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5  RISKS TO FINANCIAL STABILITY AND MACROPRUDENTIAL POLICY

The aim of this section, which is appearing in the Financial Stability 
Report for the first time, is to assess the current position of the Czech 
economy in the financial cycle, the degree to which it is cyclically 
aligned with the advanced countries and the euro area, what is and 
what is not a risk to financial stability, the resilience of the Czech 
financial sector to such risks, and the tasks and recommendations 
arising for macroprudential policy, microprudential supervision or other 
economic policy tools. The first part contains an assessment of financial 
stability indicators. The second part presents the results of stress tests 
conducted for banks, insurance companies and pension funds. The 
third part provides recommendations and warnings aimed at reducing 
potential risks to financial stability and describes CNB measures taken 
or planned in the macroprudential policy area. 

5.1  ASSESSMENT OF RISKS TO FINANCIAL STABILITY

The systemic crisis in the euro area was followed by fragile 
stability…
Following a temporary improvement in spring 2011, the tensions in the 
global financial system started to rise sharply in June. In late summer, 
the euro area debt crisis became the dominant factor in international 
finance. Failed attempts to “resolve” the debt crisis led to the crisis 
spreading from periphery countries to sound economies. In November, 
doubts arose about the solvency of highly indebted countries and their 
ability to stay in the monetary union. An open systemic crisis erupted 
as a result of a collapse of confidence, and the events in the monetary 
union became a severe threat to the whole world economy. The crisis 
led to serious disruptions in market structures. The primary long-term 
financing market started to close to both governments and banks and 
the liquidity crisis threatened to turn into a solvency crisis. The financial 
market tensions were reduced only by a combination of resolute central 
bank measures, progress with restructuring Greek sovereign debt, an 
agreement to tighten the fiscal rules in the EU, and national measures 
to stabilise public finance and strengthen banking sectors. The renewed 
stability is still very fragile, however, and contagion may re-emerge at 
any time through a triangle made up of risks in banks’ balance sheets, 
problems in the real economy and sovereign risk.

…which persisted in the first few months of 2012
The situation in spring 2012 is similar to a year ago. Although financial 
markets have stabilised somewhat, there is still great uncertainty 
about the future. The structure of the risks is also similar to a year 
ago, although perceptions of the intensity of individual risks have 
changed. The perception of the seriousness of sovereign risk has 
decreased, although maybe unjustifiably, after measures taken in late 
2011 and early 2012. Centre stage has been taken by risks relating to 
weak economic growth in an environment of excessive indebtedness 
of individual sectors or whole economies. From the short-term 
perspective, emphasis has started to be put on the negative impacts of 
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fiscal consolidation. From the long-term perspective, there are doubts 
about some EU countries’ ability to implement economic reforms and 
increase their competitiveness.

Emphasis is being put on the risks associated with the deleveraging 
process 
The hidden problems in banks’ balance sheets are currently the major 
risk factor in the euro area financial sector. Lack of confidence in the 
reported quality of assets, doubts about the sufficiency of provisioning 
against NPLs and concerns about forbearance (see the Glossary), 
combined with regulatory uncertainty and market volatility, may create 
an adverse trend with side effects on numerous other areas. There are 
also concerns that deleveraging in banking sectors (see Box 6) will 
make it more difficult for private entities to access bank credit, thereby 
hampering an economic recovery and feeding back into a further 
deterioration in loan portfolio quality.

BOX 6:
DELEVERAGING OF EUROPEAN BANKS AND FINANCIAL 
REPRESSION

Against the background of the currently subdued financial 
crisis, the banking sector in Europe, and particularly in the euro 
area, is facing numerous pressures. Some large international 
banks have not yet managed to secure long-term asset funding 
sources and are dependent on funding from central banks. If 
the current version of the new Basel III liquidity requirements 
is approved and implemented, the problems with long-term 
funding in many European banks may deepen further, as banks 
– and especially large international institutions – will have to 
increase and improve their regulatory capital in connection with 
the implementation of the new standards. It cannot be ruled out 
that compliance with the new capital and liquidity requirements 
will meet with insufficient investor interest in newly issued bank 
shares or long-term bank debt. International, and sometimes 
also national, authorities are increasing the already very high 
degree of uncertainty among investors and creditors by 
discussing a whole range of new regulations with impacts that 
are difficult to quantify and by considering new specific taxes for 
financial institutions. 

In late 2011, some national authorities reacted to signs of 
a lack of confidence in the stability of their banking sectors 
by introducing their own, internationally uncoordinated 
requirements, including an increase in core capital adequacy, 
the creation of “conservation” buffers or reserves against 
potential losses and last but not least also the strengthening of 
balance-sheet liquidity by switching to a more stable funding 
structure (stronger links between the scale of new lending and 
domestic deposits and funds obtained by issuing long-term 
bonds). Some national supervisors have also declared that they  
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will introduce additional capital requirements in the next few 
years for institutions that they regard as systemically important 
(see the thematic article How to Identify Systemically Important 
Financial Institutions in this Report). In December 2011, in 
reaction to the euro area crisis, the European Banking Authority 
(EBA) adopted a recommendation for large European banks to 
increase their capital adequacy ratios to at least 9% of core 
capital by mid-2012.

As a result of the above developments, disorderly deleveraging 
of European banks became one of the most emphasised and 
analysed risks at the end of the year. This risk can be described 
as a scenario where banks try to reduce their risk-weighted 
assets by selling assets or curtailing lending, leading to worse 
availability of external resources for financing production and 
to weaker economic growth.79 Concerns about deleveraging 
increased after the publication of the results of the regular 
Bank Lending Survey in the euro area in January 2012 (see 
Chart V.1 Box). These indicated that the lending conditions had 
tightened significantly in 2011 Q4, with conditions for loans to 
non-financial corporations recording the biggest deterioration. 
The interest component of the lending conditions had also 
tightened significantly, probably due to problems in obtaining 
balance-sheet liquidity, which banks are trying to resolve 
by boosting deposits through offering higher deposit rates. 
The results of the subsequent round of the survey, published in 
April 2012, show that the tightening continued into 2012 Q1, 
albeit much more slowly. 

It is not easy to assess the scale of the deleveraging-related 
risks. Deleveraging – especially in the euro area – is a necessary 
and natural reaction of the system to the previous expansion 
of balance sheets (see Chart V.2 Box and Chart V.3 Box). For 
illustration, the bank balance sheet total in spring 2012 was 
EUR 33 trillion (350% of euro area GDP) in the euro area but 
only CZK 4.7 trillion (125% of GDP) in the Czech Republic. Bank 
loans to the domestic private sector total 124% of GDP in the 
euro area and 57% of GDP in the Czech Republic. 

79 The EBA recommendation to national supervisors was accompanied by instructions urging 
them to ensure that banks are not achieving higher capital adequacy by taking actions leading 
to worse availability of loans for the private sector. The plans to achieve the recommended 
capital ratio which individual banks are sending to the EBA suggest that the overwhelming 
majority of the actions will be taken on the capital side and only a small proportion will be 
on the asset side. Nonetheless, the IMF estimates in its April Global Financial Stability Report 
that large euro area banks will reduce their assets in the Baseline Scenario by 7%, or around 
EUR 2 trillion, by the end of 2013. The IMF also predicts that in the process the volume of 
loans in the euro area will decrease by 2%, and expresses concerns that deleveraging in 
the euro area may have very negative consequences in other parts of the world through 
declining asset prices and adverse impacts on market and balance-sheet liquidity.
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Deleveraging can take place in either an “orderly” or 
“disorderly” manner. Examples of orderly deleveraging include 
a scaling back of highly speculative transactions in derivatives 
and complex structured products or cross-border transactions 
where banks are unable to assess the risks sufficiently. Processes 
that make it more difficult for the private sector to access credit 
can be described as disorderly deleveraging. The ratio of orderly 
to disorderly deleveraging will be affected by many factors, but 
most of all by the final form of the planned regulations and 
by public finance developments in advanced countries (see the 
discussion of financial repression below). 

In an environment of low nominal interest rates and 
suppressed collateral value, deleveraging can be counteracted 
by forbearance80 on the part of banks. Deleveraging and 
forbearance can both have desirable and undesirable effects. 
Given the significant differences between national banking 
sectors in the euro area, the inappropriate combination of 
unfavourable deleveraging in crisis-hit countries and damaging 
forbearance81 in more or less stable countries is a potentially 
big problem. Such a combination would result in renewed or 
deepening recession in the first group and a long period of slow 
economic growth in the second.

Regardless of what sort of deleveraging prevails in Europe, it 
is reasonable to assume that in many countries deleveraging is 
just at the beginning and that its continuation will be associated 
with an overall contraction of bank debt. This applies primarily 
to the euro area, where, unlike in the UK or the USA, total 
loans to the private sector did not decrease during the crisis 
(see Chart V.4 Box) and where the total leverage ratio fell only 
thanks to an increase in capital (see Chart V.3 Box). It can be 
assumed that the deleveraging will take place via both reduced 
credit supply and subdued credit demand, as the less favourable 
trend in disposable income (see section 2.1, Chart II.6) is being 
reflected in growth in the saving rate in many countries. It is also 
highly likely that the deleveraging will dampen nominal income 
growth (GDP growth at current prices) in the long term via both 
components – economic growth and inflation.

If the deleveraging also leads to higher loan rates, credit risk will 
go up as well, as the ability of many clients to repay existing loans 
may critically depend on interest rate levels (see section 2.1).  

80 Forbearance is the practice where banks, instead of recognising a deterioration in asset 
quality and posting a loss, “restructure” the loan, for example by spreading the repayments 
over a longer time horizon, allowing the debtor temporarily to pay interest only, or otherwise 
changing the lending conditions so that the debtor does not have to acknowledge open 
default.

81 Damaging forbearance is the situation where constant restructuring of bad loans leads to 
inefficient allocation of savings in the economy. Credit sources get tied up in unproductive 
firms and projects and do not reach new and potentially more efficient investors.
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The effect of the deleveraging on client loan rates in the euro 
area will partly depend on the evolution of the unorthodox 
component of monetary policy, which is difficult to estimate 
(e.g. the future size of government bond purchases by the 
Eurosystem), but in principle will depend mainly on government 
demand for credit. If governments fail to continue reducing 
structural public finance deficits or if they decide to react to 
the weak economic activity by renewing fiscal expansion, the 
traditional crowding-out effect of public budget deficits could 
start to emerge. 

Concerns about the above developments are being reinforced 
by the potential side effects of the new regulations on financial 
institutions, which are creating incentives for increased 
investment in government debt. Government bonds traditionally 
enjoy preferential treatment as regards capital requirements. The 
regulatory liquidity indicators contained in the Basel III proposal 
(liquidity coverage and net stable funding) may extend such 
treatment to the liquidity management area. The new Solvency 
II rules for insurance companies will also probably result in 
a shift to safer, more liquid and lower-yielding assets, which 
traditionally include government bonds. Government bonds are 
also attractive to financial institutions because they are accepted 
as collateral in central banks’ liquidity-providing operations (see 
section 3.1) and in centralised clearing of derivatives trades. 
The new regulatory framework for financial institutions thus 
contains numerous elements of “financial repression”82 (see also 
FSR 2010/2011, Box 1, pp. 23–24). 

The risk that private creditors in advanced countries will face 
significantly higher loan rates in the coming years remains 
relatively low, however. This fact is based on the likely evolution 
of the supply of savings compared to demand for savings. Even 
before the crisis interest rates were being pushed down by savings 
surpluses in Asian economies, which were being transferred to 
Western economies partly through deliberately weak currency 
policy.83 In the post-crisis years, the global savings surplus 
increased further owing to low investment demand among non-
financial corporations accompanied by rising household saving 
rates in many countries. In some countries, savings surpluses are 
being reflected in balance-sheet recessions (see Box 1). 

82 The term “financial repression” covers policies that allow the government to fund its debt 
cheaply at the expense of domestic creditors by borrowing from them via banks, insurance 
companies and pension funds at artificially low interest rates or by imposing an inflation 
tax on them. Low nominal interest rates reduce the real debt servicing costs, and low real 
interest rates de facto reduce the principal (the debt-to-GDP ratio).

83 See the article What is the Real Rate of Interest Telling Us? on Martin Wolf’s blog (Financial 
Times, 19 March 2012) or Frait, J., Komárková, Z., Komárek, L. (2012): Monetary Policy 
in a Small Economy after Tsunami: A New Consensus on the Horizon? Czech Journal of 
Economics and Finance, No. 1, pp. 5–33.
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In the debate about the interest rate impact of financing rising 
government debts, Jacob Kirkegaard and Carmen Reinhart84 
argue that in the current conditions financial repression may, 
rather paradoxically, be keeping loan rates in advanced countries 
at low levels for both governments and the private sector. This is 
because two specific interests have coincided. On the one hand 
there is need to finance high government and private debts in 
advanced countries, and on the other hand emerging countries 
want to prevent their currencies from appreciating as a result of 
existing or potential inflows of capital seeking higher returns. 
These two seemingly unrelated interests are creating a single 
common interest of ensuring that savings created in Western 
economies stay “at home”. This interest is being promoted 
by Western politicians under the colours of better financial 
market regulation and by Asian politicians under the banner 
of macroprudential policy. In practice, Western economies are 
maintaining loose monetary policies and introducing regulations 
forcing financial institutions to hold more government bonds, 
while Asian economies are introducing capital controls to 
prevent credit expansion, which could lead to overheating of 
the economy, inflationary pressures and ultimately a loss of 
competitiveness. 

To sum up, there is therefore also a somewhat optimistic scenario 
that over the next ten years governments in advanced countries 
will strive to reduce and manage their debts and maintain 
low debt servicing costs. Given slow credit growth and labour 
market tensions, inflationary pressures will be contained and 
central banks should be able to hit their inflation targets while 
keeping interest rates low. Thanks to the global savings surplus 
being channelled to Western economies, interest rates on loans 
to the private sector may stay low for some time, even after the 
introduction of new regulations supporting financial institutions’ 
demand for government debt. This situation could be changed 
only by a substantial global shift in saving and investment rates, 
an escalation in government demand for savings or – in some 
economies – a loss of confidence in public debt sustainability.

84 See Kirkegaard, J., Reinhart, C. (2012): Financial Repression: Then and Now, VoxEU Debates, 
26 March 2012 or Reinhart, C. (2012): The Return of Financial Repression, Banque de France 
Financial Stability Review – Public Debt, Monetary Policy and Financial Stability, April 2012, 
pp. 37–48.
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In advanced countries, risks that originated in the pre-crisis period 
are dominant… 
Euro area and other advanced countries are still in a phase of the business 
cycle that is subject to risks associated with decisions made during the 
pre-crisis boom and with the authorities’ subsequent reactions to the 
crisis. A phase of necessary deleveraging is now starting in the euro 
area, and this will be a medium to long-term phenomenon. The speed 
and success of this process in the euro area will depend on whether the 
authorities avoid the mistakes they made in previous years, when they 
underestimated the extent of the problem and allowed the debt crisis to 
escalate in 2011 into an acute systemic phase. Another deciding factor 
going forward will be the strength of financial repression through which 
governments are generally resolving their overindebtedness (see Box 6). 

…as they are in the Czech Republic, which, however, is in a different 
phase of the financial cycle 
The domestic financial sector is also currently in a phase of the financial 
cycle85 that is still subject to risks that originated in the pre-crisis years. 
Unlike in the euro area, however, these risks are materialising largely 
because of the situation in the Czech Republic’s external environment. 
At the same time, the Czech financial cycle is not very synchronised 
with the euro area cycle. Debt in the Czech Republic is not at a level 
that requires deleveraging at the level of the economy as a whole, and 
banks’ balance sheets are in a condition that allows them to maintain 
relatively easy lending conditions. 

The sources of the structural component of systemic risk remain 
contained
Analyses of the connections between institutions and sectors, which 
focus on network links and therefore on the structural or cross-
sectional dimension of systemic risk (the risk of contagion between 
institutions and sectors), indicate no clear trend. On the one hand, 
there are gradually increasing links not only between financial and non-
financial sectors as financial intermediation continues to deepen,86 but 
also between individual financial segments (see Chart V.1). Exposure to 
the government sector is increasing in parallel, especially in the case of 
banks. On the other hand, the degree of use of the interbank market 
and thus also the degree of interconnectedness of domestic banks is 
still low87 and has been actually falling over time.88 At the same time, 
the concentration of bank loan portfolios is gradually declining and 
exposures to parent groups are decreasing (see section 4).

85 A description of the phases of the financial cycle can be found in the thematic article Financial 
Stability, Systemic Risk and Macroprudential Policy in FSR 2010/2011 (Chart 1, p. 99).

86 See the thematic article Contingent Claims Analysis of the Inter-sector Transmission of Credit 
Risk in this Report.

87 The issue of the interconnectedness of banks is analysed in thematic article How to Identify 
Systemically Important Financial Institutions in this Report.

88 The degree of interconnectedness was measured by the degree of connectivity, which is 
defined as the ratio of existing links between institutions to all potentially possible links 
between institutions in a given network of interbank relationships. This degree was 13% in 
the Czech Republic in the pre-crisis year 2007 and around 11% in 2008–2009, then fell back 
to 10% in 2010 and was only 9% in 2011.

2004 2005 2006 2007 201120092008 2010

0

1

2

3

4

5

6

7

Banks versus OFIs (in % of bank assets)
Banks versus PFs+ins (in % of bank assets)
OFIs versus PF+ins (in % of OFI assets)

Chart V.1

Links between individual segments of the financial sector
(sum of all mutual exposures, including asset and credit exposures, in assets and 
liabilities between sector pairs)

Source: CNB (financial accounts)
Note:   OFIs comprise other financial corporations engaged in lending and 

mutual funds other than money market funds; PF+ins comprises pension 
funds and insurance companies.

Loans to households for apartments
Loans to corporations
Total loans

2

3

4

5

6

03/02 03/04 03/1203/06 03/08 03/10

Chart V.2

Margins on the stock of bank loans
(% p.a.)

Source: ARAD, CNB calculation
Note:   Margins are calculated as the lending rates for the given sectors minus 

the average deposit rate.

5 risKs to finanCial stabilitY anD MaCroprUDEntial poliCY



82

Czech National Bank / Financial Stability Report 2011/2012

The observed evolution of the two components of the lending 
conditions can be assessed as positive 
The lending conditions in the Czech Republic stabilised in 2011. The 
concerns heard sometimes from the corporate sector that access to bank 
loans would deteriorate or even that lending activity would stop did 
not materialise. The evolution of bank lending conditions (see sections  
2.2 and 2.3) indicates that the interest rate component eased in late 
2011 and in the first few months of 2012 for loans to corporations 
and loans to households for house purchase. At the same time the 
available data indicate that the non-interest component tightened 
slightly. The assessment of bank lending standards and (non-interest) 
lending conditions is based on data for 2012 Q1 from the pilot round 
of the CNB survey of bank lending conditions.89 The net percentage 
share of banks, calculated as difference between the market shares of 
banks that tightened standards and conditions and those that eased 
them, was positive (i.e. meaning a tightening) for all the credit market 
segments surveyed, standing at almost 20% for loans to corporations, 
2% for households for house purchase, 7% for consumer credit and 
17% for loans to sole traders. In the near future, banks expect a further 
tightening in the segments of loans to non-financial corporations and 
loans to households for house purchase. At the same time, they expect 
a rise in demand for loans. This can be interpreted as relatively prudent 
behaviour amid a continuing modest recovery in lending.

Margins on new loans fell significantly 
An easing of interest rate conditions is also indicated by interest rate 
margins, measured as the difference between the relevant lending and 
deposit rates. The margins on the stock of loans (see Chart V.2) have 
declined to historical lows in the last few quarters for both corporate 
loans and loans for house purchase. Nonetheless, total margins – which 
also reflect the conditions for bank overdrafts and consumer credit – 
have long been stable. A sizeable decrease was recorded for margins on 
new loans, which fell to all-time lows in all categories (see Chart V.3). 
In time this will also be partly reflected in margins on the stock of loans 
and banks will probably record lower interest income on their credit 
portfolios. For this reason, it is legitimate to ask whether this level is 
consistent with appropriate risk assessment of new loans given the 
existing uncertainties. This is particularly true in a situation where no 
improvement in clients’ creditworthiness is apparent.

Indicators of the cyclical component of systemic risk suggest that 
the Czech financial system is entering a phase of modest post-crisis 
recovery in lending
Credit growth is still below its high pre-crisis level, but remains in 
positive territory. In all probability, 2012 will see stability or a modest 
decline in credit growth, but a stronger recovery is possible in 2013. In 

89 The CNB started this survey, also known as Bank Lending Survey, in 2012. It will be conducted 
on a quarterly basis in line with other similar surveys in the euro area and other EU countries, 
and 18 selected banks will take part. A pilot round took place in March and April 2012. 
The first regular round will be conducted in June and July 2012 and its results will then be 
published on the CNB website.
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connection with rapid growth in new house purchase loans observed 
in the monetary and financial statistics, media commentators began 
to speak of a mortgage boom and a renewal of the property market 
bubble in 2011 H2. If one compares the growth in the total stock of 
loans for house purchase and new loans for house purchase, it is clear, 
however, that this is not the case (see Chart V.4). The month-on-month 
increases in the stock of loans for house purchase are far below the 
mortgage boom level of 2006–2008. The explanation of the difference 
between the two time series is that some new loans are existing loans 
that have been refinanced with other banks at the end of the interest 
rate fixation period (see section 2.3). 

An increase in the cyclical component of systemic risk is being 
prevented by pessimistic expectations
A fundamental factor reducing the possibility of a new wave of ill-
considered borrowing is the high level of pessimism among financial 
institutions and their clients. Economic agents are now aware of the risk 
of renewed recession, the potential continuation of the property price 
decline, and the generally increased probability of default.

The ratio of loans to GDP is at an appropriate level in the Czech 
Republic
Under Basel III, the evolution of loans to the real sector as a percentage 
of GDP compared to the “trend” estimated by Hodrick-Prescott filter 
will be the first tentative indicator of a lending boom and in future 
should also be used to determine the rate of the countercyclical capital 
buffer. Although the simple filtering technique proposed by the Basel 
Committee on Banking Supervision does not necessarily suit converging 
countries such as the Czech Republic,90 this indicator will routinely be 
calculated under the proposed European implementation of Basel III. 
National regulators will also be allowed to use other major credit cycle 
indicators (see Box 7). The evolution of credit as a percentage of GDP in 
the Czech Republic and its estimate for the near future show that the 
Czech Republic is currently roughly at the trend level under the Basel III 
methodology (see Chart V.5). However, an estimate of the equilibrium 
level based on economic fundamentals indicates that the real sector’s 
debt is still below the average for similarly advanced countries. We 
do not see any significant risks in this area in the near future given 
the expected stabilisation of the credit-to-GDP ratio due to subdued 
growth in lending.

Deleveraging in the euro area will have only an indirect effect on 
the Czech economy 
The risk of deleveraging and its direct adverse impacts on the Czech 
economy is currently low and should not strongly affect the lending 
conditions in the Czech Republic. The total debt of domestic economic 
sectors is not high by international standards either. This is evidenced 
by an international comparison of gross debt levels in the form of loans 

90 See the discussion in Geršl, A., Seidler, J. (2011): Excessive Credit Growth as an Indicator of 
Financial (In)Stability and its Use in Macroprudential Policy in FSR 2010/2011.

03/03 03/05 03/07 03/09 03/1303/11 03/15

Credit-to-GDP ratio

Long-term trend according to HP filter (Basel III lambda)
Estimate of equilibrium level based on economic fundamentals

20

30

40

50

60

70

80

Chart V.5

Assessment of real sector debt in the Czech Republic
(%; bank loans only)

Source: CNB, CNB calculation
Note:   Estimate of equilibrium level based on method described in Geršl, A., 

Seidler, J.: Credit Growth and Capital Buffers: Empirical Evidence from 
Central and Eastern European Countries,CNB Research and Policy Note 
3/2011.

Total Excluding financial institutions

IE
JP
GB
ES
PT
FR
KO
US
DE
AU
CA
GR
CZ

0 100 200 300 400 500 600 700

Chart V.6

Total gross debt of selected economies
(% of GDP)

Source: McKinsey, CNB
Note:   Total gross debt is the sum of the debt of households, corporations, 

government and financial institutions. Data as of 30 June 2011; for 
Ireland, Portugal and Italy as of 31 March 2011; for the Czech Republic 
as of 31 December 2011.

5 risKs to finanCial stabilitY anD MaCroprUDEntial poliCY



84

Czech National Bank / Financial Stability Report 2011/2012

received and bonds issued by individual sectors (see Chart V.6).91 Given 
its high degree of openness, however, the output of the domestic 
economy may be indirectly adversely affected by the problems of highly 
indebted euro area economies. 

Banking sector liquidity indicators are indicating stabilisation at 
safe levels
The Czech banking sector has above-average liquidity by international 
comparison and a significant excess of deposits over loans (see 
section 4). In addition, such coverage has been kept at safe levels (well 
above 100%) since the crisis began. The trend of a gradual reduction in 
this buffer stopped back in 2008 (see Chart V.7).

91 The data are taken from the study Debt and Deleveraging: Uneven Progress on the Path to 
Growth (McKinsey Global Institute, January 2012), which is an update of a more detailed 
report: Debt and Deleveraging: The Global Credit Bubble and its Economic Consequences, 
McKinsey Global Institute, January 2010. The gross debt level indicator overstates the debt 
burdens of individual economies to a varying extent, as particular sectors have many assets 
vis-à-vis other sectors and in some cases also vis-à-vis other countries and their net debts 
may thus be much lower. Despite this, gross debt is a useful measure for assessing the 
potential stress of debtors if the economy takes a turn for the worse.
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5.2   STRESS TESTS OF BANKS, INSURANCE COMPANIES 
AND PENSION FUNDS

The stress test results confirm that banks and insurance companies 
are highly resilient to adverse shocks, while the pension fund sector 
remains sensitive to strong market shocks 
In order to assess the resilience of banks, insurance companies and 
pension funds, macro-stress tests were performed using one Baseline 
Scenario and one Europe in Depression stress scenario, which was 
gradually extended to include several selected risks. Liquidity stress 
tests were also conducted for the banking sector, assuming the 
extension of the adverse Europe in Depression scenario to include 
liquidity shocks. The test results confirmed that this sector is highly 
resilient to a combination of adverse macroeconomic, market, liquidity 
and selected ad-hoc shocks. The insurance company sector is able to 
cope well with the risks stemming from adverse market developments 
thanks to its relatively large capital buffer, but the pension fund sector 
remains highly sensitive to greater volatility in securities prices.

The strong position of the Czech financial system was also confirmed 
by the results of the IMF’s FSAP mission
The IMF’s FSAP (Financial Sector Assessment Program) mission took place 
in the Czech Republic in the second half of 2011. The mission focused 
on assessing stability in the Czech financial system and the compliance 
of banking supervisory practices with international standards. As part 
of the mission, stress tests were also performed jointly by CNB and IMF 
experts. These tests confirmed the high resilience of the Czech banking 
sector to strongly adverse shocks. The FSAP mission also produced 
numerous recommendations, mainly regarding the financial stability 
mandate and on organisational aspects of macroprudential policy, as 
well as in the areas of supervision and regulation, credit unions and 
crisis management.92

The stress test methodology has been refined
The shock impact horizon in the banking sector solvency stress tests 
has been extended from two to three years. This change allows for 
better testing of the impact of scenarios with protracted weak growth, 
including lagged transmission of the adverse situation in the economy 
to the quality of banks’ loan portfolios. According to the available 
analyses, a fall in GDP passes through quickly to the quality of corporate 
loan portfolios, but takes one to two years to affect the quality of loans 
to households. At the same time, satellite models linking loan growth, 
default rates, loss given default and property prices to macroeconomic 
developments were re-estimated. Another innovation is the assumption 
of haircuts on government bonds of all EU countries with government 
debt exceeding the “Maastricht” limit of 60% of GDP (for the scenarios 
or their sensitivity variants where such a shock to sovereign risk is 
expected), and not only for the most indebted EU countries. The haircut 

92 See the FSSA (Financial Sector Stability Assessment) and other Technical Notes that will be 
published on the CNB website during the year 2012.

table V.1

Country
S&P

10 May 2012
Haircut

in %

Belgium Haircut 7
France AA+ 4

Ireland BBB+ 25

Italy BBB+ 25

Cyprus BB+ 35

Hungary BB+ 35

Malta A- 21

Germany AAA 0

Netherlands AAA 0

Portugal BB 39

Austria AA+ 4

Greece CCC 60

Spain BBB+ 25

United Kingdom AAA 0

Source: S&P, CNB calculation

Haircuts on government bonds of EU countries with debt  
exceeding 60% of GDP used in the stress tests
(%)

table V.2

Actual 
value 

Baseline 
Scenario

Europe in 
Depression

2011 2012 2013 2014 2012 2013 2014

Macroeconomic variables

GDP (y-o-y %) 1.7 0.0 1.9 3.1 -2.0 -3.2 -2.7

CZK/EUR exchange rate 24.6 24.7 24.3 24.2 25.3 26.5 25.9

Inflation (%) 1.9 3.6 1.5 1.7 3.6 1.3 1.4

Unemployment (%) 8.9 8.8 8.9 8.4 9.3 11.0 11.7

Nominal wage growth (%) 2.9 3.1 4.2 5.0 -0.3 0.4 1.5

Effective GDP growth in euro 
area (%)

2.8 0.5 1.6 2.1 -0.4 -2.4 -2.8

Credit growth (%)

Total 6.0 3.2 4.1 6.1 0.2 -3.3 -4.5

Corporations 6.1 4.8 6.1 9.3 -0.3 -5.9 -7.7

Households 5.0 3.6 4.4 6.3 0.6 -2.9 -4.4

Default rate (PD, %)

Corporations 3.1 3.2 2.9 2.5 5.9 6.7 6.0

Loans for house purchase 4.7 4.4 4.5 4.1 6.2 8.2 7.4

Consumer credit 4.7 4.3 4.0 3.6 6.1 7.9 7.8

Loss given default (LGD, %)

Corporations 45.0 45.0 45.0 45.0 49.1 55.1 56.6

Loans for house purchase 22.0 22.5 23.4 22.0 28.0 42.5 44.5

Consumer credit 55.0 55.6 56.0 53.8 57.4 64.1 67.1

Asset markets (%)

3M PRIBOR 1.2 1.0 1.0 2.1 2.1 1.4 0.6

1Y PRIBOR 1.8 1.5 1.5 2.6 2.3 1.5 0.8

5Y yield 2.7 2.3 2.3 2.9 3.1 3.2 2.9

3M EURIBOR 1.4 0.8 0.8 1.1 2.4 1.3 0.2

1Y EURIBOR 2.0 1.0 0.9 1.2 2.3 0.7 0.4

5Y EUR yield 2.0 0.7 0.7 0.8 1.2 1.2 1.2

Change in res. property prices -1.8 0.1 1.4 3.5 -10.8 -11.7 0.9

Change in share prices -10.0 -5.0 -30.0

Banking sector earnings

Adjusted operating profit 
(y-o-y %)

2.4 -12.1 0.2 8.4 -27.0 -22.3 11.6

Source: CNB, CNB calculation

Key variables in the individual scenarios
(average for given years)
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rate is linked to the rating of each country (see Table V.1).93 This type 
of sovereign risk testing work has also been introduced for the tests of 
pension funds and insurance companies. A three-month horizon has 
been added to the already applied one-month horizon for the banking 
sector liquidity stress tests.

The Baseline Scenario indicates no significant fall in risks 
Given the importance of the banking sector from the perspective of 
the financial sector (see line FS.1 in the Table of Indicators), stress tests 
of the banking sector are traditionally one of the most important tools 
for assessing potential risks to the stability of the financial sector as 
a whole. The tests therefore focus mainly on credit risk, which is the 
largest risk for the Czech banking sector and is particularly closely 
linked with the household and corporations sectors. The uncertain 
economic outlook in these sectors for the years ahead (see sections 2.2 
and 2.3) is therefore reflected in persisting credit risk for the main 
credit segments of banking portfolios. This risk is characterised mainly 
by the expected default rate, which stays at similar levels as in 2011 
given the assumptions of the Baseline Scenario (see Table V.2). Owing 
to increased competitive pressures pushing down interest profit, the 
Baseline Scenario assumes a relatively sizeable decrease in adjusted 
operating profit. Despite this, the banking sector is still profitable over 
the entire test horizon and has high capital reserves.

The Europe in Depression stress scenario would imply a sizeable 
rise in credit risk and lower profitability of the sector
The adverse Europe in Depression scenario describes a significant and 
protracted decline in economic activity over the entire three-year test 
horizon. This scenario differs to some extent from the stress scenarios 
used during 2011, which tended to show a sharp contraction in GDP 
followed by a gradual return to positive territory. The macroeconomic 
developments assumed in the Europe in Depression scenario result in 
a noticeable rise in credit losses and a decline of around 30% in the 
adjusted operating profit of the banking sector at the forecast horizon. 
The adverse developments will therefore give rise to an accounting loss 
of the banking sector in 2013 and 2014 (see Table V.3). Despite the 
conservative calibration of the stress test system, which overestimates the 
potential risks, the aggregate CAR of the banking sector is maintained 
above 13% in the Baseline Scenario and sufficiently above the regulatory 
minimum of 8% even in the adverse scenario (see Chart V.8). Tier 1 
capital adequacy is about half a percentage point below total capital 
adequacy, which also illustrates the good capitalisation of the sector.  

93 The haircuts of highly indebted countries were set pro rata based on their Standard & Poor’s 
ratings as of 10 May 2012. For example, the haircut on exposures to Greece (rated CCC in 
May 2012) was set at 60% for all bank exposures to this country. The haircut is applied to 
the lowered residual value of the exposures, which is around 30% of the original nominal 
value in the case of Greek government bonds. This assumption thus implies an additional 
write-down of Greek claims of 18 pp of the original nominal value and a decrease in the 
residual value of the exposure from 30% to 12%. The haircuts for Portugal (BB), Hungary 
(BB+) and Ireland (BBB+) were set at 39%, 35% and 25% respectively. A zero haircut was 
set for countries with the highest AAA rating reporting government debt of more than 60% 
of GDP.

table V.3

Baseline Scenario
Europe in 

Depression

2012 2013 2014 2012 2013 2014

Expected credit losses (minus sign for losses)

CZK billions -22.5 -26.7 -23.5 -36.5 -65.8 -63.5

% of assets -0.5 -0.6 -0.5 -0.8 -1.5 -1.4

Profit/loss from market risks

CZK billions 5.2 -0.9 -5.9 -2.1 2.9 2.5

% of assets 0.1 0.0 -0.1 0.0 0.1 0.1

Earnings for covering losses (adjusted operating profit)

CZK billions 72.8 73.1 80.1 60.2 45.7 51.3

% of assets 1.6 1.5 1.6 1.3 1.0 1.2

Pre-tax profit/loss

CZK billions 55.5 45.5 50.7 21.6 -17.3 -9.7

% of assets 1.2 1.0 1.0 0.5 -0.4 -0.2

Capital adequacy ratio

total in % 14.5 14.6 13.8 13.3 11.5 10.1

Tier 1 in % 13.8 14.0 13.2 12.6 11.0 9.6

Capital injections

CZK billions 0.0 14.6

% of GDP 0.0 0.4

No. of banks below  
8% CAR

0 12

Source: CNB, CNB calculation

Impact of the alternative scenarios on the banking sector

5 risKs to finanCial stabilitY anD MaCroprUDEntial poliCY



87

Czech National Bank / Financial Stability Report 2011/2012

Although the aggregate CAR is maintained above the regulatory 
minimum in the scenarios considered, the CARs of 12 banks fall below 
8% in the Europe in Depression scenario and those banks would have 
to strengthen their capital. The necessary capital injections total almost 
CZK 15 billion, which is around 0.4% of GDP; given the size of the 
banking sector, this is not a significant amount and does not threaten 
its stability (see Table V.3).

Sensitivity variants of the adverse scenario extend the range of 
risks tested
As part of its stress tests, the CNB traditionally extends the adverse 
scenario to include sensitivity analyses which intensify the impacts of 
the negative developments and illustrate the sensitivity of the sector 
to some relevant risks. One of the variants extending the Europe in 
Depression scenario is an assumption of an escalation of the debt 
crisis and significant growth in yields on EU countries’ government 
bonds. This would manifest itself in a loss of investor confidence and 
growth in risk aversion not only to indebted EU countries, but also to 
the Czech Republic. The Europe in Depression and Loss of Confidence 
scenario assumes some impairment (around 3%) of all exposures to 
indebted EU countries, including exposures to AAA-rated countries. 
To this basic impairment we add additional haircuts on exposures 
to indebted EU countries using the values listed in Table V.1, which 
would imply additional losses of up to CZK 20 billion. The value of 
Czech government bonds held by banks would also decline, given the 
significant assumed increase in yields on domestic government bonds 
during 2012 (see Table V.4). 

The aggregate CAR will remain above 8% even for an extreme 
shock combining the adverse scenario, a loss of confidence and 
partial write-downs of exposures to parent groups
The loss of confidence stress scenario also includes another stress in 
the form of an assumed impairment of 50% of all exposures of the five 
largest domestic banks to their parent groups.94 Unlike the stress tests 
published in March 2012, where exposures to parent banks were also 
tested, so-called adjusted exposures are used here. They are obtained by 
deducting the bank’s liabilities in the form of loans and deposits received 
from the parent bank from the total gross exposure (see section 4). This 
extreme assumption will cause the banking sector to incur additional 
losses of almost CZK 37 billion and a decline in capital adequacy to 8% 
(see Chart V.9). This additional shock should be understood as a means 
of quantifying the transmission of extreme shocks from parent groups 
to the Czech banking sector rather than as an assumption that the 
five parent banks considered will go bankrupt. The necessary capital 
injections for this shock amount to CZK 32.5 billion (0.8% GDP).

94 Similar tests have been performed for the Czech banking sector in the past – for the first 
time in 2011 jointly with the IMF during the FSAP mission, and for the second time in 
February 2012 as part of the CNB’s regular stress testing.
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table V.4

Loss of confidence Parent groups

2012 2013 2014 2012 2013 2014

Expected credit losses (minus sign for losses )

CZK billions -36.3 -63.1 -63.7 -36.3 -63.1 -63.7

% of assets -0.8 -1.4 -1.4 -0.8 -1.4 -1.4

Profit/loss from market risks

CZK billions -13.1 4.4 3.1 -13.1 4.4 3.1

% of assets -0.3 0.1 0.1 -0.3 0.1 0.1

Country risk

CZK billions -20.0 0.0 0.0 -20.0 0.0 0.0

% of assets -0.4 0.0 0.0 -0.4 0.0 0.0

Interbank contagion

CZK billions 0.0 -1.0 0.0 -0.2 -1.2 -0.3

% of assets 0.0 0.0 0.0 0.0 0.0 0.0

Loss from parent exposures

CZK billions 0.0 0.0 0.0 -36.9 0.0 0.0

% of assets 0.0 0.0 0.0 -0.8 0.0 0.0

Earnings for covering losses (adjusted operating profit)

CZK billions 64.2 54.7 60.1 62.2 46.0 46.1

% of assets 1.4 1.2 1.4 1.4 1.0 1.0

Pre-tax profit/loss

CZK billions -5 -5 0 -44 -14 -15

% of assets -0.1 -0.1 0.0 -1.0 -0.3 -0.3

Capital adequacy ratio

total in % 12.9 11.0 10.0 11.6 9.5 8.2

Tier 1 in % 12.3 10.5 9.5 10.9 8.9 7.7

Capital injections

CZK billions 17.6 32.5

% of GDP 0.4 0.8

No. of banks below 8% 
CAR

12 15

Source: CNB, CNB calculation

Results of sensitivity analyses
(in Europe in Depression scenario)
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The portfolio concentration test confirms significant impacts of 
potential bankruptcy of the largest debtors
Concentration risk – consisting in high exposures of banks to a small 
group of entities – is traditionally tested by partially impairing the 
largest exposures of each bank. The concentration test is performed 
for the three largest debtors of each bank and takes into account the 
current balance-sheet exposure of the largest debtors to the bank as 
well as the potential increase arising from commitments and guarantees 
(see section 4). The test assumes a substantial 80% impairment of 
total exposures to the largest debtors and causes a significant loss 
to the sector (see Chart V.10). In terms of the stress, however, this 
is an extremely implausible variant which exceeds the stress scenarios 
normally used owing to its strength and substantially smaller probability. 
Despite this, the banking sector as a whole will remain above the 8% 
capital adequacy level at the end of 2012. Given the size of the stress, 
even the sizeable fall in capital adequacy to the regulatory minimum for 
this sensitivity test can be assessed positively.

In addition to the concentration test, the CNB regularly tests the risks 
associated with exposures to selected sectors or groups of debtors. For 
the purposes of this FSR, an additional sensitivity test was performed, 
assuming a write-down of 50% of all exposures to selected developers 
(see section 3). The write-off of these losses represents a loss of 
CZK 17.5 billion for the banking sector, and its impact on the aggregate 
CAR in the adverse Europe in Depression scenario is similar to that in 
the loss of confidence extension.

Liquidity tests confirm the good liquidity position of banks in the 
Czech Republic
The assessment of the resilience of the banking sector also included 
a liquidity stress test using a stress scenario that can be interpreted 
as an extension of the Europe in Depression stress scenario to include 
liquidity shocks (see Table V.5). The two-round macro-stress-testing 
model presented in FSR 2010/2011 was used to test banks’ liquidity risk. 
The first round of the impact involves the emergence of a potential gap 
in banks’ balance sheets associated with increased demand for asset 
financing amid lower resources (see the first two items of Table V.1) 
and a concurrent decline in the value of some assets (the other items) 
with no difference in their accounting (the revaluation also affects 
assets held to maturity). The outflow of deposits and the decline in the 
value of assets sold before maturity are expressed as average values of 
various parameters applied to a specific bank. These were derived from 
the results for individual banks obtained in the solvency stress tests 
presented above.95 The second round of shocks emerges as a result of 
a rise in reputational and systemic risk brought about by banks’ efforts 
to close the liquidity gap and is expressed through additional losses 
arising from the revaluation of securities held in the balance sheet. 
Overall, this is a scenario with a very high degree of stress.

95 Banks that incurred accounting losses in the credit risk stress scenarios face a greater outflow 
of liquidity than profitable banks. In sales of illiquid assets, account is taken of the quality of 
the bank’s assets as measured by the credit portfolio risk costs. 
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Results of the concentration stress test
(in Europe in Depression scenario)

Source: CNB

Scenario type Values

Bank run (average for banks, %) 10

Drawdown of credit facilities (credit lines, % of volume) 10

Share of short-term claims on banks that will  
become unavailable (%)

30

Share of short-term claims on other clients that will become 
unavailable (%)

30

Reduction in value of government bonds eligible as collateral  
in CNB liquidity-providing operations (%)

30

Reduction in value of other securities (%) 40

Reduction in value of assets sold before maturity 
(average for banks, %)

50

Source: CNB, CNB calculation

table V.5

Scenario type and shock size 
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The scenario was applied individually to 23 banks having their registered 
offices in the Czech Republic at the one-month and three-month 
horizons. To assess balance-sheet liquidity, the liquidity buffer96 (LB) was 
selected. It was calculated at its initial value and after the application of 
the two rounds of liquidity shocks (see Chart V.11). The initial liquidity 
buffers (the full columns) suggest a high level of quick assets in the 
banking sector as a whole (over 20%). The lowest level of quick assets 
is held by building societies (see section 4).

The impacts of the negative shocks on the balance sheets of the groups 
of banks monitored were very balanced (see Chart V.11). On average, 
medium-sized banks would be hit hardest at the one-month horizon, 
followed by large banks, while building societies followed by medium-
sized banks would be hit hardest at the three-month horizon. The 
liquidity buffer would decline by roughly two-thirds on average. If the 
three-month horizon was applied, the volume of quick assets of the 
building society sector would fall by more than 80%. This is due to the 
configuration of the building savings system, where a significant share of 
time deposits consists of deposits redeemable at notice of three months. 
The liquidity buffer would be fully exhausted by one bank in the case of 
the one-month test and by two banks in the case of the three-month 
test. This is due to the types of business model chosen by individual banks 
and the total volume of quick assets held. Very specific business models 
(especially in the case of some medium-sized banks) where long-term 
assets financed by issues of own securities stand against the minimum 
liquidity buffer cannot withstand the simulated stress by definition. If 
banks with specific business models were taken out of the test, medium-
sized banks would pass the tests for the above scenarios on average at 
a level comparable with large banks. 

The composition of the liquidity buffer varies from bank to bank. While 
large banks and most building societies hold the largest part of their 
buffer in the form of Czech government bonds, small and medium-sized 
banks hold most of their quick assets in the form of short-term claims 
on credit institutions. Small banks were the best performers on average 
in this test; however, if a larger stress was applied to uncollectibility of 
short-term claims, the results of these banks would not be so favourable. 
Similarly, if a scenario similar to the Greek crisis was applied, with Czech 
government debt being subject to high write-offs, the results would not 
be favourable for large banks and other banks with high concentrations 
of Czech government bonds in their balance sheets. 

Although the conditions of the scenario were relatively tough, the banks 
tested withstood the simulated shock and would be able to close the 
potential liquidity gap within one month or three months even under 
worse market conditions. 

96 The liquidity buffer is analogous to quick assets, which are one of the basic indicators of 
liquidity risk used in microprudential supervision. For the one-month horizon, the liquidity 
buffer is defined as the sum of cash, claims on the central bank, Czech government bonds and 
claims maturing within one month, while claims maturing within three months are taken into 
account for the three-month horizon. Given this definition, the liquidity buffer for the three-
month horizon is equal to or greater than the liquidity buffer for the one-month horizon. 
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Stress tests of pension funds confirm the significance of market 
risks
The stress tests of pension funds focus on assessing the risks to the 
sector at the one-year horizon. In addition to the Baseline Scenario, the 
resilience of the sector to adverse developments – a sharp rise in interest 
rates and depreciation of the exchange rate – was tested. Since the 
decline in the value of bond holdings due to the rise in interest rates is 
a significant stress for the market-risk-sensitive pension fund sector, an 
extended variant of the Europe in Depression scenario – called Europe 
in Depression and Loss of Confidence – was used to assess the sector’s 
resilience to adverse developments.

The same as last year, we conservatively assume that yields in 2012 will 
not foster any increase in equity. Although pension funds must hedge 
exchange rate risk in line with the legislation in force, we assume partial 
inefficiency of this hedging in the stress scenario, with 50% of the 
potential losses (losses excluding hedging) stemming from changes in 
the exchange rate being reflected in pension funds’ performance. The 
calculation of potential capital injections is based on the assumption 
that pension funds should maintain equity of around 2% of assets.97 

The test results show that the equity of pension funds would fall below 
the set threshold of 2% in the adverse scenario (see Table V.6). Capital 
injections of almost CZK 2 billion (less than 0.05% of GDP) would be 
needed to top up the equity to this threshold. The sector’s biggest 
losses arise from interest rate risk. This is linked with the structure of 
the funds’ assets (see section 4). By contrast, depreciation of the koruna 
would have a favourable effect on the funds’ performance (if not fully 
offset by hedging). On the other hand, real estate risk is minimal due 
to long-running low investment of funds in assets of this type. Equity 
risk becomes significant only in the event of a sharp 30% fall. In the 
Baseline Scenario, the capital position of the sector falls mainly because 
of the change in long-term interest rates and the appreciation of the 
exchange rate, but the sector remains sufficiently capitalised.

The sector is also tested for other risks that might imply additional 
losses for the sector 
In addition to the risks arising from the assumptions of the baseline and 
adverse scenarios, sensitivity analyses regarding other potential risks 
were performed for the pension fund segment (see Table V.7).98 The first 
analysis focuses on assessing the risks related to the upcoming pension 
reform. In this context, the impact of the release of accumulated accrued 
expenses in 2012 (see Box 5, section 4) was analysed. This would mean 
losses of CZK 2.7 billion for the sector. The second analysis focuses 
on assessing the losses from a decline in bond prices if these bonds 
were revalued to the market price. Although the regulatory rules allow 
pension funds to value selected government bonds as held to maturity, 

97 This value was estimated on the basis of the parameters of the prudential mechanism agreed 
between the CNB and the Association of Pension Funds in 2009.

98 Losses arising from the ad-hoc sensitivity analysis are deducted from equity, which is already 
reduced by losses in line with the scenario.

table V.6

Baseline 
Scenario

Europe in 
Depression and  

Loss of Confidence

Equity (as of end of 2011)
CZK billions 12.5 12.5
% of assets 5.0 5.0
Allocation of 2011 earnings for policyholders
CZK billions -3.9 -3.9
% of assets -1.6 -1.6
Gains/losses arising from interest rate risk
CZK billions -0.9 -4.0
% of equity -6.9 -31.9
Gains/losses from changes in share and unit value
CZK billions -0.4 -1.8
% of equity -3.2 -14.4
Exchange rate gains/losses
CZK billions -0.4 0.6
% of equity -3.2 4.8
Gains/losses from changes in property value
CZK billions -0.1 -0.2
% of equity -0.5 -1.6
Impact of risks on equity
CZK billions -1.7 -5.4
% of assets -0.7 -2.2
Equity (as of end of 2012)
CZK billions 6.9 3.2
% of assets 2.9 1.3

Source: CNB, CNB calculation

Results of the pension fund stress tests
(one-year horizon)

table V.7

Baseline 
Scenario

Europe in 
Depression and  

Loss of Confidence

Release of accrued expenses in 2012
CZK billions -2.7 -2.7
% of assets -1.1 -1.1
Equity (as of end of 2012)
CZK billions 4.2 0.5
% of assets 1.7 0.2
Revaluation of instruments held to maturity
CZK billions -1.3 -11.5
% of assets -0.5 -4.6
Equity (as of end of 2012)
CZK billions 5.6 -8.3
% of assets 2.3 -3.3
Exposure impairment risk
CZK billions -1.6 -1.6
% of assets -0.6 -0.6
Equity (as of end of 2012)
CZK billions 5.3 1.6
% of assets 2.1 0.7

Source: CNB, CNB calculation

Ad-hoc sensitivity analysis in the pension fund tests
(one-year horizon, additional shocks in individual scenarios)
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pension funds would have to value these instruments at market value 
if they suddenly needed to obtain liquidity. The loss of CZK 11.5 billion 
shows that the necessary bond revaluation would have a significant 
impact on the funds’ performance. The final sensitivity analysis focuses 
on the risks arising from exposures to European countries with general 
government debt exceeding 60% of GDP. As in the banking sector 
tests, the haircuts listed in Table V.1 are applied to the securities of 
these European countries. The analysis does not indicate any major risks 
in this respect. This can be explained mainly by the strict legislative rules 
applying to the investment activities of pension funds.

Stress tests of insurance companies confirm the sufficient resilience 
of this sector
Like the pension fund tests, the stress tests of insurance companies 
were performed for the Baseline scenario and for the extended adverse 
Europe in Depression and Loss of Confidence scenario. The tests use 
the end-2011 data and focus on the one-year horizon. The sample of 
institutions tested contained the 11 insurance companies that take 
part in the joint stress test project of the CNB and selected insurance 
companies.99 

In the adverse Europe in Depression and Loss of Confidence scenario, 
insurance companies would be hit hardest by losses of around 
CZK 20 billion arising from interest rate risk and losses of CZK 4.5 billion 
arising from a decline in share and unit value (see Table V.8). The 
cumulative impact of all the risks considered on the available solvency 
margin (ASM) in this scenario would be CZK 27.4 billion, or 7.9% 
of the assets of the institutions tested. Given the expected profit of 
CZK 15.5 billion in 2012 and planned dividends of around CZK 9 billion, 
the ASM would drop from CZK 50.8 billion (14.3%) to CZK 33.2 billion 
(9.4%). As a result, the aggregate solvency ratio would decline from 
265% to 176% but would stay above the regulatory minimum of 100%. 
In the event of adverse market developments, two insurance companies 
could fall below the regulatory solvency minimum and would have to 
top up their capital. The necessary capital injections would amount to 
CZK 320 million (i.e. less than 0.01% of GDP). Despite these losses, 
the insurance company sector can be assessed as stable and resilient to 
adverse developments.

Stability can be expected in this sector under the Baseline Scenario. 
Losses from the revaluation of bonds and from the fall in non-life 
insurance premiums should be offset by retained earnings (planned 
dividend payments declined by 55% compared to those planned last 
year), and the aggregate solvency rate at the end of the test horizon 
should be similar to that observed at the end of 2011. 

99 The tests use internal CNB data supplemented by preliminary results from the joint stress 
tests of the CNB and selected insurance companies. These joint stress tests also analyse the 
impacts of insurance risks in addition to market risks.

table V.8

Baseline 
Scenario

Europe in 
Depression and  

Loss of Confidence

Gains/losses arising from interest rate risk

CZK billions -2.05 -19.66

% of ASM -4.04 -38.73

Gains/losses from change in technical provision

CZK billions 0.20 2.52

% of ASM 0.39 3.73

Gains/losses from changes in share and unit value

CZK billions -0.61 -4.51

% of ASM -1.20 -8.89

Exchange rate gains/losses

CZK billions 0.05 -0.23

% of ASM 0.09 -0.46

Gains/losses from changes in property value

CZK billions -0.14 -0.51

% of ASM -0.27 -1.00

Gains/losses from fall in non-life insurance premium

CZK billions -2.31 -2.31

% of ASM -4.55 -4.55

Impact of risks on ASM

CZK billions -7.74 -27.38

% of assets -2.18 -7.90

Projected earnings from insurance activities in 2012

CZK billions 15.53 15.53

% of assets 4.38 4.38

Planned dividends for payment in 2012

CZK billions -8.97 -8.97

% of assets -2.53 -2.53

Other impacts (tax)

CZK billions -0.38 1.50

% of assets -0.11 0.45

ASM (as of end of 2011)

CZK billions 50.75 50.75

% of assets 14.31 14.31

ASM (as of end of 2012)

CZK billions 51.51 33.22

% of assets 14.52 9.37

Solvency ratio

as of end of 2011 265% 265%

as of end of 2012 269% 176%

Source: CNB

Results of the insurance company stress tests
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5.3   SYSTEMIC RISKS AND MACROPRUDENTIAL POLICY 
RECOMMENDATIONS

Credit risk remains the focus of the CNB’s attention
A potential deterioration of the credit portfolio resulting from adverse 
developments in the real economy remains the main risk to the Czech 
banking sector (see section 2). Banks’ balance sheets still contain quite 
a large stock of NPLs, most of which were provided either before the 
crisis or in its first phase. It can be deduced from the stock of NPLs 
and the related provisioning that the inflow of new NPLs has gradually 
slowed in recent quarters and – in combination with the write-off of 
default loans – growth in total NPLs has halted. However, the slowdown 
in economic activity and in particular the unfavourable evolution of 
household income may now reverse this positive trend. Loans provided 
after the economy started to recover following the 2009 recession 
might then become non-performing to an increasing extent. If the 
Europe in Depression scenario materialises, the NPLs and provisions 
could increase significantly again (see Chart V.12). 

Banks must maintain a high loss-absorbing capacity 
To maintain high public and investor confidence in the stability of the 
Czech banking sector, banks must maintain a high capacity to absorb 
potential credit and market losses. In an environment of high uncertainty 
about the future economic development and increased sensitivity of 
financial analysts to the links between parent and subsidiary banks, it 
will also be necessary to continue regularly monitoring banks’ capital 
adequacy on both a solo and consolidated basis. In the medium term, 
it will also be necessary in the Czech Republic to evaluate a risk that 
is currently a subject of debate among many foreign regulators and 
supervisors, namely the possibility that banks, in their efforts to comply 
with the new Basel III capital requirements, might rely too much on 
reducing their risk-weighted assets by softening the risk parameters in 
their internal risk models or on creatively “restructuring” some assets 
in order to reduce their risk weight.100 When managing risks, banks 
should consider scenarios containing long-term adverse trends in the 
macroeconomic environment showing up as flat or slow income growth. 
The settings of internal models should not be based on time series 
primarily covering the pre-crisis period of rapid economic growth and 
on inappropriate quantitative methods that result in underestimation of 
the risks of adverse scenarios. 

The CNB’s strategy for the near future will consist mainly in paying 
increased attention to credit risk and the links between domestic 
banks and their parent groups
The CNB will continue to pay increased attention to the quality of the 
credit portfolios of banks and credit unions. The main emphasis will 
be put on prudential categorisation of claims, sufficient provisioning 
and correct collateral valuation. With regard to the growth in mortgage 

100 See, for example, Das, S., Sy, A. N. R. (2012): How Risky Are Banks’ Risk Weighted Assets? 
Evidence from the Financial Crisis, IMF Working Paper WP/12/36.
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NPLs and provisions
(year-on-year changes in CZK billions)

Source: CNB
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loans, which is going on in an environment of low interest rates, the 
CNB will also focus on the sensitivity of mortgage portfolios to possible 
interest rate growth. 

On the basis of credit risk analyses, the CNB is also taking regulatory 
measures. In April 2012, the CNB decree on prudential rules for 
banks, credit unions and investment firms was amended to tighten 
the qualitative requirements for the lending activities of banks and 
credit unions. It can be expected to take effect in July 2012. In the 
area of credit risk, new obligatorily assessed features of transactions 
have been specified and the scope of the existing features has been 
extended. Specifically, credit institutions are required to assess and take 
into account the macroeconomic conditions in the country of residence 
of the counterparty, including the phase of the business cycle, the 
level of the counterparty’s own funds, the ratio of the exposure to 
the counterparty’s free cash flows (LTI) and the ratio of the exposure 
to the value of the collateral used (LTV). At the same time, however, 
appropriate scope is left for taking into account the specific conditions 
of the transaction and no binding quantitative values are specified for 
those parameters. As regards provisioning, qualitative requirements are 
set for collateral for the purposes of valuing claims when determining 
asset impairment losses. Previously, these qualitative requirements were 
explicitly specified only in the capital adequacy and exposure rules. 
Now, a consistent approach must also be applied in the calculation of 
credit losses.

The CNB has prepared a new supervisory procedure for verifying 
the sufficiency of provisioning
In connection with previously conducted credit risk analyses (see 
section 4) and with discussions not only within the CNB, but also with 
IMF experts in the FSAP mission in late 2011, and also given the less-
than-satisfactory coverage of credit risks in some institutions, the CNB 
prepared draft official information and submitted it to the Ministry of 
Finance and the relevant associations for consultation in April 2012. 
The document, which is expected to be promulgated during June 2012, 
describes the CNB’s procedure for assessing the sufficiency of 
provisioning. The CNB intends to apply this procedure in the supervision 
of credit institutions (i.e. banks and credit unions). It can be regarded 
as a microprudential – and to a certain extent also macroprudential – 
tool aimed at supporting financial stability at a time of persisting risk of 
worse-than-expected economic developments. 

The main objective of this procedure is to facilitate a structured 
discussion about the amount of provisions mainly with institutions that 
do not apply the advanced IRB approach to credit risk management. 
Institutions that do apply the IRB approach normally conduct a so-called 
provisioning sufficiency test. This involves comparing the expected 
loss (calculated as the product of PD, LGD and EAD for all relevant 
portfolios) and the amount of provisions. Any shortfall in provisions 
is then subtracted from capital. Institutions that apply the standard 
approach to the calculation of capital requirements do not perform this 
test. The new CNB procedure consists in comparing the expected loss 
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– calculated using PD and LGD parameters specified by the CNB on the 
basis of sector averages – and the amount of provisions. Any difference 
will then be discussed with the credit institution concerned. If the credit 
institution fails to provide a satisfactory explanation of the difference, 
statutory supervisory tools (e.g. a requirement to create additional 
provisions, increase capital adequacy or limit dividend payments) may 
be activated. On the other hand, any excess provisioning found using 
this procedure cannot be interpreted as a signal to release provisions.

The CNB is tightening the rules for exposures to parent banks and 
introducing an information duty for non-standard intra-group 
credit risk transfers
The stress tests conducted for this Report and during the 2011 FSAP 
mission reacted among other things to the fact that credit default of 
a parent bank is a risk that would have a significant impact on the 
soundness of the banking sector.101 In response to potential risks stemming 
from the links between Czech banks and their parent companies, the 
CNB decree governing the exposures of Czech banks to their foreign 
parents and affiliates was amended in April 2012. The value of the 
exposure excluded from the overall limit on the institution’s exposure 
to a foreign parent or affiliate for the calculation of the regulatory 
(“net”) exposure has been reduced from 75% to 50%. With the limit 
for (net) exposure remaining at 25% of capital, this reduction implies 
a decrease in the gross exposure limit from 100% of regulatory capital to 
50%. Furthermore, an information duty to the CNB has been stipulated 
regarding the assumption of credit risk exceeding 1% of total assets from 
a group member and regarding the execution of a “structural change”, 
e.g. the purchase of only part of a business from a group member or 
a capital investment exceeding 10% of its equity capital.

The CNB continues to formalise macroprudential policy in 2012 
The CNB was one of the first central banks to establish a formal structure 
for assessing risks to financial stability and pursuing macroprudential 
policy. Since 2009 the members of the CNB Bank Board have met 
quarterly with experts from key departments in so-called macro-financial 
panels. In 2010 and 2011, similar or more formal macroprudential 
policy structures started to be established at national and international 
level. A joint institution for the identification of systemic risks and 
macroprudential policy – the European Systemic Risk Board (ESRB) 
– started operating in the EU in early 2011. Subsequently, European 
central banks, including the CNB, discussed possible directions for the 
development of macroprudential policy. The IMF FSAP mission which took 
place in the Czech Republic in the second half of 2011 recommended 
strengthening the CNB’s financial stability mandate and putting the 
objective to oversee the stability of the financial system into the Act 

101 The risk that Czech banks could suffer losses from exposures to their foreign parents was 
emphasised by foreign analysts in 2011. On 1 December, for example, Moody’s changed 
the outlook for the Czech banking sector to negative, stating links to parent banks as one 
of the reasons. However, analysts tend to overstate the potential risks associated with the 
possibility of parent banks using the liquidity of their Czech subsidiaries, as they overlook the 
potential support of parent banks by their governments and the exchange rate factor, which 
significantly restricts the rapid transfer of large volumes of funds.
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on the CNB on almost the same footing as the CNB’s primary objective 
to maintain price stability. At the EU level, the ESRB in January 2012 
issued a recommendation on the macroprudential mandate of national 
authorities102 proposing that EU Member States stipulate a mandate for 
financial stability and macroprudential policy at national level (ideally 
in their legislation) and ensure effective institutional arrangements 
for the conduct of macroprudential policy (including the issues of 
independence, transparency and accountability), with the central bank 
playing a leading role. The recommended measures should be in force 
not later than 1 July 2013. 

A draft amendment of the Act on the CNB was prepared in response to 
these recommendations. This strengthens the mandate of the CNB in 
the area of financial stability and macroprudential policy. The objective 
of overseeing financial stability is seen in a broader sense as a catch-
all objective for macroprudential and microprudential regulation and 
supervision and a number of other CNB functions (e.g. financial market 
operations) which, together with monetary policy, contribute to the 
stability of the macroeconomic environment and the financial system. 
To maintain financial stability, the CNB is authorised to use the tools 
at its disposal, be they standard tools of microprudential supervision 
or specific macroprudential tools or recommendations and warnings 
issued to relevant recipients. The CNB also made internal adjustments 
to its macroprudential policy decision-making system to bring it closer 
into line with its monetary policy decision-making system. 

BOX 7: 
MACROPRUDENTIAL POLICY AND COUNTERCYCLICAL 
CAPITAL BUFFERS IN THE EUROPEAN IMPLEMENTATION 
OF BASEL III

Basel III will be implemented in the EU by means of a directive 
(Capital Requirements Directive, CRD) and a regulation (Capital 
Requirements Regulation, CRR), each with the suffix IV (CRD/
CRR IV). The key parts of Basel III – pertaining primarily to capital 
requirements and required capital quality – will be part of the 
regulation and therefore directly applicable throughout the EU 
with no possibility of national discretion in implementation into 
national legislation. The requirement for uniform application 
of the main areas of banking regulation throughout the EU 
reflects efforts to make the regulatory environment for banks 
in the EU more transparent and remove national specificities 
and discretions (a “single rulebook”). In light of the increasing 
emphasis on the possibility of conducting macroprudential 
policy, however, this requirement is somewhat in conflict with 
the requirement to allow national regulators to set stricter 
requirements (e.g. for capital or liquidity) than laid down in EU 
law in order to contain systemic risks at the national level.

102 See the Recommendation of the ESRB of 16 January 2012 on the ESRB website: http://www.
esrb.europa.eu/recommendations/html/index.en.html.
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One of the tools which, in the original Basel III, gives national 
authorities some discretion in the setting of capital adequacy 
requirements is the countercyclical capital buffer.103 It allows the 
setting of a national rate of between 0 and 2.5% (and in justified 
cases even higher) which will be added to the minimum capital 
ratio stipulated by law to serve as a new minimum during times 
that the regulator judges to be “too good” – periods of high 
growth in lending and asset prices and optimistic expectations, 
during which systemic risks for the future usually accumulate. 
The original Basel III contains an international reciprocity rule 
for this tool: if a national regulator sets a rate for this buffer for 
exposures in its jurisdiction, regulators in other countries where 
Basel III is implemented must use this rate for the relevant cross-
border exposures of banks regulated by them in the relevant 
jurisdiction. International reciprocity is guaranteed for rates of 
up to 2.5%, but the proposed EU implementation of CRD IV 
(currently the “Danish Presidency Compromise”) goes beyond 
this and introduces the possibility of voluntary reciprocity above 
this limit in the EU. 

The CNB intends to make active use of the countercyclical 
buffer and welcomes the current compromise CRD/CRR IV 
proposal, which gives Member States sufficient flexibility in the 
setting and application of the variables and methods on which 
the buffer rate will be based. The EU legislation requires the 
calculation of a guide indicator of the credit gap in per cent of 
GDP under Basel III methodology, which – as demonstrated in 
FSR 2010/2011 – is not very suitable for converging countries 
like the Czech Republic. However, the rate may be based on 
other analyses using a range of variables relating to the credit 
cycle. These variables, which will be assessed quarterly by the 
CNB, include the credit gap in per cent of GDP calculated using 
alternative methods to determine overindebtedness of the 
real economy, credit growth itself, interest margins, property 
prices, credit risks measured by various indicators, changes in 
credit standards according to the Bank Lending Survey, and 
the profitability of banks. Countercyclical logic will be applied 
strictly in the assessment of the indicators: if growth in credit 
or property prices is excessive, margins are too low, profits are 
too high or credit risk is too low, the countercyclical capital 
buffer will have to be activated and so banks will have to create 
a capital reserve for worse times.

A discussion at EU level in 2011 and the first two months of 
2012 revealed that most national authorities consider the 
countercyclical capital buffer to be very useful but not entirely 

103 This tool gives discretion to national regulators and is therefore part of the directive (CRD IV), 
not the regulation. For details on the countercyclical capital buffer in Basel III, see Geršl, A., 
Seidler, J. (2011): Excessive Credit Growth as an Indicator of Financial (In)Stability and its Use 
in Macroprudential Policy in last year’s FSR. 
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sufficient to limit potential systemic risk in individual EU Member 
States. Many Member States, supported by the ESRB, are 
demanding minimum harmonisation of the requirements and 
are advocating flexibility in the conduct of macroprudential 
policy under CRD/CRR IV, in the sense of being able to make the 
requirements (especially for capital) tighter than the minimum, but 
never easier. By contrast, the European Commission, supported 
by some Member States, is insisting on maximum harmonisation 
of key required variables such as capital adequacy, pointing out 
that under CRD/CRR IV regulators will be able to apply the Pillar II 
tools (simply put, they will be able to tighten the requirements 
for individual institutions or groups of institutions on the basis of 
supervisory findings) and will possibly also have some freedom 
to set tighter risk weights for exposures secured by property. 
In this debate, the CNB is siding with the countries calling for 
greater national flexibility, as it believes that the current crisis in 
some EU countries reflects the fact that their authorities lacked 
a sufficient legislative mandate to use the tools to counter the 
build-up of systemic risk during the credit boom. 

The third version of the CRD/CRR IV compromise, prepared by 
the Danish Presidency in March 2012, attempts to find a middle 
ground and proposes to allow flexibility in order to limit systemic 
risk at national level in the following areas. First, in the event 
of a tightening of the Pillar II requirements – previously viewed 
as a tool of microprudential supervision – explicit reference 
may be made to the objective of limiting systemic risk. Second, 
a new type of systemic risk buffer is being introduced, which 
national authorities can use up to a CAR of 3% (with ex post 
notification of the European Commission and the ESRB), and 
in exceptional cases above this level (with the approval of the 
European Commission and the ESRB). If the combination of the 
countercyclical buffer, the systemic risk buffer and the Pillar II 
tools is demonstrably insufficient for the national authority, 
it may also tighten some other requirements listed in the 
regulation (e.g. the minimum CAR, certain risk weights) for 
a limited period of time and with subsequent assessment by the 
European Commission and the ESRB. This option is also given to 
the European Commission, which may impose such a tightening 
usually on a group of EU Member States. Although this rather 
complicates the implementation of Basel III in the EU, and 
although the proposed procedures may reduce the transparency 
of the practical conduct of macroprudential policy, the CNB 
regards this compromise as sufficient for macroprudential 
policy making in the Czech Republic. Together with the tools of 
microprudential supervision, it should lay a solid foundation for 
the pursuit of the financial stability objective.

5 risKs to finanCial stabilitY anD MaCroprUDEntial poliCY


	5 RISKS TO FINANCIAL STABILITY AND MACROPRUDENTIAL POLICY
	5.1 ASSESSMENT OF RISKS TO FINANCIAL STABILITY
	BOX 6: DELEVERAGING OF EUROPEAN BANKS AND FINANCIALREPRESSION

	5.2 STRESS TESTS OF BANKS, INSURANCE COMPANIES AND PENSION FUNDS
	5.3 SYSTEMIC RISKS AND MACROPRUDENTIAL POLICY RECOMMENDATIONS
	BOX 7:MACROPRUDENTIAL POLICY AND COUNTERCYCLICALCAPITAL BUFFERS IN THE EUROPEAN IMPLEMENTATIONOF BASEL III




