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Maintaining financial stability is defined as one of the CNB’s main objectives in Act No. 6/1993 Coll., on
the Czech National Bank, as amended:

Article 2
(2) In accordance with its primary objective, the Czech National Bank shall
d) supervise the activities of entities operating on the financial market, analyse the evolution of

the financial system, see to the sound operation and development of the financial market in the
Czech Republic, and contribute to the stability of its financial system as a whole.

The CNB defines financial stability as a situation where the financial system operates with no serious
failures or undesirable impacts on the present and future development of the economy as a whole, while
showing a high degree of resilience to shocks. The CNB's definition is based on the fact that financial
stability may be disturbed both by processes inside the financial sector that lead to the emergence of
weak spots, and by strong shocks, which may arise from the external environment, domestic
macroeconomic developments, large debtors and creditors, economic policies or changes in the
institutional environment. Any interaction between weak spots and shocks can result in the collapse of
systemically important financial institutions and in disruption of the financial intermediation and payment
functions of the financial system.

The CNB’s aim with regard to financial stability is above all to ensure a degree of resilience of the system
that minimises the risk of financial instability. To fulfil this aim, the CNB as a monetary and supervisory
authority uses the instruments made available to it by the Act on the CNB. Cooperation with other
national and international authorities is also very important in this area. In order to maintain financial
stability, the CNB focuses on prevention and broad communication with the public regarding the potential
risks and factors posing a threat to financial stability. This Financial Stability Report is an integral part of
such communication.

The global financial crisis has led not only to a strengthening of the importance of the objective of
financial stability in central banks, but also to the institution of macroprudential policy designed to
maintain financial stability. The main aim of macroprudential policy is to mitigate systemic risk, i.e. the risk
of instability of the financial system as a whole. An intensive debate about the tools of macroprudential
regulation, i.e. the set of pre-emptive measures intended to prevent financial instability, is going on at
international level. The European Systemic Risk Board (ESRB) has been operating at the European level
since the start of 2011. Together with three pan-European sectoral supervisory authorities (EBA, ESMA
and EIOPA) it makes up the European System of Financial Supervision (ESFS). If it identifies increased risks
of a systemic nature, the ESRB issues warnings and recommendations to mitigate those risks. CNB
representatives are involved directly in the ESRB’s work; the CNB Governor and another board member
are members of the General Board of the ESRB, and CNB experts participate in its working groups. Since
2011, the CNB has also been represented in the Regional Consultative Group of the Financial Stability
Board established by the G20.

The CNB regularly monitors and closely analyses developments in all areas relevant to financial stability.
The members of the CNB Bank Board meet every six months with experts from key sections at regular
meetings on financial stability issues. A wide range of information on developments of risks in the
domestic financial system and abroad is presented at these meetings. The position of the Czech economy
in the financial cycle is assessed and — if any risks to financial stability are identified — discussions are held
regarding the use of regulatory, supervisory and other economic policy tools to suppress such risks or their
potential effects.
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The Czech National Bank is pleased to present its ninth Financial Stability
Report (FSR) to the public. The aim is to analyse and identify the risks to
the financial stability of the Czech Republic. This year's FSR focuses
mainly on the risks that may arise in connection with the possible
continuation of recession and the difficult situation in euro area
countries.

The FSR is based on an advanced analytical and modelling framework
and contains stress tests of the key segments of the financial sector
(i.e. banks, insurance companies and pension funds) as well as a stress
test of households. The testing methodology has gradually been refined
and several changes have been made since the previous FSR. Calculation
of individual banks’ foreign exchange gains based on interest rates and
credit portfolios has been added to the tests of the banking sector. The
interbank contagion tests have also been revised and made tougher. The
stress tests of insurance companies and pension funds make increasing
use of individual data for individual tested institutions. The main
refinement of the household stress test is modelling of the labour market
position of households not only in relation to education level but also
other socio-demographic variables. The household test now also
incorporates shocks to interest rates.

The financial sector’s resilience is tested by means of an alternative
macroeconomic stress scenario entitled Protracted Depression. It assumes
a long-lasting decline in economic activity caused by a sizeable fall in
household consumption and investment in the domestic economy and
low external demand. This stress scenario is compared with the Baseline
Scenario, which is based on the CNB’s official May forecast. The impacts
of both scenarios are assessed not only from the perspective of the
financial sector, but also with regard to the property market and the non-
financial corporations and household sectors.

In an effort to gradually focus the FSR on macroprudential policy and its
tools, some changes have been made to its structure. Like last year, the
FSR is divided into four main sections followed by thematic articles. The
Real economy section deals with the external and domestic
macroeconomic environment and analyses the financial situation of non-
financial corporations and households. The section entitled Asset markets
analyses risks in the financial markets and the property market in more
detail. The section called The financial sector describes key trends in the
financial sector and the main sources of potential risks. The second part
of this section newly includes stress tests of individual segments of the
financial sector (banks, insurance companies and pension funds). The
final section focuses mainly on an overall evaluation of the financial
stability indicators and risks presented in the previous sections of the FSR
and goes on to provide information on how macroprudential policy tools,
microprudential regulation and financial market supervision can be used
to respond to those risks.

The thematic articles react to selected topical financial stability issues. The
article An Additional Capital Requirement Based on the Domestic



Systemic Importance of a Bank focuses on calculating the systemic
importance of banks and quantifying additional capital buffers for
individual banks in the Czech Republic. The article Fiscal Sustainability
and Financial Stability discusses the two-way interaction between the
financial sector and the government sector together with prudential
policies aimed at reducing sovereign risk in financial institutions’ balance
sheets. The article Household Stress Tests Using Microdata presents a
refined stress testing methodology and uses it to explore the impacts of
macroeconomic scenarios on the percentage of distressed households by
income. The article Impacts of Housing Prices on the Financial Position of
Households analyses the effect of property prices on household
consumption and debt in relation to housing type. The article Modelling
Bank Loans to Non-Financial Corporations examines the effect of demand
and supply factors on bank loans to non-financial corporations and
presents a forecasting model for such loans.

This Financial Stability Report was approved by the CNB Bank Board at its
regular meeting on financial stability issues on 23 May 2013 and was
published on 18 June 2013. It is available in electronic form at
http://www.cnb.cz/.
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Developments in both the global and Czech
economy in 2012 were disappointing

Monetary policies remained easy and major
central banks are continuing their
unconventional support measures

OVERALL ASSESSMENT

This summer the global economy will enter its seventh year since the
crisis broke out. In Europe, however, the crisis cannot be said to be over
yet, mainly because of developments in the euro area. Extreme financial
market stress in late 2011 was dampened by a combination of ECB
measures to provide massive amounts of long-term liquidity to banks.
In summer 2012, however, the financial stability of the euro area was
jeopardised again by a sharp rise in yields demanded on Spanish and
Italian government bonds. It was again the ECB that calmed the situation,
with its president promising to do anything to maintain the euro and
being ready to make stabilising interventions on the government bond
market where necessary. Although financial markets stabilised and
liquidity was restored even on risky assets markets, the outlook for real
economic activity worsened further. The situation therefore remains very
strained, the current stability is very fragile, and a resurgence of strong
tensions due to a combination of risks in bank balance sheets, falling
economic activity and sovereign risk cannot be ruled out. The risks to
financial stability in the euro area remain high.

The Czech financial sector remained highly resilient to external risks
in 2012, with some of its parameters becoming even more robust. The
return of the domestic economy to recession and the above-mentioned
developments in the euro area pose a number of risks to future financial
stability in the Czech Republic. The main risk scenario for the Czech
economy over the next two years remains a sharp contraction of
economic activity. The adverse income prospects of firms and
households, related not only to falling external demand, but also to weak
domestic demand, are generating potential for an increase in credit risk.
So far this risk can be regarded as a short- to medium-term one.
However, it cannot be ruled out that the European economy will face
longer-term economic stagnation. In some countries this risk is arising as
a result of macroeconomic imbalances and disruptions in the financial
system stemming from the pre-crisis period. In other economies,
including the Czech Republic, the indirect impacts of subdued growth
in trading partner countries and structural obstacles to internal
stimulation of economic activity predominate. This risk is being
exacerbated by some European regulatory initiatives and certain elements
of the banking union project.

DEVELOPMENTS IN 2012 AND 2013 Q1

The optimistic expectations of a recovery in advanced countries failed to
materialise in 2012. The decline in euro area economic activity was also
intensified by reduced availability of loans to the private sector in some
countries. The German economy continued to grow, but also recorded
signs of a slowdown in early 2013. In 2012 the Czech economy returned
to recession, which still persists according to preliminary GDP data for
2013 Q1.

Given the absence of demand-pull inflation pressures, the world’s major
central banks kept their monetary policy rates at historically low levels.



In addition to standard instruments, they continued to pursue
guantitative easing policies and introduced specific instruments to
support the functioning of financial market segments and the real
economy. Besides their indubitable stabilising effects, however, these
policies may encourage excessive risk-taking in some financial market
segments and have adverse cross-border consequences. A flattening of
the yield curve and a related reduction in market opportunities led to
a further decline in money market activity. CNB monetary policy rates
have been at “technical zero” since November 2012. The situation on the
Czech interbank market remained calm, as evidenced by zero take-up
of the CNB’s liquidity-providing repo operations.

The decline in economic activity had an adverse effect on the
performance of the corporate sector, especially margins and profitability.
This is true not only of construction and services, which had been under
pressure from worsening financial conditions in previous years, but also
of sectors which had previously been growing (including manufacturing),
where negative signals are also beginning to emerge. The economy’s
high sensitivity to demand in the automotive industry, which is strongly
affected by the business cycle in the EU, appears to be risky.
The evolution of corporate credit risk was relatively favourable in 2012,
with the NPL ratio recording a further decline, although some leading
indicators point at renewed growth and slight signals of forbearance can
even be observed. However, the total debt of the corporate sector is
stable over time and seems sustainable, thanks among other things to
lower interest expenses.

In 2012 the household sector faced a worse situation primarily on the
labour market, where the unemployment rate rose, the number of
vacancies decreased and real wages declined. The NPL ratio in the
household sector stabilised, partly because of falling interest rates.
The exception was the consumer credit segment. However, the impacts
on total credit risk are limited owing to the relatively low and falling share
of this type of credit in total loans in the private sector. The financial
situation of young households in and around Prague and Brno, which
have the largest amount of loans, will be crucial to the further evolution
of credit risk. Stress tests of the household sector indicate substantially
higher vulnerability and a rising degree of overindebtedness among low-
income households in all the tested scenarios.

The downward trend in residential property prices recorded in previous
years continued into 2012. The decreases were in line with the trend
in the real economy. The decline in prices was accompanied by a fall in
the number and volume of property transactions. The commercial
property segment did not record any improvement either. At the same
time, indicators of residential property price sustainability improved,
indicating, together with other estimates, that prices are most likely close
to their fundamental levels. However, regional differences in the
evolution of prices and the number of transactions are apparent within
the overall downward trend in activity on the Czech property market,
with Prague recording more moderate declines than the rest of the Czech
Republic, or even slight increases.

The performance and financial position of the
corporate sector deteriorated

The worsened income situation of households
has affected credit risk only slightly so far, but
low-income households have become very
vulnerable

Property prices and the number of property
transactions continued to fall



Financial sector developments in 2012 were
positive despite the unfavourable economic
situation...

... almost all segments of the financial market
recorded a rise in assets, but the credit union
segment remains highly risky

The composition of external risks is unchanged,
but the view of their relative importance has
shifted: risks connected with the decline in
economic activity have come to the fore

High private sector and government debt in
advanced countries is preventing a renewal of
investor and consumer confidence

Developments in 2012 were positive from the perspective of the Czech
financial sector, but annual growth in its total assets slowed owing to the
decline in economic activity. The banking sector recorded increases
in capital adequacy, profitability and household client deposits, with small
banks recording the largest absolute increases given the higher average
interest rates offered by these banks. The situation regarding the links
between Czech banks and their parent groups has been generally
favourable in recent months and the total exposures of domestic banks
to their parent groups have shrunk, partly due to a change in the
regulatory limits set by the CNB.

Despite its riskier profile, the credit union segment also recorded a rise
in customer numbers accompanied by a significant rise in total assets.
Building societies saw a continued decrease in market share in loans for
house purchase, primarily due to higher price competitiveness of loans
for house purchase provided by banks. Insurance companies continue to
show solid capitalisation and profitability. The pension fund sector has
been affected by changes related to the pension reform but remains
highly stable. Following previous losses, collective investment funds
posted profits in 2012, while non-bank financial corporations engaged
in lending recorded a slight decrease in loans provided, but also a slight
decrease in credit risk.

RISKS TO FINANCIAL STABILITY AND ASSESSMENT OF THE
FINANCIAL SECTOR’S RESILIENCE

A high degree of uncertainty about further developments in the real
economy, especially the horizon of a return to economic growth, persists
in advanced countries and especially in the euro area. Consequently, the
situation in spring 2013 is much the same as it was year ago. However,
the perception of the importance of individual risks has partly changed.
Risks linked with weak economic activity are being stressed more.
By contrast, the perception of the importance of sovereign risk has
diminished and a need to slow or even postpone fiscal consolidation
is beginning to be accepted. At the same time, concerns about euro area
banks’ balance sheets and resilience to existing risks are increasing.
Distrust of reported asset quality is deepening here, doubts surrounding
the sufficiency of provisioning against non-performing loans are
increasing and concerns about systematic forbearance are rising. These
concerns are being reflected in calls for strict stress tests and coordinated
asset quality reviews and subsequent recapitalisation or restructuring
of banks that fail the tests and reviews.

Slow progress is being made in reducing the imbalances that arose
in many European countries before the crisis broke out. The rate and
manner of correction of these imbalances differs significantly from
country to country. Some countries are still characterised by high private
sector debt, which is preventing a renewal of investor and consumer
confidence. In some cases this is being exacerbated by rising public sector
debt, which the countries concerned are failing to halt, let alone reduce,
amid subdued economic growth. If the refinancing needs of the highly
indebted states start to increase again, concerns about the impacts of



sovereign risk could resurface and a general rise in interest rates could
prevent a return to economic growth.

The CNB’s May forecast expects a further moderate fall in real GDP
of 0.5% this year, but a relatively robust recovery is predicted for 2014,
with GDP rising by 1.8%. Given the recent developments in the euro
area, however, the risk that the Czech economy will stay in recession for
longer must be taken into account. The difficult labour market situation
and pessimistic expectations of the private sector will be obstacles to
a faster recovery in domestic demand in the near future.

Some advanced countries are showing signs of a balance-sheet recession
stemming from an increase supply of savings for which there is
insufficient demand. In the Czech Republic, the potential for a balance-
sheet recession is arising in the household sector, which has considerably
increased its financial surpluses. However, these surpluses are for now
being used by the corporate and especially the government sector. The
relatively favourable evolution of the credit conditions, especially their
interest rate component, also speaks against the materialisation of this
scenario.

The external balance of the Czech Republic developed quite well in 2012.
The exception was net external government debt, which followed
an upward trend for the fourth consecutive year. Although both the level
and speed of increase of government debt in the Czech Republic are
currently favourable by comparison with advanced European countries,
efforts to raise much more funds in the future to finance government
debt on foreign markets could become a risk to financial stability.

As regards loans for house purchase, the share of mortgage loans with
short rate fixation periods increased last year as a result of very low short-
term interest rates. This is making households more sensitive to the
interest rate conditions. However, it should not turn into a significant risk,
as it implies a fall in mortgage loan servicing costs. As long as the rise
in interest rates is gradual, banks and their customers should have time to
adjust to the new situation. Growth in interest rates would pose
a significant risk only if short refixation periods or floating rates were
used mostly by low-income households.

In the residential property sector, given the outlook for the real economy
and demographic factors, apartment prices are expected to be flat or
falling slightly in the near future. Prices could start to rise again in mid-
2014. However, the risks to property prices are sizeable and are tilted
towards lower price growth. A widening difference between the rental
return and interest rates on house purchase loans is opening up the
possibility of property purchases as financial investment. If this occurs on
a large scale, prices in some regions could become overvalued in the
medium term. Such overvaluation could even take the form of a bubble
“from below"”, with property prices rising at a modest pace but their
fundamentals (labour market stance, demographic developments, etc.)
worsening at the same time and prices therefore becoming unsustainable
in the long term.

The Czech economy will remain in recession in
2013, and recovery in 2014 is uncertain

The probability of a balance-sheet recession
remains very low

Rising budget deficit financing from abroad
leading to growth in net external government
debt could become a risk to Czech public
finance

Shortening mortgage rate fixation periods are
making households more sensitive to the
interest rate environment

The risks to property prices remain tilted to the
downside



The focus of financial investors on quality and
liquidity is generating a risk of fundamental
overvaluation of some government and
corporate bonds

The main risk to the banking sector is a
continuing recession leading to a substantial
drop in profitability

Credit risk stabilised during 2012, but the
outlook is not very optimistic

The coverage of NPLs by provisions may not be
fully in line with the growth in credit risk in
banks’ balance sheets

The impacts of credit risk could increase non-
linearly as the recession lengthens

Flight-to-quality and flight-to-liquidity effects can emerge in bond
markets at times of financial market stress. As a result, prices of high-
quality government and corporate bonds can record excessive upward
deviations. Besides market losses, a jump in long-term interest rates could
cause a wave of sell-offs and a market liquidity crisis.

The main risks to the banking sector stem from the continuing economic
slowdown leading to higher credit losses and a considerable decline
in banking sector profitability. The stable sources of profit — especially
interest profit and profit from fees and commissions — are recording
a year-on-year (albeit slight) decline for the first time since the start of the
crisis, and this trend can be expected to continue in the years ahead.
The Baseline Scenario expects interest profit to decline further by around
5% year on year over the scenario horizon.

A significant deterioration in the credit portfolio resulting from adverse
developments in the real economy remains a risk to the Czech banking
sector. Credit risk in banks’ balance-sheets, as expressed by the ratio
of non-performing loans (NPLs) to total loans to residents, continued to
follow the gradual downward trend of the last two years in 2012.
However, the adverse outlook for the income situation of households and
corporations is generating potential for a renewed rise. It can be deduced
from the growth in NPLs and the related provisioning that the inflow
of new NPLs has accelerated slightly in the last two quarters, and this
trend can be expected to continue.

Other complementary indicators also suggest a rise in credit risk. Within
NPLs, the share of loans that are not actually past due is decreasing and
the share of loans that are more than three months past due is
continuing to rise. The migration of NPLs to the highest-risk category —
loss loans — will continue in the period ahead. Moreover, the
collateralisation of loss loans is falling slightly over time. The current
coverage of NPLs by provisions, which has been almost unchanged
in recent years and may therefore not be fully consistent with the
evolution of bank loan risk described above, may also pose a risk.
In addition, there are substantial differences between banks in the
prudence of NPL coverage. The current credit margins for some types of
loans may also not be consistent with appropriate credit risk valuation.

If the recession continues or even deepens, the balance sheets of Czech
banks may become more sensitive to changes in the income situation of
corporations and households. This could be reflected in a rapid non-linear
increase in the default rate and losses given default. While the Baseline
Scenario predicts a slight rise in credit risk, the persistent economic
decline assumed in the Protracted Depression scenario would mean that
the banking sector’s credit losses would rise more than 2.5 times over the
three-year test horizon. At the same time, it should not be overlooked
that the currently low interest rates on loans may partly be concealing
distress among many debtors as regards their ability to service debts with
their existing income flows.



Within the financial sector, the concentration of the portfolios of banks,
insurance companies and pension funds on domestic government bonds
continues to rise. This is further increasing the links between the financial
sector and the government sector. Owing to a decline in Czech bond
yields during 2012, domestic financial institutions recorded a rise in gains
from the revaluation of some of these instruments to fair value. In future,
this may represent a risk of a decline in the market prices of the securities
held, with an adverse impact on profitability, if the financial market
situation changes suddenly.

Despite a relative year-on-year improvement in some aggregate risk
indicators and in the NPL coverage ratio in credit unions, these indicators
deteriorated substantially in 2013 Q1. Maintaining relatively high interest
rates on deposits in the current period of low rates represents a risk to
credit unions, creating an incentive to grant risky loans at high interest
rates. The credit union sector also shows a high concentration of loans
provided. Any repayment problems among important clients could
jeopardise the unions’ stability. Some institutions should also considerably
increase the prudence of their business and the quality of their risk
management.

With regard to the risks identified above, the resilience of the domestic
financial system was assessed as usual by means of stress tests on banks,
insurance companies and pension funds using a Baseline Scenario and
a Protracted Depression stress scenario. The Baseline Scenario is
considered by the CNB to be the most probable. The stress scenario
describes the risk of a long-lasting and pronounced decline in domestic
economic activity caused by low external demand and falling domestic
consumption and investment. A long-lasting adverse economic situation
will erode the financial reserves of households and non-financial
corporations and cause a significant deterioration in their ability to repay
their debts, leading to high credit losses in the banking sector. This
scenario is supplemented in sensitivity analyses with other shocks,
e.g. the assumption of adverse financial market developments, write-
downs of claims on indebted EU countries, collapse of the largest debtors
of each bank and the assumption of a much deeper recession leading to
a significant increase in credit losses in the banking sector.

The stress tests demonstrate that the banking sector remains highly
resilient to adverse scenarios even in a recession. Banks have a large
capital buffer which enables them to absorb adverse shocks and maintain
the sector’s overall capital adequacy sufficiently above the regulatory
threshold of 8% even in a very unfavourable scenario. Banks also passed
a liquidity stress test. The insurance company sector also showed
sufficient resilience to an adverse scenario thanks to its large capital
buffer. The pension fund sector remains sensitive to the price volatility
of securities holdings, but a capital increase in 2012 enhanced its
resilience compared to the previous year.

The concentration of the portfolios of banks,
insurance companies and pension funds on
domestic government bonds continues to rise

Credit unions remain highly risky; some
institutions should increase the prudence of
their business

The domestic financial system was exposed to
strong shocks in stress tests

According to the stress tests, banks, insurance
companies and pension funds are resilient to
shocks



The modest credit recovery ended with the
onset of the recession, and credit growth is
currently subdued

The interest rate component of the credit
conditions is having a countercyclical effect

The links between financial institutions are
increasing

The potential risks associated with the fact that
a large proportion of banks’ assets are held in
government bonds require attention

SYSTEMIC RISK AND MACROPRUDENTIAL POLICY

The domestic financial sector is currently in a phase of the financial cycle
dominated by risks relating to the weak economic activity seen over the
last few years. Although the sector’s lending capacity is not limited by
alack of balance sheet liquidity or capital, increased risk aversion and
an absence of optimistic expectations are not creating conditions for
increased credit activity reflected in excessive risk-taking. The modest
post-crisis credit recovery observed in 2010-2011 ended with the onset
of the recession and demand for loans and risky assets is now subdued
despite the historically low interest rates. As a result, the Czech financial
sector faces no risks due to excessive credit growth, and if the CNB had
the option of using a countercyclical capital buffer it would set it at zero
for exposures in the domestic economy for the next two years.

One positive development is that the interest rate component of the
credit conditions has eased further, dampening the risks connected with
the economic contraction and having a countercyclical effect. Interest
rates on new loans are at record lows for both of the most important
bank loan categories, allowing corporations and households to move
gradually to lower debt servicing costs commensurate with the new
macroeconomic environment. As stated above, however, very low
interest rates may sometimes imply credit margins that are not necessarily
consistent with credit risk.

The links between financial market segments are the source of the
structural component of systemic risk. In 2011 and 2012, most of the
direct links between sectors intensified further. Indirect links through
exposures to the same sectors were strengthened by the rising exposure
of all segments to the government sector. Growth in the links between
non-bank financial corporations has been observed in the financial
corporations sector in recent years. The structural component of systemic
risk is being suppressed by robust banking sector liquidity. In conditions
of low deposit interest rates, however, the ratio of liabilities payable
ondemand to total liabilities is rising. This is causing maturity
transformation to increase. Overall, therefore, the importance of the
structural component of systemic risk is gradually rising.

Czech banks have a large proportion of their assets held in domestic
government bonds and thus have significant exposure to sovereign risk.
As the Czech Republic’s current fiscal situation is stable and sustainable,
this exposure — despite its size — does not pose an immediate threat to
financial stability. However, some banks are showing elevated
concentration risk. To mitigate this risk, the regulator can impose
an additional capital requirement on banks under Pillar 2 if necessary.
In addition to sovereign risk, government bond holdings bear interest rate
risk. The current very low yields on domestic government bonds may
prove to be unsustainable in the long term. The CNB will assess the
intensity of this risk on an ongoing basis, and if it decides that the capital
requirement for the general interest rate risk of the trading portfolio
under Pillar 1 is inadequate, it will consider increasing it under Pillar 2.



Despite a relative stabilisation of the property market and a recovery
in sales in residential development projects, the NPL ratio in this segment
remains high. This contrasts to some extent with the asymmetric easing
of lending conditions for the dominant segment of loans for house
purchase in both 2012 and 2013, which is probably due to competition
between providers of these loans. Given the high proportion of property
financing loans in banks’ balance sheets, the CNB is preparing a set
of appropriate instruments enabling it to react to any risks associated
with movements in property prices and loans to this sector.

To maintain high public and investor confidence in the stability of the
Czech banking sector in the current adverse economic environment,
banks must maintain a high capacity to absorb potential credit and
market losses. The CNB will therefore continue to regularly assess the
sufficiency of provisions created to cover expected losses as well as the
adequacy of capital buffers created to cover unexpected losses on both
a solo and consolidated basis.

Maintaining robust capital buffers in systemically important banks is
of particular importance. The recently approved EU Capital Requirements
Directive, known as CRD IV, allows the national regulator to set
requirements for domestic banks partly also on the basis of their size and
importance, and therefore on the basis of the impact their collapse would
have on the stability of the financial sector and the economy as a whole.
The national regulator may set additional capital buffers for systemically
important banks. Given the dominant role of banks in the Czech financial
system and the high concentration of the Czech banking sector, the CNB
is ready to apply these capital buffers in the future. CRD IV and CRR will
also enable the CNB to apply other previously unavailable
macroprudential tools. However, some elements of the banking union
project may hinder the conduct of macroprudential policy in the EU.

The property financing segment is a significant
source of credit risk for banks

Banks must maintain a high ability to absorb
potential credit and market losses

The regulator’s powers to set specific capital
surcharges will enhance the robustness of
systemically important banks
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CHART 1.1

Economic growth worldwide and in the advanced economies
(year-on-year growth in %; outturns and October 2011 and April 2013 forecasts)
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Source:  IMF (World Economic Outlook, April 2013) and CNB (May 2013 macroeconomic
forecast)
Note: 2012f11 is the October 2011/November 2011 forecast for 2012.

CHART 1.2

Economic growth in emerging and developing countries
(year-on-year growth in %; outturns and October 2011 and April 2013 forecasts)
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2 THE REAL ECONOMY
2.1 THE MACROECONOMIC ENVIRONMENT

The optimistic expectations of a recovery in advanced countries failed to
materialise in 2012. The euro area recorded a contraction in economic
activity, accompanied in some countries by worse credit availability for
the private sector. Very easy monetary policies, which are reducing debt
servicing costs via low interest rates, are helping to resolve the adverse
income situation of non-financial corporations and households. Very low
short-term rates may, however, encourage some financial market
segments in some economies to take excessive risks. The Czech economy
also saw quite a noticeable fall in economic activity in 2012, and its
economic prospects for 2013 remain unfavourable as well. Given the
stability of the banking sector, however, there is no danger of reduced
loan availability, and the easy interest rate component of the credit
conditions will continue to dampen growth in credit risk, which is being
strengthened by the continuing recession. Conditions for a deeper
balance-sheet recession process are not materialising in the Czech
Republic either. The main risk to the Czech economy thus remains
a further economic slowdown in Germany and other countries that are
major trading partners of Czech corporations as a result of continuing
problems in the euro area.

The optimistic expectations of a global economic recovery failed
to materialise

Economic activity in advanced economies was flat in 2012, remaining
below the original forecasts (see Chart II.1). The emerging economies also
recorded worse-than-expected results — they continued to show dynamic
growth, but the growth slowed year on year (see Chart 11.2). The USA
was the only major advanced economy to post a better-than-forecasted
recovery for 2012 and show robust signs of improvement. By contrast,
the euro area economy continued to contract gradually.

The forecasts for this year expect a continued contraction in euro
area real GDP, and the longer-term outlook is very uncertain

The late 2012/early 2013 forecasts expect the global economy to recover
partially in 2013. The renewed growth should be driven mainly by
emerging economies (the yellow and grey columns in Charts Il.1 and 11.2).
By contrast, economic activity in the euro area is expected to decline
slightly further, with a possible recovery at the end of 2013 at the
earliest. The prevailing optimistic expectations about the economic
situation in Germany boded well for the Czech economy, but the April
business conditions survey results shifted these expectations to a more
pessimistic level. Leading indicators of economic activity and confidence
indicators in advanced countries remain well below the levels usually seen
before the onset of a recovery. The labour market situation in Europe
remains very tense, as evidenced by a still rising unemployment rate.
Growth in real GDP is expected for 2014 in virtually all regions of the
world economy. Export-oriented countries should benefit the most from
this. However, the forecasts for 2014 may again prove to be too
optimistic. The global recovery will be hampered by high government and



private sector debt in advanced economies, accompanied by rising debt
in emerging economies.

The Czech economy remains in recession

Czech real GDP fell by 1.2% in 2012. The decline deepened year on year
in each successive quarter. Net exports were the only positive contributor
to real GDP growth. By contrast, the demand side of the economy was
dampened most strongly by household consumption (see section 2.3).
In addition to the adverse income situation, the factors behind the
contraction in domestic demand in 2012 included prevailing pessimism
and a rising saving rate. An increase in the reduced VAT rate (and
expectations of an increase in both VAT rates in January 2013) and a fall
in government investment also adversely affected demand. The current
CNB forecast, issued in May 2013, expects a further modest contraction
in real GDP this year, replaced in 2014 by a relatively robust recovery in
line with developments in the euro area. Given the present situation
in the euro area, however, the risk of the Czech economy remaining in
recession for a longer time needs to be taken into account. A stress
scenario entitled Protracted Depression was defined on the basis of this
risk.

The risks associated with balance-sheet recession are not
materialising so far in the Czech Republic

A balance-sheet recession' is a process arising as a result of the bursting
of a debt-financed bubble on the asset market and a subsequent
deterioration of the ratio between the market prices of assets and
liabilities. Economic agents react to this by trying to repair their balance
sheets by rapidly paying down debt (the increased supply of financial
surpluses is not accompanied by a commensurate increase in investment
demand). This effort is usually long-term in nature and can lead to
a protracted recession accompanied by deflationary pressures. Although
no major bubble formed on the property or other asset markets in the
domestic economy in the pre-crisis years, in light of external
developments it is necessary to check whether the economy is showing
any signs of a more moderate form of balance-sheet recession, which can
be described as a deterioration in the expected ratio of the discounted
value of future income to debt payments. The national accounts data on
the financial surpluses/deficits of individual sectors can be used to do
this.?

1 Balance-sheet recession is one of the most frequently discussed pessimistic scenarios for
future development in recent years. The balance-sheet recession concept was explained
and analysed in more detail in Box 1 in FSR 2011/2012.

2 The economic term financial surplus/deficit is used as an equivalent to item B.9 Net
lending/borrowing, which is a balancing item of the capital account and simultaneously a
balancing item of the financial account. Although the balancing items of the two accounts
should be equal in theory, they are not the same in practice due to statistical discrepancies
and data mismatches. The general government deficit measured by net borrowing is not
identical to the officially reported government deficit (EDP) because of a slightly different
definition of the financial instruments included in the relevant deficit.

CHART 1.3

Financial surpluses/deficits by sector
(annual moving totals as a ratio to GDP, %)
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Note: FA and CA refer to the balancing items of the financial account and capital
account respectively. The two balancing items measure the sector’s financial
surpluses/deficits and should be equal in theory. The differences in the
indicators are due to measurement errors and statistical discrepancies.



CHART 1.4

Gap between private sector surpluses and the government
financial deficit
(as % of GDP)
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Some signs of a balance-sheet recession scenario can be seen for
households, where the ratio of financial surpluses to GDP rose by more
than 3 pp last year (see Chart 11.3). Such a rise in the time series is very
unusual and may represent a real change in households’ behaviour.
By contrast, the current indicators for the corporate sector (non-financial
corporations and financial institutions) — despite growing differences
in the available statistics — are not signalling the presence of previously
unobserved changes in behaviour going beyond a standard cyclical
recession. The overall evaluation of the risk of balance-sheet recession is
ambiguous due to incompatible data sources (see Chart I1.4). Despite this,
it can be concluded that the aforementioned data cannot for now be
interpreted as meaning the materialisation of a balance-sheet recession,
especially in light of the capital account data (which are probably more
reliable in this case). These data show that households’ surpluses were
spent on an increased deficit of general government, which recorded
a widening financial deficit in 2012 Q4. This can be interpreted as
meaning that there is currently no major fall in domestic demand
hindering the use of surpluses abroad and that household surpluses were
sufficiently employed by general government.

The monetary policies of advanced economies remain easy

The key central banks continued to pursue supportive policies and
in some cases extended those policies further. The European Central
Bank (ECB) launched a programme of Outright Monetary Transactions
(OMTs), declaring its readiness to purchase bonds of problem euro area
countries in secondary markets on request provided that the countries
concerned undertake to take remedial measures (see section 3.1).
The ECB also relaxed some of its collateral eligibility rules for monetary
operations. However, the ECB’s active stance has given rise to
expectations that this institution is the key to solving most of the euro
area’s problems. This is reducing the pressure on political bodies to
implement radical stabilisation measures and structural reforms. The
Federal Reserve reacted in a similar way to the ECB, first extending its
Twist programme for long-term bond purchases financed by sales
of shorter-term securities and then replacing the Twist programme with
direct asset purchases. The Bank of Japan also announced a further series
of supportive operations in spring 2013 directed at increasing the very
low level of inflation in Japan. The Bank of England extended its Funding
for Lending programme focused on providing advantageous loans to the
private sector with the aim of providing more support to small and
medium-sized enterprises.

The euro area financial environment is fragmented

The fragmentation of some segments of the euro area financial market
and of the EU as a whole increased further in 2012. Despite the single
monetary policy, corporations in different euro area countries are able to
obtain loans at very different interest rates. As a result of a crisis
of confidence, banks in some countries are facing higher financing costs,
which they are passing on to corporate borrowers. Those borrowers are
then at greater risk of failure due not only to lower economic activity, but
also to higher debt service costs. Bank lending surveys in euro area
countries are indicating considerably tighter lending conditions for small



and medium-sized enterprises than for large enterprises. The government
bond market also remains fragmented, as public debt financing is very
cheap in some euro area countries, but quite expensive in others
(see section 3.1). However, the differences in demanded yields are not
always fully explained by the public debt-to-GDP ratio and other
sovereign risk determinants.

Lending is strongly impaired in part of the euro area

Despite the ECB'’s supportive policy and very low money market interest
rates, loans to the private sector are very slowly decreasing in the euro
area as a whole. In some countries the fall in loans is quite pronounced
(see Chart I1.5). The causes of the stagnation of lending can be found on
both the demand side and the supply side. According to the Bank
Lending Survey, the main wave of tightening took place in early 2012,
but some tightening is still going on (see Chart Il.6). The growth
in lending in advanced non-euro area European countries is also highly
heterogeneous, but it is mostly positive and no major supply-side
constraints are being observed.

The credit market situation in the Czech Republic is favourable
According to the Bank Lending Survey (BLS), the credit conditions for
non-financial corporations in the domestic economy also tightened
slightly in 2012. However, corporate demand for loans still increased
modestly. A similar trend in the credit conditions was seen in 2013 Q1.
Households’ demand for loans did not increase in 2012 and a moderate
rise was recorded only in early 2013. An asymmetric phenomenon is
an easing of the credit conditions for house purchase loans in both 2012
and 2013. This is probably due to competition between providers of this
type of loan (see Chart 11.7).

Income growth remains very subdued in the Czech Republic

The macroeconomic situation is not conducive to a credit market recovery
and a reduction in credit risk. Nominal income growth is lagging well
behind pre-crisis expectations, which reflected the nominal GDP growth
rates seen at that time (see Chartll.8). Whereas non-financial
corporations were able to partially offset the falling or weakly rising
income by cutting labour costs as early as 2011, and are thus often
maintaining a sufficient level of profits, households have fewer ways to
adjust and are being hit much harder by the above developments.
The situation of households will probably worsen further in 2013.
The CNB’'s May 2013 forecast expects households’ gross disposable
income to fall by 0.5% on average in 2013 and 2014 amid growth in the
unemployment rate (of 1.4 pp between 2012 and 2014). This will
probably affect low-income households the most (see section 2.3). If the
assumptions of the Protracted Depression scenario materialise, the fall
will be much stronger (the violet columns in Chart 11.9).

Low interest rates are favourably affecting debt servicing costs

Debt servicing costs went down in 2012 for both loans to corporations
and loans to households in the Czech Republic and in most euro area
countries. Both existing loans (see Chartll.10) and new loans
(see Chart1l.11) recorded a decline in such costs, thanks to easy

CHART 1.6

Lending conditions in the euro area according to the Bank

Lending Survey
(differences in market share of banks in pp)
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General lending conditions in the Czech Republic
(differences in market share of banks in pp)
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CHARTI1.9

Macroeconomic income aggregates in the Czech Republic in
reaction to different scenarios
(average year-on-year growth in %)
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Interest rates on loans
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monetary policies and an ample supply of savings. One possible risk
of the current favourable interest rate conditions — even though they are
consistent with present inflation and economic activity — is that
of nominal illusion leading to a situation where debtors overestimate
their own borrowing capacity. This risk applies not only to corporations
and households, but also to governments (see section 3.1).

The net external debt of the government is continuing to rise

The Czech Republic’s external balance developed quite favourably
in 2012. The coverage of external debt by banks’ external assets
improved from 53% to 59%. The ratio of net external assets to external
debt increased as well, from 68% to 71% (see Chart 11.12). The net
investment position improved slightly, and the net investment position
excluding foreign direct investment and government external debt in fact
saw a significant improvement. At the same time, the net debtor position
of non-financial corporations continued to fall and the net creditor
position of the banking sector continued to improve (the net debtor
position of banks has improved by more than CZK 100 billion in the last
six quarters). By contrast, government net external debt continued
to trend up for the fourth consecutive year (from CZK 291 billion in 2008
to CZK 548 billion in 2012; see Chart 11.13). From the long-term
perspective, the rise in government net external debt could become
a source of systemic risk (see also section 3.1 and the thematic article
Fiscal Sustainability and Financial Stability).

Government debt in the Czech Republic is rising only slowly...
Rising government debt is still one of the main threats to financial stabil-
ity in Europe. The Czech economy currently has a favourable level and
rate of growth of government debt among the advanced European
countries. Its ratio of short-term debt, which is generally considered more
difficult to refinance than long-term debt, also remains low. Thanks to
measures taken on both the revenue and expenditure sides of public
budgets, the government deficit is relatively low. Continued fiscal
consolidation should ensure that it falls to 2.9% of GDP in 2013
according to the CNB’s May forecast. The deficit should decrease slightly
further in 2014 and 2015. However, the true rate of growth
of government debt is better illustrated by the structural deficit, i.e. the
deficit adjusted for the business cycle, than by the current fiscal deficit.
Despite the government’s consolidation efforts, the structural deficit
should stay at about 2% of GDP at least until 2015. The government
debt-to-GDP ratio can be expected to exceed 48% of GDP at the end
of 2015 (see Chart 1.13). The government debt will thus start
to approach levels at which doubts may arise about its sustainability
in certain circumstances (see the thematic article Fiscal Sustainability and
Financial Stability). However, the structural characteristics of the Czech
government debt reduce this risk significantly.
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... and the Czech Republic’s fiscal situation is assessed as stable
The Czech Republic’s current fiscal situation is regarded as stable.
The gross government borrowing need in 2012 was CZK 309 billion.?
This represents a rise of about 20% on 2011. However, the increase was
due among other things to the creation of a debt reserve*, which should
fall back below the 2011 level in 2013-2015 according to Czech Ministry
of Finance estimates. Although the foreign currency exposure of Czech
public debt is more than double the pre-crisis level, it is still low
compared to other European countries (the Ministry of Finance estimate
for the end of 2012 is 10% and the debt strategy sets an suitably strict
ceiling of 15%). As mentioned above, future efforts to raise considerably
more funds for government debt financing on foreign markets may pose
a risk to financial stability.

Euro area public finances remain a strong source of uncertainty
The public finance situation in the euro area is not creating the necessary
conditions for the debt crisis to end quickly. Similarly, the plan to break
the vicious circle between the public finances of national governments
and national banking sectors by establishing a euro area banking union
has not gained sufficient credibility (see Box 1 in section 4 and Box 2
in section 5), mainly because of disputes and doubts over some of its key
elements. Although euro area countries, like other advanced economies,
are vowing to continue their consolidation efforts in the years ahead, the
current IMF forecast indicates® that their government debt-to-GDP ratios
will generally rise further.® This trend may be bolstered to some extent by
the current pressures to adjust fiscal plans towards “growth-friendly
consolidation”, which will be difficult to implement without increased
debt-financed government expenditure. In such a situation, some
economies may experience a renewed adverse reaction by the financial
markets and thus also show signs of a debt crisis (see section 3.1).

Alternative economic scenarios

Alternative economic scenarios were defined on the basis of potential
alternative future macroeconomic trends along with the risks identified.
These scenarios are used mainly in section 4.2 to test the resilience of the
Czech financial sector. The paths of key variables in each scenario are
shown in Charts 1l.14 a—d.” The evolution of other variables relevant to
the stress tests in relation to the evolution of the macroeconomic
environment (credit growth, the default rate, the NPL ratio® and property
prices) is presented in the following sections.

Czech Ministry of Finance, Funding and Debt Management Strategy for 2013.

Its effect was 1.8% of GDP.

International Monetary Fund, Fiscal Monitor, April 2013.

Germany will be the exception according to the above forecast, as its budget was in
surplus already in 2012.

The paths for the Baseline Scenario in the first two years are based on the CNB’s official
prediction. Beyond this horizon they are extrapolated towards the expected long-term
equilibrium values.

8 The default rate and the NPL ratio relate to an identical event, i.e. a breakdown in a
debtor’s payment discipline. Whereas the default rate is a (usually forward-looking) flow
indicator focused on a particular time interval (see the Glossary), the NPL ratio is a stock
indicator describing the level of NPLs at a given point in time.

~ ook w

CHART 11,12

Ratio of the gross external debt of the Czech Republic to GDP
and its coverage by the external assets of financial
institutions
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CHART .13

Government debt-to-GDP ratio and gross government
borrowing needs
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Alternative scenarios: real GDP growth
(year on year, %)
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CHART11.148

Alternative scenarios: inflation
(year on year, %)
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The Baseline Scenario is based on the CNB's official May
macroeconomic forecast published in Inflation Report 11/2013 and
assumes a decline in economic activity this year due to generally weak
domestic demand and only moderately recovering external demand.
The previous year's dampening factors are expected to subside in 2014
and the economy will return to relatively robust growth. The general
unemployment rate will continue to rise in 2013 and will remain at
an elevated level of around 8% until the end of 2014. The forecast also
expects inflation to stay below the CNB’s 2% target despite an increase
in indirect taxes. Consistent with the forecast is a slight decline in market
interest rates, followed by a rise in rates as from the end of 2013.
The koruna-euro exchange rate will appreciate very slowly over the
forecast horizon from a weak initial level.

The Protracted Depression stress scenario assumes a long-lasting and
pronounced decline in domestic economic activity caused by low external
demand and falling domestic consumption and investment. This is
associated with persisting uncertainty regarding the resolution of the
euro area debt crisis and with a loss of confidence in the authorities’
ability to deliver an economic recovery by means of economic policy.
The continuing elevated uncertainty is reflected in an increase in the
negative expectations of the private sector. This leads to high risk
aversion among households and efforts by households to create
precautionary savings, and to further deferral of corporate investment.
The combination of low external and domestic demand in turn will cause
a significant contraction in economic activity in the Czech Republic,
which  will further affect the household sector through rising
unemployment and falling wages. The long-lasting adverse economic
situation will erode the resources of households and non-financial
corporations and cause a significant deterioration in their ability to repay
their debts, leading to high credit losses in the banking sector. The
situation will improve again in 2016, when economic growth will
rebound. Monetary policy remains easy and the three-month PRIBOR
stays constant over the entire test horizon. No foreign exchange
interventions are assumed.

The Protracted Depression stress scenario is complemented by sensitivity
analyses that extend the range of risks tested and illustrate the resilience
of selected segments of the financial sector (banks, insurance companies
and pension funds) to alternative adverse developments. The sensitivity
analyses, predicting a loss of investor confidence in the Czech economy,
a write-off of part of the banking sector’'s exposures to indebted EU
countries and a strengthened variant of Protracted Depression, are
presented in section 4.2.



2.2 NON-FINANCIAL CORPORATIONS

The adverse economic situation was reflected in worsening corporate
financial results and represents the main risk to the financial stability
of corporations in the period ahead. Negative signals are also starting to
emerge in industries that were previously drivers of the economy. As the
period of adverse developments lengthens, a further increase in risks and
a shift towards risk materialisation can be expected. Credit risk was at an
acceptable level in 2012, but leading indicators are showing a future
increase. This may be amplified by some forms of credit risk
undervaluation across the banking system and by the materialisation
of the assumptions of the Protracted Depression stress scenario. Limited
investment opportunities led to subdued growth in total debt and slower
credit growth. Low interest rates helped improve the debt sustainability
indicators and prevented the credit problems of corporations from
escalating. Given the sector’s increasing dependence on exports, further
developments will be affected largely by the situation in trading partner
countries.

The decline in economic activity is negatively affecting the sector’s
financial results...

The renewed recession resulted in a deterioration of performance
indicators in non-financial corporations. Weakening domestic demand
and slowing net exports reduced margins, thereby curtailing the profit
potential of the sector and leading to a decline in return on equity and
return on assets (see Chart 11.15). The falling values of the business
confidence indicator suggest that corporations do not expect
the situation to improve in 2013, so the financial stress will probably
increase. The lengthening time for which the sector has remained
exposed to adverse conditions may accelerate the materialisation
of accumulated risks and endanger small and medium-sized enterprises
in particular. In line with these developments, the results of the survey of
non-financial corporations indicate a decline in investment expenditure,
limited wage growth and an overall decrease in employment this year.

The nature of the risks themselves is little changed from the previous
year, and adverse economic developments are still the main risk to the
sector’s financial stability. However, the duration of the recession is
shifting the risk level upwards and, given the non-linear relationship
between the sector’s financial soundness and the accumulated risks,
corporate balance sheets may worsen quickly and sharply if the adverse
developments continue. According to the assumptions of the Baseline
Scenario, the situation of corporations will not improve until 2014.
This improvement will be fostered by a gradual recovery in external
demand in 2013 H2. However, given the current situation in the euro
area, this forecast is subject to considerable uncertainty. The outlook for
domestic demand, which is affected by difficult-to-predict consumer
sentiment in addition to the income situation of households, is also
uncertain (see sections 2.1 and 2.3).

On the other hand, the fall in the performance of the sector dampened
credit growth and fostered subdued growth in total debt. An escalation

CHARTIL.15
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CHARTIL.16

After-tax RoE in selected branches of activity
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Note: E, G, Hand S are electricity, gas, heat and sewerage. The results are based on a
sample of corporations. Property development projects are included under
construction. The automotive industry contains companies in NACE 29.

CHARTIL.17
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of the credit problems was prevented mainly by low interest rates, which
helped improve the (short-term) debt sustainability indicators
(see Chart I1.15). Thanks to the lower interest rates, non-financial
corporations recorded savings of more than CZK 3.5 billion compared to
2011 and the ability of Czech firms to service their debt is also favourable
by international comparison (see also line NC.7 in the Table of Indicators).
The loss of investment opportunities led partly to an accumulation
of funds, reflected in an increase in total liquidity.

... in addition to construction, industries that were drivers of the
economy in previous years are also at risk of decline

Although the situation differed across segments, the economic decline
affected profitability in almost all industries (see Chart 11.16). A significant
decrease was again recorded by the construction industry, which has
been facing a shortage of orders for several years now, especially in civil
engineering and building construction. A change for the better is unlikely
to occur in the near future, as the relevant statistics for this segment are
showing no signs of recovery. Moreover, unlike in other industries, where
cutting working hours is preferred, the developments in construction are
associated with significant job cuts. Like construction, the services
segment is facing sustained problems and its value added has been
falling continuously since 2009.

The end-2012 results indicate that previously strongly growing industries,
including manufacturing, are also entering a downward phase owing to
the continuing recession. From the structural point of view, the high
sensitivity of the Czech economy to the automotive industry seems risky
for the period ahead. Although car manufacturing posted slight growth
for 2012 as a whole, it recorded the largest fall within industry overall
in 2012 Q4. This was due to adverse conditions on foreign car markets,
reflected in a sharp fall in foreign orders in 2012 H2 and a subsequent
decline in the value of exports. However, signs of a slowdown are also
emerging on the domestic market, as evidenced by a significant fall in the
number of cars produced, sold and registered in the Czech Republic
in the first few months of 2013. Moreover, sales of cars and their
accessories are currently being stimulated at the expense of decreasing
margins and favourable price conditions for end-consumers. Although
margins remain high compared to other industries and there is some
room for them to fall further, sellers may hit their limits in the near future
(see Chart 11.17). Given the strong orientation of Czech industry towards
this branch of activity, an escalation of difficulties would lead to
a protracted stagnation of the sector and large losses for related
industries.® In connection with the situation in the automotive industry,
a decline in production is now also apparent in the plastics and rubber
industry.

9 The car industry accounts for almost 10% of the sector’s total value added and more than
50% of exports of industrial products.



Credit risk indicators are not showing any major deterioration

so far, but will rise in the future

Despite the difficult economic situation, credit risk was relatively
favourable, although the current tendencies in the monitored indicators
should not be overestimated. The NPL ratio fell further in 2012
(see Chart 11.18), although this was due mainly to write-offs from bank
balance sheets rather than lower materialisation of credit risk (for details
see section 4.1). A weakening ability to repay loans is indicated by the
12-month default rate, whose latest (partially estimated) values suggest
a slight rise in credit risk in the corporate sector (see Chart 11.19). This is
being accompanied by an increase in the number of loans 1-30 days past
due (see Chart V.10). In the pre-crisis period, this indicator indicated
rising tension in corporate balance sheets'® and presaged the future rise
in NPLs by more than a year. The rising tension is also reflected
in continued growth in the number of insolvency petitions and
bankruptcy declarations.

An increase in all the monitored indicators and a further shift towards
credit risk materialisation can be expected during 2013. Despite the
adverse conditions, however, the deterioration should be gradual and not
very strong under the Baseline Scenario. By contrast, should the
conditions of the Protracted Depression scenario materialise, the loan
repayment problems in the sector would intensify and credit risk would
start to rise significantly. The adverse trend would reverse in late 2014 as
a result of a gradual economic recovery. However, credit risk would
remain high over the following two years.

The overall credit risk level still masks differences in performance across
industries (see Chart 11.20). Owing to low demand, shrinking margins and
rising input prices, construction (including property development) is one
of the most at-risk industries in the long run. However, large and well-
capitalised banks, which have a better capacity to absorb any rise in risks,
have the largest exposures to this segment. Unlike in the previous two
years, the differences between industries did not widen in 2012 and the
heterogeneity of the sector remained broadly unchanged in terms
of credit risk.

Some bank loans provided to corporations may have a higher-
than-declared level of risk

The overall level of credit risk may be underestimated due to different
strictness of loan classification criteria across banks, suggesting increasing
differentiation in their prudential behaviour (see also section 4.1).
Although all loans to a single client within a single bank are categorised
as NPLs if problems arise with any of them, this is not always the case
across banks and a client may be assessed differently in terms of riskiness
in two different banks. Data from the Central Credit Register indicate

10 As only the number, and not the volume, of NPLs has been rising significantly, it is
reasonable to assume that it is mainly smaller corporations, which generally take out
lower-value loans, that have been getting into difficulty so far.
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that the banking system currently contains 8.5 billion standard (problem-
free) loans provided to clients that have at least one NPL with one bank
(see the blue line in Chart 11.21). This may also be reflected with a lag
in the quality of the loan portfolio of the rest of the banking sector, as
this set of loans is at risk of being transferred to the NPL category in the
near future because of debtor problems.

The total volume of loans at risk of early reclassification to the NPL
category will increase further if the differences in perceived riskiness are
assessed at the level of loans provided to groups of economically related
entities rather than at the level of individual clients. These groups' pool
persons with close economic or asset links into larger economic units.
If a client that belongs to a defined group gets into credit difficulties,
loans to the group will not have the same risk classification either across
banks or within individual banks. There is therefore again a risk that some
loans perceived as problem-free will have to be reclassified as NPLs in the
future due to strong links between corporations and to problems in some
of them. Although the total amount of these loans has been falling
recently, it is still above CZK 11 billion™ (see Chart 1.21). A closer analysis
of the data reveals that loans to firms founded for specific property
development projects and belonging to larger groups of developers may
not have a sufficiently strict classification.

In the hypothetical situation of the entire amount of the above loans
(CZK 8.5 billion + CZK 11 billion) being reclassified as NPLs, the NPL ratio
would increase by more than 2 pp. Although this risk scenario is
implausible and banks would be able to absorb an increase of this size
without any dramatic consequences for the financial sector, the data on
different risk classification of loans in the banking sector are an important
source of information and the CNB will deal with this issue in more detail
in the future.

In addition to signs of credit risk undervaluation, growth in some forms
of forbearance towards clients can also be observed among banks. This
practice is suggested by a gradual increase in the amount of loans that
are assessed as problem-free even though total repayment in the past
four months does not even cover the interest on the loan
(see Chart 11.22). Although a large proportion of these loans are
“balloon” or “bullet” loans (a special type of loan for which these
conditions are laid down directly in the credit agreement), a further

11 The list of groups was drawn up by the banks themselves for credit risk analysis purposes
and may not be complete. The results presented below should therefore be viewed as
tentative. A group of economically related entities can consist of firms with a holding
structure, firms with the same owner, or firms with significant client-supplier links.
Information about the allocation of clients to groups is available in the Central Credit
Register.

12 This is the sum of loans at risk of reclassification as NPLs provided to entities in a group of
economically related entities within one bank and across banks. The total value may be
undervalued, as the list of groups of economically related entities is not complete and may
not include all the clients that belong to the group. Conversely, the total amount may be
overvalued, as relations between entities in a group will not necessarily cause problems in
one firm to spread to the rest.
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acceleration of this upward trend and an increasing share of such loans in
total loans to non-financial corporations may give rise to certain risks.’
Accordingly, the average time between classification as a watch loan and
reclassification as an NPL is increasing. On the one hand, this may foster
better anticipation of the future credit risk of corporations and enable
banks to prepare better for possible default. On the other hand, it may
signal a risk of deferral of the classification of bad loans that should
already have been reclassified as NPLs (see also section 4.1). The average
time between classification as a watch loan and subsequent
reclassification as an NPL has almost doubled in the past five years (see
Chart 11.23).

The total debt level and the debt structure do not represent a risk
to the sector...

Owing to the weak credit activity, the sector’s total debt remained
essentially unchanged year on year and still seems sustainable thanks to
low interest expenses. The debt maturity profile is strongly dominated by
long-maturity loans, which allow for more stable and safer financing.
There was a partial shift towards debt security financing during the year'
(see Chart 11.24). The largest Czech corporations managed to issue bonds
on the market under advantageous interest conditions, and this in turn
contributed to the optimisation of debt servicing costs. However, the set
of bond issuers is limited and the capital market plays a minor role
compared to loan financing. As regards the sector structure of loans
received, loans provided by the banking sector have long dominated,
as they generally represent a cheaper alternative to non-bank financial
corporations and are also better monitored.

... and credit growth is flat despite the low interest rates

Although interest rates applying to non-financial corporations recorded
a further decline to historical lows, this did not provide a sufficient
stimulus for a recovery in credit growth in the continuing recession
(see Chart I1.25). The results of a survey of non-financial corporations
reveal that the low interest rates were accompanied by generally good
availability of bank loans, hence the low credit growth can be attributed
to weak demand for loans.” According to the Baseline Scenario, this
situation — reflecting poor investment sentiment and uncertainty about
future developments — will continue and credit growth will remain very
sluggish next year. If the assumptions of the Protracted Depression
scenario materialise, the year-on-year growth rate will fall sharply and the
credit cycle will move towards the trough of the recession amid
escalating difficulties with insufficient demand.

13 This type of loan is subject to special regulation (see the Official Information of the CNB
of 27 May 2011).

14 To a certain extent, this tendency was fostered by advantageous tax conditions for issuing
bonds with a face value of one koruna.

15 This issue is dealt with in detail in the thematic article Modelling Bank Loans to Non-
financial Corporations at the end of this Report.
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The sector’s sensitivity to external developments is increasing
Despite the declining performance of the economy, net exports recorded
positive (albeit gradually declining) growth in all four quarters of 2012.
This allowed exporters to achieve relatively good financial results (return
on equity 3 pp higher than the sector as a whole) and fostered
significantly more favourable credit risk materialisation compared to the
sector as a whole (see Chart 11.26). On the other hand, the stronger role
of exports at the expense of weaker domestic demand led to a rise in the
potential risks associated with the sector’s increasing dependence on
conditions in trading partner countries. Globally, the situation in
traditionally strong industries such as the automotive industry is generally
unfavourable. On the other hand, the robust growth rate of exports to
non-EU countries' is a positive trend, fostering greater geographical
diversification and distribution of potential risks across more geopolitical
units. The situation as regards exchange rate risk is also satisfactory. The
exchange rate recorded no serious or unexpected fluctuations last year
and the Baseline Scenario assumes it will remain stable in the period
ahead. Accordingly, the natural hedging indicator (the share of foreign
currency loans) and the share of exports hedged against exchange rate
risk by derivatives remain broadly constant over time.

Foreign parent companies increased their investment in domestic
firms

The rise in foreign exposures of non-financial corporations was reflected
in a strong inflow of foreign direct investment into Czech firms. 2012
saw a considerable year-on-year increase in reinvested earnings, which
were therefore not used to finance foreign parent companies. A solid
inflow of other foreign capital (for example in the form of loans from
parent companies to their Czech subsidiaries) was recorded at the same
time. This is currently contributing to the good capital position of Czech
subsidiaries, although in the years ahead their financial condition may
depend increasingly on the financial soundness of their parent companies
and therefore also on economic developments in their owners’
countries.’” The current satisfactory situation of large corporations, which
are almost exclusively foreign-owned, is illustrated by the low level of
credit risk on the large loans obtained by these corporations from the
domestic banking sector (see Chart 11.27). Increased problems in large
corporations — caused by problems in parent companies or on the
domestic market — would significantly affect the overall level of credit
risk.

16 Especially exports to Russia and also, in the first half of the year, exports to China.
17 However, some owners may resolve any problems they might face by selling their Czech
subsidiaries rather than by gradually siphoning off their profits.



2.3 HOUSEHOLDS

In line with the general economic conditions, the labour market situation
deteriorated in 2012 and the real wages of households again declined.
Households responded to the worsening income conditions by reducing
their consumption and new borrowing. Together with low interest rates,
this helped to stabilise the credit risk of households. Its future level will be
affected mainly by the financial situation of young households in and
around Prague and Brno, which have the largest amount of loans. They
have been repaying their debts relatively easily so far thanks to their
above-average income. As a result, it is mainly low-income households
that are currently in danger. However, they do not pose too great a risk
to banks’ balance sheets, as their total debt volume is low.

The real wages of households fell in line with adverse labour
market developments

The decline in economic activity in 2012 adversely affected the labour
market situation, and the general unemployment rate rose slightly.
In some regions the unemployment rate decreased, but in regions which
had already been facing high unemployment in 2011 it rose further,
exacerbating the unfavourable regional trends in unemployment. The rise
in the number of unemployed persons was also accompanied by a drop
in the number of vacancies. Household income deteriorated in line with
the labour market conditions, with the real average wage falling by
0.6%'" (see Chart 11.28). According to the CNB's May forecast,
a worsening of the labour market situation coupled with a decline in
purchasing power is also expected in 2013 and will probably be the
largest source of risks to the household sector. A slight rise in
employment — due to an increase in the number of persons working
outside primary employment — was a minor positive signal on the labour
market.

Household debt rose only slightly, which led to a marked rise in
net financial assets

Household debt rose only very slightly as a percentage of gross
disposable household income in 2012, reaching 57.7% (see Chart 11.29).
This is still a low level by comparison with other advanced countries. The
rise in household credit obligations in absolute terms was also very
gradual last year (see Chart 11.30). Loans for house purchase recorded the
highest growth, rising by 4.8% year on year in 2012. By contrast,
consumer credit and liabilities to non-bank institutions edged down.
Growth in loans to households should also slow in overall terms over the
next two years, and if the Protracted Depression scenario materialises it
will even turn negative in 2014 (see Chart 11.30). Thanks to the limited
growth in household debt and virtually unchanged nominal GDP,
the upward trend in net financial assets relative to GDP continued for the

18 Different data are provided by the CZSO Household Budget Statistics, according to which
real money income including non-wage components grew by 1.6% in 2012.
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fourth consecutive year, rising to 69.6% (from 64.7% at the end
of 2011)."® The financial asset structure remained almost the same
in 2012 as in the previous year. Currency and deposits remained the
dominant financial instrument, accounting for 54.5% of financial assets
at the end of 2012. An increase in the share of government savings
bonds from 2.0% to 3.3% represents a minor change in structure.

The share of low-income households with loans is higher if the
number of household members is taken into account

FSR 2011/2012 presented the relationship between the share of
households with loans and the income quintile, showing that the share
of households with loans increases relatively strongly as a function of
income. However, the definition of household income can also take into
account the number of household members (or consumption units as
defined by the OECD), as a larger number of household members implies
higher necessary expenditure. As an alternative, therefore, this Report
divides households into income quintiles based not only on the absolute
net income of the entire household, but also on net income per
consumption unit. Although this approach also leads to the conclusion
that low-income households have fewer loans, the relationship between
borrowing and income is less strong (see Chart 11.31). In the case
of consumer credit and other loans, households in the lowest-income
quintile in fact borrow more often than households in the two higher
quintiles. One possible explanation is that such households use consumer
credit to bridge shortfalls in funds, as their income situation is even worse
on average than according to the quintiles based on absolute income
levels. Loans provided to this type of household are the most risky and
may lead to default in the future. However, the impacts on the financial
sector would be significantly dampened by the fact that the overall
absolute amount of these loans is relatively low.

The financial situation of young households in and around Prague

and Brno is crucial to maintaining low credit risk

Data from the Survey of Income and Living Conditions (SILC) make it
possible to map the distribution of loans and credit risk by region and age
category based on the share of problem loans.?° As expected, the highest
levels of credit risk were recorded in regions generally known for their
high unemployment rates — Karlovy Vary, Usti nad Labem and Liberec
(shares of unemployed persons 8.0%, 10.0% and 7.4% respectively as of
31 December 2012).2' Central Bohemia and Prague?? are among the least
risky regions (see Chart 11.32). These two regions are home to a high

19 The ratio of net financial assets to GDP dropped temporarily between 2004 and 2008
owing to relatively rapid growth in financial liabilities in this period.

20 The proposed indicator is conceptually similar to the NPL ratio, but cannot be compared

directly due to the different constructions of the relevant items in the SILC and in CNB

statements.

On the other hand, the Moravia-Silesia region, which traditionally has a high

unemployment rate, did not rank among the regions with a high share of problem loans.

22 A clear distinction cannot be made between these regions, as many people with
permanent residence in Central Bohemia come to Prague to arrange loans and/or work
in the capital.

2



proportion of high-income households, which traditionally have less
trouble repaying their debts. A negative relationship can also be observed
between the volume of loans in each region and their riskiness. This can
probably be explained by the fact that high-income households have
lower credit risk and the highest debts in absolute terms. From the age
perspective, persons aged 24 or younger are the most risky, but the
credit risk rates differ little across the other age categories
(see Chart11.33). The debt level is highest in the 30-39 age category.
The SILC data show that keeping credit risk low among households aged
30-39 in and around Prague and Brno, which have relatively high wages
and currently low unemployment, is essential to maintaining the sector’s
financial stability in the future. The situation in this household segment is
crucial given the dominant share of these households’ liabilities in the
sector’s total debt.?

Other variables besides age and place of permanent residence
affect credit risk

Besides age and place of permanent residence, the SILC data file contains
other socio-demographic household characteristics which can be used to
identify households with an increased probability of default. For the
purposes of this analysis, binary variables were created, taking values
of either 1 or 0 depending on whether or not a pre-defined criterion is
fulfilled (see Table II.1). This type of variable gives rise to results that are
easy to interpret. Fulfilment of the condition defined by the division
criterion in Table 1.1 implies a higher probability of default. The last
column contains the Gini coefficient, which indicates how well
the variable separates households in arrears from those who repay on
time. A Gini coefficient of 0% means a zero ability of the variable to help
distinguish defaulting households from the rest, while a Gini coefficient
of 100% means an absolute ability of the variable to separate the two
groups. The results show that net household income is the most suitable
variable for identifying households unable to repay their debts.
Ownership of the property in which the household lives and the level of
education of the head of household are also strong predictors
of repayment problems. On the other hand, it is clear that the age of the
head of household is not a very good indicator of loan repayment
problems. Households whose head is younger than 25 have a very high
risk of default, but their share in total households with loans is very low.?*
It is also apparent that no variable alone has a very high ability to predict
(explain) loan default.

Household credit risk increased only slightly

From the perspective of the 12-month default rate, household credit risk
was almost flat in 2012 (see Chart 11.34) in both the loans for house
purchase and consumer credit segments. The NPL ratio in the loans for

23 Such households account for one-half of the total loan volume.

24 The same is true for households with more than two children. These households are
significantly more risky, but are too low in number to make the existence of more than
two children in itself a good indicator of a household's level of risk.
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TaBLEII.1

Importance of binary variables for household credit risk

Gini
Variable Division Criterion coefficient
(%)
Net household income < 21,000 CZK/month 275
Owner-occupied property | NO 234
Education of head No school leaving 200
of household certificate '
Existence of partner Head of household 19.8
has no partner
Gender of head Head of household
15.6
of household is a woman
Not Prague, Central
Region of residence Bohemia, Pardubice, 121
Vysocina
Employment of head Head of household
11.6
of household is unemployed
Employment of partner Partner is unemployed 8.6
Age of head of household | <25 2.3

Source: 2011 SILC, CNB calculation

Note:

Fulfilment of division criterion means higher credit risk
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house purchase segment was also almost unchanged from 2011,
although in the consumer credit segment it rose by more than 1 pp.
Overall, the NPL ratio for loans to households recorded a slight increase
(see Chart 11.35). The stabilisation of household credit risk was due largely
to exceptionally low interest rates on loans for house purchase, which are
the most important component of household financial liabilities. Future
strong growth in interest rates coupled with subdued income growth
would probably lead to a sizeable increase in household credit risk.
The Protracted Depression stress scenario would imply a rise of almost
3 pp in both credit risk indicators.

Consumer loans are much more risky than mortgages

As of 31 March 2013, the NPL ratio for loans for house purchase was
3.5%, whereas that for consumer credit was 12.4%. For this reason,
consumer credit accounted for about 44% of NPLs to households as of
the same date, even though the share of this component in total
household credit liabilities is only around 18%. The higher credit risk for
consumer credit is reflected in interest rates (or the APRC), which are
several times higher than those on loans for house purchase.
This difference is larger than in advanced euro area economies. Itis
reasonable to assume that rather than being a case of incorrect risk
valuation by Czech banks, the interest rates on consumer credit reflect its
actual level of risk. In Poland and Hungary, both the interest rates and the
NPL ratios for consumer credit are similar to those in the Czech Republic.
Although there is some heterogeneity across consumer credit, 73.2% of
consumer credit was non-specific consumer credit at the end of 2012.
As a result, the NPL ratio for total consumer credit at the end of last year
(12.3%) was almost identical to that for non-specific consumer credit.

Stress tests show that low-income households are the most
vulnerable?

The stress test methodology has been further refined comp