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4 THE FINANCIAL SECTOR 

The financial sector's performance further improved in 2005 and its stability was
maintained. The changes in ownership and skilled management of large banks
were associated with growth in their profits. Insurance companies (life and non-life)
continued to strengthen their reserves and capital for the performance of contracts
and coverage of risks. The transformation of investment funds was completed.
Investment companies which keep separate accounts for the administration and
management of domestic open-ended mutual funds are operating on the market.
Investment intermediaries headed by banks are widening the supply of investment
into foreign assets and foreign funds. The stability and transparency of the market
was further enhanced by a decrease in the number of investment companies and
investment firms.

Concentration of activities and mergers took place in individual segments of the
financial market. The financial market also recorded an increase in the scope of
business and the development of services under the EU single licence principle, i.e.
the recognition of a licence granted in one member state in other EU countries and
thus free access to the financial market. The organisational and legal groundwork was
laid for integrated supervision of financial markets and financial groups. 

The improving performance and financial condition of restructured corporations
and the corporate sector as a whole had a stabilising effect. In this environment,
lending to corporations increased and the rapid growth in loans to households
continued. Foreign investors and foreign owned financial institutions contributed
to the growth in financing of households and corporations. The financial and
economic links with EU countries further strengthened. 

These positive trends simultaneously entail some potential risks. Faster lending
growth at a time of strong economic growth may lead to growth in bad loans in the
event of a subsequent economic slowdown. Asset markets, including the property
market, may be negatively affected by a potential rise in interest rates. Growth in
interest rates would increase the interest burden on debt incurred in previous
periods and could thus complicate its due repayment. The ever increasing
international integration of the Czech financial sector implies a strengthening of
the sector and the transfer of necessary financial know-how. At the same time,
however, new potential channels for the transmission of elements of international
instability are opening up. 

4.1 INTERNATIONAL COMPARISON

The relative size of the financial sector expressed as the ratio of the financial
sector's total assets to GDP, referred to as the depth of financial intermediation, has
been moving around 130% in the Czech Republic in the long term. The current
value for 2005 (136%) reflects rapid GDP growth and a significant rise in the
financial sector's assets. The depth of intermediation and the significance of the
financial sector in the Czech Republic is greater than in other new EU member
states, although the current level corresponds to roughly 40% of the relative size
of the financial sectors in the euro area countries and the EU average. 

A comparison with the advanced economies reveals the existence of potential for
further development of the services of domestic financial institutions. At the same
time, it implies a growing significance of maintaining the stability of banks and
insurance companies, which, with their 82% share of assets in 2005, are the key
players in the financial market. The Czech Republic is currently below the level of
the euro area countries in lending, insurance and client investment. The volume
of loans relative to GDP is up to three times lower and the total financial investment
of insurance companies is one-fifth. The assets of pension scheme participants
relative to GDP are approximately 30% of the relative size in the euro area. In the
case of domestic investment and mutual funds the equivalent figure is under 10%. 

CHART IV. 1

Financial sector and bank assets in 2004
(% of GDP)

Note: High figures for LU not included. Country abbreviations given in list 
of abbreviations.

Source: CNB, CZSO, ECB
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CHART IV. 2

Share of the banking sector in financial sector assets
in 2004
(%)

Note.: SK excluding pension funds. Data for CZ, HU, PL, SK, SI unconsolidated.
Country abbreviations given in list of abbreviations.
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CHART IV. 3

Comparison of loans in 2004
(% of GDP)

Source: CNB, CZSO, ECB
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As for the banking sector itself, which constitutes the core of the financial sector,
the Czech Republic with its ratio of total banking sector assets to GDP of 101%
(2005) remains very high by comparison with the other new member states of
the EU. This is a sign of a relatively developed banking sector. The banks' 74% share
in the financial sector (2005) is near the euro area average and is comparable, for
example, with the levels in Poland and Austria. 

A more detailed comparison reveals that the Czech Republic lags behind the
advanced EU countries in some lending indicators. The share of loans to households
in total loans is around half the EU figure, the share of the banking sector in loans
to the government is lower and the volume of loans granted to the corporate sector
is also lower. In the corporate sector, a significant role is played by alternative
methods of financing, including financing from abroad, which does not show up in
the domestic lending figures, and also intercompany debt, which is still not
significant. Lending to households is gaining strength in the new member states
of Central and Eastern Europe. 

The international comparison indicates some differences in the weight of the financial
sector in the Czech Republic compared to the developed EU countries but also some
similarity in terms of structure. From the point of view of the theory of optimal
currency areas, cross-country differences in the position and functioning of the
financial sector could lead to differences in financial intermediation and monetary
policy transmission and hence create conditions for asymmetric shocks. Despite its
smaller weight, an efficient and flexible financial sector can effectively absorb various
adverse economic shocks and eliminate their impacts on the economy. The tools for
analysing the soundness of the system include macroeconomic models and stress
tests assessing the resilience of the financial sector.80

4.2 STRUCTURE OF THE FINANCIAL SECTOR

Banks, insurance companies, pension funds, investment companies, open-ended
mutual funds, credit unions, leasing companies and other financial institutions form
the basic segments of the current financial structure of the Czech Republic.
However, there have been some structural changes and asset transfers within this
architecture. Although banking assets have risen in absolute terms over the past
several years, their share in the financial sector has decreased in connection with
the removal of poor-quality assets from banks' balance sheets and owing to an
expansion in non-banking institutions and products. However, in 2005 the weight
of banks in the financial sector increased somewhat. 

Life and annuity insurance products and pension schemes have become an
attractive medium- and long-term investment opportunity for households, thanks
among other things to state subsidies. Open-ended mutual fund units have also
been a good investment opportunity in recent years. Leasing credit to SMEs and
households was, and still is, used as an alternative to bank loans, although it no
longer enjoys favourable tax conditions. Consumer credit and hire-purchase plans
offered by non-banking financial and commercial institutions are competing with
the products and services offered by banks.

A diversification process has also been going on in banks, which in a number of
cases lead financial groups and, through their subsidiaries, exercise significant
control over segments of the financial market. Within financial groups, besides
activities in insurance and pension schemes, this encompasses capital market
business, financial leasing and factoring. Many of these services, especially in the
deposit market, but also in the loan market, are aimed at households. Banks are
diversifying their assets to a larger extent, inter alia towards other financial
institutions and intermediaries. 
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80  The results of the tests for banks are contained in the article Summary of the Results of Stress Tests in
Banks in the thematic part of this Report.

CHART IV. 4

Number of institutions and volume of assets in the
financial and banking sectors
(CZK billions; number) 

Source: CNB, CZSO
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CHART IV. 5

Shares in financial sector assets as of 31 December 2005
(%)

Source: CNB, CZSO
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CHART IV. 6

Rise/fall in share in financial sector assets, 1997 – 2005   
(%)

Source: CNB, CZSO
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CHART IV. 7

Market shares of banking financial groups
(%)

Source: CNB, APF ČR, ČAP,  ČLFA
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In 2005, large domestic banks controlled almost 37% of the private pension market
and almost 6% of the life insurance market and no longer had a major interest in
the non-life insurance market. On the capital market, banks (the largest investment
intermediaries) managed most of the domestic investment funds and domestic
open-ended mutual funds through their subsidiary investment companies. 

A characteristic feature of the current financial sector is the significant ownership
and functional links between institutions in its individual segments. At the end of
2005 there were nine banking regulated consolidated groups and a significant
insurance company financial group. The assets of the consolidated banking sector,
i.e. including non-bank members of regulated consolidated groups, made up
around 74% of the financial sector's total assets at the end of 2005. New legal
forms of financial institutions and groups, in the form of holding companies and
conglomerates, came into being on the Czech Republic's accession to the EU and
with the gradual implementation of new legislation.81

Foreign owners control most of the assets of the Czech banking and insurance
sectors, with 96% and 77% respectively (investors from EU countries have 91%
and 72% respectively). The participation of foreign majority owners is lower, for
example, in non-bank investment firms (40.4% from EU countries). Foreign control
is slightly smaller in pension funds, amounting to 36% at the end of 2005 (13%
from EU countries). Domestic financial institutions tend to achieve a lower return
on assets from net profit than foreign owned entities or entities with owners from
EU countries). Investment companies and non-bank investment firms operate with
high returns. Pension funds are also relatively successful.82

4.3 STRUCTURE OF THE MARKET 

Changes in market structure are a factor influencing the efficiency and stability of
financial institutions. Large strong financial institutions now operate in many
segments of the market. Thanks to their capital strength and their ability to manage
risks and diversify their activities, they are able to withstand adverse pressures
from the external environment. On the other hand, the concentration of financial
activities into several large institutions implies a high degree of market control.
Large financial institutions may pose a higher systemic risk than smaller companies.
In this regard, the legislation deals, in line with developments in the EU, with the
issue of supervision and a unified approach for cases of business failure.
Competition should foster better quality services and cheaper products and hence
motivate firms to be more efficient. 

As regards the structure of the market there was a change in trend which led to
a smaller number of entities in some segments of the financial market. There are 36
banks operating in the banking sector and 11 funds operating in the pension
market. The number of insurance entities rose to 45 in 2005, owing to the entry
of branches/organisational units of foreign insurance companies. The banking and
insurance sectors saw a slight decline in concentration as measured by the share
of the five largest financial institutions on the market. The pension fund sector
moved in the opposite direction, recording a further rise in concentration. In spite
of these mixed trends in the number of entities, the level of concentration in the
relevant deposit and life insurance markets has gradually converged towards
a similar market structure, with the five largest companies controlling around 74%
of the market. 

81  European financial institutions joined those allowed to operate in the Czech Republic, under a directive
on the free provision of services (for more details see section 4.8 International Aspects). 

82  For illustration we present a comparison of the RoA of financial institutions with the RoA from the after-
tax profit of non-financial corporations (6.8%), and within them foreign owned corporations (8%). This
comparison is less conformed owing to differences in objects of business and corporate indebtedness
with external funds. 

CHART IV. 11

Concentration on the relevant market in 2003 – 2005
(Herfindahl index)
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CHART IV. 8

Share of the banking sector in the financial sector
(%)

Source: CNB
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CHART IV. 9

Return on assets by majority owner, 2005
(%)

Source: CNB, MF CR
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CHART IV. 10

Market shares of the five largest companies on the 
relevant market
(%)

Source: CNB, ČAP
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However, each financial industry has its specific features. For example, in banking,
as well as in other sectors, efforts to acquire clients for lending transactions are
visible. However, the competition is greatest on the deposit market. This is apparent
in a way from the Herfindahl Index (HI), which measures the level of
concentration.83 In the banking sector the HI was 1,042 for claims on clients and
1,280 for primary deposits at the end of 2005.

In the household deposit market, the position of the dominant banks was
challenged by competition from building societies (the large banks maintained their
positions through their subsidiary building societies) and from some foreign banks
operating in the Czech Republic. Alternatives to this market include life and annuity
insurance, private pension schemes and mutual fund units from non-banking
institutions. The level of concentration is higher in insurance (HI 1,654 in 2005) and
in the pension scheme market (HI 1,612) than in the banking sector (HI 1,383).
The merger of two pension funds has strengthened the battle for market share and
accelerated the process of concentration in the pension scheme market in the last
two or three years. In the life insurance market the market shares of large insurance
companies fell slightly. 

Banks and other financial institutions exploit the specific features of products and
specialised services relating to price and quality. These features include
concentrated collection of demand deposits on current accounts by some banks,
the state contribution to building savings schemes and pension schemes, the level
of taxation set for interest income on deposits and mutual fund units, guaranteed
returns for selected products in funds and the technical interest rate set for
insurance companies. In addition to these specific product segmentation features,
the aforementioned products also have one common feature – concentration of
household deposits for short and long-term investment. 

These specific features can affect concentration in market segments. Institutions
with universal or special licences (usually banks, insurance companies and non-
financial institutions) can control a relatively isolated market either directly via
diversification and combination of products and services or indirectly via specialised
subsidiaries. In practice, companies also make use of ownership interests in groups
with a financial entity (bank holdings and other financial holdings and
conglomerates). The high concentration in the case of product segmentation (for
the five largest companies) is for these reasons relative and corresponds to the
natural growth trend in society. On the domestic market, large banks and insurance
companies are indeed exploiting their potential to control the market. Competition
may be increased by the entry of branch offices with a single European licence
and the entry of companies from the EU temporarily providing services on the
host market. 

At the end of 2005 the concentration of the banking sector in total assets reached
an index of 1,155 (EU average was 1,171 in 2004). During 2005, the index of
concentration of the number of household current accounts with electronic and
traditional access, administered by banks, declined significantly (2,574 at the end
of the year). Nevertheless, the concentration of the number of current accounts is
higher than that for the volumes of deposits or total assets, as this product does not
figure in the range of products offered by specialised banks. 
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83  The Herfindahl index (HI) is the sum of the squares of the market shares of all entities operating on
a given market and expresses the degree of concentration in the market. It takes values of between 0
and 1, or for better expression of values, is given in the range of 0 to 10,000. The lower the HI, the
more competitive the market. 

CHART IV. 12

Shares on the household deposit market
(%)

Source: CNB, MF CR, APF ČR, ČAP, AFAM ČR, AKAT
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CHART IV. 13

Competition in deposit market segments (households)
(HI; %)

Source: CNB, MF CR, APF ČR, ČAP, AFAM ČR, AKAT
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CHART IV. 14

Herfindahl indices for banking sector assets
(%)
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The share of the five largest banks in total assets was 65%. In this case the figures
are comparable with other European banking sectors. In 2004, the EU average
was 59% of total assets. A higher concentration is typical of countries with smaller
banking sectors and hence often also of the new EU member states. The degree
of concentration in individual countries is also being affected by decisions on the
location of headquarters of major supranational institutions and by the continuing
process of market consolidation through mergers and acquisitions. 

Concentration from the point of view of total assets or individual products does
not tell the whole story about competition in a given country or about
competition in particular products or services for a given client segment. Higher
market concentration can also be a result of greater efficiency of some financial
institutions, in particular better cost management and better customer targeting,
which is subsequently reflected in better terms and conditions for clients. A more
attractive range offered by a bank group will naturally pass through to the
indicators of market concentration, even if there are far more entities competing
in the given area. 

Stability of the financial sector and its individual components is dependent, to some
extent, on the profitability of financial institutions. Banks, insurance companies and
pension funds have been successful in generating returns on invested funds over
the last three years. Investment companies have participated effectively in financial
intermediation. For some institutions this has been a reason for dividend payments
and, in the case of foreign ownership, repatriation of earnings.

4.4 THE BANKING SECTOR

Banks can be exposed to risk factors relating both to the external environment in
which they operate and to conditions inside the bank. With the development of
ever more sophisticated products, services, sales channels and internal banking
processes, the potential risks are being further modified and becoming increasingly
interconnected. In fast developing areas of banking business, operational risk is also
growing. The potential negative consequences of these factors may not only affect
banks' own performance, but also lead to situations where a bank is unable to
meet its obligations to various categories of trading partners.

Credit risk remains a key factor for banks in the Czech Republic, particularly in its
basic form where it is associated with lending to businesses and households. Given
the continuing dynamic growth of lending, leading to growth in the share of loans
in banks' balance sheets, a separate section has been devoted to credit risk.
Considerable attention is also devoted to market risks, with potential negative
developments in the area of interest rate and foreign exchange risk having been
assessed in a stress testing exercise. 

Credit risk is likely to remain the most significant risk going forward owing to the
growing significance of lending activities, even in a situation where loan portfolio
quality is gradually approaching a level comparable with the advanced European
economies. The lower exposure of banks to interest rate and foreign exchange risk,
associated with the quality of management of assets and liabilities in terms of
maturity and interest rates and with the long-term balance of the overall foreign
exchange position amid a relatively low representation of foreign currencies in the
balance sheet, is being reflected in the structure of capital requirements. The capital
requirement for credit risk accounts for more than 90% of the overall capital
requirement of banks in the Czech Republic. 
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Shares of the five largest banks in banking sector
assets

Note: Country abbreviations given in list of abbreviations.
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4.4.1 Creation and Allocation of Profits
The banking sector was highly profitable for the fourth year in a row in 2005. The
positive evolution of profitability continued to strengthen the stability not only of
the banking sector as a whole, but also of the entire financial sector. The earnings
increased the ability of banks and other financial institutions in banking groups to
absorb risks by means of sufficient disposable capital. Net profit after taxation
was CZK 39.4 billion, a year-on-year increase of 20%. The three largest banks
together accounted for 69% of net profit. These banks' share of net profit is 
13 percentage points higher than their percentage of the banking sector's total
assets. Of the total of 36 banks, six were loss-making.84

The most important items for the resulting level of net profit are profit from
financial activities, operating expenses and also, given the large loan portfolio of
domestic banks, operations associated with bank loans linked particularly to their
quality. Extraordinary income and expenses also contributed to profit generation
in 2005.85

Profit from interest and fees, with shares of 59% and 29% respectively in 2005, are
an increasingly important component of profit from financial activities. The share of
interest and fees in the income of banking sectors in individual EU countries
depends mainly on the structure of their balance sheets, i.e. on the structure of
the products and services they offer. For the consolidated Czech banking sector, the
share of interest profit in profit from financial activities was the smallest in the EU
in 2004. This corresponds with the current small share of loans in total assets and
the low interest rates. This share increased by comparison with the previous period,
in parallel with an increase in the banking sector's claims. 

The Czech banking sector, which is the main source of financing for households
and a significant source of financing for corporations, derives most of its interest
profit from loans provided to these two client segments. Interest on loans to non-
bank clients accounted for half of total interest income in 2005, whereas in 2004
the figure was 5 percentage points lower. The growth in this share reflects the
dynamic growth in lending, which is described in section 4.4.2 Loans and Credit
Risk. Interest from ownership of debt securities is also a significant – although in
this case relatively stable – item, with a share in interest income of around 20%. 

In 2005, the widely discussed issue of fees charged by banks was one of the factors
leading to minimal year-on-year growth in profit from fees and commissions of
1.6% (versus 18.9% in 2004).86 Fees charged by banks for payments make up
a large part (almost 58%) of this item. The share of fees from lending activity
declined for the second consecutive year to almost 19% for 2005. 

In addition to the situation on the market and client creditworthiness, the
competitive structure in the relevant segment plays a significant role in determining
interest and fees for credit products. Banks inform potential clients not only about
the interest rate on a potential loan, but also about its total price, i.e. the average
annual percentage rate of charge, including all fees relating to the loan. 
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84  Foreign bank branches and banks with specialised activities. 

85  In 2005 the profit of the banking sector was affected by extraordinary income from arbitration
proceedings, the sale of ownership interests, a reduction in contribution to the Deposit Insurance
Fund and dividends received.

86  One-off events (extraordinary income increasing profit from fees in 2004 and accounting changes
decreasing profit from fees in 2005) were other major factors leading to the appreciable year-on-year
decline in fee profit growth in 2005. 
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Profit from financial activities and GDP
(%; year-on-year change)

Source: CNB, CZSO
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CHART IV. 18

International comparison of the significance 
of interest-bearing assets for banks' profits 
and balance sheets
(%; national banking sectors are consolidated)

Source: CNB, ECB
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The boundary between interest profit and the other components of profit from
financial activities remains blurred, as domestic banks have been able to apply the
effective interest rate since 2003.87 The interest rate may thus include, fully or
partially, the fee related to the given interest-bearing asset or liability. Comparisons
of interest profit and profit from fees between individual banks or between
individual national banking sectors thus cannot be entirely exact. 

Net creation and release of provisions and reserves for claims was positive for
the second consecutive year. Their net generation, related primarily to the growing
volume of loans granted, thus enters banks' profit. The banking sector showed
a slight year-on-year decline in non-performing loans, although concurrently it
recorded a rise in watch loans, leading to an overall increase in classified loans.
Portfolio loans, for which it is also necessary to create sufficient provisions, grew
in 2005. The share of portfolio loans, for which banks create provisions on the
basis of statistical estimates, amounted to roughly 10% of total loans at the end
of 2005. 

The resulting profitability of banks depends largely on their ability to use their
resources efficiently. The cost-income ratio (operating expenses to profit from
financial activities) indicates growth in efficiency over the past period. Compared to
2003, banks succeeded in creating the same volume of the profit from financial
activities using a smaller volume of costs for the second time. The Czech
consolidated banking sector's cost-income ratio of 62.6% in 2004 was 3.2
percentage points above the European average. Of the CEC5 countries (the five
countries of Central and Eastern Europe, i.e. the Czech Republic, Hungary, Poland,
Slovakia and Slovenia) only Hungary showed better efficiency (56%). The banks
operating in the Czech Republic are also achieving very good efficiency within the
internationally active bank groups of which they are members. The efficiency of
banks as measured by the cost-income ratio has been improving recently for most
of the banking sectors in the EU. 

These factors again led to high returns on assets and Tier 188 capital (1.4% and
25.3% respectively). Both these indicators recorded year-on-year growth in 2005.
The other CEC5 countries are achieving similarly good results. By contrast, the EU
average was several times lower for both indicators in 2004. The banking sectors
of non-transformation EU economies did not start recovering significantly from
the previous decline until 2005. For example, Greece and Portugal showed a return
on Tier 1 of only just above 10% for their consolidated banking sectors in 2004.
Belgium and Austria, the home countries of the owners of major banks in the
Czech Republic, approached the 15% level for the same indicator. The profitability
of the entire sector in the Czech Republic were driven upwards by the large bank
group. A comparison of the profitability and efficiency of Czech and foreign banks
connected by ownership links is contained in section 4.8 International Aspects. 

Banks are striving to increase their efficiency, and hence also their profitability, by
strengthening their direct banking channels. As regards the volume of transactions
using electronic banking channels, internet banking is in first place, with more than
CZK 5.6 billion transferred in 2005, i.e. three times the 2004 figure. The volume
of card transactions in the Czech Republic in 2004 was CZK 76,000 per capita,
which is comparable to the euro area average and the highest figure in the CEC5
region. The value of transactions thus increased by 130% year on year. The number
of ATMs relative to the total population in the Czech Republic has been rising
steadily over the last four years. In 2004 it was comparable to the CEC5 countries,

87  The effective interest rate is the rate at which expected future cash flows are discounted until maturity
or until the earliest date of change in the interest rate. 

88  Tier 1 is the highest quality and, for banks in the Czech Republic, also the most significant part of
regulatory capital. The dominant components of Tier 1 are equity capital, retained earnings and
mandatory reserve funds.
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but still substantially lower than the EU average (269 ATMs per million inhabitants
in the Czech Republic versus 708 in the EU). Debit cards remain the most commonly
used cards in the Czech Republic, but the number of credit cards is rising sharply
and so lending via these instruments is rising in parallel (for more details see section
4.4.2 Loans and Credit Risk). 

The development of electronic banking may foster growth in banks' profitability
and increase convenience for clients, but it also brings new forms of risks. These
include increased sensitivity to systems failure and criminal activities associated with
the new technologies. Bank clients in the Czech Republic may also become the
target of such activities. At the EU level, a series of measures to eliminate the
factors enabling misuse of new technologies has been adopted over the last ten
years. In February 2005, the Czech Republic signed the “Council of Europe
Cybercrime Convention”, thus joining the countries endeavouring to harmonise the
legislative and regulatory environment for computer and network systems. 

Profit is distributed each year on the basis of decisions taken at general meetings.
In 2005, the banks and five building societies paid their shareholders dividends
totalling CZK 13.6 billion. The volume of dividends was smaller than in 2004, but
almost double that in 2003. The dividends represented 41.5% of the 2004 net
profit and were the largest item of the profit distributed, with a share of almost
82%. Almost 60% of profits generated in 2004 remained in the banks' balance
sheets. The continuing repatriation of earnings to investor countries again
contributed to the current account deficit. The banking sector accounted for
17% of the total outflow of earnings abroad, i.e. a one-third smaller share than
in 2004. 

The ratio of distributed to retained profit changed in 2005 in favour of retained
profit. Nevertheless, the payments of dividends and dynamic growth in lending
led to a further year-on-year decline in total capital adequacy from 12.6% to
11.9% and a fall in Tier 1 capital adequacy89 from 11.0% to 9.4%. Both ratios
recorded a decline in all groups of banks. However, all banks fulfilled the regulatory
minima, i.e. 8% and 4% respectively, during 2005. 

Of the CEC5 countries, only Slovenia showed a lower capital adequacy for the
consolidated banking sector at the end of 2004. The “old” EU countries in some
cases achieved higher values (Greece and Belgium) and in other cases slightly lower
values (Portugal and Austria). 

The disproportion in the rate of growth of capital and the capital requirement
causing the fall in the capital adequacy of banks in the Czech Republic was
reflected in the stress tests results. Compared to 2004 the capital cushion needed
to absorb the shocks in each scenario decreased.90

The Czech banking sector, through six representatives, was the object of
Quantitative Impact Study No. 5 (QIS5). This study was proposed by the Basel
Committee on Banking Supervision in order to estimate the impacts of the
implementation of the EU Capital Requirements Directive, which enacts the new
Basel II capital framework for the EU countries. According to the results of this
study, a slight fall in capital adequacy in the Czech Republic cannot be ruled out
after the directive takes effect. The expected decrease in the capital requirements
for credit risk will probably not offset the new operational risk capital requirements
sufficiently.91
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89  Tier 1 capital adequacy is defined as the ratio of Tier 1 capital to total risk-weighted assets. 

90  The results of the tests are described in detail in the article Summary of the Results of Stress Tests in
Banks in the thematic part of this Report. 

91  More detailed information on the impact study and the overall preparedness of the Czech Republic
for the implementation of Basel II can be found in the publication Banking Supervision 2005. 
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4.4.2 Loans and Credit Risk
Credit risk remains a significant factor of banking business from the point of view
of financial stability, especially given the growing share of loans in the asset
structure. If balance sheets of the largest debtors, i.e. the corporate sector and
households, developed unexpectedly adversely, banks would face a rise in credit
risk. On the other hand, quick assets,92 which are the second most significant item
of bank assets, represent, compared to lending, a less profitable, but safer,
alternative for allocating funds. They also serve as insurance for any unexpected
instant performance of liabilities. 

Lending by banks operating in the Czech Republic totalled CZK 1,179 billion at
the end of 2005. The ratio of bank loans to GDP, after declining slightly in 2004,
rose by 3.7 percentage points to 40.2% in 2005. Total bank lending is higher than
in some neighbouring countries (by roughly 4 percentage points as a percentage of
GDP compared to Poland or Slovakia for 2004), but is still below the EU level (see
also section 4.1 International Comparison). Compared to Western European
economies the growth potential is substantial. The government sector is the only
one whose direct debt to banks in the Czech Republic declined in 2005. Banks
focused particularly intensively on the household sector. 

At the end of 2005, loans accounted for 38.7% of total assets, a year-on-year
increase of 1.6 percentage points. Households and the corporate sector were the
main contributors to the rise (57% and 39% respectively). The growth in loans of
16.7% in 2005 represents a year-on-year acceleration of more than 10 percentage
points and corresponds to the favourable macroeconomic figures. The average ratio
of loans to total assets in the banking sector was not the only indicator to rise in the
past period. Growth in claims on clients in balance sheets was visible across the
whole spectrum of Czech banks. This is evidenced by a long-term rise in the median
of the share of claims in total assets of banks (of 13 percentage points over the
last five years), which has been accompanied by growth in the lower and upper
quartiles. 

Non-performing client loans amounted to 4.1% of the total loans of the banking
sector provided to non-bank clients at the end of 2005. They decreased by 0.8
percentage point year on year. Non-performing loans also fell slightly in absolute
terms. A trend of convergence in the quality of loans is visible across economic
sectors, while quality improved continuously in all cases in 2005. Loans to small
businesses and non-financial corporations have been recording below-average
results. 

Credit risk was also assessed using a macroeconomic model, and the effect of
a shock worsening in loan quality on overall capital adequacy was subsequently
tested. The results of the model and the testing93 demonstrated the robustness of
the system and the adequacy of the reserves of disposable capital of the banking
sector as a whole. In some cases, however, banks or bank groups are reaching
their limits in terms of risk management. Any losses arising from the existing
reduced quality of part of the loan portfolio were fully covered by provisions and
collateral for the sector as a whole at the end of 2005. In terms of provisioning,
growth in loan quality positively affects the resulting profit. The ratio of non-
performing loans provided by the banks in the Czech Republic was slightly higher
than the European average in 2004.94

92  Quick assets are readily available to cover the bank's liabilities. They consist of cash, deposits and
loans with the CNB, current accounts with other banks, term claims on other banks of up to 24 hours,
general government zero-coupon and coupon bonds and CNB bills. 

93  The results of the model and the testing are given in the articles Macroeconomic Credit Risk Model and
Summary of the Results of Stress Tests in Banks in the thematic part of this Report. 

94  The comparison with the EU average of 2.7% in 2004 should be viewed only as a guide, as loan quality
monitoring methods are not the same in all EU states. 
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Source: CNB
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Loans to non-financial corporations
As regards economic sectors, the corporate sector was the biggest debtor of banks
at the end of 2005, with a 44.6% share in bank loans to clients.95

The average year-on-year rate of growth was 2.5% between 2002 and 2004.
Growth in loans to corporations swung into positive figures in 2003 H2. This rate
of growth is below the euro area average and also below the average level in the
EU as a whole. Among the new Central European member states, Slovakia and
Poland recorded lower growth in loans. The Czech Republic, with a ratio of loans
to corporations of almost 18% of GDP was in the lower half of the EU rankings
in 2004 (see also section 4.1 International Comparison). In 2005, there was a sharp
pick-up in growth in lending to the Czech corporate sector, which, with 14.3%,
exceeded the growth in the previous two years by almost 7 points. 

With a Herfindahl index of 1,114, loans to non-financial corporations represent the
least concentrated market among the economic sectors. The five largest banks
accounted for 63% of the loans at the end of 2005, which is 3 percentage points
less than for the household sector. Competition in the corporate loan segment is
fierce. In the current economic growth phase, banks are increasingly willing to
expand their financing of the corporate sector and thus share in the expected
profits. The possibility for new players to enter the lending market is an equally
significant criterion for assessing competition. This possibility remains open in the
Czech Republic. 

Besides a sufficiently competitive environment guaranteeing credit products of high
quality and reasonable prices, foreign exchange management, liquidity management
and interest rate risk management are also important for the corporate sector. These
types of risks, including loan quality, are also relevant for the banking sector, given
the size of its credit exposure to corporations. From the financial stability point of
view, they can affect the resilience of the banking system to possible individual
shocks (interest and exchange rate shocks and changes in quality). 

Czech corporations have intensified their relations with other countries since the
Czech Republic's accession to the EU. In the event of adverse developments, and
where it is not hedged, the foreign exchange risk exposure of Czech exporters
and importers could be partially transferred to creditors, i.e. banks. On the other
hand, we should point out that the ratio of foreign currency loans provided to
corporations in the Czech Republic (roughly one-fifth of total loans to corporations)
is significantly lower than in some other countries. Many exporters are “naturally”
hedged against exchange rate movements by exports to the euro area. 

Roughly 40% of loans to corporations are provided with maturities of up to one
year and approximately one-third with maturities of over 5 years. The smallest
proportion is for maturities of 1–5 years. The maturity structure is partly reflected in
rate fixation periods. On average, 46% of total new loans were bank overdrafts and
similar loans and the same percentage had variable rates or fixations of up to one
year. The share of fixations of over five years rose in 2005 from roughly 1% of
newly drawn loans in January to almost 6% in December. Corporations are thus
adapting to market changes more flexibly than households (see section 4.4.2 Loans
and Credit Risk – Loans to households). 

In all, 68% of the loans of banks operating in the Czech Republic go to the
corporations owned by private Czech capital. This share is higher than would
correspond to the ownership structure of corporations operating in the Czech
Republic.96 Foreign owned corporations in some cases draw loans directly in their
owner's country.
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95  Bank loans are the third biggest source of financing for the corporate sector in the Czech Republic,
behind trade receivables and loans from abroad. 

96  Roughly half of companies with 100 employees or more are foreign owned. 
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The quality of loans to the corporate sector is gradually improving. Non-performing
loans accounted for 5.1% of total loans provided to firms, a year-on-year decline
of 1.5 percentage points. However, the corporate sector is highly heterogeneous
with regard to both area of business and ownership. As regards industry, producers
and distributors of electricity, gas and water are the highest quality bank debtors,
with less than 0.3% of non-performing loans. Manufacturing, construction, trade
and hotels and restaurants ranged between 8% and 13% during 2005, but these
levels were down markedly from 2000. Seasonal industries, for example
construction, also show fluctuations in quality over the year. 

With a share of less than 2% of non-performing loans, foreign owned companies
repay their liabilities to banks with substantially better payment discipline than
Czech entities. This is consistent with the results of the analysis of foreign owned
corporations in section 3.1 Non-financial corporations, according to which foreign
owned corporations are more resilient. The corresponding figures for public
corporations and Czech private corporations were around 8% of non-performing
loans at the end of 2005.

The Central Register of Credits (CRC) operated by the Czech National Bank
contributes significantly to the financial stability of the banking sector with regard
to corporate financing. Banks can access information on the credit burden of
existing and potential clients and can thus better manage their loan portfolio risks.
The CRC, which contains information on legal entities and sole traders,97 has been
in operation since October 2002. All banks operating in the Czech Republic are
obliged to send information to the register on a monthly basis. This information
remains in the register for ten years following repayment of the debt. As of 31
December 2005, the register contained 302,799 clients with an active or already
repaid debt. During 2005, commercial banks submitted credit enquiries for
201,580 clients, or 67% of all clients in the register. In addition to commercial
banks' enquiries on the credit burdens of their own clients, the register is also used
for acquiring information on potential clients. This is confirmed by the 48,169
enquiries made regarding clients that were not found. These statistics indicate
intensive use of the register by commercial banks. A module currently is being
finished which will allow analyses of aggregate data in the CRC database. This will
be a valuable data source for the central bank and for commercial bank analysts,
who will be able to use it to better monitor the banking sector's financial stability. 

Loans to households
Loans to households are the fastest growing item of domestic banks' assets. Their
growth rate has risen by 11.6 percentage points over the last five years, reaching
34%98 in 2005. With total liabilities to banks totalling CZK 380 billion, households
were the second biggest debtor of banks at the end of 2005, behind the corporate
sector. Interest charged to households is, together with the relevant fees, becoming
a significant item of banks' profits (see section 4.4.1 Creation and Allocation of
Profits). The fast growth in lending to households is at the same time significantly
increasing the requirements for bank capital formation, i.e. the cushion to cover
credit risk. The growth in lending, if it is not accompanied by sufficient creation of
profit left in the bank and entering its capital, may lead to a further decline in
capital adequacy. Some other EU countries are experiencing similar trend. 

97  Information on household debtors and their debts is contained in a Banking Client Information Register
operated by a private company.

98  These growth rates relate to outstanding amounts. 
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The rate of growth of loans for house purchase was 34.1% in 2005. The growth
in traditional housing mortgages and building society loans slowed somewhat
during the year. Mortgage loans were the most important component of the
growth in total loans for housing purposes. The overall rate of growth of household
loans was, in addition to loans for house purchase, driven by consumer credit.
This rose by 37.8% compared to the end of 2004, the highest rate of growth in
two years. 

Loans for house purchase played the key role in the structure of loans to
households in December 2005, accounting for 70% (the EU average in 2004 was
70%). Consumer loans accounted for 25%. The main factors supporting the
growth in loans to households in 2005 remained the persisting low interest rates,
rising incomes and overall easier access to credit, linked not only with demand
possibilities, but also with the supply side. In addition to the further growth in
traditional mortgage loans and building society loans, banks were successful in
providing American mortgages and card credit. 

Despite its current buoyant growth, bank loans to households per capita in the
Czech Republic are only roughly 10% of the EU average, as in some other new
member states. A comparison with GDP provides evidence for further room for
growth. In 2004, the Czech Republic, with a 12% depth of intermediation on the
household loans market, was at a level comparable to the other new Central
European countries, while the European average was 57%. Since household
incomes in the original member states are higher, household borrowers have
enough funds to repay loans which are several times higher. Even relatively large
loans for financing housing needs are, compared to the Czech Republic, more
accessible to a wider circle of potential interested parties. As the income of
households in the Czech Republic rises, further growth in the number of those
interested in bank loans and gradual convergence of the average loan amount to
the usual level in the EU can be expected. Developments in residential property
prices, described in section 3.3 Property Prices, are also coming into play. 

Loan to value (LTV), i.e. the ratio of the loan obtained to the value of the pledged
real estate; interest rate fixation; loan maturity; and currency are important in the
case of loans for house purchase from the financial stability point of view. The
proportion of household loans in foreign currencies was less than 0.2% of total
loans in December 2005 and so does not pose a major risk. 

In the same period, the LTV ratio was 55% for the average traditional mortgage for
housing purposes. This ratio indicates that the banking sector is relatively resilient
to credit risk and, at the same time, has a sufficient reserve in security from the
point of view of property price movements. As is apparent from section 3.3
Property Prices, the current level of real estate security can also be viewed as
sufficient in terms of the price level on the residential property market. 

Average annual interest rates on loans for property purchase dropped from 5.9%
to 5.2% during the year. The most frequent time band for the fixation of new loans
for house purchase in 2005 was 1–5 years. In 2005 bank clients decided to fix
interest rates for this period for more than 40% of loans. Households chose
fixations of over ten years for one-quarter of new loans. Some clients thus decided
to stabilise their regular instalments and at the same time take advantage of the
relatively low interest rates. However, clients pay a higher price for this certainty
compared to shorter-term fixations and, except for building society loans, they
usually lose the option of penalty-free early repayment. More than 95% of loans
for house purchase were long-term loans with maturities exceeding 5 years at the
end of 2005.
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In 2005, the concentration on the housing loan market, as expressed by the
Herfindahl index, was up by a negligible 47 to 1,301. The five largest banking
providers of house purchase loans remained unchanged from 2004, with a 73%
market share. They include banks – providing financing to households via
mortgages – and building societies. The level of concentration suggests a relatively
healthy competitive environment. 

The interest rate and its fixation, which, together with the duration of loan, can
in the medium term affect the quality of this bank asset item and the financial
situation of households, are of key importance for consumer loans. As in the case
of loans for house purchase, rate fixation plays a significant role in the management
of interest rate risk by banks.

The interest rate on consumer credit fell by 1 percentage point on average to
13.9% in 2005. Compared to loans for house purchase, consumer credit is usually
more expensive, as it reflects the higher risk profile of such assets. There are marked
differences between the rates of individual banks. The rates reflect various types
of consumer credit and the rate fixation period and, no less importantly, are one
of the instruments enabling a bank to acquire its desired market share. At the end
of 2005, the Herfindahl index of concentration for consumer credit amounted to
2,648, which represents roughly double the concentration compared to loans for
house purchase. The level of concentration is mutually conditional on the prices
of consumer credit, whose range is much wider compared to the less concentrated
housing loan market. When assessing concentration, we have to take into account
the aforementioned factors such as the openness of the market to the entry of new
competitors and higher efficiency of some entities facilitating lower prices. The
spectrum of products in this area and sufficient client awareness are also important. 

The individual banks' average interest rates on consumer credit lay within a range
of 18 percentage points at the end of 2005. Banks usually charge the lowest rates
for American mortgages, which are fully secured by high quality collateral.
Conversely, card credit – which offers clients a high degree of convenience and
flexibility – can be more expensive. 

70% of the consumer credit in 2005 was provided with a floating rate or a fixed
rate for up to one year. The rate fixation period generally reflects the lower amounts
of consumer credit compared to loans for house purchase and the average shorter
maturities of this credit. Long-term credit, which more than doubled in volume,
rose sharply in 2005. At the end of 2005, the long-term category contained 53%
of the credit and the medium-term category 37%, whereas a year earlier the ratio
was the reverse. The growth in consumer credit maturity may be associated in
particular with the abolition of tax allowances for leasing as an alternative to bank
loans. Uncertainty among bank clients regarding the future evolution of interest
rates contributed to the increase in loans with longer maturity. The time structure
also changed partly as a result of the development of American mortgages. 

American mortgages, which banks can provide under Act No. 190/2004 Coll., on
Bonds, extended the range of bank loans available for purposes other than house
purchase. At the end of 2005, 17 banks were providing this type of credit. The total
volume was CZK 4.1 billion, CZK 1.8 billion of which was consumer credit. The
share of consumer mortgage loans in total consumer credit remains below 2%.
Compared to other types of loans for non-housing purposes, American mortgages,
given their full coverage by a pledge, are a less risky investment for banks. Banks
reflect this in lower prices for such loans. This gives clients access to relatively high
loans with lower interest rates. The property pledge, which sometimes considerably
exceeds the loan, can be a disadvantage for the client. This property then cannot
be used if the client needs to obtain another large loan. The LTV ratio for American
mortgages was 47% on average at the end of 2005, which, as with mortgages
for housing purposes, represents a high degree of protection of banks in cases of
default or negative developments in property prices. 
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Credit card credit is another expanding form of consumer credit. The volume of
credit drawn through cards amounted to 5.5% of total consumer credit at the
end of 2005. The rate of growth of such credit (61% in 2005) is not fully keeping
pace with the growth in the number of these cards, although it converged on it
considerably compared to 2004. 632,000 bank credit cards were in circulation at
the end of 2005, and more had been issued to clients of non-banking financial
institutions. Credit cards are gradually ceasing to be an exclusive affair for the
soundest clients. Nevertheless, with a share of 5.1% of non-performing loans,
the quality of card credit is substantially better than that of average consumer
credit. Credit cards, which seven banks were offering to clients at the end of 2005,
and payment cards generally are becoming an increasingly significant distribution
channel for banking services. The volume of payment card transactions as
a percentage of GDP is rising considerably in the Czech Republic (28% in 2004).
The high rate of growth is due to the low initial level. Once it converges to the
level in Western European countries, a considerable slowdown can be expected. 

The quality of household loans remained at a comparable level to December 2004
at the end of 2005, with non-performing loans accounting for 3.3% of the total.
Loans to households are thus still the highest-quality loan portfolio item, mainly due
to a high share of loans for house purchase, where the motivation to meet the
repayment schedule is very high. Only 1.6% of total loans for house purchase
showed repayment problems at the end of 2005. From the financial stability point
of view, this is currently one of the less risky loan portfolio items. 

The appreciable growth in consumer credit and the marked lengthening of its
average maturity deserve attention. A prerequisite for timely and full repayment is
expected sufficient income of the borrower, since such credit does not usually have
high quality security. Any worsening of the income situation of households may
jeopardise the financial condition of families and of creditor banks. Non-performing
loans accounted for 7.8% of total banking consumer credit at the end of 2005.
Given the fast growth in volume and the growing maturity of household loans and
the fact that new loans are usually assigned the highest quality rating, the share of
high-risk loans may be underestimated in the longer term. 

The evolution of consumer credit to households within individual EU countries in
the past period showed a mixed picture. The growth or decline in 2003 and 2004 was
influenced by the overall situation in each particular economy and by the level of
saturation of the relevant markets. Going forward, these two key factors will have
a significant effect not only on the provision of consumer credit, but also on its quality.

The partial uncertainty regarding the future development of household loans in the
Czech Republic stemming from the current buoyant growth in consumer credit is
multiplied by the growing practice of banks, which to an increasing extent have
ceased to classify individual loans. Portfolio loans whose quality is not exactly
known rose from 1% to more than 25% of total household loans during 2005.
Where necessary, banks are required to create sufficient provisions for these loans. 

Households are also running up debt to an ever-increasing extent with non-banking
institutions, which, like banks, share basic information on debtors and their debts.
A bank register of household loans has recently become a significant aid to banks
when deciding whether to provide new loans and hence also a tool for reducing
credit risk. The Banking Client Information Register was being used by 18 banks
at the end of 2005. 

4.4.3 Sources of Asset Financing
The manner of financing assets affects a bank's ability to respond to possible
unfavourable developments and can be decisive as regards the sector's resilience to
potential shocks. From the financial stability point of view, therefore, it is desirable
to conduct a more detailed analysis of the various aspects and factors associated
with bank financing. The commonest forms of external funds used by banks in
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the Czech Republic are client deposits, financing on the interbank market and the
issuance of debt securities. 

Roughly 87% of the banking sector's assets were financed by external funds on
average in 2005. The equivalent ratio for foreign bank branches and building
societies is still about 10% higher. The liabilities of banks to non-bank clients are far
and away the most important item of external funds. However, the banking sector
is not homogeneous. For some institutions, financing on the interbank market plays
the primary role, whereas for others issuance of debt securities is the most
important. Subordinated liabilities, with a share of less than 1% of the balance
sheet, play a negligible role. This situation has been broadly stable for several years
and the behaviour of other market participants is creating a readable environment
for banks operating in the Czech Republic. Building societies are in a specific
situation, as their financing is based on conditions laid down in the legislation. 

The total primary deposits of banks have long been roughly 1.7 times total bank
loans. Each economic sector plays a different role in relation to banks. Households
and trades are long-term net contributors to bank loans, which go primarily to non-
financial corporations. Manufacturing remains the biggest loan recipient, followed
by trade, hotels and restaurants and producers and distributors of electricity, gas
and water. 

The sufficiency of coverage of bank loans by primary deposits is currently facing
two main challenges. The persisting low interest rate environment and the flat yield
curve are eliminating the differences in remuneration between short-term and
longer-term client deposits and thus significantly affecting the ratio of demand
deposits to time deposits. This ratio was 1:1 at the end of 2005. Loans with
maturity longer than one year accounted for 75% of total loans provided by banks
as of the same date. Sight deposits can be considered potentially less stable from
banks' point of view, as no penalty is imposed on clients for immediate withdrawal
of their funds. The flat yield curve and low interest rates are simultaneously
fostering growth in preferences for long-term loans with fixed rates. The second
challenge is gradual growth in households' liking for investing in life insurance
and pension schemes and capital market products. These forms of savings and
investment return only partially to bank accounts in the Czech Republic in the
form of deposits by non-banking financial institutions. 

Foreign bank branches and some medium-sized banks that lack sufficient client
deposits finance themselves through the interbank market. Thanks to the
reputations of their foreign owners, these banks usually have easy access to
advantageous sources from other banks. In the last five years, foreign bank
branches have obtained on average almost 60% of their external funds on the
interbank market, often from non-resident banks. The excess of asset or liability
exposures from interbank relations can be assessed using the interbank ratio
(claims/liabilities from the interbank market). A value close to 1 indicates a bank
whose claims and liabilities vis-à-vis other banks are balanced. 

The risk of interbank contagion was subject to stress testing. The banking sector
proved to be sufficiently resilient in this testing exercise.99

The significance of financing through debt securities issues is growing as mortgage
banking develops. A total of 19 banks were partially financed in this manner at
the end of 2005. Ten banks took advantage of the possibility of financing
mortgages through mortgage bonds. The funds acquired in this manner amounted
to CZK 120 billion and were used to cover 46% of mortgages, most of which
were provided for housing purposes. 

99  The results of these tests can be found in the article Summary of the Results of Stress Tests in Banks
in the thematic part of this Report. 
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Net positions of sectors vis-à-vis banks 
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Source: CNB
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The time matching of assets and liabilities with maturities of up to three months
and also in longer time bands was very good. This provides banks with good
protection against liquidity shocks. Sufficient banking sector liquidity, as expressed
by the share of quick assets in total assets, ensures sufficient protection of banks
in the event of any early fulfilment of the liabilities of banks. 

EU accession did not affect the volume of foreign currency transactions of the banks
operating in the Czech Republic. Their share remains at 16%-20% of asset and
liability exposures in the balance sheet, i.e. at the pre-accession level. Medium-sized
banks show greater foreign exchange liabilities, whereas high volatility is typical of the
position of foreign bank branches. This is largely consistent with the positions of the
individual bank groups vis-à-vis non-residents given in section 4.8 International
Aspects. The US dollar, the euro, the pound sterling and the Slovak koruna were
the most frequently used currencies in the foreign currency transactions of Czech
banks in 2005. 

The Czech banking sector as a whole is not exposed to significant foreign exchange
risk. The overall foreign exchange position is almost balanced on a long-term basis.
The limits set for open currency positions, whose purpose is to minimise any
negative impacts related to foreign exchange risk, are not fully used by most of
the banks at present. In the majority of banks the limits are substantially higher than
the actual drawdown. In a stress test, a shock to the exchange rate was modelled
in several scenarios. The results of the stress test did not indicate any major foreign
exchange risk for the banking sector as a whole. The banking sector is exposed to
indirect foreign exchange risk primarily through loans to the corporate sector. In the
case of unhedged foreign currency transactions by such businesses, their foreign
exchange risk may be transformed to a potential worsening of the quality of their
loans. The current loan quality level does not signal any such trend. 

4.4.4 Interbank Relations
International and domestic experience indicates the need to monitor financial
soundness ratios, early warning signals and other indicators describing the
functioning of the financial system and the banking sector. The system of such
instruments includes the development of prudential rules for banks, the monitoring
of interbank market activities and the development of methodologies for stress
tests and other tools for managing credit risk and market risks, including
supervisory data and reports. 

Consequences of the insufficiently restructured economy emerged in the Czech
banking sector in the late 1990s. Banks were also subject to a foreign exchange
crisis. Small failing banks left the market and the privatisation of large banks was
completed. Some stress test scenarios are based on historical shocks and the
developments of 1997–1999 and take into account the risk of interbank contagion.

Data from reports on the significant exposures in banks' portfolios provide
information on more than 70% of total loans and deposits between banks. These
comprise claims (in particular credit and loans granted) and liabilities (loans and
deposits accepted) on the interbank market. The difference between total claims
from gross exposure (assets) and total liabilities in a given year is due to different
methodologies.100
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100  In their reports banks declare in their assets claims on all debtors with a gross exposure of 10% or
more of the capital of the bank and in liabilities over-limit deposits and loans received exceeding
1% of total assets or CZK 100 million. 
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The data reveal that the credit exposure of resident banks on the interbank market
is roughly half of that in 1997. Interbank exposure fell significantly after 1999 in
connection with consolidation of the banking sector (inter alia through the transfer
of bad debts to a consolidation agency). The lower level of interbank exposures
increases the banking sector's resilience to interbank contagion risk. This was
confirmed by stress tests that consider the possibility of bank failures and the ability
to cover outstanding claims with capital. 

Large banks provided, and still provide, the most credit and loans to other banks.
The large banks also maintain large exposures between themselves and are also the
largest recipients of loans and deposits on the market. Building societies place
significant funds on the interbank market and are, as a rule, in a net creditor
position. For example, at the end of 2005 they provided credit to the tune of 
CZK 14 billion, CZK 3 billion of which was to large banks, CZK 3 billion to medium-
sized banks and CZK 8 billion to foreign bank branches. Medium-seized banks have
strong links to large banks, while small banks have larger exposures to branches.
Foreign bank branches usually receive loans and deposits. 

Some credit exposures, as measured by capital requirement to net exposure vis-à-vis
all debtor banks, were higher in 1997 and 1998. The change in the required capital
coverage of interbank exposures was associated with a change in the capital
adequacy rules in 2000. At present, the exposure of resident banks is considerably
lower, and credit and loans are under 25% of the permitted ratio of net credit
exposure to bank capital for the largest exposure to other banks. The potential
negative impact of the largest credit exposures on the capital of a creditor bank
in the event of default by a debtor bank is contained in the interbank contagion
stress tests.

Exposure to non-resident banks is increasing. Banks are locating their assets on
the foreign interbank market and their claims (and also liabilities) vis-à-vis their
parent banks are growing. Banks provided 2.5 times the volume of cross-border
loans and time deposits compared to the domestic interbank market activities at
the end of 2005. Domestic banks are exposed in particular to (parent) Austrian,
German, French and Dutch banks or their banking financial groups. The
significance of these activities is leading to the development of co-operation with
home country supervisory authorities and methods for monitoring exposures
abroad in relation to the financial soundness of partner and parent banks. 

4.5 INSURANCE COMPANIES

Besides specialised life and non-life insurance companies, universal insurance
companies with separate accounts for life insurance and non-life insurance operate
on the domestic insurance market. Of the total number of 45 insurance companies
in 2005, 21 non-life insurance companies, 5 life insurance companies and 19
universal companies were operating on the market. 

The insurance market grew more slowly than in the previous period, especially in
the life insurance segment. Medium-term policies with single premium payments,
which insurance companies offered in the period of high interest rates in the late
1990s, were terminated. The reassessment of non-life insurance policies in the light
of the increasingly volatile climate and the need to increase technical reserves was
a major factor behind the growth in premiums in past years. Overall, premiums
written have doubled since 1999.

The growth potential of the insurance market is apparent from an international
comparison of total premiums written to GDP. In 2005, this ratio was 4% on the
Czech market, roughly half the average for the EU-25 and lower than in some
new member states. Financial investments of domestic insurance companies
(allocation of funds) reached 8.5% of GDP, one-fifth of the European average. As
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regards the amounts of premiums written and financial investment in euros, the
Czech insurance market ranks seventeenth among the 25 EU countries.

Significant long-term funds have been accumulated in developed countries with
a tradition of life insurance. The ratio of financial investment from life insurance
to investment from non-life insurance was 440% in 2004 in the developed
countries (versus 202% in the Czech Republic at the end of 2005). The ratio of
life insurance premiums to non-life insurance premiums was 154% (62% in the
Czech Republic). Domestic insurance companies thus have potential for developing
life insurance services and products, although this potential is limited by the
competition on the household deposit market. 

As regards the structure of the Czech insurance sector, 20 foreign owned entities
are active on the market, 17 of which are owned by EU companies. Insurance
companies with a registered office in an EU member state may carry on business
under the freedom to provide services (as at the end of 2005, a total of 322 foreign
insurance companies from EU countries had announced their intention to provide
services in the Czech Republic) and the right to establish branches (12 branches
of foreign insurance companies were providing insurance services at the end of
2005). These were mostly non-life or universal insurance companies and branches.
The presence of these entities increases the competitive pressure on the domestic
market. Foreign owned insurance companies control 76% of the assets market.
The rest is controlled by domestic insurers. Overall, 11 resident insurance companies
have shown interest in providing services in other EU countries.

The range of products offered on the insurance market is expanding.
Approximately 250 types of insurance are currently offered in 6 categories of life
insurance and 18 categories of non-life insurance. Traditional branches are the most
important. These include insurance policies and premiums linked to permanent
life insurance and combined term and permanent insurance (60% of life insurance
premiums). As regards non-life insurance, the most important categories are vehicle
liability insurance (31% of non-life insurance premiums), property insurance for
entrepreneurs and citizens (24%), vehicle accident insurance for entrepreneurs and
citizens (21%) and business insurance (17%). 

Non-life insurance claim costs increased in 2002 and 2003, owing mainly to flood-
related occurrences. Higher coverage also significantly contributed to the rise in
costs. Life insurance costs grew in 2003 and 2004 due to renewal of policies and
claim payments linked to the expiration of original policies. Expiration of medium-
term one-off life insurance policies also played a role. 

As insurance products develop, insurance companies accumulate larger technical
reserves to cover their liabilities. In non-life insurance, claim costs reached 46% of
technical reserves. In life insurance, where claims payable occur at a long-term
horizon, claim costs were 12% of technical reserves. Formation of reserves has to
be approved by the CNB (from 1 April 2006). Insurance companies create reserves
as cover against the risks of uncertain amounts and uncertain timing of claims
(for example, claim payments increased by more than 50% year on year after the
floods in 2002). They also create other types of reserves against business risks
undertaken. Claim payments were most often related to life insurance (33% of
total claim payments), vehicle liability (19.6%), vehicle accidents (17.7%) and
natural disasters (4.3%).

Technical reserves are a source of funds for investment in financial assets. Such
investment must meet the criteria of safety, return, liquidity and diversification. In
2005, insurance companies invested 52.5% of their technical reserves in risk-free
bonds and 8.5% in bank deposits. Other investments are made in property,
mortgage bonds, marketable shares and bonds and only minimally in derivatives.
Insurance companies meet the criteria for prudential allocation of investment.
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According to data for 2004, all insurance companies complied with the solvency
criteria, i.e. they had internal funds greater than, or at least equal to, the required
(minimum) solvency ratio. Aggregate disposable solvency was 3.4 times higher than
the required solvency ratio on the life insurance market and 3.3 times higher on the
non-life insurance market (EU countries reported a weighted average solvency of
2.2 times the minimum for life insurance and 3.5 times for non-life insurance in
2004). The stability of insurance companies was also fostered by a high return on
equity, which reached 51.5% in 2005. 

Insurance companies on the domestic and European markets are governed by the
Solvency I framework. The European Commission is currently preparing a new
solvency regulation model called Solvency II. A draft Directive on Solvency II is
expected to be issued in July 2007 and the system will probably have to be
implemented by 2009. Legal rules governing the new risk management framework
in the insurance industry should take effect in 2010 at the latest.101

4.6 PENSION FUNDS

Since private pension schemes came into being, a total of CZK 120.4 billion in
contributions has been invested in the system (as at the end of 2005). Of this
amount, the state contribution has amounted to CZK 25.6 billion. The stock of
liabilities of the eleven active pension funds after collections and payments vis-à-
vis members amounts to CZK 113.2 billion. An analysis of the contributions made
by the state and members reveals that state contributions are increasing in absolute
terms in line with the number of members, but their relative weight in total funds
is falling. The growth in funds is being motivated by the state contribution and by
tax deductibility. Funds from employers totalling CZK 11.3 billion, to which the state
contribution does not apply, receive preferential treatment in terms of taxation
and the social insurance assessment base. Overall, around CZK 43 billion has been
paid in benefits since 1996, of which CZK 36.4 billion was paid for lump-sum
settlement, CZK 5.6 billion as termination settlement and CZK 0.3 billion as
retirement pensions.

The growth potential of pension schemes is considerable, as is apparent from
a comparison with the available data for eight euro area countries (around 17%
of GDP). The share of pension scheme assets to GDP in the Czech Republic was
still relatively low in 2005, at 4.2% of GDP. Due to demographic trends, further
growth in private pensions is expected, as a supplementary pillar to the pay-as-you-
go state pension system. Occupational pension funds are another alternative.
Permitting occupational pension scheme institutions from EU member states to
operate by law in the Czech Republic is currently being discussed. 

Under the limits set by law, pension funds prudentially invest the funds collected
from members in safe assets. As at the end of 2005, 62.4% of assets were invested
in bonds and bills issued by the state, the CNB and credit institutions. 11.4% were
invested in bonds issued by OECD countries, foreign banks and international
institutions, which are traded in regulated markets in other OECD countries.
Deposits with domestic banks accounted for 7.8%, while 18.4% were located in
other investments in 2005. 

101  Solvency II represents a major change in the regulatory framework in the insurance industry. It requires
a systematic and comprehensive approach to risk management. Like the Basel II framework for banks,
Solvency II is based on three pillars. Under Pillar I, capital requirements will be defined with regard
to the risk underwriting system and the nature of the assets and liabilities of the insurance company.
Pillar II will require insurers to have in place adequate control mechanisms and risk management
systems. Pillar III should reinforce the previous two pillars by setting requirements for information
disclosure and transparency. In line with the procedure organised by the CEIOPS (Committee of
European Insurance and Occupational Pensions Supervisors) and the recommendations of CEA
(Comité Européan des Assurances), insurance companies were meant to submit information on their
level of prudence and formation of current technical reserves as part of the QIS1 quantitative impact
study by the end of 2005 and submit solvency requirements under the QIS2 quantitative impact study
by May 2006.
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Pension scheme members' funds in 2004  
(% of GDP)
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Pension funds have achieved a sustained high return on assets from net profits,
which in 2005 stood at 3.7% and was higher than that of banks and insurance
companies. The profits have helped to increase the value of investors'
contributions. 

The possibility of investment schemes with a risk profile excluding any guarantee to
provide a return on investors' contributions has been discussed in recent years as
an alternative to the current pension scheme with guaranteed positive annual yield.
Under this type of pension insurance, riskier but probably more profitable allocation
of investment would be possible.102

4.7 OTHER CAPITAL MARKET PARTICIPANTS

Besides banks, insurance companies and pension funds, collective investment
undertakings (domestic open-ended mutual funds and foreign mutual funds)
engage in capital market transactions. Other organised market participants include
investment companies, investment firms, brokers and investment intermediaries.
These institutions and persons active on the market meet the licensing
requirements and prudential rules in accordance with European law and are subject
to state supervision. 

4.7.1 Investment Companies
In 2005, nine investment companies were operating on the capital market, four
of which were foreign owned and two were controlled by resident banks. The
companies maintained a high RoE of 14.6% and an RoA of 12.8%. Investment
companies administer domestic open-ended mutual funds. The accounts and
transactions of these funds are separate from transactions for the company's own
account. One investment fund formed during the privatisation period is still in
administration, but it should be transformed into an open-ended mutual fund.

4.7.2 Open-Ended Mutual Funds (Domestic and Foreign)
Domestic open-ended mutual funds are a developed form of collective investment
in the Czech Republic. As of the end of 2005, 60 funds were active, holding total
assets of CZK 135 billion. Of this number, 36 funds, with assets of CZK 120 billion,
were administered through domestic subsidiary banks. Open-ended mutual funds
invested mainly in bonds: 36% in government bonds and 47% in other bonds.
The funds channelled less investment into domestic securities (9%) and invested
their remaining funds in foreign securities. In doing so, they may have been
motivated by prospects of higher returns, risk diversification and the limited
investment opportunities in the Czech Republic. 

Foreign mutual funds offer products on the domestic market through registered
investment intermediaries and investment firms. Investment as such is carried out
by an investment company (fund) with a registered office abroad. The total amount
invested in foreign funds in the Czech Republic was CZK 90 billion in 2005, 90%
of which was intermediated by banks. 

Net sales of CZK 18.2 billion in domestic funds' units in 2005 proved that
households were interested in investing. Money market funds prevail over bond
and mixed funds in Czech households' financial investment structure. There is
growing interest in guaranteed funds offered from abroad, which offer
a contractual guarantee of return of principal and a minimum yield. Real estate

4 THE FINANCIAL SECTOR 57

102  Owing to the integration of financial market supervision into the central bank as from 1 April 2006,
funds' pension schemes and changes thereto are subject to the approval of the Czech National Bank
instead of the Ministry of Finance.
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funds are common abroad. The legislation needed for the establishment of this
type of mutual fund has already been prepared in the Czech Republic. The law
allows the establishment of special funds, which are aimed at institutional investors
or wealthy persons. A special fund of qualified investors can thus be established.103

Collective investment funds are designed mainly for individual investors, i.e. for
households. They are an important alternative to bank deposits, although they
are not a full substitute. Funds' assets gradually increased and stood at 21% of
households' bank deposits at the end of 2005. The expansion of funds' assets is not
connected solely with investments motivated by short-term factors. Medium-term
and long-term investments, which are of a saving nature, are also on offer. Banks
are heavily involved – either themselves or through their subsidiary investment
companies – in the intermediation of transactions. Together with associations of
funds, they are fostering greater transparency in this market segment. 

4.7.3 Investment Firms
In recent years, a process of re-registration of investment firms (i.e. securities
dealers) has been going on in the capital market, with an emphasis on capital
adequacy and market discipline. The shallow market of publicly tradable shares and
bonds has been another factor resulting in a reduction in the number of investment
firms. There were 50 investment firms active in the capital market at the end of
2005, of which 14 were banks. The total assets of non-bank investment firms
amounted to CZK 21 billion. Bank and non-bank investment firms carried out
large volumes of transactions for their clients – around CZK 635 billion every day on
average. Most transactions involved interest rate forwards and futures (85.4%) and
transactions in bonds and bills (7.7%).

Non-bank investment firms generally achieved higher profitability than bank
investment firms. This was due to their lower capital compared to banks, and also
their generally more efficient selection of transactions. The capital ratio of
investment firms was high (average 97%, median 72%), but the values were
dispersed over a wide range (from 9% to around 628%). This is due mainly to
the fact that only some investment firms trade actively on their own account and
have positions in their trading portfolios for which capital requirements are
calculated. The volatility of the results is due to the nature of their activities, which
entails frequent changes in the trading portfolio positions held.

4.8 INTERNATIONAL ASPECTS

The Czech financial sector is majority controlled by foreign owners. At the end
of 2005, foreign investors controlled 96.2% of assets in the banking sector. Most
of these investors were from EU countries (91.4%). The first important phase of
arrival of foreign owners took place during the privatisation of the large banks.
Another important phase, associated with a wave of mergers and acquisitions,
is still going on. The situation is similar in the second largest Czech financial
sector, i.e. insurance, where foreign owners held 76.8% of assets and owners
from EU countries 72.4% at the end of 2005. The position of foreign investors
in the pension fund sector is slightly less significant, but not negligible. They
controlled 36% of total assets at the end of 2005, with owners from EU countries
holding 13%. 

103  To publicly offer foreign special funds in the Czech Republic, a permit is needed from the Czech
Securities Commission. To publicly offer foreign standard funds (UCITS) in the Czech Republic, the
single licence principle applies, i.e. there is a duty to notify the supervisor (the CNB). The single
European licence can be applied in the Czech Republic also by foreign investment companies with
variable capital (SICAV) and their funds. A total of 1,104 registered foreign funds (of which 1,037
are from EU countries), including hedge funds, venture capital funds and private equity funds, operate
on the domestic market. These funds are not a traditional form of collective investment and are aimed
primarily at institutional investors.
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Assets of open-ended mutual funds 
(CZK billions; %)
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Returns of investment firms in 2005  
(%)

Source: CNB
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The reasons affecting a parent company's decision whether to operate in other
countries through a subsidiary or a branch are diverse. They often depend on the
financial group's strategy, the host country's legislation104 and the historical
conditions under which the foreign institution entered another foreign market.
Some large European institutions have a strong preference for one form; others
make use of both forms of foreign presence. If one form has already been
established and is successful, companies carefully consider whether it is
advantageous for them to change, i.e. whether the expected future benefits will
outweigh the costs incurred as a result of conversion from the existing legal form.

As from 1 May 2004, parent banks, insurance companies, investment firms,
investment companies and their funds resident in the EU may more easily convert
their subsidiaries into branches, which continue to be governed by the single
European licence. Owners of those insitutions outside the EU can also do this if they
operate a subsidiary active on the relevant market in a member state. One bank
made use of this possibility in 2005; no change of this type occurred in the
insurance industry.

Box 4: Reasons Affecting the Decision on the Legal Form of the Activities
of Foreign Financial Institutions in the Czech Republic

Opportunities for tax, legal and regulatory arbitrage are the most important
factors evaluated by financial institutions when selecting the legal form of their
activities in another country. There are also other factors that may have been
(or still may be) decisive in specific cases. In the past, the possibility of separating
any loss from the parent company's result (i.e. a loss not becoming automatically
part of its own profit/loss) may have motivated financial institutions to prefer
subsidiaries to branches.105 Separate parent and subsidiary companies can also be
more attractive from the viewpoint of any risk spill-over and the ensuing capital
requirements and the resulting level of capital adequacy. By contrast, a branch
makes central risk management easier, which usually leads to a reduction in
personnel costs. The client's perception of a foreign owned financial institution
can be a sensitive issue. Some owners have decided to keep their subsidiary's
original name as a symbol of long-running tradition and security for clients. This
would have been hard to achieve in the case of a “mere” branch. 

In selecting the legal form of their activities in the Czech Republic, foreign bank
owners can also decide whether to contribute a fixed, predefined percentage
of their deposits to the deposit insurance scheme in the Czech Republic or
whether to join their home country's scheme. Participation of subsidiary banks in
the Czech deposit insurance system is compulsory. Participation of branches is
compulsory only if the home country's system does not meet the requirements of
European Community law. In some cases, participation in the home system can
allow the bank to pay lower sums at later dates, as some foreign systems use
ex post or mixed payments. Under the Act on Banks foreign bank branches can
take out top-up deposit insurance under a contract with the Deposit Insurance
Fund if the home insurance scheme is less favourable for the branch's depositors
than the deposit insurance provided for under Czech law. Two foreign bank
branches operating in the Czech Republic currently make use of this option. 
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104  For example, branches were not allowed in Poland until the single European licence was applied.

105  At present, this possibility is considerably limited by the obligation to consolidate.

TAB. IV. 1

Presence of banks from the European Economic Area 
in the Czech Republic
(number; December 2005)

Country of origin Subsidiaries Branches Notifications Representations
Belgium 3 1 1
Denmark 1
France 2 1 10 2
Ireland 5
Italy 1 3 2
Cyprus 2
Latvia 2
Luxembourg 5
Hungary 3
Germany 4 3 17 4
Netherlands 2 3 1
Poland 1
Austria 6 3 29 4
Slovakia 1 1 1 1
Slovenia 1
Spain 1
United Kingdom 1 24
EU 17 12 106 17
Iceland 1
Norway 1
EEA 17 12 108 17

Note: Subsidiaries, including indirect ownership

Source: CNB

TAB. IV. 2

Presence of insurance companies from the European
Economic Area in the Czech Republic
(number, December 2005)

Country of origin Subsidiaries1) Branches 2) Notifications 3)

Belgium 1 9
Denmark 1 7
Estonia 2
Finland 6
France 2 24
Ireland 56
Italy 17
Lithuania 2
Latvia 1
Luxembourg 13
Hungary 5
Malta 2
Germany 5 4 22
Netherlands 3 2 23
Poland 4
Austria 3 2 20
Slovakia 3 5
Slovenia 1 3
Spain 1
Sweden 13
United Kingdom 1 1 87
EU 17 12 322
Liechtenstein 2
Gibraltar 4
EEA 17 12 328 

Notes:
1) Domestic insurance companies with predominantly foreign capital
2) Branches of insurance companies from the EU in the Czech Republic
3) Insurance companies and branches from the EU which have expressed 

an interest in carrying on insurance business in the Czech Republic under
the freedom to provide services temporarily.

Source: CNB
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In the Czech Republic, the scope and structure of operations also seem to be
relevant to the selection of legal form. Major subsidiary banks have large assets
and their operations are diversified to a great extent in terms of both structure
and regional distribution of services. Larger branches generally focus on
transactions in the interbank market and major corporate and private clients.
Smaller branches also serve smaller clients and usually find their client segment
in a more narrowly defined region. A very limited number of outlets are needed
in both cases, and often the registered office of the foreign bank branch is also
the only outlet for the public. In the Czech Republic, the coexistence of
subsidiaries and branches and their relative number is closely related to the entry
of some large foreign banks to the Czech market through purchases of state
interests in existing banks. Other foreign entities have obtained new licences. In
such cases, they have often opted for a branch.

Large foreign financial institutions that operate in the Czech Republic through
their subsidiaries and branches have also often entered the markets in the other
new EU member states in Central Europe. Businesses controlled by other major
European groups also operate in CEC5 countries. So far, they have not actively
entered the Czech market, although some have already laid the groundwork by
giving notification of cross-border provision of financial services under the
freedom to provide services. The Czech regulator had received 108 notifications
from foreign banks as of the end of 2005. These banks may carry on their
activities under the free movement of services, unless the services offered have
the character of permanent economic activity. Seventeen representations of
foreign banks were also active in the Czech Republic. The situation is similar in
insurance, with twelve active branches/organisational units of foreign insurance
companies. A total of 328 notifications from foreign insurance companies had
been filed with the supervisor by the end of 2005. As of 31 December 2005,
owners from the EU accounted for 71% of foreign-controlled bank subsidiaries,
100% of branches and 98% of notifications.

The legal form of the activities of foreign banks, insurance companies and other
supervised entities in the Czech Republic has consequences for regulation and
supervision. Given the current ownership structure, the responsibilities of the
Czech authorities in maintaining financial stability appear bigger than their
powers and tools for preventing imbalances. In this context, the need for ever
increasing co-operation with foreign central banks, ministries, and especially
regulators and supervisors, even on an inter-industry basis, has become the
priority.106

The effects of foreign ownership, which is still also characterised by the dominant
position of foreign top managers, are currently positive. Thanks to foreign
management know-how, new technology, a wider range of products and services,
modern distribution channels, improved risk management and strengthened
internal control systems, financial institutions are recording profits, sufficient capital
adequacy and better loan quality. The initial “clashes” with foreign management
styles have now been overcome. 

106  The publication Banking Supervision 2005 deals with the issue of international co-operation between
supervisors in more detail.

TAB. IV. 3

Presence of investment firms from the European 
Economic Area in the Czech Republic
(number; December 2005)

Country of origin Subsidiaries1) Branches 2) Notifications
Belgium 4 1
Denmark 1
Finland 1
France 4
Ireland 4
Cyprus 9
Luxembourg 3
Malta 1
Germany 2 4
Netherlands 1 4 9
Austria 1 2 15
Greece 1
Slovakia 1 4
Slovenia 1
United Kingdom 1 152
EU 6 11 209
EEA 6 11 209

Notes:
1) Subsidiaries, including indirect ownership.
2) Usually branches of bank investment firms.

Source: CNB



However, foreign ownership can also bring new risks. It creates new channels of
transmission of foreign shocks to the domestic financial sector (this issue is
discussed in the box Consequences of Capital Inflow and the Risk of Cross-Border
Contagion in section 2.3 Developments on the Financial Markets). It accelerates the
introduction of new banking products and technologies in the Czech Republic,
which means that Czech clients almost immediately face all the potential risks
generated by some innovations. Inadequate risk assessment may be another
potential risk if the parent company implements its risk models based on home
country data without adjusting them to the financial indicators of the host country.

The subsidiaries and branches of foreign financial institutions in the Czech Republic
are often not very important to their groups in terms of share in assets. However,
they have repeatedly become a significant source of profit for their owners.
Repatriation of earnings is discussed in section 4.4.1 Creation and Allocation of
Profits. From the point of view of the Czech economy, these entities are often of
systemic importance. The three largest banks (all of them subsidiaries of EU banks)
persistently represent more than one-half of the Czech banking sector's assets.

As regards financial stability, the potential for transmission of contagion between
foreign owners and the Czech banking sector can be assessed using the
performance of these entities. If foreign owners perform better, this indicates
transfer of their reputation, know-how and other positive factors, including the
possibility of providing financial assistance if the banks they own run into
difficulties. If the performance of foreign owners deteriorates, the businesses they
own in the Czech Republic might be put at a disadvantage, including through
excess repatriation of earnings.

The current relations between major Czech banks and their owners are illustrated
by a comparison of profitability ratios, namely return on Tier 1 and return on assets.
Significant factors underlying profitability (efficiency, net interest margin and quality
of assets) or implicitly resulting from it are also discussed. Overall capital adequacy
and Tier 1 capital adequacy are examples of the latter. They are conditional on
sufficient profit generation and the owner's strategic decision on profit distribution.

The five largest subsidiary banking institutions controlled by EU owners have high
rates of return on assets and capital, which in recent years have exceeded the
returns of their parent banks and affiliated companies from the CEC5 region.
Profit generation also affects the level of overall capital adequacy and Tier 1 capital
adequacy. In the period under review, the level of capital in Czech banks and the
banks under comparison was more than sufficient. However, massive payments
of dividends in the Czech Republic affected its resulting level. The differences
between overall and Tier 1 capital adequacy are a result of the different structure
of capital in Czech and foreign banks. 

Important factors affecting the profitability of a bank include the quality of its
loan portfolio, the efficiency of its internal operations and its ability to generate
interest profit. Czech banks have recently significantly enhanced the quality of their
loans to a level comparable with their parent companies. Thanks to high profit
generation, the five Czech subsidiary banks under review record lower cost-income
ratios (operating expenses/profit from financial activities) than their owners. Net
interest margin is higher than in parent banks, but is below the average for
affiliated banks. 

The differences in the monitored indicators in the five largest foreign bank branches
in the Czech Republic and the foreign banks themselves are negligible. The
exception is efficiency as measured by the cost-income ratio. This ratio is much
lower for the Czech entities. Foreign bank branches also record high values of other
efficiency indicators such as total assets per employee or profit from financial
activities per employee. 
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CHART IV. 60

Comparison of profitability and capital adequacy 
ratios of the five largest Czech banks and their 
foreign parent and affiliated banks
(p.p. differences in average ratios of Czech and foreign banks)
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Comparison of factors determining the profitability 
of the five largest Czech banks and their foreign 
parent and affiliated banks

(p.p. differences in average ratios of Czech and foreign banks)
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The evolution of the external ratings issued by major international rating agencies
in 2000–2005 illustrates the positive developments in the major foreign owned
Czech banks. The ratings of major Czech banks by Moody's, Standard&Poor's and
Fitch have improved. The banks have been regularly upgraded since privatisation,
mainly because of higher profitability and efficiency, increased competition and
marked improvements in services provided and credit risk management. Over the
last three years in particular, banks have been strengthened by the completion 
of their restructuring. As a result, in November 2005 Moody's launched
a reassessment of their financial strength ratings, with potential upgrades for two
out of the three largest Czech banks. For the remaining large bank it changed
the outlook to positive. In the opinion of Moody's, the large Czech banks would
receive financial support from their strategic foreign owners if necessary.
Standard&Poor's also upgraded the long-term credit rating of the three largest
Czech banks in 2005. In its assessment of systemic risk, Fitch assigned the Czech
banking sector a C1 rating. Other countries in the region (except Slovenia)
received lower ratings.

An international comparison of financial strength ratings at the end of 2005
revealed that the major Czech banks, along with Hungarian banks, had the best
ratings in the CEC5 region. The ratings of the affiliated companies of our largest
banks operating in the CEC5 region are identical or one grade lower. The sovereign
ratings of the countries107 where they operate are about half a grade lower on
average than the Czech Republic's sovereign rating. The average rating of the
foreign owners of the three largest Czech banks is about 1.5 grades higher than the
average rating of Czech entities. The sovereign ratings of the owners' countries
are considerably higher than that of the Czech Republic. The three largest branches
active in the Czech Republic are branches of banks with an average rating of Aa3
from countries with the highest possible rating of Aaa.

The improving ratings of the largest Czech banks and the clear trend of
convergence towards those of their parent companies illustrate the stability of the
financial system in the Czech Republic. The almost comparable ratings of their
affiliated banks do not give rise to any concerns about problems emerging and
spreading through the parent banks into our financial system. The financial
soundness of foreign bank branches operating on our market is also very good in
terms of ratings, hence no potential risk can be identified in this area either.

Czech financial institutions are involved in foreign financial institutions only
exceptionally, which reduces the channels of risk transmission. At the end of 2005,
two Czech banks controlled two banks abroad, both in Slovakia. The largest Czech
bank has an extensive branch network in Slovakia and another Czech bank has
launched operations there under the single European licence. Banking activities
with Slovakia are therefore among the most important operations with non-
residents. This implies that economic developments in Slovakia may in turn affect
the positions of the Czech banks operating in Slovakia.

Czech resident insurance companies operate abroad through two branches, namely
in Slovakia and Norway. Moreover, eleven resident insurance companies have
gained the opportunity to carry on business in other countries under the freedom
to provide services without establishing a branch. The notifications concern all
European Economic Area countries. At the end of 2005, two Czech banks also
showed interest in this form of provision of services abroad. In the overwhelming
majority of the cases where a resident entity has ownership interests abroad, the
ultimate owner of the whole group is a foreign entity. The single exception is
a privately owned Czech financial group carrying on business under the Act on

107  A country's rating is usually called a sovereign rating, as it is the highest possible rating (with some
exceptions) that any entity in the country may obtain.

CHART IV. 63

International comparison of bank ratings  
(long-term foreign currency rating; Moody's; December 2005)

Source: CNB
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Financial Conglomerates. It holds interests in banks, insurance companies and other
regulated and unregulated financial and non-financial entities in several European
and Asian countries. These interests are not direct holdings of banks or insurance
companies. Nonetheless, these institutions may also be affected by adverse
developments in those countries where another member of the group is active.

In 2005, the average overall asset exposure vis-à -vis non-resident entities was
21% of the banks' balance sheet, whereas on the liabilities side the figure was
almost one-half. EU accession has not resulted in any major changes in the
structure of regions with which Czech banks maintain relationships. Many business
contacts had been established before the Czech Republic's accession to the EU
on the basis of strategic ownership. In recent years, the share of operations with
the old and new member states has been around 90% of all foreign activities.
Territorial risk arising from transactions with non-residents is not high thanks to
their generally limited volume and diversification in terms of trading partner
countries.

The structure of exposures to non-residents differs depending on bank and country.
In 2005, the overall position of the banking sector vis-à-vis non-residents relative to
its total assets was +7.3% on average and this level is being maintained primarily
because of the stabilised situation in the large bank group. Foreign bank branches
and small and medium-sized banks have recorded much more volatile
developments, ending 2005 with final short positions owing largely to operations
on the interbank market. Close relations are maintained with banks in countries
where Czech banks have their headquarters or parent companies, banks in major
financial centres and, as mentioned above, banks in countries where branches
and subsidiaries of Czech banks are active. The average share of interbank
transactions with non-residents is relatively high. Throughout 2005 it fluctuated
around one-half of the total volume of the interbank market. Such transactions
represent the largest proportion of the sources of asset financing for some banks. 
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CHART IV. 64

Banking transactions with partners in EU countries  
(% of total exposure to non-residents; 2005 average)

Source: CNB
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