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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
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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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0.0

Dec-90 Dec-92 Dec-94 Dec-96 Dec-98 Dec-00 Dec-02 Dec-04
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REAL LOAN PORTFOLIO GROWTH

(Percentage)
6.0

Nonperforming port. / gross port. (right axis) [ l l X T HE CO LOMBIAN CASE
A. Thecycle
(Percentage)
20 In Colombia, particularly during the 1990s, the

4.0

2.0

0.0

procyclica character of higher lendinglevelsandloan
portfolioqudity (loan portfolio and asset qudity) was
100 observed. The GDP sgrowth phaseduringthe1990s
00 was characterized by alow level of provisonsasa

200

-2.0

-4.0

-6.0

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)

4 -10.0

-30.0

Dec-90 Dec-92 Dec-94 Dec-96 Dec-98 Dec-00 Dec-02 Dec-04

--—--- Cyclical GDP Real loan portfolio growth (right axis) . . . .
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-
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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

86

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.
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