EXECUTIVE
SUMMARY

The Colombian financia system experienced adrop inthevalueof itstradable securitiesduring
thefirs haf of theyear, owingtothevolatility of domesticfinancid marketsat thetime. Associated
in part with the uncertainty perceived oninternational financial markets (and even moresoin
Colombia), thisvolatility occurred despite the positive trend in Colombia s productive sector.

That episode had anumber of repercussonsfor creditingtitutions. To beginwith, thedropinthe
value of tradabl e securities prompted somewhat of ashift inthe assetsheld by theseinstitutions.
Theloan portfolio accounted for 55%in June, whileinvestments had declined to 28%. Theres-
pectivefiguresin December 2005 were 50% and 32%.

InJune, theannualized profitsfor credit ingtitutionsasawholewere down by 4.4% compared to
thesamemonthin 2005, primarily because of |osseson investmentsin thetradableportfolio. This
dropin profitsreduced the system’ sasset profitability to 2.3% (0.5 percentage points (pp) less
thanin December). Thesedifficultiesa so affected agood many non-bank financia ingtitutions,
sincetheir portfoliosare heavily exposed to changesin thevaluation of investmentsin domestic
government bonds.

Thisset of events condtitutes materidization of the market risk facing credit ingitutions, asituation
that was stressed repeatedly in previouseditions of theFinancial Stability Report. Consequently,
for reasonsconcerning thestability of thefinancia system, itisimportant to underscorewheat the
Officeof the National Superintendent of Financial I nstitutions has doneto measure and regul ate
market risk for institutionswith aportfolio of tradable securities. Continuingthisinitiativeinthe
yearsahead will makethesystem more capabl e of dealing with suchlosses, especially with respect
toitscapital positions.

Traditional financial brokerage activities, on the other hand, continued to expand. Aboveand
beyond the portfolio asawhole(19.3%red annua growth at June), animportant highlight wasthe
strong increasein consumer loans (41.2%), and therecovery in commercia and mortgageloans
(15% and 1.6%, respectively). Growth in the loan portfolio was supported by afavorable
increasein sourcesof funding used by establishments (real annual growth in deposit takingwas
13.4%at June), their capital soundness, thegood quality of their loan portfoliosand high coverage
for theriskiest |oans, coupled with therecent stability ininterest ratesonloansof al types. Asto
thislast aspect, it isimportant to notethat thevolatility witnessed on marketsfor tradable securities
had no appreciable effect on the stability of theserates.

The positive situation and optimistic outlook for househol ds suggests brokerage activitieswill
continueto expand. However, itisimportant to keep an eyeon the high growth rate of consumer




loans, especialy after thedight recent deteriorationinthequdlity of that portfolio. Thegoodtrend
for househol dsiscomplemented by growth in the private corporate sector (towardswhich most
of thefinancial system’ sexposureisdirected). Based oninformation available at December
2005, recent trendsin the private corporate sector’ sindebtednessto thefinancia system continue
to suggest that compani es are more and morewilling to finance working capital withtheir own
resources.

Inshort, financial brokerageactivitiescontinued toincrease, evenif therecent volatility intradable
securitiesmarketshasaffected the portfolio and financia performanceof indtitutions. Thisexpan-
sion suggeststhat effortsto monitor and measure the credit risk posed by growth intheloan
portfolio need to bestepped up. If theconditionsthat allowed for thisgrowth continue, sowould
thisexpansion. Nonetheless, itisimportant not to forget that achangeinthose conditionscould
acceerate deteriorationinthequality of theloan portfolio.

In addition to materialization of the market risk mentioned earlier and thegood quality of theloan
portfolio, therecent increaseinliquidity risk isanimportant aspect towatch, eventhoughit remains
low. Limited concentrationinthegovernment bond marketisacontributing factor inthisrespect,
and Banco dela Republica has been cooperating with the Office of the National Superintendent
of Financid Institutionson the design of new and better waysto measure, monitor and regulate
liquidity risk.
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