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INTRODUCTION

To complement anumber of studiesdonein Colombia, based largely onfigures
frominstitutional balance sheets, Banco dela Republica has conducted three
surveysto dateonthecredit Situationin Colombia. Theaimisto collect quditative
information that can be used to determine how financial institutionsfeel about
different aspects of the credit business. The questionnairefor the credit survey
done in November 2005 was filled out by the commercial and/or credit vice
presidents of 18 credit institutions. The other two surveys, which are similar,
were conducted in 2001 and 2003, making it possible to compare the results
found at different stages of the economic and credit cycle.

One of the primary objectives of the present study, which is the result of an
assessment and analysisof the survey, isto determineif credit dynamicsrespond
more to supply factors than to demand, and if these - particularly the supply
factors - have changed in recent years. With thisinformation, it is possible to
assess the presence of credit rationing in the Colombian economy.

Thesurvey of thecredit Situation containsinformation on how ingtitutionsperceive
accessto credit in the economy and in its different sectors, their outlook, and
how easy it isto identify good clients. This same analysis was done according
to company size. Questionswere asked about how credit institutionsmight use
their surplus liquidity and how they perceive the risks associated with such
uses. There also were questions on loan assessment by financial institutions.

Thefindingsof the survey suggest that financia institutions continueto believe
theoutlook for most sectors of theeconomy isgood, which suggeststhe demand
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for credit might continueto grow. However, not all sectorsor companies of
different size have the same expectations or the same conditions for access
to credit. Information-related problems, especially for the farming and
livestock sectors and, to alesser degree, for the export sector, play amajor
roleinidentifying good clients and the expected profitability of projects.

The findings suggest there are fewer supply restrictions. However,
several exceptions arise in the tradable sectors. This contrasts with the
sectors characterized by supply restrictions (non-tradables) in past years,
and may be related to trend and expectations concerning the exchange
rate.

Shortly after the financial crisis in 1998-1999, the huge losses
experienced by Colombian financial institutions seriously reduced their
capital, curtailing credit growth. This situation, and the exacerbation of
risk, generated a marked preference for low-risk liquid assets (e.g. TES),
dampening credit activity.

The evidence now suggests that financial institutions are much less
adverse to credit risk, and most restrictions on the credit supply have
disappeared. According to the latest survey, the perception of risk with
respect to consumer credit and mortgage loans has declined, contrary to
earlier surveys, where these types of loans were considered riskier than
commercial credit.

Unlike the post-crisis era, current requirements for loan approval are
far more lax, and project feasibility and profitability are important
elements for a decision on credit. So is knowledge of the client and his
credit history.

l. ECONOMIC AND CREDIT ACCESS OUTLOOK

There are high expectations regarding economic performance. More than
half the credit institutions (56%) believe the economic outl ook for the next
two years has improved, 33% expect current conditions to continue, and
11% expect them to deteriorate.

Regarding sectors, most credit institutions believe economic growth will be
spurred by services, commerce, communications and imports. The perception



is that these sectors are doing better than the
average for the economy as awhole. In contrast,
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It is interesting to see how financial institutions have changed their
preferences in terms of the different sectors and their access to credit.
This might be linked to the exchange rate trend. For instance, in the
survey done for 2001, when the exchange rate depreciated sharply,
expectations and favorable conditions for accessto credit were centered
primarily in the tradable sectors (exporters and industry). However, in
the 2005 survey, good prospects were concentrated largely in the non-
tradable sectors.

Unreliable information for identifying good clients (Graph 2B) is a
determining factor for financial intermediariesand explainsthe difficulty
the agricultural/livestock sector has in gaining access to credit. The
commercial and industrial sectors have the same problem though at a
lesser degree. The direct correlation between difficulty in identifying
good clients and increased credit-access restrictions is evident as well
(Graph 2).
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PROBLEMS WITH CREDIT ACCESS
AND IDENTIFYING GOoD CLIENTS
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When the analysis is performed according to
company sizée', there was no major difference in
the opinion with respect to economic outlook. M ost
financial institutions expect the growth of small,
medium and large companies to be similar to the
average rate of economic growth. Each of the
institutions was asked the financial sector’s credit
preferences in terms of company size and if they
have any preferences in this respect (Graph 3).
The results suggest that, although the perception
of credit accessin the financial sector favors the
big companies (aswould be expected), on an indi-
vidual level (by institution), this sector appearsto
cover the entire spectrum of companies with no
Sizediscrimination.

In short, there are contrasts in terms of access to
credit at the sector level. These are explained by
differences in the prospects and profitability of
economic sectors, and by problemswith identifying
good clients, particularly in the case of the
agricultural/livestock sector. Regarding size
discrimination, problems are perceived with access
to sources of financing for small companies and
privileged credit access for big companies.

1. LIQUIDITY SURPLUS
AND RISK PERCEPTION

In the presence of credit rationing, financial
institutions would prefer to invest their surplus
liquidity in low-risk securities (e.g. TES), rather
than to expand their |oan portfolio. The preferences
of financial intermediaries concerning the use of
liquidity surplusare analyzed in thissection (Graph
4), and are different from those perceived during
the period after the crisisin thelate nineties (1998-
1999). Therefore, the acquisition of highly liquid
and low-risk assetsremainstypical of the behavior
inthefinancial sector, although less so.

1 Small companies are defined as those with less than 50
employees. Medium-sized companies have 50 to 200
employees, while large companies have more than 200.



CREDIT ACCESS PROBLEMS BY COMPANY SIZE

A. PERCEPTION OF BELOW ECONOMIC
AVERAGE ACCESS To CREDIT
IN THE FINANCIAL SYSTEM,
BY COMPANY SIZE
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The next question concerned the most frequent or
probable use of liquidity surplus, considering the
risk. Acquisition of government securities, loansto
financial institutions and placement of resources
with Banco de la Republica were classified by
banks as the least risky. Medium-risk activities
include consumer loans, loans to companies
producing for domestic and foreign markets, and
home |oans (the perception of risk on the latter is
down considerably from what the earlier surveys
showed). Theriskiest activitiesinclude transactions
to increase the bank’s foreign currency position
and the placement of micro-loans, loans to
construction companies, loanstoterritorial entities
and to government-owned companies. In absolute
terms and compared to mortgage loans, risk
perception on consumer loans was down (Graph
5A), asit was onloansto non-tradable companies
compared to those producing tradabl es (Graph 5B).

B. PARTICULAR INSTITUTION'S PERCEPTION
OF BELOW ECONOMIC AVERAGE
ACCEss TOo CREDIT,
BY COMPANY SIZE

(Percentage of those surveyed)

Medium

Large

B 2001 @ 2005

MosT PROBABLY USE OF LIQUIDITY SURPLUS

(Percentage of those surveyed)

Others
Micro-loans (*)
Housing (*)

Builders (*)

Increase Own
FC Position

Exporters

Non-tradable
Companies

Consumption
Companieswith FI
OMA

Financial Institutions

TES

0.0 200 400 60.0 80.0
2001 [ 2003

(*) Thisoption was not included in the 2001 survey.
Source: Credit Situation Survey, Banco de la Replblica

B 2005

75

100.0



RIsSK

A.

PERCEPTION

LOAN RISK PERCEPTION:
CONSUMER VS. HOUSING NDA

(Percentage of those surveyed)

100.0

20.0

0.0

. Loans for housing imply more risk

I L I L I
2001

2003 2005

COMPANY RISK PERCEPTION:
TRADABLES VS. NON-TRADABLES

(Percentage of those surveyed)

100.0

20.0

0.0

. Loans for consumption imply more risk

2001 2003 2005
. Loans to non-tradable companies imply more risk

] Loans to tradable companies imply more risk

Source: Credit Situation Survey, Banco de la Repblica

76

Reorientation of the credit business has prompted
financia ingtitutionsto shift their liquidity surplus, par-
ticularly in the case of ingtitutions that specializein
mortgage loans. The shift is from mortgage loans
to consumer and commercial loans. However,
preservation of the market segment isstill the most
important factor in the portfolio decisions of credit
ingtitutions.

Inconclusion, financia institutionswill most likely
use their liquidity surplus based, to some degree,
on the perception of less risk. Accordingly, the
perception that micro-loans are high risk explains
some of the problems small companies have with
credit access. Moreover, activities once considered
extremely risky — such as consumer credit — are
gaining acceptability among financial institutions,
clearly prompting a portfolio shift in assets from
investments in highly liquid securities to loan
placement (particularly consumer loans). Therealso
has been a noticeable recovery in mortgage loans,
as financial institutions now consider them to be
less risky. This suggests that the main features of
the credit crunch, which were identified in earlier
surveys, are disappearing and the current low
growth in mortgage loansis perhaps more theresult
of demand constraints than supply problems.

I11. REJECTED CLIENTS AND RISK-ASSESSMENT
CRITERIA FOR CREDIT ALLOCATION

When asked how a new client’s risk is assessed, the two most important
criteriamentioned by financial institutions were the client’ s credit history
and projected cash flow (Graph 6). For example, 61.6% indicated these are
among the three major criteria. However, an attempt to rank them in order
of importance proved inconclusive. Other criteria such as business sales,
recent profits, the debt/equity ratio, collateral and the client’s economic
activity appear to belessrelevant to financial intermediaries when assessing

credit risk.



In acredit crunch, one should expect the client’s

credit history to be more important than the

. . THE MAIN CONSIDERATION IN RISK-ASSESSMENT
project’ s cash flow. The risk assessment done by FOrR NEW CLIENTS
financial institutions showsthat the client’ s credit
history has become more important, in relative
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In any case, the results are not conclusive. When Rehviid
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they consider for approving aloan, credit history credthisory
acquires more importance than the project’ s cash Dbty ratio
flow and profitability.?
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In the case of clients whose application was
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rejected, the institutions surveyed were asked 0 2001 B 2003 B 200
whether or not they would have approved theloan
if the client had agreed to a higher interest rate.
The majority (83.3%) said no. A similar percentage said the same in the
earlier surveys. When asked what they would have done had the client
been willing to accept a shorter loan, most of the institutions surveyed
said they would not have agreed to the loan.

Source: Credit Situation Survey, Banco de la Repblica

When asked if they would have granted the loan, had the client offered
more collateral, 66.7% answered affirmatively. Thisresponse appearsto
be somewhat contradictory to the answer to earlier questions, where
collateral appears to be less important when assessing a loan request.
However, the findings of earlier answers - more insistence on the quality
and amount of collateral, and denial of credit despitetheclient’ swillingness
to pay a higher rate of interest and/or to accept a shorter loan - are
consistent with the characteristics of credit rationing. Consequently, there
is evidence that vestiges of the credit crunch that occurred after the last
financial crisisstill exist or, at least, that certain practicesindicating the
presence of a credit crunch remain in place.

Asto the particularities of clientswhose loan applications were rejected,
the financial institutions surveyed indicated that most were new clients.
Again, this suggests the client’s credit history is key to loan approval
decisions.

2 For 77.8% of those surveyed, good information on the client's credit history was the most
relevant, followed by low risk (11%) and profitability of the project (5.6%). None of the
institutions surveyed mentioned the existence of satisfactory collateral as a key reason for
approving a loan.
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THE MoOST RECURRENT COMPLAINTS OR COMMENTS

Complaintsfrom clients about the processfinancial

RECEIVED BY FINANCIAL INSTITUTIONS institutions useto study aloan application constitute
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Moreover, athird of theinstitutions surveyed said
the most common complaint ishigh interest rates.
Complaints about the conditions for loan approval
and thekind of collateral required (whichisconsi-
derable) appear to be less frequent.

This contrasts with the earlier surveys, (Graph 7),
where the most recurrent complaints from clients
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involved strict conditionsfor loan approval. Inshort,
O Condmj::fm Approvd the client’ scredit history and the project’ s cash flow
B other are the most important factors credit institutions
consider when evaluating a loan application.
Constraintsinvolving high interest rates and strict

conditionsfor loan approval seem to have become lessimportant.

IV. EFFECTS OF AN INCREASE IN CREDIT
DEMANDAND FACTORS THAT DETERMINE
FINANCIAL ACTIVITY GROWTH

Aspart of thesurvey, financial institutionswere asked how the credit supply
would most likely react to an increase in the demand for loans, represented
by arise in economic activity. Among the three most likely events, 77.2%
indicated the system could meet the demand for credit without agreat deal
of strain. However, 55.6% of those interviewed said small and medium-
sized companieslikely would face credit bottlenecks, while 50% cited the
possibility of constraintsto access for certain sectors.

The survey a soincluded questions on how institutions perceive thefactors
that prevent —or could prevent —the Colombian financial system and each
institution in particular from extending more credit to the private sector, and
the actions or events financial institutions regard as necessary to increase
the amount of credit in the economy.

With respect to the factors that limit credit growth (Graph 8), the main
problem mentioned by most of those interviewed is the client’s
creditworthiness or ability to pay. Half theinstitutions surveyed point to the



shortage of low-risk projects as another major
constraint. Legal instability and lack of financial
information on new clients are also significant
limitations.

Compared to the results of the 2001 survey (Graph
8), there has been animprovement in the perception
of clients ability to pay and their economic activity.
Provisioning and legal instability were considered
more important by credit institutions in 2001,
although they are currently cited by many as
factorsthat limit credit growth.

Another question concerns the actions or events
financial institutions regard as necessary to
increase the amount of credit in the economy
(Graph 9). Inthisrespect, 83.3% of those surveyed
agreed an increase in economic activity would be
one of the three factors that would raise credit,
while50% insisted on legal stability. Animportant
portion of those interviewed felt more profitable
projectsand better information on the applicant’s
creditworthiness also would result in more credit.

No credit establishment perceived central bank
liquidity asaconstraint to credit. Regarding interest
rates, 11.1% of theinstitutions surveyed indicated
that higher lending rateswould boost credit activity.
Thissuggeststhereisno conclusive evidence with
respect to high price elasticity in the credit supply.

Capital constraints were an important feature
during the post-crisis period, but were not relevant
inthissurvey. Noinstitution said that having more
capital would prompt higher lending activity.

According to these findings, the private sector’s
demand for loans is perceived by financial
intermediariesto bethe primary constraint to further
growth in the credit market. From the standpoint of
thefinancial sector, anincreasein economic activity
would boost the demand for credit, which would be
backed by the favorable situation in the sector and
itswillingnessto loan. Consequently, anincreasein
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the supply of credit isto be expected. Thiswould imply anew equilibriumin
the credit market, where the volume of loans would increase. In contrast,
legal instahility, lack of financial information on new clients and their
creditworthiness are supply constraintsthat inhibit credit growth.

V. SUMMARY AND CONCLUSIONS

Thecredit situation survey providesvaluable qualitativeinformation on how
financial institutions perceive the credit market. This can be useful to exa-
minethe existence of credit rationing in the Colombian economy. At present,
they see good prospects for most sectors of the economy, which indicates
the demand for credit might continueto rise. The findings al so suggest that
expectations and conditions for credit access are not homogeneous across
sectors and companies size. To begin with, credit access is restricted by
information problems related to the client’ s creditworthiness and project
profitability. Thisis particularly true for the agricultural sector and, to a
lesser degree, for the export sector.

It isinteresting to see how the factors that reflect the possible existence of
credit rationing have changed, and how this phenomenon has been
disappearing. In the post-crisis era, the huge losses accumulated by
Colombia sfinancial system meant sharp restrictions on growth in the supply
of credit, due to capital constraints. The latter generated extreme risk
aversion, preferencefor low-risk liquid assets, coupled with an unwillingness
to expand credit activities. Although financial institutionssstill turnto gover-
nment bonds, a certain preference for loans to households and to companies
that produce for the domestic market is evident.

The results of the survey show credit institutions have substantially less
credit risk aversion. This may be related, among other factors, to more
client information, increased economic activity and morerisk control. This
has allowed for a noticeable reduction in supply constraints on the credit
market. Consumer credit and mortgage loans have been favored in this
sense, thanksto alower risk perception, particularly with respect to mortgage
loans. However, the demand for mortgage credits does not appear to be
related to the pace of supply.

The requirements for gaining access to credit are another aspect that
identifiesthe existence of acredit crunch. When there are supply problems,
the requirements would be expected to increase. However, in contrast to
past years, the perception is that requirements for loan approval are less
strict.

Although thefeatures of aproject (such asviability and profitability) appear
to be important for loan approval, the highest priority is related to prior
knowledge of the client and his credit history. Consequently, new clients



with insufficient information are the ones that face more credit access
restrictions. As those clients acquire a history of credit with the financial
system, they will become less sensitive to a credit crunch.

Finally, the results point to disappearance of the factorsthat hamper access
to credit, at least those concerned with limited capital and credit risk aversion.
The problem with the credit market seemsto be more serious on the demand
side, especially for mortgage loans. Nevertheless, there also areindications
of supply problems concentrated in specific sectors (agriculture and exports)
and among small and medium-sized companies.





