 0.00 0.51 0.00 0.76 0.01 0.71 0.00
-0.02 0.00 -0.07 0.00 -0.02 0.01 0.03 0.00
-0.17 0.00 -0.05 0.01 -0.10 0.01 -0.33 0.00
0.53 0.01 0.35 0.01 0.01 0.07 0.36 0.01
-0.90 0.00 -0.86 0.00 -0.87 0.01 -0.97 0.00

(*) The (G.L.S). Random Individual Effects Estimation method was used. See Biorn (1999).
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remaining intermediary present in the sector; E arethe employeesof each
bank, which measuresthe size of the bank. On the other hand, MCD. isthe
marginal cost, ACD, isthe mean cost; wE isthelabor cost; wX isthe price of
physcd capitd; and Effi istheestimated efficiency evad uation referred tofrom
the previous section.

Having included its own interest rates as variables and those of other
intermediariesall fitswell with the conjectural anaysisproper of thisfocus
(NEIO). Ceteris paribus, deposits should respond positively to their own
price and negatively to the price of theremaining intermediaries.

Table4 showstheresultsfrom estimating the syslem’ ss multaneousequations
over the 1995-2004 period, including quarterly data. A preliminary ook tells
usthat thereareno big differencesin theresultsobtained fromthefinancia
system asawhole and those derived when dividing by type of intermediary.
Asfar asthe supply of depositsisconcerned, dl parametersare statitically
ggnificant andinconformity with theoretica intuition.

The hypothetical conjured variable ended up with the expected sign and
significance, not only with referenceto thefinancial system’ sestimatesasa
whole, but a'so when we considered various subsectors. Thisparameter is
negativeand closeto zerointhemajority of casesand showsthat we cannot
say that thereisahigh collusive power inthe deposits market of participating
banks.

Thisresult opposesthe ideathat mergers generate greater market power,
whichwould provoke banksto pay lower interest rates on deposits.

Graph 4 showstherelation between the HHI index and therates paid
on depositsfor thesameperiod. Asseen, thereisaninverseratio between
thedeposits market concentrationindex and deposit interest rates.

VI. CONCLUSIONS AND

RECOMMENDATIONS THE DEPOSIT RATE AND HHI CORRELATION

If we focus on the banking sector’ s competitive

Stuation, asopposed towhat hasbeenfoundin other 000
studiescarried out on Europe, the USand Canada,
we cannot say that thereisevidence of monopoly
or oligopaly activitiescarried out by the Colombian
financia intermediariesafter the mergers. Onthe
other hand, when considering the effectsof mergers
onefficdency, thissudy revedsthet, for thedterndtive
benefit function, efficiency dataimprovesinregard 050 e
tothemogti mportant mergers undertakeninrecent 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 200%

y%rs. Source: Banking Superintendency. The author's calculations.

-0.20

-040

-0.60
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Inthiscontext, anin-depth analysison competition and theeffect of mergers
onthefollowing pointsare deemed necessary:

1.

2.
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ANTICYCLICAL PROVISIONING
SCHEME FOR COLOMBIA

Oscar Martinez
Fernando Pineda
David Sdamanca

Ample studies have been made and documented on the closerel ationship
between thefinancial system’ s performance and the rhythm of economic
activity. Many authorshavenoted how credit market conditionscannot only
affect thelevel of themost important real variables, but alsotheir volatility?.
Imperfectionswithin the credit market makeit very procyclical; hence, an
unexpected shock would cause said market to propagate and amplify the
shiftsbrought about by economic variables.

The financial system’s response to the various phases of the cycle is
characterized by high credit growth during theupswing phaseanditsrationing
duringthedownswing. Thisbehaviorisrdaedtothefinanca sysem'’ stendency
to underestimatethe credit risk during the upturn and to overestimateit during
the downturn phase?. Thiswrong perception of risk createsdistortionsinthe
incentivesfor financia ingtitutionsto lend, makes credit excessively volatile,
which negatively affects corporate and investment funding, and conveysa
climateof ingtability, thereby transmitting theinstability totherea sector.

Furthermore, financid indtitutionsgeneratehigh prafitsduring thecydeupswing,
which aredistributed among their stockholders, to befollowed by acrisis
during the downswing, with theensuing possibilities of bankruptcy, statein-
tervention, or government support at theexpenseof thenationa budget. Thus,
thisarguesfor theneedto set up an anticyclica provisioning schemetolower
profit volatility throughout theeconomic cycle.

Thepurposeof thisdocument isto determinetheimpact of havingananticydicd
provisioning system in Colombiasimilar totheonein placein Spain. The
simulations put forthin thisdocument suggest that credit institutionswould

The authors belong to the Financial Stability Department of the Banco de la Republica’'s
Monetary and Reserves Senior Vice Presidency, March 2005. The opinions contained in
this paper are the sole responsibility of its authors and do not necessarily reflect those of the
Bank or its Board of Directors.

' Bernankeet al. (1999).
2 Borioet al. (2001).




haveto pay ahigh priceintermsof having lower profitsduring the upturn
phase. However, if no anticyclical reservesare created during the upswing
phase, the opportunity of using these reserves asacushion against |osses
during the most adverse phasewould belost.

l. CREDIT RISK ALONG THE CYCLE

Theincreased demand for |oans, which surges during an economic expan-
son, isgenerdly met by financid indtitutions. Thesehighloangrowthratesare
fed by ageneral waveof optimism. Thisbubblegrowsandisfed by high asset
prices (and hence by theface value of theloan guarantees and the weal th of
debtors), by lessredtrictiveloan policies, and by increased competition among
ingtitutionsin order to not lose market participation, among other reasons.
Thisexcessveabundance of funding during periodsof high economic activity
involveslittleor no assessment of risksby loan ingtitutionsin approving, for
example, projectswhichwould not havebeen cons dered viableunder different
circumstances. But, because of the favorable economic conditionsand the
debtors’ positive payment capacity, theseloans have not yet entered into
arrearsnor hasany specific provisioning been made. Infact, itisduring these
boom periodsthat credit institutions are characterized not only by the
high growth of |oan disbursementsbut also by low provisoninglevelsand high
reported profits.

To the extent that economic indicators begin to deteriorate, along with
debtors' repayment capacity, thentheloan risksthat the credit institutions
acquired during the upswing phase will also materialize. Non-performing
loansand provisioning levelswill dsoincrease, whichwill negatively affect
the returns and capital adequacy ratios of these credit institutions. The
financid system’ susud responsestothissituation areoften optima ontheindi-
vidud level, but not onthecollectivelevel. Credit restrictionsby these
institutions (whether it be to capitalize themselves or to redirect their
portfoliostoward lessrisky assets at that moment) end up being quite
severe and prolong the recessive phase of the cycle, asthelink between
savings and investments breaks, hindering the channeling of fundsand
limiting corporatefunding.

Sincecreditingitutionsuse provisioning to protect themsd vesagangt expected
potential l0sses, itsabove described procyclica characteristics (high during
recessions and low during an economic boom) is not consistent with the
perception that the greatest risk exposure comes during the upturn phase.
Therating systemsused do not adequately identify therisksincurred during
theboom phase. Only yearslater, whentheserisksmaterialize, arethey bor-
neand provisionsmade. Thisiswhy awrong valuation of risk ismadeover
time, sincethe current practiceisto determine provisionsaccording to the
deterioration of theportfolio (ex post ca cul ation) instead of takinginto account
thefuture potential riskson assets(ex antecalculation).
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Thenew proposalson provisionsmadein the Basl e agreement do not take
into account the af orementioned perception of risks. These proposalsfocus
onmeasuring credit risk and classifying lendersusing modelsthat areinternd
or external totheinstitution, taking asareferencethe probability of default
withinahorizon of oneyear. Althoughthecredit may beclassified correctly,
the determination of theactua quantity for provisonwill continueto depend
on the phase of theeconomic cycle. Theassumption that using historica data
will causeloansto bewell classified (minimum one complete cycle) doesnot
correct thedistortionsthat arisefrom making low provisionsduring periods
of economic boom, when the probability of default isless, and then making
excessve provisonsduring timesof recession.

This inconsistency has also been found in Colombia. The Banking
Superintendency’ saccounting requirementswhich refer to specific provisoning
are based on the levels of portfolio in arrears and/or rated B, C, D, or E,
without taking into account thelatent risk inacurrent healthy portfolio. From
another angle, thegenerd provisonsca culated as1% of thegrossportfolioare
insufficient to cover variationsinthecycle, ashasbeen seen on past occasions.
Thenew Risk Management System (SARC) currently in use by thefinancial
system’ singtitutions, clearly reved stheneed to makeanticyclical adjustments,
but doesnot specify themethodol ogy to beused®. We are proposing here that
these adjustmentsbe made based onanticyclica provisons.

I1. ANTICYCLICAL PROVISIONS*

Spainimplemented anticyclical provisionsin July 2000, to correct thetrend
of makinglittleprovision during boomtimesand excessiveprovisonduring
periodsof recesson®. The Bank of Spain designed an anticyclica provisoning
fund (known as the Fondo de | nsolvencias Estadisticas). The purpose of
thisfundisto provide coveragefor the potentia risksontotal portfolio, which
do not necessarily becomenon-performing loans, and so supplement thege-
neral provisions requirement, based on the historical experience of
homogeneousrisk categories. Thisstatistica provisioning coverstheexpected
losses of the non-deteriorated |oan portfolio throughout thewholecycle, as
opposed to the specific provisionsmadeto cover therisk of loansthat have
already deteriorated.

Statistical provisonsarecd culated by taking thedifference between thelatent
lossesand specific provisioning. (Figure 1) Tocaculatethelatent lossesyou
may useinternal model sto determine, onthe basisof aningtitution’ shistory,
the specific provisons-gross portfolio (coefficienta) averageratio throughout

8 Seeledn (2003) and Bermudez (2003) for information on SARC.

4 See Ferndndez de Lis et al. (2000) and Poveda (2000) for a description of the statistical
provisions.

5 Implemented through Bank of Spain's Circular # 9/1999.



thepreviouscycle, according to homogeneousrisk
category, to be multiplied by the current amount

STATISTICAL, SPECIFIC PROVISIONS,

subject to exposure. Institutions that have not AND LATENT LOSSES RATIO THROUGHOUT
developedtheir owninternal model shouldtakethe THE CYCLE (%)

exposure coefficients by risk types, which are

imposed by the regulator, to calculate the latent Econ. boom (high part of the cycle)

losses (standard model). In both cases, it isvery
important to include historical datafor at |east one
whole economic cyclein order to calculate these
(a) coefficients. Therefore, thelatent losses of risk
category i at timet will becalculated as:

(1) L atent |O$es_ =a C. Econ. recession (low part of the cycle)
it 1 it
Whae O statistica provisions mSpecific provisions — - Latent losses
o . (*) In order to have constant latent losses, as shown above, we assume that the loan portfolio
a. - a (Prov X / C ) / n= (qu0t| ent a\/er@e for category i for the whole cycle does not vary against the average of loam portfolio i of the
[ . It _I,t_ .. previous cycle (C‘_pmm= C,), inwhich case the latent losses will be equal to the average
betW%n SpeCIfI Cc pr0V| S0ns and gr0$ pOI’tf0| 101N provisions made for risk category i throughout the previous cycle Prov, ).

risk category i dongthepreviouscycle).

C. =categoryi portfoliointimet.

it

i = portfolio categories: mortgage, consumer, and commercial.

Whenthedifference betweenthelatent | ossesand specific provisionispositive,
theamount isregistered asan expensein the profit and loss statement (P& L)
againg anincreaseintheanticyclica provisoningfund®. Thisusually tendsto
happen during boom periods, when thelevel of latent lossesisgreater than
thelevel of specific provisions(whichtendtobesmall during thispart of the
cycle). Ontheother hand, when thisdifferenceisnegative, the amount of
statistical provisoningisregistered asanincomeiteminthe P& L statement
againgt adecreaseintheanticyclical fund. Thissituation iscommon during
periodsof economic recession—whentheloan portfolio deteriorates. Here
theleve sof specific provisonsarequitehigh and sotheaccumul ated fundsinthe
provisioning fund haveto beused. Thus, thestatistica provisioning offsetsthe
cyclica effect of specificprovisonsontheP& L statement.

Boththelatent lossesand, hence, thestatistical provisionsshould beca culated
for each of the pre-established homogeneousrisk categories. When Satistical
provisionsarepositiveand fundsare added to thefund, these will not betax-
deductibleinthe P& L statement. They will betax-deductibleonly when the
datistica provisonsarenegative.

6 If the latent losses are calculated during a period of one year and Statistical provisions are
done on a quarterly basis (asin the case of Spain), statistical provisions are then calculated
as the difference between a quarter of the latent losses and the quarterly accumulated
specific provisions.
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Theanticyclical provisoning fund hasaceiling whichisbased on thelatent
risk shown throughout the previouscycle. Thiscellingisdetermined under the
assumption that theintensity of the next phase of recessonwill besimilar to
that of thepreviouscyde’ . Aningtitution will not need to make further satistica
provisionsuponreachingthiscelling. Inthecaseof Spain, thisupper limitis
equivalent to threetimesthelatent losses per year.

Thus, ddidicd provigoningispreventiveinnatureand should only beimplemented

during economic booms. Ineffect, theanticyclica provisoning fund shouldbe

suppliedwithfundsduringtheseupswing periods.. Thebenefitsof havingthisfund

will beseenduringthenext cyde thus, thiswill servetobdanceoff thehighlevels

of specific provisoning madeduring theeconomic downswing and, during the

upturn, agentswill not beabletoincreasetheir lending without making ahigher
contributiontoward provisoning.

CYCLICAL GDP COMPONENT (*)

QUALITY OF LOAN PORTFOLIO

(Percentage)
6.0

The primary advantagein establishing thistype of
fund is that it reduces the financial system’'s
procyclical trend whileat the sametimeit promotes

4.0

2.0

0.0

(Percentage) ahealthy management of exposureand, hence, re-
160 ducesthesystem’ srisk of afinancid crigs. Toredu-
cethesengtivity tothecycleistoreducethevoldility

120 of provisionsand a so itsimpact on deepening the

lossesof financid indtitutions; it not only contributes
to lowering public mistrust because of a sound
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financid system, but dsolessenswhat hasbeencdled
theprivatization of profits(during boomtimes) and
the socialization of losses (during recessions).
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(Percentage)
6.0

Nonperforming port. / gross port. (right axis) [ l l X T HE CO LOMBIAN CASE
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portfolioqudity (loan portfolio and asset qudity) was
100 observed. The GDP sgrowth phaseduringthe1990s
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percentageof theportfolio. Thestuationtook aturn
for theworsefrom 1998 to 2000, when the portfolio
1 200 deteriorated rgpidly and wasreducedinred terms(an
effect whichlasted until theend of 2002). (Graph 1)
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7 If this assumption holds, there will be enough funds in the

(*? GDP's C’yCl.iCBl compongnt is the diffgrenoe between the opserved and the potential GPP, an“cyc“cal prov|son| ng fund to face the next recession.
using the Hodrick-Prescott filter. The quality of the loan portfolio was calculated as the quotient ip ey s , .
between the non-performing loan portfolio and the gross loan portfolio of bank institutions. The However, |f itis redly SEvere, the fund S resources Wl” not
growth of the loan portfolio was calculated as the annual variation of the net loan portfolio of be able to cover the speC|f|c proviS'onS that will have to be
banking institutions.
Source: DANE and Banking Superintendency, and calculations from the authors. maje-

84



Withthe purpose of applying an anticyclical provisioning system, wetook a
period of 8 years (1994 to 2001), which was cons stent withthe GDP cycle
duration observed for Colombia..

B. Theparameters

Theaim of thisexerciseisto estimate the latent |osses and the amount of
datistical provisionsto beapplied by theloaninstitutions. Wewill carry outa
simulation exercise, wherewewill apply the parametersdating back to 1994
and then determine the impact this system will have both in terms of
profitsand theindicatorsof thereturnsfor each year.

Fromtheaccounting dataprovided by lcaningtitutions, weestimated parameter
a, of equation (1) for each of the homogeneous risk categories, i.e.,
commercial, consumer (including microcredit), and mortgageloans, for the
Colombian case. For these categories, wetook the average quotientsfrom
1994 to 2001 between specificloan portfolio provisonsfromthe P& L (Prov)
andthegrossloanportfolio (C.). However, the P& L statement’ sprovisions
account isnot broken down by credit types, therefore specific provisonsfor
category i were estimated as®

Spec. Port. Prov., = (P&L net port. Prov. —general P&L prov.) b
b; = (Prov. balance / & Prov. balance,)

where the P& L net portfolio provisions are defined asthe P& L portfolio
provisionsless P& L portfolio recoveries. The P& L estimate of gene-
ral provisionswas based on theregulations effective as of August 19991°.

Accordingtotheresultsof estimating a parametersinthe case of Colombia,
the category withthemost latent risk inthe previous cyclewasthat of consu-
mer loanand microcredit witha, .. =4.2% (Table1). Inother words, for
each COP100ingross portfolio consumption and microfinance, ingtitutions

P& L provisioning was COPA4.2 throughout an average year from 1994 to
2001. With regard tothe commercial portfolio, theaverage provisonsmade
for each COP100 came to COP2.3. In both cases, we can observe how

8 Ferndndez et al. (2000)

®  TheP&L provisionswere used and not those coming from the balance sheet, sincethey first
directly affect an ingtitution’s profits. From an accounting viewpoint, the P&L provisions
are not equivaent to the variations of balance sheet provisions, since the latter can decrease
because of the duly authorized value penalizations and a reversion in provisions.

10 From this date, institutions had 36 months to make provisions of 1% of its gross portfolio.
Hence, the general P& L provisions were:
Between August 1999 and August 2002 b 1%, gross port. for Dec,# months from August
1999 / 36 after August 2002 b 1%, (gross port. for Dec., — gross port. For Dec., ,).
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TABLE 1

DEVELOPMENT OF PROVISIONING AS A PROPORTION OF THE LOAN PORTFOLIO BY TYPE a‘t AND a‘

Dec-94 Dec-95 Dec-96Dec-97 Dec-98Dec-99 Dec-00Dec-01 Dec-02 Dec-03 Dec-04 Average

Commercial 0.5
Consumer and microfinance 2.0
Mortgage 0.1
Total loan portfolio 0.8

0.9
3.7
0.2
1.4

11 15 3.4 5.0 4.7 15 1.0 1.2 1.2 2.3
3.7 3.8 6.1 7.5 5.6 1.2 0.6 0.7 0.7 4.2
0.2 0.3 0.9 1.6 2.2 14 1.6 24 25 0.9
14 1.6 3.2 4.4 4.1 14 11 14 1.3 2.3

Source: Banking Superintendency and calculations from the authors.

each year’s provisions/gross portfolio (a,) ratio

DEVELOPMENT OF PROVISIONING AS A PROPORTION increased over the 1998 - 2000 period and

OF THE LOAN PORTFOLIO BY TYPE (&,)

(Percentage)

80

6.0

40

20

0.0

Source: Banking Superintendency and calculations from the authors.

demongtratestheprocyclical aspect of provisoning
inthecaseof Colombia. (Graph 2)

Theresultsfrom estimating thelatent lossesfor the
mortgageportfoliowerethelowest for thethreetypes.
Bearing inmind that much of thefinancial sector’s
crisisworsened becauseof problemsassociated with
the mortgage portfolio, the reduced a . ...
parameter is a reflection of the regulation on
provisonsfor thistypeof portfolio!t. Thisparameter

hastwo problems: firgt, itscal cul ation was not based

1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 on acompletecycle(themortgageportfoliohasnot
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Commercial ----— Consumer and microfinance

Mortgage

completed the cycle) ascan be seenfromthelevel
of P&L provisions between 1994 and 2001 (Graph
2); and second, that it might be overestimated asa
result of the securitization of aportion of the mortgage loan portfolio from
2002 to 2004.

C. Simulation exercises

Inthefirst sectionwewill calculatethe effect that theintroduction of statistical
provisionswould have on loan profitsfor the 1994 — 2004 period. In the
second, there is a break down of results by loan establishment types,
discriminating according to commercial, consumer, and mortgage portfolios.

1.  Comprehensive exercise over the 1994 — 2004 period. Once we
determinea in Table 2, we can smulate what would have happened
during the previouscycleif wehad applied theanticyclica provisons.

1 For thistype of portfolio a percentage provision of between 1% and 30% is created for the
guaranteed part of the loan and 100% over the non-guaranteed part of the loan due to
changes in guaranty.



TABLE 2

EFFECT OF ANTICYCLICAL PROVISIONING ON PROFITS

1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004

In billionsof COP

a Average gross loan portfolio 17,334 25,282 33,643 42,485 51,273 51,948 48,602 47,148 48,172 51,287 55,560
b.  Specific provisons 137 356 474 683 1,629 2,232 2,038 672 519 683 714
¢ Laentloss =a*a v 396 577 768 970 1,170 1,186 1,109 1,076 1,099 1,170 1,268
d. Saidticd provisons =c-b 259 221 294 286 (459) (601) 0 404 580 487 554
e Anticyclica provisoning fund 3/ 259 480 774 1,060 601 0 0 404 984 1,471 2,025
Percentage

f  Saigtica provisons / Capita 6.9 4.1 4.0 3.1 @7 69 0.0 4.4 6.1 4.7 4.6
g. Ut/ Pat (observed) 16.6 11.6 11.3 9.0 (17.2) (334) (205) 3.4 9.6 16.8 23.2

h. Ut/ Pat adjusted =g - f 9.7 7.5 7.3 5.9 (125) (26.5) (205) (%)) 3.5 12.1 18.6

i. Satgtica provisons/ profits 41.4 35.0 35.6 34.2 27.3 20.8 0.0 131.6 63.2 28.1 19.7

1/ a = 23%, according to Table 1.
2/ When negative, the fund begins to replenish.
3/ It is the statistical provision for the period plus the accumulated of previous periods.

We have shown those resultsin Table 2,

fromwhich we can draw thefollowing:

EFFECT OF THE ANTICYCLICAL ADJUSTMENT ON PROFITS

I. Satigtica provisonsturnnegativefrom (Percentage)
1998 onwards, hencelossesstart tofall 200 |
(they become earnings in the P&L
againgt adecrease in the anticyclicd R
provisioning fund). Theprovisioning 00
fund however provesinsufficient and 100 -
runsout during thefollowing yeear (line
e). Thisfactlessensthecushioneffectin e
1999, whichislost by theyear 2000. 00 N Theprvisioning
" Thlsa:ha-ne rajuc%thelo%dun ng e 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004

——— Ut/ Pat (observed) —-—-= Ut/ Pat (adjusted)

critical years, on the order of 27%in
1998 (linei), from 17% of the equity
(lineg) to 13% (lineh). For 1999, loss
decreases were reduced by 21% and by 0% for the year 2000.
(Graph 3)

Source: Banking Superintendency, and calculations from the authors.

iii.  Statigtica provisonsconsumed sumsof above 34% of theprofits
duringtheyearsprior tothecriss. Thismeant that entitiescould
not avail themsdavesof their total profits, asmorethan onethird of
themwould havehad to be set asideto cover therisksduring the
next recess onary phase of thecycle.

iv.  Thereasonwhy theprovisoningfundturned out to beinsufficient
is as follows, remember that the latent losses of year t are
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calculated asa* gross portfolio t. Nevertheless, applying a to
the 1994 portfolio is not the same as applying it to the 1998
portfolio, whoseamount wasthreetimesgreater. Therefore, the
satigtical provisonsfor thefirst part of thecycle (1994 to 1997)
wereshort in order to balance out thelarge amount of lending.
Thus, theprovisioning fund could only cushionadequately if there
wereno excessivelending.

v.  Sinceboomstend to beaccompanied by ahighlending portfolio,
thea = 2.3%turnsout to be underestimated. Wetherefore have
tofind ana” that will prevent the provisioning fund from running
dry during acrisis. Fromthe s mulation we have determined that
a’ should be 2.8%. Theseresultsareshownin Table 3.

From this Tablewe can seethat the anticyclical provisoning schemereduces
thelossesfor 1998, 1999 and 2000 by about 10%, 29% and 41% respectively.
Toreplenishthefund morethan haf of thepre-crigsprofitsshould bechanneed
intoit.

Whether a be 2.8% or 2.3%, or evenlower, isacons deration that depends
onwhether thenext crisisisgoing to beasdeep asthe previousone, andif the
cyclewill repesat itsalf oncethe previousone hasended. Thereisno objective
tool that alowsusto makethisquantification. An optimistic position held by
the authorities could reducethe estimated a for the next cycleto half of what
wasobserved for the previouscycle, asinthe case of Spain. Thereasonsfor
being optimistic are dueto thelessons|earned during the past crisis, which
haveledto gtricter regulationson higher provisioning and capital requirements,
aswell ascredit evaluation models, etc. Thus, the scheme startswith ana of
2.3%, avauethat will haveto be monitored over time, asit will be suscepti-

THE EFFECT OF ANTICYCLICAL PROVISIONS WITH a = 2.8%

1994

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004

In billionsof COP

a

b.
c
d.
e

Average gross loan portfolio
Specific provisions
Latentloss=a*a v

Satidicd provisons= c-b ¥
Anticyclica provisoning fund 3/

Percentage

f

g
h.
i

Statistical provisions / Capital
Ut/ Pat (observed)

Ut/ Pat adjusted = g - f
Statistical provisions / profits

17,334 25,282 33,643 42,485 51,273 51,948 48,602 47,148 48,172 51,287 55,560

137 356 474 683 1629 2232 2,038 672 519 683 714
484 705 939 1185 1431 1450 1,35 1,316 1344 1431 1,550
347 350 465 502 (198) (782) (682) 644 825 748 836
347 697 1,162 1,664 1465 683 1 645 1,469 2217 3,053
9.2 6.4 6.4 5.4 0 (9.0) (76 7.1 8.6 7.2 6.9
16.6 11.6 11.3 9.0 (17.2) (334)  (205) 3.4 9.6 16.8 23.2
7.4 5.2 4.9 36 (152 (244) (128 @7 1.0 9.5 16.3
55.5 55.3 56.3 60.0 11.8 27.0 373 209.7 89.9 43.1 29.7

1/ a =2.8%.

2/ When negative, the fund begins to replenish.

3/ It is the statistical provision for the period plus the accumulated of previous periods.
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bleto later changes. Further on, some suggestions
will be made in order to establish the statistical
provisoning schemetogovernthenext cyce. (Graph
4)

2.  Theexercisefor 2004 isdivided by entity
and portfolio type. Table 1 shows the
esimatesfor a, intheportfoliofor consumer,
commercial, and microfinance. With these
parameterswe are ableto construct Table 4,
where we can see the burden of statistical
provisionson 2004 profits.

Theimplementation of statistical provisonsfor the
last year would havereduced commercid bank profits
by 36% (line4c), and thoseof financia corporations

THE EFFECT OF ANTICYCLICAL ADJUSTMENT ON
PROFITS, WITH & = 2.8%

(Percentage)

200 +

100 -

0.0

-100 ~

-200 -

-300 ~

-40.0

1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004
——— Ut/ Pat (observed) -——-= Ut/ Pat (adjusted)

Source: Banking Superintendency and calculations from the authors.

(FC) [or investment banks] as well as those of the commercial financing
corporations(CFC) [or specialized commercia |oan corporations] by 19%.
Thus, thebanks equity profitability would have decreased from 26%to 16%
(line4aand 4b), and that of the CFsand CFCsfrom 16%to 13%.

CALCULATIONS FOR STATISTICAL PROVISIONS, 2004

Banks BECH CF& CFC
In billions of COP
1. Commercial loan port. a = 2.3%
a. Gross average loan port. 26,011 4,163 5,184
b. Specific provisions 252 76 65
c. Latent loss 603 96 120
d. Statistical provisions 351 20 55
2. Comsumer and microfinance port. a = 4.2%
a. Ave. gross loan portfolio 8,884 1,861 891
b. Specific provisions 52 18 7
c. Latent loss 374 78 38
d. Statistical provisions 322 60 30
3. Mortgage port. a =0.9%
a. Ave. gross loan portfolio 992 7,572 0
b. Specific provisions 21 227 0
c. Latent loss 9 66 0
d. Statistical provisions (13) (161) 0
Percentage
4. Effect on yield and profits
a. Ut/ Pat (observed) 25.6 23.6 16.5
b. Ut/ Pat (adjusted) 16.3 27.2 13.4
c. Statistical provisions/ profits 36.3 (14.9) 18.9
5. Transition: yield and profits 0.0 0.0 0.0
a. Ut/ Pat (adjusted) 16.2 20.1 13.4
b. Statistical provisions / profits 36.9 14.8 18.9

Source: Banking Superintendency and calculations from the authors.
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The specialized mortgage loan banks (or known in Colombiaasthe BECH)
show negative provisioning, asthese banksare making provisionsfor their
mortgage portfolio abovetheir historical level (latent |osses), and so would
not haveto make statistical provisioning. On the other hand, hypothetically
speaking, should theanticyclica provisioning fund have had sufficient funds,
thelatter would have madeacontributiontothe P& L, dlowing theBECH to
have made profits of above 15% compared to those of 2004.

Weshould be cautiousasto how weinterpret thisresult, asthe P& L mortgage
portfolio parameter related to grossloan portfolio provisonssuffersfromthe
drawbacks mentioned in the previous section.

V. IMPLEMENTATION SCHEME
A. Trandgtion mechanism

Tohave BECH makedtatistical provisioning, and sofollow inthe stepsof the
rest of thefinancial system, we do well to take advantage at thisjuncture of
their well-to-do P& L and set up atransition mechanism by whichthenegative
component of statistical provisioning (in thiscasethe mortgage component)
would not becomputed when calculating total statistical provisions(Table4,
line5h). Thus, only the positive componentswoul d becomputed (commercia
and consumer)—asthe sum representing 15% of BECH profits.

Wecanreachasmilar result if webuild Satistica provisoning fundsfor each of
thehomogeneousrisk categories. Thisstrategy isparticularly useful if webearin
mindthat theresulting aparameter for themortgageportfolioissubject toanumber
of different kindsof problems. Further, itiswdl worth having separatefundsunder
ascenariowheretheportfolio cyclesareout of phase, aswaswitnessed between
themortgageportfolioandtheremaining categories. Thiswould avoid theuseof
provisonsearmarked to cover onekind of expected lossesfor aportfoliotohelp
solvetheextraordinary provisonsof another portfoliotype.

B. Sizeofthefund for provisioning

Theszeof thefund at thebeginning of therecess onary cycdemust besufficiently
largeto cover the excesses on specific provisionsfor latent |osses during
the4 yearsof recession. Thisdifferencepertainsto the shadowed areaonthe
right hand side of Figure 1. Wefound that it was equival ent to morethan 2
timesthe 1997 |atent |osseswhen we quantified said areawith ana of 2.3%
between 1998 and 2001. Thus, the maximum size of the fund would be 2
timesthelatent |osses. Oncethislevel hasbeen reached, therewould beno
need to makeadditiona statistical provisions. We should notethat the genera
provision of 1% currently required would no longer be necessary asit would
be part of thefund anyway.



C. Gradual implementation: amaximum limit on profits

AsshowninTable4, thebanks datistical provisionswould consume 36% of
their profits. Thispercentage givesusan ideaof thelarge effortsthese banks
would haveto maketo facethe next recessionary cycle. Thevery magnitude
of the needed effort by the banks does not make this proposed schemeall

that viable. To reducetheimpact thiswould have, we can limit the banks

maximum effortsto 15% of their profits. Inother words, if afinancid ingtitution
isrequired to makeadtatistica provisioning of 40% of itsprofits, it would be
allowed to makeaminimum provisioning using 15% of their profits.

Anadditiona advantage of the above suggestionisthat institutionswould
make provisionsaccording to their own cycle, which doesnot alwayscoinci-
dewiththegeneral cycles. Thus, if the systemisgoing through aboom and
somefinancia ingtitutions are experiencing losses, the provisioning scheme
would not worsen theselosses. The schemeactually adaptsitself to the par-
ticular cyclesof ingtitutions. A proxy of the aforementioned cyclewould be
represented by the profit path.

The disadvantage of implementing such alimit isthat the period required to
replenishthefundisextended. If bankstake 2.4 yearsto completethefundwith
an a of 2.3% (assuming that the 2004 parameters repeat themselvesin the
future, andthat the 1% requirement ingenerd provisionsispart of thefund), it
would take 6 yearsto complete thefund with alimit of 15% over profits.

IIl. CONCLUSIONS AND RECOMMENDATIONS

From the start of the 1990s expenses on provisions made by thefinancial
system clearly showed acyclical pattern. These provisions attained their
minimum level sduring credit boom times giving added dynamismto the
portfolio, whereasthey became one more obstacleto arecovery inlending
during therecessionary phase.

Thisnot only reflects an inappropriate identification of risks by financial
ingtitutionsbut it al so promotesperversebehavior, and privatizesprofitsfrom
risk taking on the upward dope of risk, aswell assocializing losseswhenthe
financial system becomesvulnerablebecauseof acrisis.

Thealternative proposal put forth by this paper isto set up an anticyclical
provisioning fund that will takeinto account portfoliorisksat every phase of
thecycle. Inessence, thisschemeentail smaking contributionswhen specific
provisions(associated with risksthat have materialized) arebel ow themean
of the previouscycle, and it d soinvolves making withdrawal sfrom thefund
when the provisioning requirements exceed the aforementioned level. Asa
result, the contribution of provisionsin deepening thetroughsinthe profits
cyclewould beannulled.

91



BIBLIOGRAPHY

Through the exercises above wewere able to determinethat for thecycle
between 1994 and 2001, the averagelevel sof specific provisonstothegross
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