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MEXI CO CI TY (S&P d obal Ratings) July 10, 2018--Follow ng a recent review of

t he Banking I ndustry Country Ri sk Assessnent (BICRA) for Col onbia, S&P d oba
Ratings revised its industry risk trend to positive fromstable. The potenti al
materi alization of the positive trend, which would result in a stronger

i ndustry risk assessnent, woul dn't change Col onbia's BICRA group score or its
anchor (currently at '"bb+' ). In addition, the trend revision had no ratings

i npact on Col onbi an banks.

The industry risk trend revision reflects the inprovenent in Col onbia's
banki ng regul ation that woul d extend the supervision capacity. The revision
also reflects the regulator's potentially greater capacity to identify
problens at earlier stages, ensuring that banks take corrective actions. In
our view, this could bolster the institutional framework in ternms of

regul atory track record. Once we have greater clarity about the inplenmentation
pl ans of Basel I1l, along with the finalization of the regulations for
supervision of financial conglonmerates and for restructured | oans, we could
reassess Colonbia's institutional framework to a stronger category.

Heal t hy conpetitive dynam cs in Col onbia's banking systemw th noderate risk

appetite and absence of market distortions currently support the industry
ri sk. The inmproverment in the regulatory framework--including the recently
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approved "congl onerates |law', the introduction of standardi zed | oan
restructuring rules, and the expected adoption of Basel |1l capitalization
rules--will strengthen the Col onbi an banking authority's capacity to address
problens at earlier stages, ensuring that banks take corrective actions. (The
"congl onerates law' allows for full supervision at the holding level, while
the new | oan restructuring rules increase transparency and all ow for stronger
credit risk surveillance.)

Nevert hel ess, Colonbia's financial systemrenmains heavily dependent on

whol esal e fundi ng, which we consider as |less stable during times of econonic
and narket distress. This is due to the | ow share (about 25% of retai
deposits in comercial banks' total deposits. However, donestic debt capital
mar ket has mitigated this weakness given that it has proved to be noderately
broad and deep, allow ng investnent- and specul ative-grade entities to access
funds with nedium to long-termmaturities. In our view, capitalization
remai ns the main regul atory chall enge for Colonbia's financial institutions,
but the potential inplenentation of Basel Il capitalization rules could
remove this risk.

After growing at slightly nore than 14%in 2014 and 2015, credit expansion
decelerated to 7.6%in 2016 and 6.2%in 2017. This trend is strongly
correlated with the econom c performance. Political uncertainty has di m ni shed
followi ng |van Duque's presidential election victory this year. Therefore, we
expect business confidence and econonic activity in Colonbia to pick up
resulting in higher credit demand. W project real GDP growh at 2.5%in 2018
and to average 2. 7% during 2019-2021. Therefore, we estimate |lending to expand
at around 7% in 2018 and 8.0%8.5%in 2019. Starting in 2018, the tax reform
of 2016 will gradually reduce the corporate income tax rate to enhance
conpetitiveness, which could bolster credit denmand anong the corporate and
conmerci al sectors. W expect the banking sector's nonperforming assets to
total loans to stabilize at around 3.5% by the end 2018 and recover to around
3.0%in 2019 and 2020.

In particular, the performance of consuner |oans will benefit from househol ds
i mproving incone capacity amd |lower inflation and interest rates. In
addition, the new |l oan restructuring practices will help inprove asset quality
thanks to early and greater surveillance of nodified |oans. In our view,
stronger econonic performance and increasing credit demand will inprove asset
gquality. Credit |osses represented 2.65% of total loans in the industry at the
end of 2017, and we expect this metric to average 2.50%in 2018 and 2019.

Bl CRA Score Snapshot*

Col onbi a

To From
Bl CRA G oup 6 6
Econom c ri sk 7 7
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Econonic resilience H gh Ri sk H gh Ri sk

Economi ¢ i mbal ances H gh Ri sk H gh Ri sk

Credit risk in the econony H gh ri sk H gh Ri sk

I ndustry risk 5 5

Institutional franmework H gh Ri sk H gh Ri sk
Conpetitive dynam cs Internediate Risk Internediate Ri sk
System w de fundi ng I nternediate Risk I nternediate Risk
Tr ends

Economi ¢ risk trend St abl e St abl e

I ndustry risk trend Positive St abl e

*Banki ng I ndustry Country Ri sk Assessnent (BlICRA) economic risk and industry
risk scores are on a scale from1l (lowest risk) to 10 (highest risk). For nore
details on our BICRA scores on banking industries across the gl obe, please see
"Banki ng Industry Country Ri sk Assessnent Update," published monthly on
Capital 1Q

RELATED RESEARCH
* Banking Industry Country Ri sk Assessnent: Col onbia, Sept. 14, 2017

Only a rating committee may deternmine a rating action and this report does not
constitute a rating action.
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