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OVERALL ASSESSMENT

This summer the global economy will enter its fi fth year since 
the crisis broke out. Many countries remain exposed to the impacts of 
materialisation of the risks that built up before the crisis and face a danger 
of renewed or increased fi nancial instability. Financial institutions, 
businesses, households and governments are again exposed to a very 
high degree of uncertainty. The balance of risks is little changed from 
the previous FSR 2009/2010. The intensity of those risks has generally 
increased, mainly as a result of adverse fi scal developments in the euro 
area and their potential impacts on the domestic economy. The Czech 
fi nancial sector was affected indirectly by the crisis via weaker economic 
activity. Although its starting position is strong, developments in 
the global environment will be of key importance for maintaining 
fi nancial stability over the next two years. 

The global economic situation is very diffi cult to assess in terms of 
fi nancial stability. It seems at fi rst glance that the situation has almost 
normalised, but there are many underlying imbalances and signs of 
disequilibrium. An unusual degree of divergence across regions, 
countries, economic sectors and market segments is sending out 
warning signals. There is a strong imbalance in the geographical 
distribution of economic growth – emerging economies are seeing 
renewed growth, while advanced countries are tending to stagnate. 
As a result, commodity prices are surging and generating a strong 
negative supply shock for advanced, commodity-importing countries. 
The cross-country differences in the EU are widening further. Other 
major signs of imbalance include the fact that corporations in advanced 
countries are managing to improve their fi nancial condition without 
this being refl ecting proportionally in the income and balance sheets of 
households and fi nancing banks. All this reduces the ability of advanced 
countries to deal with the consequences of their accumulated debts.

Given the situation described above, the main risk scenario for 
the Czech economy over the next two years remains a sharper 
slowdown in economic growth in Germany and other countries that 
are major trading partners of Czech corporations. A strained labour 
market and the need to implement further fi scal measures to reduce 
the structural public budget defi cit will be an obstacle to a faster 
recovery in domestic demand in the near future. Income growth will 
thus remain very subdued. This will negatively affect the economic 
situation of households and their ability to repay loans.

In addition to the risks originating in the pre-crisis period, new risks 
relating to current economic policies and processes in fi nancial systems 
are emerging in the global economy. The main such risk at the global 
level relates to the impacts of the long-term maintenance of interest 
rates at very low levels by key central banks. This is being refl ected in low 
nominal returns on traditional assets. As a result, investors are searching 
for yield, which, in turn, is becoming a source of fi nancial imbalances. 
Increased fl ows of capital are passing from advanced countries to 
emerging markets, where risks of excessive credit growth, economic 
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overheating and asset bubbles are emerging. Conversely, large volumes 
of investment in government debt are going from emerging economies 
to advanced countries, keeping long-term government bond yields low 
and driving private investors’ search for yield. The search for yield is also 
apparent in growing investment in commodity derivatives, commodity 
funds and investment commodities such as gold. Although commodity 
prices are determined in the long run primarily by fundamental factors, 
temporary bubbles cannot be ruled out. Such bubbles could cause 
investors considerable losses, especially if they were to occur in smaller 
segments of the commodity market, which are prone to sharp price 
fl uctuations when market sentiment changes.

On the other hand, doubts regarding the public fi nance sustainability 
of some small and medium-sized advanced countries are causing 
a “fl ight to quality” among investors. One consequence is that yields 
on the government bonds of some also relatively highly indebted, but 
large, countries are at very low levels. This fragile balance may become 
the subject of sharp non-linear fl uctuations in the fi nancial markets, 
with considerable impacts on the real economy.

International investors’ fl ight to quality and search for yield may 
signifi cantly affect the Czech economy, too. The Czech economy 
is regarded as advanced and stabilised from the macroeconomic 
viewpoint and its public fi nances can be seen as relatively sound in 
the light of the problems of some other European countries. In 
consequence, international investors’ interest in koruna assets could 
generate strong pressures for a fundamentally unjustifi ed appreciation 
of the koruna. The probability of this happening is increased by the fact 
that koruna assets are still classed by many international investors 
among the currently preferred assets of emerging economies and have 
historically offered high yields. A long period of overly fast appreciation 
might worsen the external balance of the Czech economy, which is 
already showing signs of a slight weakening.

In terms of the stability of the Czech fi nancial system it is vital for domestic 
fi nancial institutions to maintain the capital and liquidity buffers they 
created against increased risks during the crisis. Given the high degree 
of uncertainty about the speed of recovery of the domestic economy, 
overly optimistic expectations could lead to a build-up of new risks to 
the Czech banking sector, for example as a result of attempts by banks 
and their owners to boost profi tability through signifi cantly greater 
activity in the credit market. At the end of 2010, large domestic banks 
reduced their interest rates on house purchase loans and increased 
the volume of new loans of this type. This increase, however, is not 
currently being underpinned by any apparent improvement in clients’ 
creditworthiness. Since the risks of movements in property prices are 
still on the downside, this trend may represent an increased risk to 
banks and their clients.
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DEVELOPMENTS IN 2010 AND 2011 Q1

The global economy returned to unexpectedly fast growth in 2010. 
However, in the Czech Republic, as in other advanced countries except 
Germany and Sweden, the extent of recovery remained rather modest. 
This applies particularly to the euro area, where economic activity 
remained mostly subdued and even declined further in some countries. 

The CNB, like the major world central banks, kept its monetary policy 
rates at historically low levels. The international and national authorities’ 
discussions about discontinuing their supportive economic policies 
and normalising their monetary policies became less intensive because 
of renewed risks in fi nancial systems.   

The situation in the non-fi nancial corporations sector improved 
considerably in 2010 compared to 2009, thanks mainly to increased 
demand from foreign trading partners and households. Exporting 
corporations recorded a noticeable improvement, but the economic 
condition of the property and transport sectors took a turn for the worse. 
The credit risk of corporations peaked in 2010 H2 and started to decline 
very gradually in 2011 Q1.  

The improvement in the corporate sector has not yet translated to 
the labour market situation and to the fi nancial situation of Czech 
households. Persisting high unemployment and lower wage growth 
were refl ected in an increase in non-performing consumer credit. 
The share of overindebted households increased not only in the lowest 
income bracket, but also among households with average income.  

Bank lending growth in the Czech Republic stayed positive in 2010 
and rose gradually. The start of 2011 also saw renewed positive growth 
in loans to corporations. Annual credit growth also returned to positive 
values in other advanced countries in 2010, but remains strongly 
subdued overall. 

The debt crisis in the euro area gradually escalated and became an ever-
increasing source of uncertainty. In response to refi nancing problems 
and sharp growth in demanded government bond yields, some 
highly indebted countries sought assistance from the EU and the IMF. 
The Czech Republic ranked among the advanced economies with lower 
public fi nance defi cits, thanks in part to some budgetary measures. 
However, its estimated cyclically adjusted primary defi cit was relatively 
high in 2010 and was near the EU average.

International fi nancial markets were infl uenced by supportive economic 
policy measures, which helped maintain confi dence in the equity 
markets and partly stabilise the bond markets. Nevertheless, the direct 
involvement of central banks in the markets weakens the functioning 
of these markets and can distort market signals in a way that increases 
the motivation of some fi nancial institutions to take on bigger risks.

The global and domestic economy recorded 
a recovery in 2010, but the recovery in the EU 
remains fragile

Monetary policies remained easy

Domestic corporations improved their 
fi nancial position but faced rising commodity 
and energy prices 

A worse situation of households adversely 
affected their ability to meet their obligations 

Credit growth turned positive again but 
remains very subdued 

The debt crisis in the euro area escalated, 
while Czech public fi nances were partially 
consolidated

The situation in global fi nancial markets is still 
strained… 
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The fi nancial market situation changed partially last year. In the fi rst 
phase of the crisis the credit premium for Czech government debt 
had increased considerably, but during 2010 investors increasingly 
differentiated between countries and ranked the Czech Republic among 
the safe countries. 

Residential property prices continued to fall in 2010, albeit at a slower 
rate than a year earlier. The decline was linked mainly with low 
wage growth, persisting high unemployment and a deterioration of 
demographic price determinants. The number of property market 
transactions also declined and housing construction decreased 
signifi cantly. On the other hand, property price sustainability indicators 
– in particular the price-to-income ratio – improved. The fi rst signs of 
a slight market recovery emerged in early 2011, with mortgage loans 
and housing starts both picking up.

The Czech fi nancial system is also showing favourable values of key 
macroprudential indicators at the start of 2011. Most institutions 
maintained relatively high profi tability in 2010. The Czech banking 
sector’s strong position is supported not only by suffi cient profi tability, 
but also by a high capital adequacy ratio, good balance-sheet liquidity 
and a high deposit-to-loan ratio. The Czech banking sector has 
a positive net external position and is thus independent of external 
funding. Analyses also suggest that banks in the Czech Republic should 
not now have any major problems with fulfi lling the stricter Basel III 
capital and liquidity requirements. 

The banking sector was hit by an increase in credit risks during 
the recession, although their impact was heavily dampened by good 
NPL recovery rates, continued prudent loan-classifi cation behaviour by 
banks, and a change in portfolio structure towards less risky clients.  
However, some indicators – especially in 2010 H2 and 2011 Q1 – 
suggest a positive change in trend in the credit cycle. In particular, NPL 
growth has slowed and numerous NPL exposures have been reclassifi ed 
to standard liabilities. However, the arguments against an optimistic 
assessment include a decline in the NPL coverage ratio to below 50%, 
persisting relatively high default rates in the segments of corporations, 
sole proprietors and households, an increase in the ratio of loss loans, 
a slight rise in concentration of corporate portfolios and a higher share 
of risky sectors in NPL portfolios. 

The banking sector is signifi cantly interlinked with other fi nancial 
institutions (insurance companies, pension funds, collective investment 
funds and fi nancial corporations engaged in lending) through both 
assets and mutual exposures. These links did not increase its reputational 
risk, as the situation in the non-bank fi nancial institutions sector was 
relatively favourable in 2010. Insurance companies remain profi table 
and suffi ciently capitalised and should not be adversely affected by 
the implementation of the new Solvency II regulatory framework.  
The capitalisation of pension funds stabilised at around 5% after 
the crisis years 2008–2009, but this sector is not yet suffi ciently prepared 
for the pension reform. The collective investment funds sector recorded 
growth in managed assets and the creation of new funds. 

…and the situation in Czech fi nancial 
markets is currently stable

Falling property prices prompted a sizeable 
reduction in housing construction

The starting position of the fi nancial system, 
and particularly of the banking sector, 

remains very good for future years

Credit risk indicators are sending 
out mixed signals

The situation in the insurance company, 
pension fund and mutual fund sectors 

was relatively favourable
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RISKS TO FINANCIAL STABILITY

The CNB’s May forecast expects annual GDP growth to slow to 1.5% 
this year a result of a slowdown in domestic demand and external 
economic growth. GDP growth will increase to 2.8% in 2012, thanks 
mostly to household consumption and an investment recovery. However, 
the probability of materialisation of the scenarios on which these forecasts 
are based is subject to numerous risks stemming mainly from abroad.

The developments in 2010 and especially in the fi rst few months of 2011 
strengthened concerns that the weak economic growth in advanced 
economies could be a long-term phenomenon due to the sharp 
increase in debt in the previous decade. The attempts of corporations 
and households to reduce their debts are being refl ected in a decline 
in demand for loans and subsequently in consumption and investment 
demand. This is adversely affecting income growth, which, as expressed 
by nominal GDP, has declined from an average year-on-year rate of 
5–10% to negative or near-zero values in many countries. Although 
loan interest rates are generally falling moderately, real debt servicing 
costs remain elevated. 

Czech households’ main problem over the coming two years will be 
the labour market situation and the evolution of their income. According 
to the CNB’s May forecast, the general unemployment rate will remain at 
around 7% in 2011 H1 and still slightly exceed 6% at the end of 2012. 
Average nominal wage growth will slowly rise from the historical low of 
less than 1% observed in 2010 Q4, but in the non-business sector it will 
fall in 2011 and remain fl at in 2012. Although debt levels remain relatively 
low in all sectors in the Czech Republic, nominal income growth indicators 
show that households are particularly exposed to signifi cantly adverse 
income developments in 2009–2011. This will continue to negatively 
affect their economic situation and their ability to repay loans.

Growing tensions can be observed in countries with high government 
debt levels. Critically indebted euro area countries are fi nding it more 
and more diffi cult and expensive to refi nance themselves. Should 
the public debt and yields required by investors rise further, net 
interest payments in these countries could, within a few years, exceed 
the threshold consistent with gradual fi scal stabilisation through 
the generation of primary surpluses. These countries would then have 
to choose between transferring funds from creditors to debtors via 
increased infl ation, or restructuring their debts. Since government bonds 
account for a large share of the assets of European fi nancial institutions, 
the write-off of part of the liabilities as part of a debt restructuring 
process in some countries would cause many of these institutions to 
incur losses and some of them to run into critical diffi culties. Czech 
fi nancial institutions also hold a large part of their balance sheets in 
government bonds, but they focus primarily on domestic debt.

The Czech economy will start to recover in 2012

A combination of high private sector 
indebtedness and low income growth poses 
a threat to long-term economic growth in 
advanced economies

The labour market situation is keeping 
the credit risk of Czech households elevated

The overindebtedness of some governments is 
a source of strong fi nancial tensions…
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From the medium-term perspective, one of the strongest risks to 
the group of critically indebted countries is negative feedback between 
government and bank balance sheets whereby increased sovereign risk 
transforms back into bank liquidity and credit risk. A substantial increase 
in yields demanded on government debt in response to sovereign debt 
rating downgrades could lead to higher market fi nancing costs for 
banks in these countries owing to a subsequent decline in bank debt 
ratings. The probability of this scenario is increased by the threat of 
insuffi cient balance-sheet liquidity in numerous large European banks. 

The debt crisis in the euro area and the economic situation in 
the countries affected has clearly showed that rapid fi scal stabilisation 
is needed. It has confi rmed that fi nancial markets are asymmetrically 
much less tolerant to small countries showing signs of fi scal imbalances 
than of large countries. As a result of this asymmetry, small countries 
like the Czech Republic may be exposed to highly non-linear 
and discontinuous reactions of the fi nancial markets to changes in 
the outlooks for fi scal defi cits and public debt. Although Czech public 
fi nance seems to be relatively sound from the short-term perspective by 
international comparison among the advanced countries, and although 
defi cit-reducing measures have been taken on both the expenditure 
and revenue sides of public budgets, long-term fi scal stabilisation 
will require further decisive measures in the years ahead to reduce 
the structural primary defi cit. Such measures are also important because 
Czech public debt servicing costs will increase gradually in the years 
ahead and might become signifi cant in the relatively short term given 
increasing risk aversion to economies with adverse fi scal outlooks.

The above fi scal measures are undoubtedly necessary and benefi cial. 
In the short term, however, they may increase the risks to corporations 
and households. For corporations, these risks may materialise mainly in 
the construction and real estate sector via the impacts of tax changes 
relating to the commercial construction of residential projects, cuts in 
transport infrastructure construction and so on. Households will be 
affected by lower real income growth and continuing deregulation of 
rents. In the long term, however, the impacts of these risks are smaller 
than those of a loss of confi dence in the country’s fi scal sustainability. 

The high degree of uncertainty and none-too-optimistic expectations 
regarding revenues in the years ahead have signifi cant economic policy 
implications. Although the current behaviour of fi nancial institutions 
and their clients in the Czech Republic and other advanced countries 
is not generating signifi cant risks of fi nancial instability in the future, 
the impacts of the materialisation of systemic risk accumulated in 
the global fi nancial system in the previous period are still strong enough 
to necessitate continued supportive economic policies. A premature exit 
from such policies might put the fragile fi nancial market at risk. Given 
the high indebtedness of governments, the public is increasingly reliant 
on central banks’ policies. However, the very low nominal interest rates 
are also exposing monetary policy makers in some countries to a confl ict 
between the objectives of price stability and fi nancial stability.

…and is creating a risk of negative feedback 
between government and fi nancial sector 

balance sheets

Stabilisation of Czech public 
fi nance requires decisive measures

Government fi scal measures may 
increase the risks to the private 

sector in the short term

The high degree of uncertainty 
necessitates continued central 

bank supportive policies 
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High dividend payments from retained earnings could be a risk to 
the banking sector in the near future. Such a reduction of the capital 
buffer could be motivated by signs of the end of the crisis and by excessive 
growth in optimistic expectations about the future. It is important to 
warn against over-optimistic expectations, as developments abroad, 
where the problems of some indebted euro area countries are coming 
to a head, and the evolution of risks in the domestic economy do not 
yet provide suffi cient support for claiming that the crisis is over.

Developments in the credit union sector can be regarded as a potential 
risk. The volume of client deposits in credit unions has almost tripled 
over the last three years, but the ratio of non-performing client loans 
in this segment is also double that in the banking sector. It also has 
a low NPL coverage ratio, relatively concentrated portfolios and low 
profi tability. There is a question as to whether this sector can operate in 
the long term without major problems with such a signifi cantly higher 
level of risk than banks. Credit unions are thus more vulnerable to risks 
if the economy takes a turn for the worse.

Some risks also persist in the building societies sector. It has a weaker 
liquidity position than the banking sector as a whole, mainly because of 
how the building savings system is confi gured. In the event of signifi cant 
changes in the macroeconomic environment or market conditions, liquidity 
risks could emerge primarily in the form of an outfl ow of deposits after 
the binding period. The stable interest rate environment, which should 
be maintained over the next two years, creates suitable conditions for 
making changes to the building savings system that would signifi cantly 
mitigate the current sources of risks in this segment.

Despite the slower decline in property prices, a further downward 
movement in these prices, linked, for example, with the foreclosure of 
properties used as collateral for loans to households and developers, 
cannot be ruled out. At the same time, the ongoing rent deregulation 
may foster a decline in market rents and hence a deterioration in 
the apartment rental return and a related decline in apartment prices. 
A risk for the property development sector is a further slowdown in 
sales of apartments in residential projects with knock-on effect on 
developers’ ability to repay loans. As regards commercial property, 
the situation in the industrial property sector is relatively favourable 
(rising demand and a falling vacancy rate), while the risks in the other 
market segments (offi ce and retail) remain signifi cantly elevated.

With regard to the risks identifi ed above, the resilience of the domestic 
fi nancial system was assessed by means of stress tests on banks, 
insurance companies and pension funds using three future economic 
scenarios entitled Baseline Scenario, Asymmetric Developments 
and Renewed Recession. Banks’ balance-sheet liquidity was again stress-
tested, now as an integral part of both stress scenarios. The Baseline 
Scenario is considered by the CNB to be the most probable. The other 
two alternative scenarios are characterised by a sizeable contraction in 
economic activity and adverse fi nancial market developments. 

Payments of extraordinary dividends 
might endanger the adequacy 
of banks’ capital buffer

The credit unions segment is a potential risk

There are also some risks in the building 
society sector

The residential and commercial property 
markets may remain a source of risk

The domestic fi nancial system was exposed to 
strong shocks in stress tests
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ASSESSMENT OF THE FINANCIAL SECTOR’S RESILIENCE

Different adverse macroeconomic developments stemming from 
analyses of trends and weak spots abroad, in the domestic economy 
and in the financial sector were incorporated into scenarios used to 
test the financial sector’s resilience. These scenarios mainly consider 
the possibility of a renewed recession in the domestic economy 
linked with a fall in external demand and potential strong volatility 
in the financial markets. Adverse developments in some segments of 
the domestic economy and specific shocks stemming from abroad are 
also the subject of tests.

According to the stress test results, banks and insurance companies are 
resilient to relevant risks despite the significantly conservative settings 
of the two stress scenarios. This is due not only to a high initial capital 
buffer, but also to the ability to generate income even in an adverse 
scenario. However, if the economy were to develop in line with 
the alternative scenarios, some institutions would suffer losses which 
might require capital injections from shareholders. The pension fund 
sector has limited capital and in the event of financial market turmoil 
shareholders would have to supply new capital under the prudential 
mechanism introduced jointly by the CNB and the Association of 
Pension Funds in 2009. 

Sensitivity analyses conducted as part of the banking sector tests 
revealed that if banks reduced their capital buffers in 2011 to the pre-
crisis level by means of increased dividend payments and the economy 
subsequently developed in line with the Renewed Recession stress 
scenario, the entire sector would fi nd itself in a situation of insuffi cient 
capital adequacy. The synchronised collapse of the three largest 
debtors of each bank would have a similar impact in the same stress 
scenario. By contrast, the banking sector’s capital adequacy ratio would 
remain above the regulatory minimum if its exposures to developers, 
photovoltaic projects and indebted countries worsened simultaneously 
and the Asymmetric Developments scenario were to materialise. 

The banking sector liquidity stress test was integrated into both stress 
scenarios Asymmetric Developments and Renewed Recession. The test 
as usual involved a fi rst round of shocks, consisting mainly in a bank 
run, increased drawdown of credit facilities and a reduction in the value 
of market assets, and a second round of shocks capturing an additional 
reduction in the liquidity buffer stemming from a rise in reputational 
and systemic risk caused by banks‘ efforts to close the liquidity gap. 
Although no bank found itself in a situation of insuffi cient liquidity in 
the tests, several banks would have to raise extra funds by selling assets 
with maturities of over one month, albeit at a considerable loss. Overall, 
however, this stress test confi rmed that the banking sector is also highly 
resilient to liquidity risk.

The future risk scenarios consider 
the possibility of a renewed recession and an 
increase in volatility in the fi nancial markets

According to the stress test, banks 
and insurance companies seem to be 

resilient to a wide range of risks, 
but pension funds have only 

limited capital

Payments of extraordinary dividends 
or the collapse of the three largest debtors 

of each bank with subsequent materialisation 
of the Renewed Recession stress scenario 

might endanger the banking sector

Liquidity tests confi rm that the banking 
sector is highly resilient to a wide 

range of liquidity shocks
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