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FOREWORD

Narodna banka Slovenska produces the Analysis
of the Slovak Financial Sector for the purposes of
the NBS Banking Board as well as for profession-
als and the wider public. The aim of this report
is to analyse the current situation and develop-
ments in the domestic financial market, to warn
of potential risks and threats to its stability.

This analysis evaluates the overall condition of
the financial sector as at 30 June 2012, although
in several parts it uses later data, where available.
The main aim is to assess the financial system’s
resilience to possible negative developments,
looking at both individual institutions and the
sector as a whole. The analysis provides a more
detailed view of the links between financial sec-
tor developments, on the one hand, and macr-
oeconomic and microeconomic indicators de-
velopments, on the other hand. The systemic

nature of the analysis is reflected mainly in the
use of stress testing as a way of assessing the fi-
nancial sector’s sensitivity to various scenarios.
The Annex supplements the main text of the
analysis with charts of a group of selected mac-
ro-prudential indicators for the main risk areas in
the financial sector.

As in previous analyses, financial information on
particular institutions is obtained primarily from
NBS information systems and from documents
produced by various departments of the NBS
Financial Market Supervision Unit. Additional
sources include the Statistical Office of the Slo-
vak Republic (SO SR), Eurostat, the European
Central Bank (ECB), and other external sources
and commercial information systems. The analy-
sis does not cover the exercise of supervision
over particular institutions.
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ANALYSIS SUMMARY

ACTIVITY PICKED UP IN THE SLOVAK FINANCIAL SECTOR IN
THE FIRST HALF OF 2012

Looking at developments in the Slovak finan-
cial over recent years, we see the relatively
frequent alternation of different positive and
negative trends that affect the sector’s stabil-
ity to varying degrees. This pattern continued
in the first half of 2012 with several new trends
that differed particularly from those observed
in 2011,

Although the whole domestic financial sector
was showing heightened sensitivity to the euro
area debt crisis towards the end of 2011, the im-
mediate effect of the crisis began to ameliorate
in the first six months of 2012. The direct reper-
cussions through government bond prices - the
principal channel between the domestic finan-
cial sector and foreign financial markets - be-
came less negative. At the same time, however,
there were continuing indirect effects from lower
economic growth in the euro area and persisting
uncertainty in foreign financial markets.

Slovakia’s economic performance, which is par-
ticularly crucial to the stability of the domes-
tic banking sector, was relatively favourable.
For banks, it was important that the economic
growth in Slovakia in the first half of 2012 was
sufficiently strong so as not to reduce the abil-
ity of borrowers to service their bank debts. On
the other hand, economic activity was not ro-
bust enough to support the growth of lending
to enterprises and households, which continue
to slow.

The first half of the year saw a few legislative
amendments that in various way affected finan-
cial market participants. The key change for the
banking sector was the introduction of a bank
levy. Key provisions of the Retirement Pension
Saving Amendment Act entered into force, and
there were substantial changes resulting from
the adoption of the new Act on Collective Invest-
ment in 2011, including the creation of new cat-
egories of special common funds.

On balance, these trends had a positive effect on
the Slovak financial sector, with most segments

recording stronger asset growth in the first half
of 2012 than in the second half of 2011. Profit
results varied according to the particularities of
the different segments. In both the banking sec-
tor and insurance sector, a strong annual rise in
the return on equity (ROE) in 2011 was followed
by a decline in the period under review. On the
other hand, ROE increased in the collective in-
vestment and pension sectors.

BANK LENDING GROWTH CONTINUED TO SLOW

The main asset item in the banking sector bal-
ance sheet - loans to enterprises and house-
holds - recorded a further slowdown in growth.
In the case of household loans, housing loan
growth fell by the largest margin, despite sev-
eral banks reporting increased demand in this
area. Banks’ behaviour became more cautious,
and a number of them tightened credits stand-
ards for new loans. Growth in loans to enterpris-
es also decelerated; at the end of June 2012 the
outstanding amount of these loans recorded
a year-on-year decline for the first time since
September 2010, due mainly to tighter bank
lending policies.

Yet despite these adverse trends, the lending
market developments in Slovakia contrast with
those in other euro area countries. The pace of
lending growth is relatively strong and banks are
seeing positive developments in demand from
both enterprises and households.

The bank levy mentioned above did not have
a marked or lasting effect on the asset and liabil-
ity structure of the banking sector in the first half
of 2012.

BANKING SECTOR PROFIT DECLINED

The total profit of the banking sector declined
year-on-year by almost 40%. Disregarding the
one-time impulse that boosted the sector’s
profit in the first half of 2011, the annual rate
of decline was 25%. The fall in profitability is re-
lated to several new trends in the composition
of the sector’s profit. Banks felt the effect of the
new bank levy in the first half of 2012, as it di-
minished the sector’s pre-tax profit by around
12%. Expenses related to the revaluation of

ANALYsIS OF THE SLovAK FINANCIAL SECTOR



debt securities continued to rise in the first half
of the year, even though losses on these opera-
tions were far lower than those recorded at the
end of 2011 and the losses were concentrated in
certain banks. Credit risk costs increased in most
banks in the first half of 2012, owing to higher
loan-loss provisioning.

Banks have in recent years been increasingly
focused on household sector business, and the
fact that interest income from the household
sector declined year-on-year is important, for it
accounts for a substantial share of banks’ total
income. Although the margin of the decline is
not significant, the downward trend is a matter
of concern. Bank lending growth slowed, while
competition for borrowers and depositors re-
mained strong and squeezed banks’ profit mar-
gins.

The outlook for the sector’s profitability in the
months ahead is somewhat negative. Most of
the trends that are adversely affecting bank prof-
its will continue and several of them will prob-
ably be even more pronounced.

THE NON-PERFORMING LOAN RATIO DECLINED

The exposure of banks to customer risks as
measured by the ratio of non-performing loans
to total outstanding loans developed positive-
ly. The NPL ratio for household loans declined
while that for the corporate loans remained flat.
Bank customers benefited from the period of
low-interest rates, which reduced their debt-
servicing burden. Several indicators for the cor-
porate sector also picked up, particularly sales
and exports.

Onthe other hand, developmentsin the months
ahead could bring a return of higher credit risk.
The prospects for improved performance of
the corporate sector are unclear, given the de-
teriorating situation in the euro area and the
concentration of positive developments in the
domestic automotive industry, all of which may
ultimately put upward pressure on household
and corporate credit risk. In the expectation
of elevated credit risk, banks tightened credit
standards.

In some banks there was a rise in foreign ex-
change risk, with open foreign exchange posi-
tions rising since the beginning of the year.

ANALYSIS

THE BANKING SECTOR’S CAPITAL POSITION STRENGTHENED

MARKEDLY

As regards banking sector stability, the marked
strengthening of the sector’s capital position in
the first half of 2012 was positive. The capital
adequacy ratio (CAR) climbed to 15.3% and the
coreTier 1 ratio reached 14.1%. This was a broad-
based trend, and the lowest CAR reported by any
individual bank was 12.5%. As in previous years,
the capital growth was largely driven by profits
made in 2011. At the banking sector level, al-
most half of the earnings from the previous pe-
riod were retained as equity capital.

The liquidity position of the banking sector also
improved moderately in the first half of 2012,
with the loan-to-deposit ratio even falling slight-
ly. Banks increased their short-term liquidity.

THE INSURANCE SECTOR SAW A CONTINUATION OF TRENDS
FROM THE PREVIOUS YEAR

The total profit of the insurance sector in the
first half of 2012 fell slightly year-on-year, but
it was still high and its decline reflected more
the elevated profits reported in 2011. The
number of loss-making insurance companies
decreased, and the distribution of return on
equity narrowed and moved moderately to-
wards higher profitability. The technical result
for the period was worse than for the previ-
ous year, but profitability rose on the basis of
the financial result. The solvency of insurance
companies declined slightly, but remained at
an adequate level.

The trends in the life insurance sector contin-
ued from 2011; the rise in premiums was driven
mainly by strong growth in unit-linked and sup-
plementary insurance products, while there was
further decline in traditional life insurance pre-
miums and insurance contracts. The amount and
frequency of policy surrenders rose, but annuity
expenses declined.

In non-life insurance, premium growth was
largely attributable to property insurance, while
premiums in motor vehicle insurance and mo-
tor third-party liability insurance continued to
decline. There was also a drop in the number of
motor insurance contracts. On the positive side,
a greater stability was observed in the portfolios
of insurance companies. The loss ratio fell fur-
ther and fluctuated around its lowest levels since
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2006. As for reinsurance, the situation remained
unchanged from the previous year.

THe RETIREMENT PENSION SAVING AMENDMENT AcT

HAS NOT AS YET HAD A SIGNIFICANT EFFECT ON THE ASSET
STRUCTURE OF PENSION FUNDS

The Retirement Pension Saving Amendment
Act adopted at the end of 2011 introduced sev-
eral significant changes that influenced devel-
opments in the sector in the first half of 2012.
For example, by allowing simultaneous saving
in two pension funds, it resulted in a change to
the stable ratio of participants and the amounts
of assets in different types of pension funds.
The share of equity pension funds fell and the
share of bond pension funds rose. The amend-
ment also required pension funds management
companies to establish and manage a fourth cat-
egory of pension fund called an index pension
fund. The demand for saving in index pension
funds, the returns on which should match those
on equity markets, was minimal during the pe-
riod under review. The conservative composition
of funds in Pillar Il of the pension system did not
change notably, even though one of the objec-
tives of the Amendment Act was to establish
conditions for longer-term investment policies.
It is, however, a positive signal that the average
residual maturity and duration of pension funds
has increased by more than half, albeit from very
low levels.

Looking at Pillar Ill of the pension system, the
longer-term trend decline in the number of par-
ticipants in supplementary pension funds came
to an end. As in previous years, a drop in partici-
pants recorded by large universal funds was off-
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set by an increasing number of people saving in
smaller specialised funds. Contributory supple-
mentary pension funds in which a growth policy
is followed saw a large rise in the equity compo-
nent of their total assets, up to almost 60%. In the
bond portfolio of supplementary pension funds
there was an increase in exposure to securities
issued by financial institutions.

Both the Pillar Il and Pillar IIl of the pension sys-
tem reported a year-on-year improvement in
performance, due largely to the positive revalua-
tion of bonds in the first quarter of 2012.

ASSET GROWTH IN COLLECTIVE INVESTMENT

The assets under management in the collective
investment sector increased moderately in the
first half of 2012 owing to positive net sales of do-
mestic common funds. The full effects of the new
Collective Investment Act, adopted in mid-2011,
appeared during the period under review, as do-
mestic management companies were permitted
to establish three new categories of special com-
mon funds. The assets of the small number of
special funds increased markedly to almost half
a billion euro, with most of the inflow coming
from the household sector. By contrast, most cat-
egories of standard common funds reported net
outflows, with households accounting for most
of the redemptions. Redemptions were highest
in money market funds and short-term common
funds, thus continuing a two-year-long trend.
The performance of all common fund categories
improved during the first half of the year. Aided
by cost savings, the aggregate profit of manage-
ment companies increased by around one fifth
on a year-on-year basis.
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T MACROECONOMIC DEVELOPMENTS AS THEY
AFFECT FINANCIAL SECTOR STABILITY

DESPITE SIGNS OF STABILISATION IN THE FIRST QUARTER,
THE EURO AREA SOVEREIGN DEBT CRISIS HAS CONTINUED

TO HAVE A DAMPENING EFFECT ON THE GLOBAL ECONOMIC
SITUATION.

In the first half of 2012, GDP growth was report-
ed in almost all major economies apart from the
majority of EU countries. This does not alter the
fact, however, that the prevailing trends with
regard to future developments and prospects
were negative. There were many cases among
both advanced and emerging countries where
economic growth decelerated and where eco-
nomic imbalances emerged or became more
pronounced.

Different countries and regions were affected in
different ways by economic problems and weak-
ening growth, but all were affected to a greater
or lesser extent by one common systemic phe-
nomenon - the ongoing sovereign debt crisis
in the euro area, the cyclical character of which
continued during 2012. The beginning of the
year saw moderate optimism across financial
markets, with investor sentiment boosted prima-
rily by the fact that the European Central Bank
(ECB) had started to provide unrestricted three-
year liquidity to the banking sector. In two three-
year longer-term refinancing operations (con-
ducted in December 2011 and March 2012) euro
area banks borrowed more than €1 trillion in to-
tal. This inflow of relatively long-term and cheap
funding had two effects. On the one hand, banks
(especially those with limited access to the inter-
bank market) were able to refinance, and there-
fore probably avoided a fire-sale of their assets at
distressed prices. On the other hand, banks op-
erating in lower-rated countries then used some
of these funds to buy domestic sovereign debt
securities. This pushed up the prices of these
bonds on the secondary market and at the same
time depressed the required yields to maturity
on the primary market, thus allowing countries
to issue debt under more favourable terms. The
wave of optimism triggered by the avoidance of
disorderly developments in the euro area spread
to other segments of the financial market and
beyond Europe. Prices of financial assets (includ-

Chart 1 Selected asset prices and selected

financial indicators — changes in different
periods of 2012 (%)
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Source: Bloomberg.

Notes: The overall change is calculated for the period from
1 January 2012 to 25 August 2012. The VStoxx and iTraxx Se-
nior Financials indices show real changes with opposite signs,
so that an increase indicates an improvement in the market
situation and a decline indicates deterioration.

ing shares) mostly increased all over the world,
while signals of stress implied from market data
started to decline.

SITUATION IN FINANCIAL MARKETS DETERIORATED AGAIN IN
THE SECOND QUARTER

The positive effect that the ECB’s non-standard
liquidity-providing measures had on the euro
area crisis had faded considerably by the begin-
ning of the second quarter. After the incipient
optimism of early 2012, markets and partici-
pants in the real economy turned their attention
back to the fundamental roots of the crisis. The
issues coming to the fore included the need for
a second bail-out package for Greece, the elec-
tions in Greece, and the critical situation in the
Spanish banking sector. There was increasing
speculation about Greece leaving the euro area,
as well as uncertainty about the future of mon-
etary union in Europe. As risk aversion spread
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Chart 2 Required yields to maturity of

3-year government bonds of selected euro
area countries (%)

== Germany == France
Spain Italy

Source: Bloomberg.

rapidly in financial markets there was a marked
rise in demand for a limited group of safe-haven
assets (including US, German, UK and Swiss gov-
ernment bonds), to the extent that the short-

Chart 3 Deposits of non-financial corpora-

tions and non-resident banks in selected
groups of countries (index: 2009Q4 = 100)
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Notes: The group of countries reporting flight of money from
banks includes Cyprus, Greece, Ireland, Portugal and Spain. The
group of countries reporting a net inflow of funds to banks inclu-
des Finland, France, the Netherlands, Germany and Austria.

end of their yield curves even turned negative.
By contrast, credit risk premia on other types of
debt securities went up, asset prices declined,
and most financial markets became more vola-
tile. The credit ratings of sovereign debtors and
banks were further downgraded. Spanish gov-
ernment bond yields were a particular cause of
concern, as yields on several maturities reached
new all-time highs at the end of June and in
July. The heightened stress was also indicated
by the flattening of the yield curve. Spain and
Italy became the centre of attention for financial
markets.

The first half of 2012 saw a relatively strong
outflow of capital from euro area countries per-
ceived as more risky, mostly in the direction of
less risky euro area countries. The banking sec-
tors of certain countries faced a sizeable outflow
of deposits from both foreign banks and from
resident enterprises and households.

FINANCIAL MARKETS PUSHED FOR ADOPTION OF
UNPRECEDENTED ANTI-CRISIS MEASURES

The responsible public representatives and Eu-
ropean institutions came under mounting pres-
sure to find, and implement as soon as possible,
a radical and systemic solution that would calm
the crisis and prevent it spreading yet further.
The toolkit of stabilisation measures for the euro
area was extended to include, among others, re-
capitalisation of the Spanish banking sector with
EFSF funding and the first steps towards a bank-
ing union. Nevertheless, financial indicators sug-
gested that none of these measures were seen
by the markets as sufficient. After an initial posi-
tive response, lasting no more than a few days,
financial markets returned to a state of height-
ened concern.

Financial market strains eased significantly from
the end of July through August 2012, after the
ECB President announced that the ECB was ready
to reactivate its government bond purchase pro-
gramme, conditional on the respective country
first submitting an official request for funding
from the EFSF and complying with the related
recovery programme. With the ECB announc-
ing that its focus in such interventions would be
on shorter-term bonds, the market reaction was
most marked on the short-end of the yield curve
of the selected countries’ bonds, which declined
by several percentage points. As in the previous
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Chart 4 Comparison of general government

primary budget balance, GDP growth and
public debt in selected euro area countries
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Source: Eurostat.
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size of the country's public debt.

Source of real GDP growth estimates: Consensus Forecasts; Lon-
don, Consensus Economics.

similar episodes, prices of other riskier assets
rose as well.

The seeming stabilisation in financial markets
may, however, have been just another false sig-
nal, in this case amplified by the seasonal effect
of the August holiday season. In autumn, with
decisions to be taken on many key issues related
to the euro area crisis and with financial markets
in full flow, there remains the risk that financial
markets will again react nervously to the course
of events. Further negative pressure could come
from governments and banks as they seek to se-
cure the rest of their funding for 2012.

IN THE UNITED STATES, THE CYCLICAL DEVELOPMENTS
OBSERVED IN THE PREVIOUS TWO YEARS CONTINUED

The US economy followed a similar, if slightly
different, pattern for a third year in a row; it
showed signs of a robust recovery at the be-
ginning of the year, only for the positive trends
to deteriorate towards the end of the second
quarter and during the summer months. Quar-
terly GDP growth was an annualised 2% for the
period January to March, and decelerated to
1.7% in the second quarter. Taking into account
the composition of GDP, the difference be-

tween the growth results for the two quarters
in terms of economic fundamentals was even
more pronounced than appeared from the ag-
gregated data. In the first quarter, a solid pace
of growth was observed in the components of
household consumption, fixed investment and
net exports, although this was offset to some
extent by negative contributions from changes
in inventories and government consumption.
In the second quarter there was no increase in
growth, even though changes in inventories
made a positive contribution and the impact
of general government consumption was less
negative.

Higher consumer confidence as well as the gen-
eral sentiment of other participants in the US
economy were closely related to an unexpect-
ed upturn in the labour market during the first
months of the year, with net job creation reach-
ing its highest levels since the outbreak of the
financial crisis. From April, however, job creation
plummeted to about a quarter of its previous
level, thus fuelling uncertainty about the further
trajectory of the economy.

Leading PMIs are a relatively reliable bellwether
of the US economy, and the outlook according
to them is not favourable either. In particular,
the manufacturing PMI index has been declining
sharply in recent months, and in June and July it
was below the no-growth threshold for the first
time since 2009.

A key factor for the US economy in coming years
will be the scope and timing of public finance
consolidation efforts. In the long term, reduc-
tions in the budget deficit and government debt
are expected to support economic growth, but
in the short term the consolidation process will
weigh negatively on growth. Although public
expenditure has already been declining for more
than two years, the main phase of the austerity
programme is due to begin in 2013. The planned
spending cuts and tax hikes are so extensive in
scope that they will most probably plunge the
United States back into recession.

With the US macroeconomic situation deterio-
rating, attention turned to the Federal Reserve.
Expectations for a further loosening of monetary
policy increased. The Fed did not respond with
any radical steps, but if the situation does not
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improve, it may proceed with a third round of
quantitative easing.

THE EURO AREA AS A WHOLE MOVED CLOSER TO
RECESSION; THE PERIPHERY COUNTRIES IN PARTICULAR
FACED EXCEPTIONAL DIFFICULTIES.

The gravest economic difficulties in the first half
of 2012 were observed in the euro area. After re-
cording zero quarter-on-quarter growth in the
first quarter of 2012, euro area GDP contracted
by 0.2% in the second quarter. This decline was
primarily due to developments in the euro area
periphery, although other Member States also
recorded weak or negative GDP growth. Euro
area GDP did not shrink in the first quarter only
because the German economy grew at a solid
pace at the beginning of the year.

WEAK PRIVATE SECTOR DEMAND IN THE EURO AREA WAS
COMPOUNDED BY FISCAL CONSOLIDATION MEASURES

The economic performance of the euro area
has been deteriorating due to the contraction
of domestic private sector demand. The decline
in private sector consumption and investment
reflects mainly decreasing confidence and
considerable uncertainty about future devel-
opments, which has resulted in a preference
for saving over consumption or investment. It
is also to some extent caused by efforts to fur-
ther repair the balance sheets of households
and enterprises. After rising moderately in the
first quarter of 2012, the European Commis-
sion’s Economic Sentiment Index (ESI), started
to decline quite sharply again with negative
contributions from all its components (cover-
ing individual sectors of economic activity). It is
worth noting that while the lowest ESI values
in absolute terms are recorded by the euro area
periphery countries, the most pronounced ESI
declines have recently been concentrated in
economies with relatively stronger fundamen-
tals. This suggests that concerns about the euro
area sovereign debt crisis have finally reached
the economically healthy “core” countries, in-
cluding Germany, which had hitherto been
least affected by the crisis.

The adverse trend in private sector demand
was amplified procyclically by government con-
sumption. In more normal circumstances, such
a situation would call for an expansionary fis-
cal policy, but at present governments are be-
ing constrained by financial markets to make

substantial cuts in public expenditure. On the
one hand, declining government consumption
makes a direct negative contribution to GDP
growth; on the other hand, the expectations for
further fiscal consolidation measures are weigh-
ing negatively on private sector demand. The
repair of public finances can be expected to last
at least until the end of the medium-term hori-
zon. In an attempt to regain the confidence of
financial markets, European countries have un-
dertaken not only to reduce budget deficits to
below 3% of GDP, but also to achieve a balanced
structural budget and to reduce government
debt to below 60% of GDP. Moreover, the coun-
tries under the strongest pressure to deleverage
are falling into a downward spiral, as worse than
expected economic performance necessitates
further consolidation efforts which, in turn,
translate into even lower economic growth. The
high interest rates these countries have to pay
in the bond market put further strain on public
resources.

The effects of declining domestic demand were
to some extent mitigated by positive develop-
ments in the euro area’s net exports during the
period under review. The euro exchange rate
may also have contributed positively to exports,
given that it was weakening against the main
world currencies from autumn 2011.

THE PROCESS OF CORRECTING SERIOUS MACROECONOMIC
IMBALANCES IN CERTAIN COUNTRIES HAS ONLY JUST
BEGUN

The fundamental causes of the current euro
area crisis include the macroeconomic imbal-
ances that have accumulated in certain euro area
countries. To resolve the euro area’s problems in
a successful and sustainable way will require,
inter alia, rigorous rebalancing and structural
reform of individual economies with a focus on
imbalance reduction. The recovery process in
the countries with the largest imbalances began
back in 2009 or 2010, but much remains to be
done in the years ahead.

This can be illustrated by unit labour costs, which
are an important indicator of external competi-
tiveness. In the periphery countries, where unit
labour costs rose at an above-average rate in the
pre-crisis period, lost competitiveness has been
partly regained in recent years, albeit due largely
to cyclical factors. Unit labour costs came down
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as result of firms laying off workers and thereby
increasing labour productivity. In this case, re-
ducing wages would be a structural measure,
but according to data for the period up to 2011,
the closest that wages in the private sector came
to declining was zero growth.

It is similar with the gradual reduction of exces-
sive deficits in the balance of payments current
account. The decline in balance of payment defi-
cits was caused by increases in exports (support-
ed by weakening of the previously overvalued
real effective exchange rate) and to a consider-
able extent by decreases in imports. It should
be noted in this regard that the previous accu-
mulation of balance of payment deficits resulted
in the respective countries having a substantial
debtor position vis-a-vis the rest of the world. In
order to reduce this external debt and thus also
dependence on external sources of refinancing,
it is necessary to ensure that the balance of pay-
ments does not simply show a lower deficit but
is in surplus over the long term.

CORPORATE LENDING RATES IN CERTAIN EURO AREA
COUNTRIES WENT UP DESPITE A DECLINE IN THE KEY ECB
RATES

During the first part of 2012 the ECB reduced its
key rate by 25 basis points to an all-time low of
0.75%. The deposit rate declined from 0.25% to
0%, and as a result banks withdrew a substan-
tial amount of deposits from the ECB and used
the funds to buy other assets, in particular gov-
ernment bonds issued by so-called “semi-core”
countries.! Demand for the sovereign debt of
these countries was further boosted by a short-
age of high-quality investment opportunities;
thus yields to maturity of these securities de-
clined, even though the macroeconomic situa-
tion of the sovereign issuers was not improving.

According to market data from the end of Au-
gust 2012, most investors do not expect the key
ECB rate to be changed again, in either direction,
before the end of the year.

A combination of low interest rates and the large
three-year liquidity allocation to banks should
in theory create the conditions for a recovery of
the lending process in the euro area. Neverthe-
less, the annual growth rate of loans to the pri-
vate sector decelerated, and in the case of loans
to enterprises in the second quarter there was

Chart 5 Expected three-month interbank

rate in the euro area as implied by market
data (%)
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Chart 6 Changes in the average interest
rate on corporate loans in selected euro

area countries from July 2011 to June 2012
(p.p.)
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even a year-on-year decline in their outstanding
amount. The weak lending activity was to a large
extent explained by low demand, according to
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1 The term “semi-core” countries
are usually understood to include
France, Belgium, the Netherlands,

and Austria.
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the ECB’s Bank Lending Survey. But in some euro
area countries, particularly those on the periph-
ery, it is necessary to look for an explanation on
the supply side. This is because the banks in these
countries, which had in the past received much of
their financing from foreign banks, found them-
selves shut out of the interbank market and re-
mained to a large extent dependent on liquidity
from the ECB. In addition, they are considerably
undercapitalised due mainly to losses on loans
extended during the property boom, to which
are now being added loan defaults caused by
the ongoing recession. The result is that lending
rates for firms and households are far higher in
these countries than in the rest of the euro area.

As mentioned earlier, one of the consequences
of the euro area’s recession has been a decline
in employment and the corollary of increasing
unemployment, particularly in countries on the
euro area periphery. Other countries too, how-
ever, have seen a moderate increase in the un-
employment rate. Thus the average unemploy-
ment rate for the euro area rose from 10.7% in
December 2011 to 11.2% in June 2012.

SLOVAK ECONOMY NOT YET SHOWING SIGNS OF SLOWDOWN

The Slovak economy in the first half of 2012
proved to be surprisingly resilient to the crisis. In
both the first and second quarters GDP grew by

Chart 7 Spread and average rate of euro
area unemployment (%)
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around 3% (on an annualised quarter-on-quar-
ter basis), after recording similar growth for the
whole of 2011. The economy was also growing
at 3% in year-on-year terms. The better than ex-
pected performance in the first half of 2012 led
to substantial revision of the GDP forecast for the
whole of 2012. At the beginning of the year the
GDP estimates of forecasting institutions, such as
commercial banks and the Slovak Finance Minis-
try, were in the region of one percent, but by the
summer these had been revised up to more than
2%. From late 2011 to the end of the period under
review, Narodna banka Slovenska maintained its
more optimistic forecast for GDP growth in 2012
(at around 2.5%). On the other hand, expecta-
tions for future years remained unchanged.

Economic growth in 2011 was driven mainly
by net exports, with Slovak manufacturers
benefiting from strong links with Germany as
well as from rapid growth in exports to China
and to some neighbouring countries. Foreign
trade is expected to continue making the larg-
est contribution to economic growth in 2012,
given the boost to exports from new produc-
tion launched in the Slovak automotive indus-
try. The annual growth rate of exports in each
of the first six months of 2012 was around 10%,
although in comparison with the rates of around
20% observed in 2010 and 2011 that represents
something of a slowdown. The lower growth in
exports of goods and services would appear to
be a natural consequence of developments in
the external environment, and particularly in the
euro area. There is a downward trend in the in-
dex of average economic growth in a basket of
countries importing from Slovakia (where each
importing country is weighted by the share of
total Slovak exports that it receives).

Other contributions to the increase in Slova-
kia's overall economic output in the first quar-
ter of 2012 came from government consump-
tion and changes in inventories. In the case of
general government consumption, this was
probably a one-off effect possible related to
an early General Election held during the pe-
riod under review. Future general government
expenditure is expected to damp economic
growth, due to both ongoing fiscal consolida-
tion measures and in particular those in the
pipeline. According to Finance Ministry esti-
mates, the impact of the consolidation effort
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Chart 8 A comparison of economic growth

in the external environment and Slovak
exports (%)
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on GDP growth is expected to peak in 2013 at
-0.4 percentage point. The Government’s aim is
to bring the budget deficit to below 3% of GDP
in 2013 by increasing revenues and cutting ex-
penditure, with the impact of the former and
the latter in a ratio of 2:1.

Household consumption made a zero contribu-
tion to Slovakia's economic growth in the first
quarter of 2012 after having a dampening ef-
fect in previous years. Since retail sales from
April through June declined, it is unlikely that
household consumption will be a driver of eco-
nomic growth in this period, either. Furthermore,
consumer confidence fell steadily after record-
ing a short-term improvement in April 2012. It
should be added that, according to historical
time series data, the restriction of spending dur-
ing times of deteriorating consumer sentiment
is more marked among consumers in Slovakia
than among those in most EU countries. In Slo-
vakia, however, household consumption is sub-
dued not only by the atmosphere of uncertainty
but also by declining real wages. In most sectors,
with the principal exception of industry, the av-
erage real wage was lower in the first half of 2012
than in the previous year.

The purchasing power of the population is also
affected by the less than favourable situation in
employment. The number of employed people
increased only marginally in the first half of the
year (by 2,000 in seasonally adjusted terms), and
in the construction and manufacturing sectors it
evendeclined.The unemploymentrate remained
practically unchanged at just under 14%.

Mounting pessimism about the further trajec-
tory of the Slovak economy was evident not only
among consumers but also among business
people across a whole range of activities. The
overall Economic Sentiment Indicator has been
declining steadily since April and recorded a par-
ticularly sharp drop in July.

As in previous periods, the best-performing sec-
tor on the production side of the economy was
industry. Industrial production increased quite
markedly in the first quarter, but then remained
steady for the rest of the period under review.

Despite signs of slowdown, the Slovak economy
remained fundamentally sound and this was re-
flected in a substantial decline in Slovak govern-
ment bond yields. The required yield on five-year
bonds fell from 4.4% at the beginning of 2012 to
2.3% at the end of August, which was an all-time
low for Slovak bonds of that maturity.

Chart 9 Employment and unemployment in
Slovakia
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NEW EUROPEAN LEGISLATION IN RESPONSE TO THE EURO AREA CRISIS

Stability and Growth Pact:

In the past the only framework for ensuring
stability in the euro area was the Stability and
Growth Pact (SGP), an agreement among the
27 Member States of the European Union. The
purpose of the SGP was to ensure that fiscal
discipline would be maintained in all the EU
countries. The three key requirements under
this framework are to ensure that:
« the general government budget is balanced
or in surplus over the medium-term horizon;
« the general government deficit does not
exceed 3% of GDP; and
« public debt does not exceed 60% of GDP or,
if higher, is diminishing sufficiently towards
this limit.

If a Member State exceeded the deficit or debt
limits, an excessive deficit procedure (EDP) could
be triggered at the EU level, which should have
led to correction. If the country did not comply
with the EDP recommendations, the EU Council
would abrogate its decision on the existence
of an excessive deficit; if not, the EDP would
continue and the country may ultimately face
financial sanctions. Under the preventive arm
of the SGP, each Member State was required to
submit annual stability programmes (euro area
countries) or convergence programmes (non-
euro area countries) showing how they intend
to comply with SGP rules. Since 2005 these pro-
grammes have included a medium-term objec-
tive and a description of the policy measures to
achieve that objective.

As seen in the current debt crisis, however, the
SGP has fallen short of ensuring long-term stabil-
ity of monetary union. This was due, on the one
hand, to shortcomings in the SGP framework
itself and, on the other hand, to the fact that it
was not implemented with sufficient rigour. In
the end, the euro area crisis gave impetus to the
“strengthening” of the SGP and to the introduc-
tion of further measures that should help pre-
vent a similar crisis from occurring in the future.
The rest of Box 1 provides a brief summary of the

new legislation that has been adopted or drafted
in this regard during the past year or so.

“Six-Pack”

On 13 December 2011 a package of five Regu-
lations and one Directive, collectively known as
the“Six-Pack’, entered into force. This legislation
applies to all 27 EU Member States, with some
specific rules for euro-area Member States. In
the fiscal field, the Six-Pack strengthens the SGP,
mainly by means of the following measures:

« The Six-Pack ensures stricter application of
the fiscal rules by defining what is meant by
a “significant deviation” from the medium-
term objective (MTO) or the adjustment path
towards it. Until the MTO has been achieved,
the growth rate of general government
spending is expected to be lower than the
medium-term growth rate of the economy.

« The Six-Pack operationalises the debt crite-
rion, so that an excessive deficit procedure
(EDP) may also be launched on the basis of
a debt ratio above 60% of GDP (this rule hav-
ing been largely neglected in the past). Great-
er flexibility should be achieved by means of
the “1/20 rule’, according to which a Member
State will be putin excessive deficit procedure
if the gap between its debt level and the 60%
reference is not reduced by 1/20th annually.
The pace of debt reduction is assessed on the
basis of the three-year average. Each Member
State in excessive deficit procedure for hav-
ing exceeded the 3% deficit criterion (which
at present is most Member States) is granted
a three-year period following the correction
of the excessive deficit during which it is not
required to comply with the“1/20 rule”

« A tougher EDP sanctions regime is estab-
lished for euro area countries, including
the introduction of reverse qualified major-
ity voting (RQMV), where a proposal of the
Commission is considered adopted in the
Council unless a qualified majority of Mem-
ber States votes against it. Financial sanc-
tions may be imposed up to a maximum
level of 0.5% of GDP.
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Since the euro area crisis is not simply a con-
sequence of fiscal recklessness, but is also to
a large extent the product of serious macr-
oeconomic imbalances, a further aspect of the
Six-Pack is aimed at preventing and correcting
such imbalances. Specifically, an alert mecha-
nism is established based on the economic
reading of a “scoreboard” of indicators that
signal the emergence or existence of macr-
oeconomic imbalances in difference econom-
ic spheres. A list of the ten selected indicators
and their indicative thresholds is presented in
Table 1.

Comparing the indicator values with indicative
thresholds should, however, be simply a first
step towards identifying countries where mac-
roeconomic developments are a cause for con-
cern and warrant further in-depth analyses.
The Commission is expected to produce an-
nually an Alert Mechanism Report (AMR) that
contains the indicator values and provides
a brief reading of the results both thematically
and per country. The first AMR was produced
in February 2012 and on that basis the mac-
roeconomic imbalances of 12 countries were
subjected to subsequent in-depth analyses
(the countries in question were Belgium, Bul-
garia Denmark, Spain, France, Italy, Cyprus,
Hungary, Slovenia, Finland, Sweden, and the
United Kingdom).

The procedure is not confined to monitoring,
but also allows the Commission and the Coun-
cil to adopt preventive recommendations for
the countries concerned, before the imbal-
ances become large. In more serious cases,
where the imbalances are already too large,
an excessive imbalance procedure (EIP) can be
opened for the Member State. In this case, the
Member State concerned will have to submit
a corrective action plan with a clear roadmap
for correcting the macroeconomic imbalances.
Sanctions may be imposed if a Member State
fails to comply with the recommended correc-
tive action.

Treaty on Stability, Coordination and Gover-
nance (TSCG)

Unlike the Six-Pack, the TSCG is an intergov-
ernmental agreement (i.e. it is not a piece of
EU law). The TSCG was signed in spring 2012
by 25 EU Member States (all but the Czech Re-
public and United Kingdom). It will enter into
force following ratification by at least twelve
euro-area Member States. The TSCG will only
be binding for all euro-area Member States,
while other contracting parties are allowed to
choose provisions they wish to comply with.

The core of this intergovernmental agreement
is its fiscal part known as the “Fiscal Compact”.

Table A Indicators of macroeconomic imbalances

Indicator

Indicative thresholds

GDP

External imbalances and

competitiveness on HICP deflators

3-year average of current account balance as a percent of

net international investment position as a percent of GDP

percentage change of the real effective exchange rate based

percentage change (3 years) in nominal unit labour cost

-4% / +6%

-35%

+5% for euro area
+11 % for non-euro

percentage change (5 years) in export market shares -6%

+9% for euro area
+12% for non-euro

year-on-year percentage change in deflated house prices +6%
private sector credit flow as a percent of GDP 15%
Internal imbalances private sector debt as a percent of GDP 160%
general government debt as a percent of GDP 60%
3-year average of unemployment rate 10%
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Under the terms of the Fiscal Compact, the
structural deficit limitis lowered to 0.5% of GDP
(or 1% of GDP for Members States with a debt
ratio significantly below 60% of GDP). Devia-
tion from these limits or the adjustment paths
towards them is permitted only in “exceptional
circumstances” (such as a deep recession).

A key aspect, however, is that countries are to
implement these budget rules in national leg-
islation through provisions of “binding force
and permanent character, preferably consti-
tutional”. Under the TSCG, a contracting party
may even bring an action against another
contracting party before the European Court
of Justice (Co)) if it believes that the other con-
tracting party has failed to comply with the
obligation to implement the so-called “debt
brake” in national law. The CoJ may impose
a financial sanction (0.1% of GDP) if a country
does not properly implement the new budget
rules in national law.

In addition, the Fiscal Compact reiterates the
“1/20 rule” and extends RQMYV to all stages of
the excessive deficit procedure. The TSCG also
lays the basis for reinforced surveillance and
coordination of economic policies.

“Two-Pack”

The “Two-Pack” refers to two draft Commis-
sion Regulation that at the cut-off date for this
Analysis were still at the discussion stage and
had not been finally adopted. These Regula-
tions should apply to euro-area Member States
only and they are aimed at strengthening eco-
nomic surveillance in the euro area.

The first Regulation concerns the monitoring
and assessment of countries’ draft budgetary
plans. Under its proposed provisions, coun-
tries would be required to submit their draft
budgetary plans for the following year to the
Commission and the Eurogroup before 15 Oc-
tober, along with the independent macroeco-
nomic forecasts on which they are based. The
Commission would then analyse whether the
draft budgetary plan is in line with the SGP. If
the Commission assesses that the plan is non-
compliant with the SGP, it can require the plan
to be revised. This process builds on the SGP,
under which Member States present the main
characteristics of their medium-term pub-
lic finance plans to the Commission and the
Council in spring. In particular, it means that
national budget plans can be independently
scrutinised before being adopted by national
parliaments. The draft Regulation also con-
tains a requirement to set up an independent
institution in charge of monitoring fiscal rules
at the national level.

The second draft Regulation concerns euro-ar-
ea Member States experiencing or threatened
with financial difficulties. It proposes that such
countries be subject to enhanced surveillance.
Enhanced surveillance would be launched ei-
ther on the basis of a Commission Decision, or
automatically for countries receiving certain
types of precautionary financial assistance.
Countries subject to enhanced surveillance
would be required to adopt measures to ad-
dress the sources of instability, to admit requ-
lar review missions, and, if their administrative
capacities are insufficient, to seek technical as-
sistance from the Commission.
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2 DEVELOPMENTS IN THE SLOVAK FINANCIAL SECTOR

MODERATE RECOVERY IN SELECTED SECTORS; SLOWDOWN
IN LENDING ACTIVITY.

For several financial market segments the first
half of 2012 brought a moderate improvement
in comparison with the end of 2011. In general,
however, overall activity was weaker thanin 2010
and in the first half of 2011.

The most marked upturn was observed in collec-
tive investment funds and unit-linked products,
where asset growth was related to a revival of
performance. Investment firms, too, saw a mar-
ginal improvement. On the other hand, overall
lending activity weakened. Declines in the out-
standing amount of loans to enterprises and in
the growth rate of household loans (particu-
larly housing loans) accounted for weaker asset
growth in the banking sector and in the leasing
and hire purchase sectors.

As usual, investments in Pillar Il funds of the
pension system recorded the highest growth.
Since back in mid-2010 these funds have consti-
tuted the second largest component in growth
of household financial assets. Their strengthen-
ing position vis-a-vis life insurance and invest-
ments in common funds continued in the first

Chart 10 Assets and assets under manage-
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six months, as did their gradual catch-up with
bank deposits. Supplementary pension funds
fared less well and their position has been highly
unstable since the middle of last year.

Looking at the shares of individual sectors in the
domestic financial market there was no sizeable
change except for a relatively marked rise in that
of Pillar Il pension funds.

STABLE POSITION VIS-A-VIS THE REST OF THE WORLD

The position of the domestic banking sector vis-
a-vis the rest of the world sector strengthened
in the first half of 2012. Overall net financing
from non-residents fell to 1.8% of total assets.
The banking sector also maintained its posi-
tion as a net provider of intra-group liquidity.
Although such a position minimises reliance
on funds from parent undertakings, it also in-
creases banks’ overall intra-group exposure.
This trend should be viewed in the context of
the mounting risk within the euro area banking
sectors.

In contrast to the general trend in other Euro-
pean banking sectors, banks in Slovakia have
not become reliant on central bank financing,

Chart 11 Breakdown of the financial sector
by individual segments
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Chart 12 The banking sector's position vis-

a-vis the rest of the world, parent financial
groups, and the Eurosystem (%)
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Source: NBS.

Notes: Positions are calculated as shares of assets. Net position
means the difference between claims onand liabilities to coun-
terparties. The chart does not take into account domestic bank
bonds purchased by non-residents.

and this fact is very important in the long term
perspective. The overall situation in regard to
non-residents, parent financial groups, and the
central bank therefore confirms the banking sec-
tor’s stable liquidity position.

MIXED DEVELOPMENTS IN PROFITABILITY

The profitability of financial institutions did not
show a clear trend, but rather differed according
to the particularities of individual segments. Re-
turn on equity (ROE) in the banking and insur-
ance sectors fell year-on-year due largely to the
base effect of exceptionally large profits in 2011,
which in the case of the banking sector reflected
also a surge in own funds. The only increases
in ROE in the first six months were recorded by
pension fund management companies (Pillar I1)
and asset management companies.

Total profits in all segments apart from PFMCs re-
mained bellow their 2006 and 2007 levels.

HOUSEHOLD FINANCIAL ASSETS CONTINUED TO GROW,
WITH A SHIFTING OF INVESTMENTS INTO SHORTER-TERM
DEPOSITS

As regards the financial situation of households,
it is positive that the growth in households’ fi-

Chart 13 Return on equity (ROE) in the
financial sector (%)
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nancial assets did not continue the decelerating
trend observed in 2011 but increased to 5.6%
year-on-year. This increase was largely driven by
asset growth in Pillar Il funds of the pension sys-
tem.

Chart 14 Quarterly changes in amount of
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The long-running trend of higher growth in
longer-term deposits (with maturities of be-
tween one and five years) came to an end in
2012. The outstanding amount of these depos-
its fell slightly, while the growth in deposits with
up to one year's agreed maturity accelerated.
In terms of investment horizon length, a simi-
lar trend was observed in collective investment
funds, with special common funds recording the
highest growth.

RETURNS ON HOUSEHOLD FINANCIAL ASSETS PICKED UP
MODERATELY

The performance of most household financial
assets rebounded or improved in the first half of
2012 after deteriorating sharply in autumn 2011.
Cases in point included unit-linked products, Pillar

Chart 15 Returns on selected types of finan-

cial assets (%)
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lll pension funds, and several collective investment
funds, which all reported positive returns following
alossin 2011.There was also an increase in returns
on Pillar Il pension funds and bank deposits.

The overall weighted average return on household
financial assets oscillated around 1.7% in the first
half of 2012, which represents a marked improve-
ment as compared to the average of 0.8% reported
atthe end of 2011. Although the average weighted
return on household financial assets increased, it
remained in negative territory in real terms since
the inflation rate declined only slightly. The only
instruments that provided higher than inflation re-
turns in the first half of 2012 were highly volatile,
and a continuation in their trends is hardly to be
expected.

Chart 16 Annual return on household finan-
cial assets in nominal and real terms (%)
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NARODNA BANKA SLOVENSKA

EUROSYSTEM

CHAPTER 2

2.1 THE BANKING SECTOR

2.1.1 TRENDS IN THE BANKING SECTOR BALANCE SHEET

The growth in loans to retail customers stabilised in the first half of 2012, but is still lower than its levels

in previous years. The outstanding amount of housing loans increased at a slower pace due mainly to
supply-side factors and the effect of property prices. Lending declined amid a tightening of credit standards
(particularly through the lowering of loan-to-value ratios) and falling property prices, with the volume of
property trading remaining unchanged. Upward pressure on housing loans in the first half of 2012 came from
demand, the increase in which probably reflected an improvement in consumer confidence. The growth in
new lending was based on a decline in the average interest rate on new loans which, since it was far lower
than the average rate on existing loans, stimulated demand for loan refinancing. As for consumer loans there
was little significant change in either demand-side or supply-side factors.

Turning to the composition of retail deposits, a shift of funds towards shorter-term deposits was
observed in the first six months. Most notably, during the first quarter, deposits with up to one year’s
agreed maturity increased as a share of total deposits, probably as a consequence of intra-bank
competition that put upward pressure on the remuneration of these deposits. Deposit growth slowed in
the second quarter, which may be explained by a lowering of interest rates on new time deposits.
Lending to enterprises recorded gradually declining growth during the first six months, and at the end of

June 2012 their outstanding amount stood lower in year-on-year terms for the first time since September
2010. This trend was probably a result of supply-side factors, as banks continued to tighten credit standards
during the first half of the year amid negative expectations for the general economic situation as well as

for developments in particular sectors. Unlike supply-side factors, net loan demand from enterprises made

a positive contribution to the stock of corporate loans. The increased demand for corporate loans was in
contrast with the weakening loan demand observed elsewhere in the euro area, and is probably explained by
annual growth of exports and therefore of corporate sector sales as well. Another stimulant to demand may
have been the continuing decline in the debt-servicing burden of enterprises. Nevertheless, the positive trends
in the corporate sector are somewhat fragile and the expectations for demand are also in negative territory.
The total value of the sector’s debt securities portfolio changed only slightly in the first half of 2012. A decline
in the amount of foreign bonds was offset by an increase in investments in Slovak government bonds and
Treasury bills. The restructuring of Greek debt was to a certain extent responsible for the reduction of the
foreign bond portfolio. The securities issued by banks during the period under review comprised mainly
mortgage bonds. The parameters of the issues were largely in line with long-run trends. It is worth noting that
from January to June banks issued only fixed-coupon or zero-coupon mortgage bonds.

The interbank market was affected mainly by the three-year long term refinancing operations conducted
by the ECB and the amendment of bank levy-related legislation. On the one hand, the liquidity provided
by the ECB meant that on both the asset and liability side of the sector’s balance sheet, transactions with
banks played a smaller role and transactions with the ECB a larger role; on the other hand, following the
legislative amendment, a marked drop in interbank assets was observed towards the end of June, based
largely on a decline in deposits held with the ECB. On the liability side of the balance sheet the decline
was accompanied by a fall in funds considered to be relatively volatile.

2.1.1.1 CUSTOMERS absolute terms remained relatively stable except
for weaker showings in February and April. The
THE RETAIL SECTOR absolute increase in retail loans in the first half of

2012 declined year-on-year by 32%.
LENDING GROWTH CONTINUED TO WEAKEN; LENDING
CONDITIONS WERE TIGHTENED In certain banks, the slower growth in housing
The situation in the retail loan market became loans in the first half of 2012 was partly the re-
steady in the first half of 2012. Lending growth in  sult of a tightening of credit standards, i.e. the
NBS
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Chart 17 Households loans — breakdown of
month-on-month changes by loan type (EUR
millions)
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Chart 18 Annual rate of change in new loans
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conditions under which customers may take
out loans. There were signs, even in the first
quarter, that credit standards would be eased,
but over the first six months as a whole net
credit standards for retail customers were tight-
ened.The adjustment of credit standards was to
a large extent determined by outlooks for the
property market as well as by expectations for
the general economic situation, which were sig-
nificantly influenced by the ongoing euro area
sovereign debt crisis. The moderated but still
sizeable effect of the competitive environment
did not prevent credit standards in the Slovak
banking sector from shifting in line with the
long-running Europe-wide trend of increasing-
ly stricter credit conditions amid the unfavour-
able economic situation.

According to the Bank Lending Survey, the
tightening of credit conditions for customers
reflected mainly the toughening of require-
ments for loan collateral, in particular through
the lowering of loan-to-value ratios. Given the
level of property trading, banks provided retail
customers with less financing for these transac-
tions and this was a further cause of the slower
growth in overall lending. At the same time,
however, certain banks began to ease LTV re-
quirements.
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Source: NBS.

The impact of lower LTV requirements on lend-
ing was to some extent amplified by the con-
tinuing, albeit now less pronounced, decline in
property prices, which are an important factor
in the amount of loans provided. Since demand

Chart 19 Loan demand and credit standards
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Notes: The data represent net percentage shares.

Positive values indicate an increase in demand and/or an easing
of credit standards.
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for housing loans is stable and property prices
are falling, the overall nominal amount of loans
needed to purchase properties is declining.

A further reason for the slower growth in hous-
ing loans may be that households are to some
extent financing their housing needs (e.g. reno-
vations, etc.) with consumer loans.

DEMAND FOR HOUSING LOANS INCREASED IN THE FIRST
HALF OF 2012

As regards demand for housing loans, banks
reported a marked shift during the first half
of 2012. In the first quarter, reduced retail cus-
tomer demand for such loans was observed in
a number of banks, but over the first half of the
year it increased in the sector as a whole.

One of the factors driving demand for housing
loans was consumer confidence, which from
the beginning of 2012 indicated a moderate
improvement in the situation of households -
even though the individual components of the
consumer confidence indicator remain low and
below 2010 levels.

One key factor in boosting loan demand was
a decline in the average interest rate on new
loans towards the end of the first six months. The
rate fell significantly below the average rate on
existing loans and therefore increased house-
hold demand for refinancing, particularly in May.
A similar situation was observed in the first half
of 2011.

As regards consumer loans there was little
significant change in either demand among
households or in banks’ credit standards. In year-
on-year terms, however, the growth in the out-
standing amount of consumer loans was 20%
lower.

INTEREST RATES ON HOUSING LOANS DECLINED

From the end of January 2012 a downward trend
in interest rates was reported by almost all retail
banks.

In comparison with previous periods, the aver-
age interest rate responded more strongly to
economic fundamentals, and the effect of the
competitive environment was less pronounced.
This was evident in the lower short-term volatil-

Chart 20 Interest rates on new and existing

loans (%)
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Chart 21 Actual and modelled interest
rates on new housing loans with an initial
rate fixation period of over one year (%)
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Note: The interest-rate forecast is based on a macroeconomic mo-
del. Further details may be found in the following article: Klacso,
J,, "Analyza drokovych sadzieb na retailové tvery na nehnutel-
nosti s fixdciou do jedného roka” (Analysis of retail lending rates
for house purchase loans with a fixation period of up to one year),
Biatec, No 8/2010, Bratislava, 2010.

ity of banks’ market shares in new housing loans,
and particularly in the less marked divergence
between the actual average rate on new loans
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and the modelled rate that takes account of the
impact of market factors.

The downward movement of average interest
rates was to some extent related to the decrease
in key ECB rates, which affected wholesale fund-
ing costs and subsequently retail funding costs
through lower rates on term deposits. Another
factor behind the decline in interest was the
movement of yields on Slovak government
bonds, which dropped significantly in the first
quarter of 2012.

DEPOSIT GROWTH SLOWED IN THE SECOND QUARTER OF
2012

Although the year-on-year growth rate of overall
retail deposits continued its long-running up-
ward trend in the first half of 2012, the increase in
deposits in absolute terms weakened to around
90%. This result largely reflected developments
in the second quarter, when the absolute in-
crease in deposits stood at 70% year-on-year.

Looking at the composition of the month-on-
month increases in the total amount of deposits
in the first six months of 2012, a different ten-
dency was observed compared to the whole of
2011. Signs of change appeared in December
2011, when more pronounced inflows were re-

Chart 22 Household deposits — breakdown
of month-on-month changes by deposit

type (EUR millions)
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Chart 23 Modelled and actual average in-
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corded for term deposits with up to one year’s
agreed maturity. Then in January 2012 custom-
ers shifted a large proportion of longer-term ma-
turing deposits to deposits with up to one year’s
agreed maturity, and in February almost the en-
tire increase in overall deposits was accounted
for by short-term deposits.

Chart 24 Net sales of common funds (CIFs)
and new term deposits (EUR millions)
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Source: NBS.
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The amount and composition of deposits re-
flected interest rate movements to a certain
extent. The effect of the competitive environ-
ment on short-term deposits was pronounced
mostly in the first quarter of 2012. Due to this
competitiveness, the average interest rate on
current short-term time deposits was far greater
than the level expected to be determined by
market factors. This was the case in both smaller
and larger banks, and as a result the shares of dif-
ferent banking groups in the short-term deposit
market changed markedly. As for the average in-
terest rate on longer-term deposits, however, in
the second quarter of the year they moved clos-
er to levels in line with the market situation. This
movement was most evident in larger banks.

INTEREST RATES ON HOUSEHOLDS' LONG-TERM TIME
DEPOSITS DECLINED, WITH EARLY 2012 SEEING STRONG
COMPETITION FOR SHORT-TERM DEPOSITS

Like interest rates on new housing loans, rates
on time deposits were significantly affected by
changes in market factors, in particular by the
lowering of key ECB rates. The most notable
development in the first half of 2012 was the
declining trend in the average interest rate on
deposits with over one year’s maturity (falling by
almost 70 basis points during the period), with
the sharpest drop (of 44 basis points) recorded
in June. The key trend-setters in this regard were

Chart 25 Interest rates on new time deposits
broken down by agreed maturity (%)
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large banks, while medium-sized and smaller
banks tended to keep long-term rates at an
above-average level.

Movement was also observed in interest rates on
deposits with an agreed maturity of up to one
year.When one of the larger banks sharply raised
its rate on these products, it triggered a response
from other larger banks, as well as from some
medium-sized and smaller ones, which hiked
their corresponding rates. The intra-bank com-
petition peaked at the beginning of 2012 and
resulted in significant changes in the shares of
different banking groups in the short-term time
deposit market.

COMPARISON OF THE RETAIL SEGMENTS IN SLOVAKIA AND
IN THE EURO AREA

The lending trends in Slovakia in the first half
of 2012 were in line with those observed in the
euro area as a whole, i.e. the slower loan growth
reported by the Slovak banking sector was not
an isolated phenomenon. Nevertheless the an-
nual growth rate of bank lending in Slovakia
was, at more than 11%, the highest seen in any
euro area country. By comparison, Malta had the
second-highest rate, at 7.5%, and the euro area
as a whole recorded growth of around 0.8%. The
outstanding amount of bank loans increased in
the first half of 2012 in almost all euro area coun-
tries except for those hardest hit by the sovereign
debt crisis; also in this period, Belgium and in
particular the Netherlands were affected by such
contraction. Lending activity in Ireland showed
signs of stabilising in the first six months, after
a long period of contraction.

The movement of the average interest rate on
new housing loans in Slovakia was in keeping
with euro area trends. The average rate fell in all
euro area countries with the exception of Cyprus,
where it rose as a result of the economic strains
facing the country and its banking sector.

In the second quarter of 2012 the average hous-
ing loan interest rate charged by Slovak banks
was slightly higher than the euro area average;
nevertheless, the spread between the aver-
age rates on housing loans and term deposits
declined over the first six months in Slovakia,
whereas in the euro area it moved in the oppo-
site direction.
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As for interest rates on new time deposits in
the euro area as a whole, their movement was
significantly affected by ECB operations. By
conducting three-year long-term refinancing
operations in December 2011 and in the first
quarter of 2012, as well as by gradually re-
ducing its key rates, the ECB caused a decline
in wholesale funding costs. This led directly
to lower rates not only in countries with an
investment-grade rating, but also in specula-
tive-grade countries. Looking, however, at the
increasing quartile range of interest rates in
individual countries in the first six months, the
heterogeneity across the euro area can be ex-
pected to continue. The average interest rate
on time deposits in Slovakia was at the level of
the euro area median rate, or close to the aver-
age rate in France.

Chart 26 Average interest rates on housing
loans in Slovakia and the euro area
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THE CORPORATE SECTOR

FRAGILE GROWTH IN LOAN DEMAND

Demand for corporate loans in the euro area
as a whole has been falling by around a half
since mid-2011, but the situation in Slovakia
has been far healthier. In the first half of 2012

Chart 27 Spead between average interest

rates on new housing loans and on new
term deposits
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Chart 28 Average interest rates on time
deposits in Slovakia and in the euro area
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banks in the Slovak banking sector reported
a further increase in demand for lending to
non-financial corporations, continuing the
trend from 2011. In a marked change, how-
ever, expectations for loan demand in the next
quarter have fallen into negative territory for
the first time.
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Chart 29 Annual rate of change in industrial

new orders (%)
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The relative buoyancy of demand may be ex-
plained by the annual growth rate of exports
and therefore of corporate sector sales and new
orders. Data for the corporate sector have so far
stood in contrast to developments elsewhere in
the euro area and in several central and eastern
European countries.

Another factor behind the revival in loan de-
mand may have been the continuing decline
in the debt-servicing burden of firms, which in
June 2012 was at its lowest level since 2007 (See
Annex, Chart P30).

On the downside, the current positive figures
of several indicators are actually somewhat
fragile. Sales growth in industry is insufficiently
balanced, being heavily concentrated in the au-
tomotive industry. Disregarding results in the au-
tomotive industry, annual sales growth in other
industry even declined slightly in the second
quarter of 2012. Even though manufacturing of
transport equipment accounts for around 14%
of the industrial sector’s sales, the amount of
loans extended by domestic banks to this seg-
ment constitutes only 2.3% of their total corpo-
rate loan portfolio.

Also raising a question mark over the prospects
for loan demand is the uncertain economic situ-

Chart 30 The automotive industry's signifi-
cance in the Slovak corporate sector (%)
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Source: SO SR.
Note: Sales growth is measured year-on-year.

ation in destination countries for Slovak exports.
This uncertainty is evident in several indicators
of industrial confidence.

FURTHER TIGHTENING OF CREDIT STANDARDS

Bank credit standards were further tightened in
the first half of 2012, mainly in response to nega-
tive expectations for the economic situation and/
or expectations of adverse developments in par-
ticular industry sectors. In contrast to the situation
in the euro area, liquidity and capital considera-
tions were only a minor reason for the stricter bor-
rowing conditions. Hence risk perception remains
the key factor in the setting of credit standards, as
isevidentin banks'expectations for a further tight-
ening of standards in the second half of 2012.

The tightening of credit standards is most ap-
parent in the price conditions, particularly in
the raising of margins for higher-risk categories.
Nevertheless, with interbank market rates fall-
ing, interest rates on corporate loans remain at
low levels.

FURTHER SLOWDOWN IN THE FLOW OF LOANS

Lending to firms continued to increase year-on-
year at the beginning of 2012, but its pace of
growth was gradually decelerating and in June
it edged into negative territory (at -1.7%). This
was the first annual decline since September
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Chart 31 Lending to the corporate secto (%)
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2010, when the lending market recovered from
the slump in 2009. In the context of the previous
analysis of demand and supply, the slowdown
in lending activity is most likely to have been
caused by banks tightening lending conditions
for the corporate sector on the basis of lowered
expectations.

Chart 32 Annual rate of change in corporate

lending broken down by sector (%)
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Measured by their share in the banking sector’s
total assets or overall loan portfolio, the signifi-
cance of corporate loans declined slowly during
the first half of 2012.

The flow of loans to most of the principal seg-
ments decreased. Loans to industry accounted
for most of the overall decline as they fell by 7.6%.
The least affected segment, not including water
and gas supply, was commercial real estate lend-
ing, which maintained an annual growth rate of
4.3%.

The trend of a moderate decline or stagnation
in the flow of corporate loans was recorded by
most banks, while the five largest banks slightly
increased their share of this market.

No SIGNIFICANT CHANGES IN CORPORATE DEPOSITS
Corporate deposits continued to display volatil-
ity in the first half of 2012. Although the stock of
sight deposits became more stable, the shifts in
time deposits were more pronounced in certain
months.

Continuing growth in current account balances
is usually associated with corporate activity or
liquidity. In this case it is in line with the continu-
ing rise in corporate sales.

Chart 33 Corporate sector deposits (%)
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2.1.1.2 SECURITIES

THE AMOUNT OF FOREIGN BONDS DECLINED AND THAT

OF DOMESTIC GOVERNMENT BONDS AND TREASURY BILLS
INCREASED

The overall value of the debt securities portfolio
changed only slightly during the first six months
of 2012 (to stand 1% higher than at the end of
2011). This stagnation reflected, on the one
hand, growing investment in Slovak government
bonds and Treasury bills, and, on the other hand,
a decline in the amount of foreign debt securi-
ties.

A more pronounced fallin the amount of foreign
bonds was already observed in the first quarter
of 2012, with the largest declines occurring in
the case of the Greek government bonds and
Polish Treasury bills. Holdings of Irish, Spanish
and Portuguese sovereign debt also fell. Slo-
vak government bonds maturing in the second
quarter of the year were replaced by other is-
sues of Slovak government bonds. Purchases of
Slovak Treasury bills pushed up the value of the
securities portfolio, particularly so at one bank.
The share of Slovak government bonds and
Treasury bills in the overall debt securities port-
folio therefore increased during the first half of
2012, to more than 85% (compared to 81% at
the end of 2011).

Chart 34 Investments in bonds issued in
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Chart 35 Valuation differences in the AFS
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Securities held to maturity (HTM) continued to ac-
count for the largest share in the overall nominal
value of the banking sector’s securities portfolio
(56% of the total nominal value asat 30 June 2012).
As it seems, the positive developments in Slovak
government bond prices were contributing to the
expansion of the portfolio of securities available
for sale (AFS), the share of which in the overall
securities portfolio increased from 31% as at 31
December 2011 to 33% as at 30 June 2012, after
falling towards the end of 2011. The portfolio of
securities held for trading continues to rank third
in the overall portfolio (on the basis of month-end
amounts). Nevertheless, this portfolio shows the
highest fluctuation, for banks usually purchase
the securities into this portfolio with the intent of
selling them within a short period of time.

No SIGNIFICANT CHANGES IN BOND ISSUANCE

As in previous periods, the securities issued by
banks in the first half of 2012 comprised mainly
mortgage bonds. During the first six months of
2012 banks issued mortgage bonds with a nomi-
nal value of more than €370 million, of which
94% had been placed on the market by the end
of June. Securities other than mortgage bonds
were issued by three banks during the period
under review, with a total nominal value of more
than €103 million and almost 92% placed on the
market by the end of June.
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Chart 36 Mortgage bond issuance (EUR
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The main factors affecting the issuance of mort-
gage bonds continue to be the amount of mort-
gage lending and the amount of maturing mort-
gage bonds. With the annual growth rate of the
total amount of mortgage loans running at 3%,
the role of the maturity structure of the mort-
gage loan portfolio is still more significant. Every
bank continued to meet the statutory require-
ment for mortgage-bond coverage of mortgage
loans, with only one bank coming close to the
minimum threshold towards the end of June
2012.

The average maturity and average spread in the
first six month were in line with the longer-run
trend. It is worth noting that the only mortgage
bonds issued by banks during the period under
review were either zero-coupon or fixed coupon
bonds. In the first quarter this fact could be ex-
plained by the high proportion of bonds issued
for retail investors (more than 50% of the total
nominal amount), but in the second quarter that
share stood at less than 3% and the mentioned
factor no longer played a significant role. By con-
trast, banks may have responded to the relatively
low level of interbank rates — which had fallen in
the wake of the ECB's three-year longer-term
refinancing operations (since floating-coupon
bond are linked to Euribor interest rates) — as
well as to declining yields on Slovak government
bonds. Since interbank rates can be assumed

Chart 37 Average spreads and maturities
of fixed-coupon mortgage bonds
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Note: Spreads, coupon rates and maturities are weighted by the
nominal amount of mortgage bonds issued.

The spreads were calculated as the difference between the cou-
pon rate for the given mortgage bond and the yield on a govern-
ment bond with the same maturity at the time of issuance. In the
absence of a government bond with the same maturity, the yield
was calculated on the basis of a linear interpolation.

Only fixed-coupon mortgage bonds were included in the calcu-
lation.

to rise again within the next three to four years,
fixed-coupon yields constitute a form of hedge
against interest rate risk. At the same time, how-
ever, the issuances might have been affected by
demand-side factors as well.

2.1.1.3 INTERBANK MARKET

COMPOSITION OF INTERBANK ASSETS ALTERED BY EFFECTS
oF THE ECB'’s THRee-YEAR LTROs

The composition of interbank operations un-
derwent certain changes during the first half
of 2012. It was mostly affected by the three-
year longer-term refinancing operations (3Y
LTROs) conducted by the ECB in December
and March. Both domestic banks and branches
of foreign banks in Slovakia took part in these
auctions; they used most of the new funding
to settle their more volatile liabilities (funding
from non-residents, enterprises, general gov-
ernment, interbank funds) and partially placed
some of it in overnight deposits with the ECB.
The total amount of interbank funds declined,
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since the LTRO funding partly replaced whole-
sale funding.

INTERBANK ASSETS AND LIABILITIES FELL SHARPLY IN JUNE
2012

After one of the ECB’s three-year LTROs was set-
tled in March, overnight deposits with the ECB
began to grow and by the end of May they stood
at €1.8 billion, their highest level since February
2009 (following Slovakia’s entry into the euro
area). The funds that banks deposited with the
ECB comprised not just LTRO funds but also
funds from non-residents, general government
and enterprises which are usually placed on the
interbank market. Towards the end of June, the
amount deposited with the ECB by Slovak banks
declined by more than €1 billion in total, mainly
because a customer of the general government
shifted funds from the commercial banking sec-
tor to an account with NBS. This development
can be probably related to the bank levy. There
was also a decline in interbank liabilities and oth-
er items on the liability side which constitute the
assessment base for the bank levy.

INTEREST RATES IN THE DOMESTIC MARKET REMAINED IN
STEP WITH EURIBOR RATES

While implied rates in the domestic market contin-
ued to move in line with Euribor rates at the short-
est maturity, the ratesimplied from operations with

Chart 38 Selected items of interbank assets

and liabilities (EUR billions)
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Loans to banks — non-residents

== Treasury bills - residents (including bills held to maturity)
Funds from other banks - residents

== Funds from other banks - non-residents

Source: NBS.
Notes: The chart shows month-end amounts reported by banks in
the individual categories.

Chart 39 Counterparty risk indicators in the
euro area interbank market (p.p.)
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rest rates for the respective maturity (1 week; 1 month to 12 months).

Chart 40 Interest rates in the domestic

interbank market (%)
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Notes: Average rate for non-residents — indicates the average inte-
rest rate on interbank deposits taken from non-resident banks.
Average rate for residents - indicates the average interest rate on
interbank deposits taken from resident banks.

The interest rates are calculated on the basis of the stock of short-
term loans and deposits (with maturities of up to one year) recei-
ved in euro as at the end of each month.

The rates were calculated as an average weighted by the volume
of individual transactions.

Interest rates are given in percent.

The spreads were calculated as the difference in interest rates
between the bank with the highest average rate and the bank
with the lowest average rate.
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non-resident banks gradually converged towards
the 12-month Euribor. This movement, however,
still did notindicate increased tensions in the inter-
bank market. The relatively high rates reflected the
decrease in shorter-maturity interbank operations
on the liability side and the consequent gradual
increase in the weight of longer-term intra-group
term deposits held with certain banks, which are
more highly remunerated.

Euribor rates showed a downward trend through-
out the first six months of 2012 due to the abun-

dance of liquidity provided in the context of the
ECB's three-year LTROs as well as to market ex-
pectations for a reduction in the key ECB rates.
Despite these non-standard measures, however,
credit risk premia - particularly on longer maturi-
ties - remained above the levels observed during
the lifetime of 12-month refinancing operations
provided by the ECB. Both Euribor rates and credit
risk premia declined sharply at the beginning of
July, when the ECB cut the main refinancing rate
to 0.75%.
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2.1.2 FINANCIAL POSITION OF THE BANKING SECTOR

The total profit of the banking sector declined relatively sharply in the first half of 2012, by almost 40%
year-on-year. Disregarding a positive one-time contribution to the sector’s profit in 2011, the decline
stood at 25%. There was an even more pronounced fall in return on equity, which took into account
not only the lower profits but also an increase in equity capital in the banking sector.

The fall in profitability is related to several new trends in the composition of the sector’s profit. Banks
felt the effect of the new bank levy in the first half of 2012, which diminished the sector’s pre-tax profit
by around 12%. Expenses related to the revaluation of debt securities continued to rise in the first half
of the year, even though losses on these operations were far lower than those recorded at the end of
2011, the losses were concentrated in certain banks. Credit risk costs increased in most banks during
the period under review.

Banks have in recent years been increasingly focused on household sector business, and the fact

that interest income from the household sector declined year-on-year is important, for it accounts

for a substantial share of banks’ total income. Although the size of this decrease is not significant,

the declining trend is important. Bank lending growth slowed, while competition for borrowers and
depositors remained strong and squeezed banks’ profit margins.

Capital adequacy in the banking sector improved during the first six months, with the overall capital
adequacy ratio (CAR) climbing sharply, to 15.3 %, and the core Tier 1 ratio increasing to 14.1%. Almost
all banks strengthened their capital position, and the lowest CAR reported by an individual bank was
12.5%. It is positive that nearly every bank complied with the NBS recommendation related to capital
adequacy issued at the beginning of 2012.

2.1.2.1 PROFITABILITY banks’ own funds. The decline in ROE was more
pronounced at large banks, and this factor was
BANKING SECTOR PROFIT DECLINED reflected in a decrease in the weighted average

A number of changes affected the banking sec- for the whole sector. The median ROE remained
tor’s profitability in the first half of 2012, most  largely unchanged.

of them negatively, and as a result the total

profit slumped by almost 40% year-on-year, to

€275.5 million. It should be noted, however, BEGETREINLTTiIET NI RN LT {5l KI=Ta L]
that the high sectoral profit of the previous year  (EVEEUTIITLD)]

was amplified by certain banks reporting more-

or-less one-time income from shares and other
equity. Disregarding that contribution, the total
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Chart 42 ROE distribution in the banking Chart 43 Composition of the banking sector's
sector profit (EUR billions)
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BANK LEVY WEIGHED ON BANKS' PROFITABILITY

The profit composition of the banking sector
showed several changes from the previous year.
Non-interest income recorded the largest annual
decline, of almost €150 million. In addition to
the above-mentioned fall in income from shares
and other equity, profits were further squeezed
by rising costs related to the bank levy, which
diminished the sector’s pre-tax profit by around
12%. The impact of the levy was heterogeneous
across banks.

The banking sector’s income from trading also
fell, due largely to an increase in securities-relat-
ed costs (which, however, was markedly lower
than the increase reported for the last quarter
of 2011). Since income from trading increased at
a majority of banks, the negative sectoral trend
was mainly attributable to declining income at
a small number of banks.

One component of non-interest income that in-
creased year-on-year was fee income, although
its growth rate of 1.5% was relatively modest in
comparison with levels of previous years (5% in
the first half of 2011; 9% in the first half of 2010).
In this component, fee income from deposit
products rose by the largest margin while fee
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Source: NBS.

income from loan products declined, reflecting
the downward trend in lending growth. There-
fore changes in fee income in the first six months
were significantly affected by changes in banks’
balance sheet items.

THE SECTOR RECORDED A FIRST YEAR-ON—YEAR DECLINE IN
INTEREST INCOME

The largest component of the banking sector’s
total profit was net interest income, the trends
in which have a substantial effect on the sector’s
profitability. Net interest income declined year-
on-year in the first half of 2012. What matters is
less the decline itself, which at around €10 million
was not so large, but how the result compares
with the performance of this component in pre-
vious years. The past trend in net interest income
was one of relatively stable growth: at almost 16%
in 2008, the year before the crisis, and around 8%
in 2010 and 2011. The only exception was 2009,
when net interest income grew by 2%. Average
annual monthly growth of net interest income in
respective months of the first half of 2012 stood at
3%, but it showed a strong downward trajectory
and in May and June entered negative territory for
the first time in many years. Almost all the banks
active in the household sector reported an annual
decline in this component.
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Chart 44 Net interest income in the banking

sector - annual rate of change (%)
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The year-on-year drop in interest income was
a result of several factors, including to a large
extent developments in the household sector.
A common trend in the lending and deposit
markets was the continuing effect of intra-bank
competition on interest rate policy. Banks' in-
come was squeezed by the continuing slow-
down in household lending and the lowering of
interest rates on new loans, all of which caused
a decline in the annual rate of return on loans.
On the funding side, by contrast, the volume of
deposits continued to rise and so did interest
rates on these deposits. Banks' funding costs
have therefore been rising for several years in
a row. Overall, banks’ interest rate margin in
the household sector declined. This fall was to
some extent offset by an increase in the interest
rate margin in corporate sector.

CREDIT RISK COSTS INCREASED

The banking sector’s credit risk costs increased
in the first half of 2012, despite a slight decline
in the amount of non-performing loans. There
was, however, a more pronounced rise in the
outstanding amount of loans past due by up to
90 days. As for loan loss provisioning in the first
six months, the vast majority of provisions were
made for household loans.

Chart 45 Loan loss provisioning in the
banking sector (EUR millions)
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Source: NBS.

2.1.2.2 CAPITAL REQUIREMENTS

CAPITAL ADEQUACY RATIO INCREASED SHARPLY

The capital adequacy ratio? of the banking sec-
tor increased from 13.3% as at December 2011
to 15.2% in June 2012 (with the lowest ratio
standing at 12.5%). The core Tier 1 ratio also
increased markedly, from 12.3% to 14.1%. The
sharp rise in both ratios stemmed mainly from
an increase in the banking sector’s own funds in
total as well as from a decline in capital require-
ments.

The amount of own funds in the first half of 2012
was 11.8% higher than in the second half of
2011 and 13.4% higher year-on-year, with Tier 1
capital accounting for most of the increase. Nine
banks reported an increase in own funds and five
banks a decline. The increase in own funds was
reflected mainly in the item retained earnings
from previous years, with the sector retaining
46% of its total earnings from 2011.

At the end of 2011 most banks saw the revalua-
tion of debt securities as having a negative effect
on their capital adequacy ratio, but this effect
eased significantly during the first half of 2012.
The banking sector saw an increase in positive
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Chart 46 Capital position of the banking
sector
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valuation differences in the Tier 2 capital com-
ponent, and a decline in negative valuation dif-
ferences in the sector’s portfolio that lower the
value of core Tier 1 capital capital.

The sector’s capital adequacy ratio in the period
under review was further boosted by capital re-
quirements (and therefore risk-weighted assets)
falling by 2.4%, as the second factor. This de-
creasing stemmed largely from a decline in the
capital requirements for credit risk, which fell in
most banks.

ALMOST ALL BANKS IN THE SECTOR FULLY COMPLIED WITH
THE NBS RECOMMENDATION ON CAPITAL ADEQUACY
During the first six months all banks in the Slovak
banking sector complied with the Recommen-
dation on capital adequacy issued by the NBS
Financial Market Supervision Unit® in January
2012, according to which banks should maintain
aTier 1 capital adequacy ratio of at least 9%. As at
30 June 2012 a majority of banks reported a core
Tier 1 capital ratio of more than the threshold
11.5% where they are not subject to constraints
on the distribution of profit.

IDENTIFYING SYSTEMICALLY IMPORTANT FINANCIAL INSTITUTIONS
IN THE SLOVAK BANKING SECTOR

FINANCIAL STABILITY BOARD RECOMMENDATIONS
During the global economic and financial cri-
sis that started in 2007, the failure or impair-
ment of certain global systemically important
financial institutions sent shocks through the
financial system which, in turn, harmed the
real economy. In October 2010 the Finan-
cial Stability Board (FSB) responded to these
events by issuing a document* with recom-
mendations regarding a policy framework for
addressing the risks associated with systemi-
cally important financial institutions (SIFls).

The recommendations include, inter alia, the

following:

1. All FSB jurisdictions should put in place
a policy framework to reduce the risks and
externalities associated with domestic and
global systemically important financial in-
stitutions in their jurisdictions.

2. This policy framework should combine:

« a resolution framework and other meas-
ures to ensure that all financial institutions
can be resolved safely, quickly and without
destabilising the financial system and ex-
posing the taxpayer to the risk of loss;

+ a requirement that SIFls and initially in
particular global SIFls (G-SIFIs) have high-
er loss absorbency capacity to reflect the
greater risks that these institutions pose
to the global financial system;

« more intensive supervisory oversight for
financial institutions which may pose
systemic risk;

« robust core financial market infrastruc-
tures to reduce contagion risk from the
failure of individual institutions; and

o other supplementary (prudential) re-
quirements as determined by the na-
tional authorities.
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THe BAseL COMMITTEE'S ASSESSMENT METHODOLOGY
For G-SIFls

An assessment methodology for global sys-
temically important financial institutions has
been developed by the Basel Committee on
Banking Supervision (the Basel Committee).
A document® published by the Basel Commit-
tee lays down not only this methodology but
also how to determine additional loss absorb-
ency requirement for banks identified as glo-
bal systemically important institutions.

As is stated in the document, global systemic

importance can be measured in two ways,

- intermsof theimpact that a failure of a bank
can have on the global financial system and
wider economy; and

- by determining the risk that a failure can oc-
cur.

The assessment may be based on one of two
approaches:

- an indicator-based measurement approach
- aquantitative model-based approach

The Basel Committee takes the view that
global systemic importance should be meas-

ured in terms of the impact that a failure of
a bank can have on the real economy accord-
ing to selected indicators. The advantage of
indicators over models is that they are clear-
er, easier to implement and allow the assess-
ment of institutions to cover as many areas
as possible.

The Basel Committee selected 12 indicators for
determining global systemic importance and
divided them into five categories (Table A).

Each category is attached a value ranging
from 0 to 1, to give an overall score of be-
tween 0 and 5. Since no measurement ap-
proach can capture all aspects of systemic
importance, the results obtained can be
supplemented with qualitative information
(incorporated through a framework for su-
pervisory judgment). However, the overrid-
ing of the results on the basis of qualitative
information should be confined to excep-
tional, necessary cases.

Based on quantitative and qualitative assess-
ment, certain institutions are deemed to be G-
SIFls, these will be allocated into four buckets

Table A Indicator-based measurement approach for systemic importance

Indicator
Category (and weighting) Individual indicator weighting
Cross-jurisdictional claims 10%
Cross-jurisdictional activity (20%)
Cross-jurisdictional liabilities 10%
Size (20%) Total exposures as defined fo.r use in the Basel lll 20%
leverage ratio
Intra-financial system assets 6.67%
Interconnectedness (20%) Intra-financial system liabilities 6.67%
Wholesale funding ratio 6.67%
Assets under custody 6.67%
Substitutability/financial institution Payments cleared ar;d;z::;ad through payment 6.67%
infrastructure (20%) y
Values of underwritten transactions in debt and
. 6.67%
equity markets
OTC derivatives notional value 6.67%
Complexity (20%) Level 3 assets 6.67%
Held for trading and available for sale value 6.67%
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Table B Additional loss absorbency
requirement for G-SIFls

Minimal additional loss absorbency
(common equity as a percentage of
Bucket risk-weighted assets)

5 (empty) 3.5%
4 2.5%
3 2.0%
2 1.5%
1 1.0%

based on their scores of systemic importance,
with varying levels of additional loss absorb-
ency requirements applied to the different
buckets. A fifth, empty category will be added
to prevent moral hazard among institutions
in the highest category (since it will always be
possible to reach a higher category and conse-
quently be subject to even higher additional
loss absorbency requirements).

The additional capital should be of the highest
quality (Core Equity - Tier 1 / going concern
principle). In order to gauge the systemic im-
portance of individual financial institutions,
the quantitative and qualitative assessment
should be reviewed periodically, each Novem-
ber.

In the first round of assessment using the pub-
lished methodology, a total of 29 banks were
identified as globally systemically important,
including banks from the United States (8),
the United Kingdom (4), France (4), Germany
(2), ltaly (1), Switzerland (2), Belgium (1), the
Netherlands (1), Spain (1), Sweden (1), and
Japan (3). These banks are expected to meet
the additional loss absorbency requirement as
determined by their bucket classification until
the end of 2016.

ASSESSMENT METHODOLOGY FOR DOMESTIC
SYSTEMICALLY IMPORTANT BANKS

Below the level of globally important financial
institutions, it is crucial for national authori-
ties to identify financial institutions, first of all
banks, which may be important in the domes-
tic context owing to their size and significance
to the national economy, i.e. domestic sys-

temically important banks (D-SIBs). National
authorities should assess domestic banks and
branches of foreign banks operating in their
jurisdictions consolidated to include any of
their own downstream subsidiaries.

Considering the heterogeneity between dif-
ferent countries in the structure of their fi-
nancial sectors and economies, it is difficult to
produce a uniform methodology for assessing
D-SIBs in different countries. Nevertheless, the
methodology should be based on the Basel
Committee’s assessment methodology for G-
SIFls and should also take into account the Ba-
sel Committee’s recommendations published
in a consultative document in June 2012.5 The
document lays down a list of 12 principles that
should serve as a basis for identifying D-SIBs
as well as their higher loss absorption capacity
(i.e.additional capital adequacy requirements).
The principles are basically those taken into
account for the assessment of G-SIFls, the only
difference being that they relate primarily to
the effect of the respective banks on the do-
mestic economy.

When using the assessment methodology for
G-SIBs, national authorities should take into
account all the categories used for the iden-
tification of G-SIFIS, with the exception of
“cross-jurisdictional activity” The methodol-
ogy should be transparent and disclosed to
domestic banks, while the results should be
published and reassessed on a periodic basis.

The higher loss absorbency requirement im-
posed on a bank should be commensurate
with its systemic importance to the domestic
economy. This requirement should likewise
be determined transparently and reassessed
on a regular basis. The higher loss absorbency
requirement should be met fully by Common
Equity Tier 1 capital.

It is important to note at this point that al-
though the assessment methodologies for
G-SIFls and D-SIBs are similar, they are based
on slightly different approaches. G-SIFls con-
stitute a potential risk to the global economy,
and through additional loss absorbency re-
quirements they are in some way being pe-
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nalised for their size and complexity. These
higher capital requirements are intended to
encourage these institutions to “scale down”
or become less complex within a process of
optimisation. In the case of D-SIBs, on the
other hand, the aim is to identify banks that
are significant to the domestic economy, and
therefore the objective of higher loss absorb-
ency requirements is more to strengthen the
resilience of these banks to adverse develop-
ments in financial markets and the real econ-
omy.

A POSSIBLE APPROACH TO IDENTIFYING DOMESTIC
SYSTEMICALLY IMPORTANT BANKS IN SLOVAKIA

The assessment methodology for systemically
important banks in Slovakia is based on the
Basel Committee’s methodology. In identify-
ing whether a bank is a D-SIB, account is taken
of the impact that its failure would have on the
financial sector and on the real economy. The
methodology is based on an indicator-based
measurement approach.

Research is now being conducted into a list
of indicators that could be used to identify
D-SIBs in Slovakia. On the one hand, the in-
dicators are based on those used by the Basel
Committee for the identification of G-SIFls;
on the other hand, they take into account the
structure of the banking sector in Slovakia.
Simply put, banks in Slovakia provide sig-
nificant financing to the domestic economy
through lending to non-financial corpora-
tions and the retail sector, as well as indirectly
through investment in Slovak government
bonds and, to a lesser extent, investment
in bonds issued by other domestic entities.
A substantial part of the banking sector’s li-
abilities comprises deposits from households
and other protected deposits, which in the
event of the failure of a given bank could rep-
resent a financial burden (direct or indirect)
on the real economy.

For the reasons above, the indicators ruled
out of the methodology included those in
the category of “cross-jurisdictional activi-
ties” (used in the identification of G-SIFls), as
well as indicators considered less relevant to
Slovak banks: values of underwritten trans-

actions in debt and equity markets and the
value of Level 3 assets. On the other hand,
the methodology includes a new indicator
for which banks are scored on the basis of the
amount of guaranteed deposits in their bal-
ance sheet.

Table C Assessment indicators for D-SIBs in
Slovakia

Indicator Weighting
1. Size 23.1%
2. Intra-financial system assets 7.7%
3. Intra-financial system liabilities 7.7%
4. Wholesale funding ratio 7.7%
5. Assets under custody 7.7%
6. Payments through payment systems 7.7%
7. OTC derivatives notional value 7.7%
8. SHael:Edvf:lLterading and available for 77%
9. Amount of guaranteed deposits 23.1%

The indicators 1 to 8 are defined in exactly the
same way as those used by the Basel Com-
mittee for identifying G-SIFls. For banks and
branches of foreign banks participating in
the deposit protection system in Slovakia, the
amount of guaranteed deposits is the total
amount of deposits which are subject to statu-
tory guarantee.

Allindicators are assigned the same weighting,
except for the indicators of size and amount of
guaranteed deposits, which given their impor-
tance have threefold larger weightings. The
sum of the weighting coefficients is 1.

The indicator values for banks are deter-
mined as in the Basel Committee’s meth-
odology. For each bank, the score for a par-
ticular indicator is calculated by dividing the
individual bank amount by the aggregate
amount summed across all banks in the sam-
ple for a given indicator. In the case of indi-
cator 4 (wholesale funding ratio), calculated
as a percentage for each bank, the results
are normalised so that the sum for the sector
as a wholeiis 1.
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Given the structure of the domestic banking
sector, each methodology produces relatively
similar results. Although branches of foreign
banks cannot be required to increase their
holding of equity capital, it is important for
national authorities to be aware of the impor-
tance of individual branches vis-a-vis banks
and other branches of foreign banks.

The next stage in implementing an assess-
ment methodology for systemically impor-

tant banks in Slovakia is expected to involve
setting the threshold at which banks are
deemed to be systemically important and
determining loss absorbency requirements
for banks based on their level of systemic
importance. While the determination of
banks’ systemic importance and loss ab-
sorbency requirements is a matter for fur-
ther analysis, it is clear that there are several
banks which are systemically important in
Slovakia.

CHAPTER 2
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2.2 THE INSURANCE SECTOR

The total profit of the insurance sector in the first half of 2012 fell slightly year-on-year, but it was

still high and its decline reflected mailny the elevated profits reported in 2011. The number of loss-
making insurance companies decreased, and the distribution of return on equity narrowed and moved
moderately towards higher profitability. The technical result for the period was worse than for the
previous year, but profitability was boosted by the financial result. The solvency of insurance companies
declined slightly, but remained at an adequate level.

The trends from 2011 continued in the life insurance sector; the rise in premiums was driven mainly by
strong growth in unit-linked and supplementary insurance products, while there was further decline in
traditional life insurance premiums and contracts. While the amount and frequency of policy surrenders
rose, there was a decline in expenses related to life assurance policies on survival to a stipulated age.
The strongest growth in non-life insurance was observed in property insurance, but premiums in motor
vehicle insurance and motor third-party liability insurance continued to decline. The number of motor
insurance contracts also fell. On the positive side, insurers’ portfolios stabilised to a certain extent. The
loss ratio fell further and fluctuated around its lowest levels since 2006. The situation in reinsurance
remained unchanged from the previous year.

After the calming of financial markets turbulences in the first half of 2012, technical provisions for
unit-linked insurance started to rise. Thus, a reversal in technical provisions was observed compared

to the second half of 2011. The amount of technical provisions for non-life insurance claims declined.
Investments of technical provisions remained conservative, without any significant change.

Chart 47 Premiums (EUR billions)
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all life insurance premium rose to almost 33%.

LIFE INSURANCE

The strongest performing line of business was
unit-linked investment insurance (where the
benefit depends on the value of common fund
shares/units, with the policy holder bearing the
investment risk). Unit-linked premiums increased
year-on-year by 13.4%, and hence their share of

The annual increase in new business stood at
a substantial 40%, with new policy premiums ac-
counting for 15.2% of the total annual amount.
The number of contracts increased by 5.3% in
year-on-year terms. Claim costs in unit-linked in-
surance increased (by 70%), mainly due to costs
related to policy surrenders and assurance on
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7

8

CHAPTER 2

Premiums can be defined as the
price agreed in individual insurance
contracts regardless of the method
of their financial reporting.

The motor insurance line includes
motor third-party liability (MTPL)
insurance and comprehensive mo-
tor vehicle insurance.
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Chart 48 Life insurance premiums (EUR
millions)
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survival to a stipulated age. The surren-
der rate slowed from 26.2% to 20%. The frequen-
cy of policy surrenders increased year-on-year by
0.7%, to 5.9%.

Traditional life insurance products® experienced
adverse developments with premiums falling by
2.7%. New business grew slightly in year-on-year
terms, but the number of insurance contracts fell
again (by 6%). The cost growth index slowed to
2.6% year-on-year with most of the cost growth
attributable to policy surrenders.

In the third largest line of business, supplemen-
tary insurance, premiums grew by 6.7%.

The smallest segment of the life insurance market
is pension insurance, which saw a further marked
drop in premiums (by 15.4% year-on-year).

NON-LIFE INSURANCE

In the non-life insurance market, the trend of ris-
ing premiums observed in the previous year was
not maintained in the first half of 2012. In motor
insurance there was a more marked decline in
premiums.

As well asin motorinsurance, premiums declined
in carrier’s liability insurance and reinsurance.

The largest slump was in motor vehicle insurance,
which saw premiumes fall by 5.6% year-on-year. Al-

Chart 49 Non-life insurance premiums (EUR
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though the number of new policies in motor ve-
hicle insurance increased by 9.9%, the number of
extended contracts fell by 2% and consequently
the total number of motor vehicle insurance poli-
cies fell by 0.4%. The trend of reduced premium
prices in extended policies continued and the av-
erage premium price in new policies of motor ve-
hicle insurance fell sharply (18.9%). Even though
the number of claims increased, claim costs in
motor vehicle insurance fell by 4.8% year-on-year.

As for premiums in MTPL, they saw an annual
decline of 3%. The number of MTPL insurance
policies increased by 2.7%, but while extended
policies rose by 5.3%, new policies fell by 10.7%,
which may be a sign of stabilisation in insurance
portfolios. The average premium price fell further,
by 4.9% (with a decline recorded in both new and
extended contracts). The number of claims under
MTPL policies declined year-on-year by a marked
14.9% and the amount of claims fell by 7.5%.

Property insurance premiums increased by 3.4%.
The number of extended policies rose year-on-
year, and although there was a slight drop in
the number of new contracts, it did not affect
the overall increase in the number of contracts.
Claim costs in this line of insurance fell by 6.1%
year-on-year.

The following chart shows the development
of core performance indicators - the loss ratio,
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9 Traditional life insurance includes
assurance on death, assurance on
survival to a stipulated age, mixed
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Chart 50 The loss ratio, expense ratio and

combined ratio in motor insurance (%)

CHAPTER 2

Chart 52 Claim costs in life insurance (EUR
millions)
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Notes: MTPL - motor third-party liability insurance; MVl — motor
vehicle insurance.

expense ratio and combined ratio - in each seg-
ment of motor insurance over the last six years.
Motor vehicle insurance is the less profitable.

CLAIM cosTS™®

Overall claim costs in life and non-life insurance
in the first half of 2012 increased year-on-year
by more than 2% or €0.59 billion. In life insur-

Chart 51 Claim costs (EUR millions)
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ance claim costs rose by 10.6% (€358.6 million),
while in non-life insurance they fell by 8.7%
(€235.7 million).

Claim costs in life insurance were driven up main-
ly by an increase in the amount claimed through
policy surrenders in both traditional and unit-
linked insurance.

Chart 53 Costs per claim in life insurance
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of claims in the same way as it did
premiums. Hereinafter, the term
“claim costs” means “technical
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Chart 54 Costs per claim in non-life insurance
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Claim costs in non-life insurance are assessed us-
ing loss ratio, i.e. the ratio of claim costs to earned
premiums. The loss ratio for non-life insurance as
a whole fell by 3.1 percentage points from the
previous period, to 46.3%, its lowest level since
2006. Looking at loss ratio in the major lines of
business, the largest annual decline was ob-
served in property insurance (-9 p.p.), while in
MTPL insurance and comprehensive motor vehi-

cleinsuranceitincreased (by 5.1 p.p.and 3.4 p.p.,
respectively).

The combined ratio, which takes into account
not only technical costs but also operating ex-
penses related to insurance activities, also de-
clined slightly year-on-year, by 1.9 p.p. to 78.9%.

Legal protection insurance was the only line of
non-life insurance to make an overall loss for the
period under review.

THE REINSURANCE RATIO"! STOPPED GROWING

The premiums that Slovak insurers ceded to re-
insurers during the first half of 2012 amounted
to €157 million, which was €2.5 million lower
than in the first half of 2011. Reinsurance is more
prevalent in non-life insurance, where the rein-
surance ratio remained at 29%. In life insurance
the ratio stayed below 2%.

The reinsurance ratio was unchanged in motor
insurance, while in property insurance it fell from
43% to 40% and in active reinsurance it declined
to 49.5%. In all other lines of business the ratio
increased. The lines of business with the highest
reinsurance ratios continued to be active reinsur-
ance, legal protection insurance, and other trans-
portinsurance. The lowest ratios are traditionally
observed in all lines of life insurance, accident
and sickness insurance, motor vehicle liability

Table 2 The loss ratio, expense ratio, and combined ratio in non-life insurance lines for the

first half of 2012 (%)
Loss ratio Expense ratio Combined ratio

Life insurance - supplementary insurance 326 40.3 729
Accident and sickness insurance 483 39.1 874
Motor third-party liability insurance 48.5 294 77.9
Motor vehicle insurance 68.1 319 99.9
Other transport insurance 33.1 30.2 63.3
Carrier's liability insurance 216 34.0 55.6
Property insurance 303 343 64.6
General liability insurance 283 34.2 624
Legal protection insurance 29.8 749 104.7
Assistance insurance 39.7 45.0 84.7
Active reinsurance 79 279 358
Total 46.3 327 789
Source: NBS.
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11 Premiums ceded to reinsurers as

a share of total premiums.
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Chart 55 Reinsurance ratios (%)
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insurance, and the category of credit insurance,
surety insurance and miscellaneous financial loss
insurance (with a reinsurance ratio of less than
18%).

The reinsurance ratio for claim costs'?is very sim-
ilar to that for premiums, particularly in non-life
insurance. The most highly reinsured lines were
property insurance and legal protection insur-
ance, with as much as 57% of the claim costs
being ceded to reinsurers. The lowest reinsur-
ance ratios for claim costs were observed in life
insurance, accident and sickness insurance, mo-
tor vehicle insurance, and the category of credit
insurance, surety insurance and miscellaneous
financial loss insurance (with a reinsurance ratio
of less than 10%).

TECHNICAL PROVISIONS AND THEIR INVESTMENT

Total technical provisions in the insurance sec-
tor increased further in the first half of 2012 and
ended the period at €4.75 billion. The increase
was driven mainly by technical provisions in life
insurance, with provisions for unit-linked policies
rising by €70 million from the beginning of the
year and provisions for traditional life insurance
policies by €14 million. In contrast, provisions for
non-life insurance claims fell year-on-year by €60
million, including a decline of €47 million in pro-
visions for reported but unsettled claims.

Chart 56 Composition of technical provision
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Equities and common fund

shares/units,
Real estate Other

Reinsurer's share
Government bonds

Corporate
bonds

Mortgage
bonds

Bank term
deposits

Bank bonds

Government bonds - 48.1%
Bank bonds - 12.5%
= Bank term deposits - 2.4%
H  Mortgage bonds - 12.4%
Corporate bonds - 12.5%
B Reinsurer's share - 6.6%
Real estate - 3.0%
B Equities and common fund shares/units - 1.6%
B Other-0.9%

Source: NBS.
1) Not including provisions for liabilities arising from financial
investments made on behalf of insured persons.

The amount of assets covering technical provi-
sions remained almost unchanged year-on-year,
at €4.4 billion. The asset coverage of technical
provisions (not including provisions for liabilities
arising from financial investments made on be-
half of insured persons) was 116%.

Chart 57 Composition of technical provision
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ponents (%)
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The composition of provision investments re-
mained substantially unchanged. The share of
government bonds increased again, to almost
50%. Mortgage bonds also rose, while bank
bonds declined. The risk exposure of the invest-
ment portfolio is described in more detail in
Chapter 3 Risks in Slovak financial sector.

AFTER A successFUL 2011, PROFITABILITY FELL SLIGHTLY
The total profit of the insurance sector in the
first half of 2012 fell by 15% year-on-year, which
was, however, a strong result given that the sec-
tor reported arecord profitin 2011.Two thirds of
insurers increased their profit year-on-year and
the number of loss-making insurers decreased
to two. Profitability in sector is highly concen-
trated, with the three largest insurance compa-
nies accounting for almost 75% of the sector’s
total profit, while their share in the sector’s total
assets was only 62%. The subdued profit result
is largely attributable to the technical account,
particularly in life insurance, which fell by €60
million year-on-year and made a loss of €55 mil-
lion. Approximately half of that amount is ac-
counted for by arise in provisions for unit-linked
policies, due to income in financial markets, and
it is offset by the financial result. The technical

Chart 58 Overall profit of the insurance
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result in non-life insurance fell by €7 million
to stand at €29 million. This decline stemmed
largely from operating expenses, which in life
insurance and non-life insurance combined in-
creased by €15 million or 6%. The financial re-
sult improved by €48 million year-on-year, with
income from unit-linked insurance accounting
for €30 million of that amount. The remaining
income was from assets not used to cover tech-
nical provisions.

THE SOLVENCY OF INSURANCE COMPANIES REMAINED
UNCHANGED IN 201173

As at the end of 2011, all insurance companies
satisfied the requirement that their available sol-
vency margin (own funds) should be higher than
the required solvency margin.

The available solvency margin decreased by
1.8% year-on-year, while the required solvency
margin changed only slightly and the average
solvency margin fell moderately, to 3.49.

The only insurer in which the value of own funds
fell below that of the guarantee fund was a com-
pany that was transformed into a branch of a for-
eign insurer as at 1 January 2012.

Chart 59 Distribution of the solvency
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The evaluation of the solvency situ-
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2.3 THE PENSION SECTOR

The Retirement Pension Saving Amendment Act adopted at the end of 2011 introduced several
significant changes that began to have an effect on the sector in the first half of 2012. The
amendment allowing simultaneous saving in two pension funds resulted in a change in the stable
ratio of participants and amounts of assets in different types of pension fund. The share of equity
pension funds fell, while that of bond pension funds rose. In addition, under the Amendment Act,
pension funds management companies were required to establish and manage index pension funds
as a fourth category of pension fund. The demand for saving in index pension funds, the returns

on which should match those on equity markets, was minimal during the period under review. The
conservative composition of funds in Pillar Il of the pension system did not change significantly,
even though one of the objectives of the Amendment Act was to establish conditions for longer-term
investment policies. There were, however, signs of movement in this regard as the average residual
maturity and duration of pension funds increased by more than one half, albeit from very low levels in

the main.

Pillar Ill of the pension system saw an end to the long-term trend decline in the number of
participants in contributory supplementary pension funds. As in previous years, a drop in
participants recorded by large universal funds was offset by an increasing number of people saving
in smaller specialised funds. The contributory funds that were pursuing a growth policy recorded

a large rise in the equity component of their total assets, up to almost 60%. In the bond portfolio

of supplementary pension funds there was an increased exposure to securities issued by financial

institutions.

Both pillars of the pension system reported a year-on-year improvement in performance, due largely to
the positive revaluation of bonds in the first quarter of 2012.

2.3.1 RETIREMENT PENSION
SAVING

THE SECTOR WAS SIGNIFICANTLY AFFECTED BY THE EFFECTS
ofF THE 2011 ReTIREMENT PENSION SAVING AMENDMENT
Act

The changes observed in Pillar Il of the pen-
sion system in the first half of 2012 stemmed
mainly from the Retirement Pension Saving
Amendment Act, the key provisions of which
entered into force on 1 April 2012. Among the
most important amendments was the imposi-
tion of an obligation on pension funds man-
agement companies PFMCs to establish and
manage a fourth type of fund called an index
fund, in addition to the existing three pension
funds (bond, mixed and equity funds).’* As re-
gards investment strategy, the returns on such
funds should closely track those on a selected
equity index or a basket of equity indices. To
save in index funds is less expensive than in
other types of fund since the upper limit on the
management fee is set lower than that for the
alternatives and, furthermore, because PFMCs

are not entitled to charge a performance-relat-
ed fee on index funds.

Another legislative change that may bring
greater flexibility to savers is the possibility to
save in two types of pension fund at the same
time. In such case, contributions are divided be-
tween the two funds in an arbitrary ratio set by
the saver. There is a restriction, however, in that
one of the funds must be a bond fund.

A third key amendment was the repeal of the
obligation on PFMCs to supplement, out of their
own funds, the assets of mixed and equity funds
in the event of a decline in the value of the fund’s
pension unit within predetermined reference
time periods. This regulatory requirement was
retained only for bond funds.

SHIFT OF SAVERS AND ASSETS FROM EQUITY TO BOND
PENSION FUNDS

As a result of these new rules and the informa-
tion campaign conducted by PFMCs before
their coming into force, the numbers of savers in
different types of pension fund changed mark-

CHAPTER 2

14 The terms bond fund, mixed

fund and equity fund were also
introduced in the Amendment Act,
as replacements for, respectively,
conservative fund, balanced fund,

and growth fund.
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edly for the first time in several years. In particu-
lar, the number of savers' in bond funds more
than doubled during the period under review,
to stand at 12% of the total. In equity funds, by
contrast, the movement was almost entirely in
the other direction, as savers switched either the
entirety or a majority of their contributions from
these funds to other types of fund. Equity funds
lost around 50,000 savers, representing around
5% of their original number. A similar number of
savers pulled out of mixed pension funds, and al-
though around 25,000 people enrolled in them,
they were not enough to prevent mixed funds
from registering a net outflow over the period
under review. The new index funds have yet to
attract savers in significant numbers. A total of
471 savers were enrolled in index funds at the
end of June 2012, in other words a negligible
share of the total number of savers. Most of the
savers who switched funds remained with the
same PFMC.

Although switching between funds accounted
for the majority of changes in the numbers of
savers in different fund categories, another fac-
tor was the enrolment of around 4,000 new sav-
ers — a similar number of new savers to that ob-
served in previous periods. As at 30 June 2012,
a total of 1,448,877 savers were enrolled in the
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Pillar Il system. In line with the trend of previous
years, the same two PFMCs reported an increase
in saver numbers while the other four PFMCs saw
a slight decline.

At the sectoral level, the net asset value of
pension funds maintained its linear growth in
the first half of 2012 owing to contributions
being mandatory and periodical. The net asset
value of Pillar Il funds increased by €495 mil-
lion in the first half of 2012, to end the period
at €5,087 million. Unlike in the past, however,
not all types of pension fund maintained such
alinear trend. The switching of savers between
different fund categories was mirrored in the
switching of assets under management. Where
a saver opted to divide his contributions in
a certain ratio between two selected pension
funds, the amount already saved by him was
divided likewise in the same ratio. Consequent-
ly, the amount of assets under management in
bond funds rose sharply, while that in mixed
funds and equity funds remained practically
unchanged, with new enrolments serving only
to offset the outflows.

No SIGNIFICANT CHANGE IN THE CORE ASSET STRUCTURE
OF PENSION FUNDS

Looking at the asset structure of Pillar Il funds
in terms of asset class, there was little differ-
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asaver is included in a particular
type of fund if more than 50% of
his contributions are made to that
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tions is precisely 50:50, the saver is
included in the bond fund. There-
fore savers enrolled in two pension
funds are not counted twofold.
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ence between the structure at the beginning
and at the end of the first half of 2012. Debt
securities comprising bonds and Treasury bills
accounted for almost 70% of the sector’s total
assets as at 30 June 2012, and bank deposits
made up the rest. The fluctuations observed
in their ratios during the period under review
were largely explained by the maturity of bond
issues constituting a significant share of the
portfolio, rather than by any notable change in
investment strategy. Thus PFMCs gave a muted
response to the legislative amendment, which
had been intended, inter alia, to incentivise in-
vestments in assets likely to be higher-earning
in the long run. Besides the abolition of the so-
called “guarantees” in equity and mixed funds,
the incentivisation measures included an ex-
tension of the reference period for assessing
asset value in bond funds, from six months to
five years.

Another change applicable to equity funds was
to limit investments in debt and money market
instruments to no more than 80% of the fund'’s
net asset value, so as to ensure that investments
in equities, or in common funds in which equi-
ty investments predominate, make up at least
20% of the portfolio. PFMCs took advantage of
the fact that they do not have to comply with
the new limits until the end of 2012, as they
made little or no progress during the period un-
der review towards adjusting the composition
of their equity funds. The only exception was
one PFMC that started gradually to buy equity-
index-linked common fund shares/units for its
fund portfolios. Even in this case, however, the
respective investments did not amount to more
than 3 % of the net asset value by the end of
June 2012. In all other equity funds, as well as
mixed funds, the share of such investments re-
mained below 1.5% and in many cases it stood
at zero.

At the level of individual types of funds, too, the
asset structure was largely unchanged. Hence
the composition of the portfolios of bond,
mixed and equity funds remained substantial-
ly similar. Signs of a shift in investment policy
were observed only in the bond funds of certain
PFMCs. The asset structure of the newly estab-
lished index pension funds was, of course, dif-
ferent. In their case, almost 90% of their assets
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comprised common fund shares/units linked to
equity indices, with bank deposits accounting
for the rest.

AVERAGE MATURITY AND DURATION OF THE PENSION FUND
PORTFOLIO ROSE RELATIVELY SHARPLY

Among the most significant changes in the sec-
tor’s portfolio was an increase in the average
residual maturity of its debt instruments. After
a relatively long period during which it ranged
from 0.8 to 1 year, the average rose somewhat
markedly in the first half of 2012, to 1.6 years.
This trend was observed in almost all funds in
the sector, although the average residual matu-
rity of individual funds ranged from 1.0 to 2.6
years.

The average modified duration of this part of
the portfolio increased along with the residual
maturity, meaning in practice that the fair value
of these assets became more sensitive to inter-
est rate movements. Nevertheless, the increase
in residual maturity was not fully reflected in the
increase in modified duration, since the growing
share of floating-coupon bonds put downward
pressure on the average duration. The high share
of variable-rate bonds also contributed signifi-
cantly to keeping the value of the modified dura-
tion below 1. Furthermore, the development of
modified duration and residual maturity in bond
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funds was slightly different from that in equity
and mixed funds.

Bank deposits developed differently, as their
average residual term to maturity fluctuated
at around four months during the first half of
the year. As interbank market rates declined,
however, the interest rates on these deposits
fell across all maturities. The average interest
rate declined by 0.3 percentage point in the
first six months of 2012, to 1.5%. However, one
PFMC managed to increase the remuneration
of deposits in its funds, and it did so despite
the shortening of their residual terms. An in-
crease in the remuneration of these deposits,
which even beforehand was the highest in the
sector, was achieved by raising the amount
of deposits held with Slovenian banks and, to
a lesser extent, with Romanian banks, since
deposits in these countries offered higher in-
terest rates than those in Slovakia. Given, how-
ever, the current strains in Slovenia’s banking
sector, the high share of deposits that these
PFMC funds hold in that sector (amounting to
almost a quarter of their net asset value) may
pose a risk.

YEAR-ON-YEAR PERFORMANCE INCREASED SLIGHTLY

DUE MAINLY TO THE POSITIVE REVALUATION OF SLOVAK
GOVERNMENT BONDS

The year-on-year performance of pension funds
increased moderately during the period under
review. The nominal rate of return on assets in-
creased from 1.5% at the end of 2011 to 2.3%
at the end of June 2012. As in the past, the dif-
ferences in performance between the different
types of pension fund were minimal. The low-
est and highest returns reported by funds in
the sector were 1.7% and 3.1%. The funds of
four PFMCs recorded similar rates of return in
the region of 2 %, while the return on funds in
the other two PFMCs was almost one percent-
age point higher and pushed up the sectoral
average. For mixed fund and equity funds, the
long-term annualised performance calculated
since the establishment of the Pillar Il system
improved by 0.1 percentage point, to 1.2% and
1.5% respectively, while for bond pension funds
it stood at 2.6%.

The main cause of the increase in returns on Pil-
lar Il funds was the upward revaluation at fair

Table 3 Annual rate of return on pension

funds as at June 2012
Min VZ‘eliegrztgeed Max
(%) (%) (%)
Bond funds 1.7 22 26
Mixed funds 20 2.3 3.1
Equity funds 2.0 23 29

Source: NBS.
Notes: The methodology is given in the section "Glossary and
abbreviations".

value of debt securities in their portfolios. In this
regard, Slovak government bonds were the key
factor since their yields to maturity fell relatively
sharply from February to April and thus their
price rose. Czech and Polish bonds developed in
a similar way.

THE FINANCIAL RESULTS OF PFIMICs MAINTAINED THEIR
IMPROVING TREND

PFMCs made a total profit of €3.87 million in the
first half of 2012, which was a marked improve-
ment on the results for the first half of 2011 (an
aggregate loss) and the second half of 2011
(a profit of €1.43 million). The PFMC sector’s fee
and commission income from savers increased
by 41% year-on-year, while its fee and commis-
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sion expenses declined slightly. Looking at fee
and commission income, the largest increase
was observed in income from performance-
related fees, which quadrupled in comparison
with the same period of 2011. The improve-
ment in the financial result was also attribut-
able to certain extraordinary income outside
PFMCs’ core activities, as well as to a year-on-
year decline in operating expenses. The PFMCs
that made a net profit in the first half of 2012
comprised the three that had been profit-mak-
ing in previous periods plus, for the first time,
a fourth one. The remaining two PFMCs also
improved their results by significantly reducing
their losses.

2.3.2 SUPPLEMENTARY PENSION
SAVING

THE TOTAL NUMBER OF PARTICIPANTS IN THE SECTOR
DECLINED, DUE MAINLY TO A FALL IN THE PAYOUT
FUNDS.

The total number of participants in the sup-
plementary pension system (Pillar Ill) remained
practically unchanged in the first half of 2012.
There were, however, several relatively marked
changes in composition of participants in the
Pillar 1ll system. A total of 852,486 participants
were registered in the system as at 30 June 2012,
i.e. 9,992 fewer than at the end of 2011. Never-
theless, the number of participants in the saving
phase (i.e. those enrolled in contributory funds
of the supplementary pension system) remained
practically unchanged during the period under
review, after previously declining over a rela-
tively long period. Thus the decline in the total
number of participants was fully attributable to
payout funds, participation in which had more
than doubled over the previous two calendar
years.

As for contributory funds, the number of partici-
pants in the large principal funds of the differ-
ent supplementary pension asset management
companies (SPMCs) has been declining in recent
years and continued to do so during the period
under review. Also in line with the longer-term
trend was the increasing participation in smaller
contributory funds, which have more specialised
investment objectives. Indeed, the participation
growth rate of these funds accelerated during
the six months.

It should also be noted that the number of pas-
sive participants in contributory funds, i.e. those
who have not made any contribution for a pe-
riod of at least six months, increased significantly
(by 22,000). One of the reasons for this may have
been the abolition of the possibility to deduct
supplementary pension fund contributions from
the personal income tax base. Looking at the
age composition of participants in Pillar Il funds,
the average age of participants has gradually in-
creased since 2010.

THE GROWTH IN THE SECTOR’S NET ASSET VALUE
INCREASED YEAR-ON-YEAR

The total net asset value of supplementary pen-
sion funds increased more sharply in the first
half of 2012 than over the whole of 2011. The
increase of €50 million was of the same order as
the average increase for the period from 2008 to
2010.The value of assets under the management
of SPMCs at the end of June 2012 stood at €1.224
billion.

Nevertheless, net asset value showed uneven
development during the first six months. The
whole increase occurred in the first quarter,
when the accumulation of contributions was
amplified by the positive performance of sup-
plementary pension funds. Returns on fund
investments accounted for almost half of the
increase in net asset value during that period.
The situation changed significantly from April
toJune, when the amount of assets under man-
agement declined moderately for two reasons.
First, the average performance of supplemen-
tary pension funds turned negative due to the
worsening situation in financial markets. Sec-
ond, many people disenrolled from contribu-
tory funds in April and this process entailed
one-time payouts of contributions they had
accumulated up to that point. The absolute
increase in assets of large contributory funds
was around €20 million in total, and so too was
that of smaller specialised contributory funds
even though they have far fewer participants.
The disproportionality in this regard reflects
both the disenrolment of participants and the
fact that part of the assets of large contribu-
tory funds were switched to payout funds. In
terms of NAV growth rate, however, there was
minimal difference between the funds of the
different SPMCs during the period under re-
view.
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THE MOST MARKED CHANGE IN ASSET STRUCTURE WAS
OBSERVED IN SUPPLEMENTARY PENSION FUNDS PURSUING

A GROWTH POLICY

The largest change in the asset-class compo-
sition of contributory funds was observed in
funds that pursue a growth policy. In these
funds, investments in equities and common
fund shares/units increased by around a half,
to stand at 60% of total assets as at 30 June
2012. Consequently, the asset structure of
these funds profiled further in line with their
investment objectives. The purchases of eg-
uities and common fund shares/units were
funded from new contributions as well as from
bank account deposits and a slight reduction
in the bond portfolio. The amount of such as-
sets was further boosted to a certain extent by
their upward revaluation.

As for the largest group of contributory funds -
those with a balanced investment policy - the
bond component of their portfolio increased
by 5 percentage points during the period un-
der review to stand at 64% by the end of June.
The share of bank deposits declined by a simi-
lar margin, to around one-fifth of the portfo-
lio. These developments were the opposite of
those observed in 2011. In the first quarter of
2012, SPMCs were extensively buying equity
and common fund shares/units for the portfoli-
os of their contributory funds. In June, however,
these assets started to be sold by SPMCs (pos-
sibly due in part to their downward revaluation
in May) and by the end of the month their share
in the portfolio was back to where it had been
at the start of the year, around 17%. Looking at
derivatives used primarily for the hedging of
currency risk, their nominal value in the port-
folio of supplementary pension funds with bal-
anced strategy doubled in the first half of 2012
and did so, too, in the portfolio of contributory
funds with growth strategy. In this way SPMCs
hedged their funds’ exposure to foreign ex-
change risk, and in particular an increasing ex-
posure to the US dollar.

In both contributory funds with conservative
strategy and payout funds there was a slight
change in the ratio between the much larger
bond component and the bank deposit com-
ponent (the only other asset in their portfolio).
Whereas contributory funds saw the share of

Chart 64 Composition of funds' assets by
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Notes: The classification of contributory funds is based on their
investment policies.

bank deposits increase, payout funds recorded
arise in the bond component.

The average weighted residual maturity of debt
securities increased slightly at the beginning of
the year, and then returned to a value of four years
towards the end of June. The average maturity of
the asset portfolios of individual funds changed in
different ways and it was not possible to identify
common trends, whether among particular fund
types or in a specific SPMC. It was a similar situ-
ation with the average weighted modified dura-
tion of these instruments, which for the sector
as a whole stood at just over 3 at the end of the
period under review. The average weighted ma-
turity of bank term deposits in the sector’s port-
folio followed a similar trajectory: initially, it rose
slightly, before correcting downwards to around
one year, the level at which it began the period.
The average interest rate on term deposits fell by
0.3 percentage point, to 2.0%, owing to the pass-
through of the decline in interbank rates in the
first half of the year. Total returns on bank deposits
declined further due to an increase in the share of
current account deposits, which at present attract
hardly any interest. The declining remuneration of
deposits could partly explain why some money
was shifted out of bank deposits and into bonds.
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BONDS ISSUED BY FINANCIAL INSTITUTIONS RECORDED AN
INCREASING SHARE IN THE PORTFOLIOS OF SUPPLEMENTARY
PENSION FUNDS

The bond component of the aggregate portfo-
lio of supplementary pension funds increased
in the first half of 2012 due largely to purchases
of domestic bank bonds. As a share of the total
bond component, bonds issued by financial in-
stitutions grew by 10 percentage points to 36%,
its highest level in recent years. The percentage
share of government bonds declined slightly,
but still constituted the largest component of
this asset class with a share of more than half.

CURRENT VALUES OF PENSION UNITS ROSE RELATIVELY
SHARPLY IN THE FIRST QUARTER OF 2012

The current values of funds’ pension units im-
proved in the first three months of the year. In
contributory funds, the average value of the
pension unit rose relatively sharply, thus cancel-
ling out the declines recorded in the second half
of 2011. From April to June there was no clear
trend in the average pension unit value, notwith-
standing a high volatility towards the end of the
period. The average annual return on contribu-
tory funds was 0.2% as at 30 June 2012. Negative

annual returns were reported by all funds with
growth strategy and one fund with balanced
strategy. The average nominal appreciation of all
payout funds was 1.9%.

OPERATING PROFIT OF SPMCs INCREASED

The total profit of SPMCs for the first half of
2012 declined by one-third year-on-year, to
€3.1 million. That decline, however, concealed
a marked increase in aggregate operating prof-
it.Income from fees and commissions increased
year-on-year by 12%, due mainly to perform-
ance-related fees and termination fees. At the
same time, expenses related to fees and com-
missions and operating expenses remained un-
changed. In both the second half of 2011 and
first half of 2012, the sector’s total profit was
significantly affected by the result of securities
and derivatives transactions in one SPMC. The
item made a negative contribution of around
€1 million to the financial result of the sector as
a whole in the period under review, whereas in
the first half of 2011 it increased the profit by
€2.4 million. All four SPMCs made a profitin the
first half of 2012, and three reported a year-on-
year increase.
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2.4 COLLECTIVE INVESTMENT

THE TOTAL AMOUNT OF ASSETS UNDER MANAGEMENT IN
THE SECTOR ROSE SLIGHTLY AFTER A SLUMP IN THE SECOND
HALF oF 2011

The net asset value of common funds in Slo-
vakia stabilised in January and February 2012,
following the high amount of redemptions
that characterised the sector in the second half
of 2011. The situation improved further in the
next four months and the amount of assets un-
der management began to show arising trend,
albeit a slow one. The sector’s net asset value
for the first half of 2012 increased by €141 mil-
lion, or 3.7 % in relative terms. The aggregate
amount of assets under management in do-
mestic common funds and foreign collective
investment undertakings (ClUs) sold in Slova-
kia was €3.983 billion as at 30 June 2012. That
remains relatively low in comparison with the
corresponding figures in the previous seven
years, standing at just over the all-time low re-
corded at the end of 2008 / beginning of 2009.
Moreover, if only the adjusted net asset value™
is considered, the increase during the period
under review would be only €34 million, or
around one percent.

The overall development of the sector’s net asset
value was determined mainly by domestic com-
mon funds representing approximately 85% of
the sector. Foreign ClUs developed differently;
the amount of assets under their management
remained initially flat, and then, in contrast to
domestic funds’ assets, declined significantly in
April and May by around 8%.

Chart 65 Net asset value of common funds
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THE RISE IN NET ASSET VALUE WAS SUPPORTED BY POSITIVE
NET SALES AND ALSO BY IMPROVED PERFORMANCE

Net sales accounted for around four-fifths of
the increase in the sector’s NAV, even though
redemptions of fund shares/units were still rel-
atively high in January and February. Over the
next four months, sales of new shares/units ex-
ceeded redemptions. The increase in NAV at the
sectoral level was further supported by higher
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Chart 66 Net asset value of common funds

managed by domestic management com-
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returns on investments in common funds. Dur-
ing the period under review the performance
of common funds was strongest in the first two
months.

Looking at the three largest management com-
panies by amount of assets under manage-
ment, their share of the sector’s NAV oscillated at
around 83% in the first half of 2012, after show-
ing a downward trend in 2011, and therefore
the level of market concentration remained rela-
tively high. The total number of common funds
managed by domestic asset management com-
panies remained at 82, although the number of
funds offered to retail customers fell by four. The
overall figure was unchanged due to the estab-
lishment of new special professional investor
funds.

THE RisE IN THE SECTOR's NAV WAS CONCENTRATED IN
DOMESTIC SPECIAL COMMON FUNDS

A notable aspect of the domestic part of the sec-
tor was that almost the entire increase in its NAV
was accounted for by several special common
funds. Among standard common funds, most of
the more significant changes in NAV were nega-
tive.

Special funds were given fresh momentum by
the new Collective Investment Amendment
Act, which allowed management companies
to establish special securities funds, special al-
ternative investment funds and special profes-
sional investor funds, in addition to the special
real estate funds that they had already been
operating. The Act entered into force on 30
June 2011, and although the NAV of the new
special funds was already rising towards the
end of the year, it began to surge during the
period under review. Until the second half of
2011 special common funds other than special
real estate funds constituted a small fraction
of the sector in terms of NAV and number of
funds. As at 30 June 2012, however, the four
types of special fund reported an aggregate
NAV of more than €1 billion, representing
one-quarter of the sectoral total and almost
30% of the NAV of domestic common funds.
By comparison, these funds reported an NAV
of around €550 million at the beginning of
2012 and only €360 million three months ear-
lier. As mentioned above, the increase in this
segment’s NAV was a corollary of the establish-
ment of several new special funds.

In terms of net asset value, special real estate
funds constituted the largest of the special com-

Chart 67 Net asset value by category of com-
mon fund as at 30 June 2012 (EUR millions)
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mon fund categories in the first half of 2012. The
total NAV of special real estate funds increased
by almost 20% during the period under review,
thus continuing an upward trend going back to
the end of 2010. Most of that growth comprises
inflows from household sector, which is support-
ed by relatively high reported returns on these
funds in comparison to those on standard com-
mon funds.

The largest increase in NAV among special com-
mon funds was not, however, recorded by special
real estate funds, but by special securities funds.
The total amount invested in these funds in the
first half of 2012 was around €300 million, which
was far higher than the inflows registered for any
of the other fund categories (including standard
common funds). Although these inflows were
predominantly from households, they also in-
cluded some investments from the corporate
sector.

Special professional investor funds are the last of
the larger categories of special common funds.
Their NAV growth in the first half of 2012 stood
at €70 million, similar to the increase recorded

Chart 68 Changes in the amount of assets
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by special real estate funds. In the case of special
professional investor funds, no sectoral break-
down of their net sales is available. In principle,
however, their shares/units may be issued to any
professional investor who satisfies the require-
ments for a professional customer or qualified
customer as laid down in Act No 566/2001 as
amended. The first two special alternative in-
vestment funds were established in March 2012
and their combined net sales by the end of June
stood at €16 million. Two-thirds of that amount
consisted of investments from within the same
management company by funds of funds. Only
the remaining third, from the household sector,
represented a real inflow of new investment into
the sector.

NET SALES OF DOMESTIC STANDARD FUNDS REMAINED
NEGATIVE

Turning to domestic standard common funds,
absolute changes in the amount of assets un-
der management were most marked in money
market funds, short-term investment funds, and
other funds, and in each case the change was
negative.

As regards money market funds and short-term
investment funds, the negative trend in their net
sales was extended to more than two years. The
net redemptions of these funds over that period
amounted to almost €1 billion, of which €216
million (18% of the total NAV as at the beginning
of 2012) was reported during the period under
review. On the positive side, monthly net re-
demptions showed a decreasing tendency over
the first six months of 2012. Again the household
sector was the driver of the outflow from these
funds, which would have been even more pro-
nounced but for the fact that several funds in
other categories increased their investment in
domestic money market funds and short-term
investment funds.

Although redemptions of money market funds
and short-term investment funds show a certain
correlation with financial market stress cycles, at
least one other factor other than risk aversion
appears to be behind the outflows from these
funds, namely rationalisation processes in the
parent financial groups of the funds’ manage-
ment companies. As it seems, this rationalisation
included efforts to shift unit-holders’investments
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out of common funds and into the banks at the
head of the respective financial group.

One consequence of the Collective Investment
Amendment Act of 2011 was a significant de-
cline in the number of money market funds. Only
two such funds were still in operation at the be-
ginning of 2012, compared to eight at the end of
2011. In accordance with the CESR’s Guidelines
on a common definition of European money
market funds (transposed into the Act), the rest
of the funds originally classified as money mar-
ket funds were reclassified as either short-term
investment funds or bond funds. Those common
funds failing to comply with the criteria, limits
and restrictions that must be satisfied by short-
term money market funds and money market
funds under the Collective Investment Act were
required to omit the words “money market fund”
or “money fund” from their names by 31 Decem-
ber 2012.

As for the category of other funds, their total
NAV slumped by €64 million, or almost 30%, in
the first half of 2012. In the case of other funds,
too, the amount of assets under management
has been in decline for several years. Whereas

Chart 69 Net sales of domestic common
funds by fund category (EUR millions)
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the outflow from money market funds was a re-
sult of step-by-step withdrawals by unit holders
over a long period, the NAV of other funds has
dropped sharply at intervals coinciding with the
end of the reference period of secured funds
within this category.

Funds of funds recorded a 10% drop in their
total NAV due to redemptions by households,
although in absolute terms such a decline was
not systemically significant. In the remaining
categories of standard common funds, namely
bond funds, equity funds and mixed funds, as-
sets under management increased moderately,
but in no case did the increase relative to the
value at the start of the year exceed 5%. Equity
and bond funds would have ended the first half
of 2012 in negative territory if the return on their
assets had not been positive. Therefore mixed
funds were alone among domestic standard
common funds in reporting positive net sales
for the period, with inflows from insurers and
other common funds exceeding redemptions
by households.

HOUSEHOLD INVESTMENTS IN DOMESTIC COMMON FUNDS
INCREASED SLIGHTLY IN THE FIRST HALF OF 2012

As is clear from the partial evaluation of the
sector by fund category, the sector most ac-
tive in buying and selling fund shares/units
was households. That is, of course, in line with
the sector’s long-term predominance in collec-
tive investment. Overall there was a moderate
net inflow into the collective investment sec-
tor from households during the period under
review, resulting mainly from shifts of invest-
ments from standard common funds to special
common funds.

If, however, the key substitution between
standard money market funds and short-term
investment funds on one hand, and special se-
curities funds on the other hand, is seen in the
context of the funds’ portfolio compositions,
then there were practically no changes of any
significance. As in money market funds and
short-term investment funds, bank deposits
are the key component of the asset portfolio
of these special funds, and a further 20% of the
assets are indirectly akin to them in that they
comprise investments in money-market-type
common funds.
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The possibility to establish and manage new
categories of special common fund is advanta-
geous for management companies in that it
makes for less restricting limits on the exposure
to a specific counterparty. This means in practice
that a management company may, for example,
invest a larger proportion of a special fund’s as-
sets in its parent company, which in most cases
will be a bank. Therefore funds accumulated in
special common funds may be used to finance
the parent bank of the management company’s
financial group. It may be supposed that the
switching of unit-holders from standard com-
mon funds to special common funds is to a cer-
tain extent the result of an active policy on the
part of management companies.

Almost the entire decline in the NAV of foreign
collective investment undertakings was at the
expense of money market funds and other funds,
which to some extent mirrors the situation in the
domestic part of the sector. Both the mixed and
bond funds of foreign ClUs saw a decline in the
amount of assets under management. On the
other hand, equity funds and funds of funds re-
ported a smaller increase.

Looking at the composition of domestic com-
mon fund portfolios, the most significant chang-
es were an increase in the share of bank deposits
and a decline in the bond component. This pat-
tern was observed to varying extents in sev-
eral categories of common fund (money market
funds, short-term investment funds, bond funds,
and other funds). In equity funds, the share of di-
rectly purchased equities declined, while indirect
exposure through common funds with an equity
investment policy increased.

IMPROVED PERFORMANCE IN ALL COMMON FUND
CATEGORIES

The performance of common funds in the first
half of 2012 was relatively favourable. All fund
categories managed to achieve positive returns
on the assets under their management. The in-
crease in net values of fund shares/units was
most pronounced in the first quarter, when the
values of a broad range of assets increased amid
an easing of market tensions related to the euro
area crisis. Equity funds reported the largest
nominal appreciation, more than 10 % in an-
nualised terms, closely followed by bond funds
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(9 %). At the other end of the performance spec-
trum were money market funds and short-term
investment funds with returns of less than three
percent. In other categories, the annualised
return for the six months was in the region of
around five percent.

In year-on-year terms, the aggregate return for
all categories was higher as at 30 June 2012
that at the end of 2011. Nevertheless, some cat-
egories directly or indirectly featuring an equity
component (equity funds, mixed funds, funds of
funds) remained in negative territory. The per-
formance of bond funds improved significantly
year-on-year, with the rate of return increasing
from a slightly negative level to almost 4%. Spe-
cial real estate funds continued to be the best
performing category, with an annual rate of re-
turn of 5%.

THE SECTOR MAINTAINED PROFITABILITY GROWTH ON THE
BASIS OF COST REDUCTIONS

The total net profit of domestic management
companies for the first half of 2012 amounted to
€4.424 million, which was 21 % higher than the
profit for the first half of 2011. Income from fees
and commissions, which accounts for a major
part of management companies’ revenue, never-
theless declined by 12%. The increase in profit-
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Chart 71 Annual rate of return of common
funds broken down by fund category
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ability was achieved by cutting costs to a greater
extent. Fee and commission expenses fell by as
much as one-quarter year-on-year and savings
were also made in operating expenses. All man-
agement companies made a profit for the period,
although in three cases it fell short of the profit
reported for the first half of 2011.
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2.5 INVESTMENT FIRMS

The total volume of securities trading in the first half of 2012 fell year-on-year by 13%, but this decline
did not affect trading in financial derivatives. The amount of assets managed by companies holding an
investment firm licence increased by 3% during the period.

The year-on-year decline in the volume of se-
curities trading stemmed largely from lower
trading in the following: securities issued by
foreign collective investment undertakings,
money market instruments, bonds, and other
securities. As for transactions in financial de-
rivatives, their amount remained unchanged
and in nominal terms they accounted for more
than 80% of all transactions.

Chart 72 Composition of transactions

broken down by investment instrument
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Banks consolidated their pre-eminent positionin
the investment market. By 30 June 2012 banks’
investment arms were conducting 99.6% of the
transactions in this sector.

The amount of customer assets managed by
entities licensed to manage a customer securi-
ties portfolio (investment firms, banks and cer-
tain management companies) increased from
€1.96 billion to €2.03 billion in the first

Chart 73 Amount of customer assets
managed by licensed entities (EUR billions)
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CHAPTER 3

3 RIsKs IN THE SLOVAK FINANCIAL SECTOR

The quality of the banking sector’s household loan portfolio improved in the first half of 2012. Loan
repayment behaviour was generally sound during the period under review, supported by the relatively
positive developments in certain indicators affecting households’ debt-servicing burden. Households
were benefiting in particular from a period of low interest rates. An important aspect of banks’ credit risk
was that unemployment did not increase significantly. On the other hand, the changing composition of
unemployment can be assessed negatively since people in higher-income and middle-income categories
— the main recipients of bank loans - constitute an increasing share of the total unemployed.

A more pronounced increase in the loan-to-value (LTV) ratio for new housing loans was observed in
certain banks during the first six months of the year. In the context of falling residential property prices,
this represented a negative development despite being confined to a few institutions. Banks were using
higher LTV ratios as a means of competition, with a possible adverse effect on the behaviour of other
banks.

The corporate sector saw a number of positive trends (e.g. growth in sales, exports, new orders). The
prospects for these trends are uncertain due to the deteriorating situation in the euro area and the fact
that they are heavily concentrated in the domestic automotive industry. Since banks expected credit risk
torise, they tightened credit standards; nevertheless, the ratio of non-performing loan remained stable.
After the serious turbulences in financial markets towards the end of 2011, the situation calmed
somewhat in the first half of 2012 with share prices and exchange rates becoming less volatile.
Nevertheless, persisting fears about the sustainability of public finances in some euro area countries
continued to influence bond yields of certain sovereigns. As a result of the positive developments,

some of the losses incurred at the 2011 from the revaluation of portfolios could be recouped. In almost
every sector, the riskiness of the portfolio increased to some extent due to changes in the portfolio
composition. In particular, the equity investment component increased and the duration of the bond
portfolio became longer.

The main risk for banks and insurance companies was an increase in credit spread risk on debt securities
in marked-to-market portfolios. The share of these portfolios in the insurance sector is particularly high.
Pension funds, collective investment funds and unit-linked insurance funds were exposed mainly to
equity risk (which increased in the first half of 2012) and to credit spread risk. Following amendments

to the Act on Retirement Pension Saving, the risk exposure of PFMC pension funds began to increase in
the first half of 2012. Equity investments reappeared in their portfolios and the duration of the portfolios
become longer. Nevertheless, the PFMC sector remains far less risky than other segments of the Slovak
financial market.

Fears about a prolonged period of low yields on risk-free assets posed another risk. Such a situation
could lead to investors in pension funds and less risky collective investment funds earning lower than
expected returns. In such a situation, insurance companies may find it difficult to ensure the returns
guaranteed in insurance contracts unless they increase the risk exposure of their investment portfolios.

3.1 CREDITRISKIN THE BANKING SECTOR

3.1.1 CREDITRISKINTHE portfolio ceased declining, thereby suggesting
HOUSEHOLD SECTOR a change in the positive trend observed since
the beginning of the year. In fact, however, the
ratio resumed its downward trajectory in the
IMPROVEMENT IN THE QUALITY OF HOUSEHOLD LOAN first six months of 2012. The NPL ratio for loans
PORTFOLIOS to households improved in almost all banks and
In the second half of 2011 the ratio of non- across most types of household loan. The overall
performing loans (NPLs) in the household loan  NPL ratio at the end of June 2012 stood at 4.25%
NBS
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Chart 74 Non-performing household loans

- breakdown of changes in amount (EUR
millions)
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Source: NBS.

(down from 4.63% in December). The NPL ratio
for consumer loans fell even more markedly, and
there was also an improvement in the quality of
the intermediate loan and mortgage loan port-
folios.

The outstanding amount of non-performing
household loans declined as well, and the
changed composition of loans contributing to this
amount was also favourable. Most of the decline
was attributable to the repayment, or improve-
ment in quality, of non-performing loans, i.e. to
non-performing loans being partly reclassified as
performing. If there had been no sales or write-
downs of NPLs, the total amount of NPLs would
have increased, albeit only marginally and with
only a slight effect on the decline in the NPL ratio.

The first six months saw minimal reclassification
of loans, i.e. easing of credit conditions in order
to smooth the repayment of a loan.

The only detraction from the overall positive
picture in households’ debt servicing was an in-
crease in the ratio of loans past due by up to 90
days (loans past due by over 90 days are usually

Chart 75 Changes in the debt burden (%)
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Source: NBS.

Notes: The chart shows the separate effect of the different compo-
nents of the debt burden indicator.

The debt burden is calculated for an average 2008 loan with an ini-
tial rate fixation period of one year. The chart shows changes in the
debt burden indicator (the ratio of loan repayments to disposable
income) vis-a-vis 2008.

classified as non-performing). But although the
ratio increased to 5.6% of the total amount of
household loans in the period under review, it
remained at its long-run average.

HOUSING AFFORDABILITY DID NOT CHANGE SIGNIFICANTLY
After falling sharply towards the end of 2011, the
consumer confidence indicator rallied in the first
half of 2012 and ended the period at the level
recorded in the beginning of 2011. Thereafter,
consumer sentiment remained more or less flat.

A simplified calculation of how selected vari-
ables affect the debt-servicing burden implies
that there were no significant changes in the
burden during the first half of 2012. As interest
rates declined further, households continued
to lower their debt-servicing costs by arranging
new interest rate fixation periods or refinancing
old loans with new loans. The debt-servicing bur-
den was also alleviated by an increase in nominal
wages in the first half of the year. On the other
hand, higher inflation had an adverse effect.

Further confirmation that household credit risk
barely changed was provided by the housing af-
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Chart 76 Employment broken down by sec-
tor (Index: 2009Q4 = 100)
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fordability index, which indicates the accessibil-
ity of housing loans on the basis of household
income. Affordability increased primarily due to
a continuing decline in property prices, rise in in-
come, a and decline in interest rates. There was,
however, a downward pressure from the tight-
ening of bank credit standards (see Chart P44
Housing Affordability Index).

THE LABOUR MARKET SITUATION REMAINED LARGELY
UNCHANGED IN THE FIRST HALF OF 2012.

The effect of the labour market situation on house-
hold credit risk did not change significantly in the
first half of the year. Unemployment fell moderately,
and the decline in the total number of unemployed
largely comprised mainly people in lower-income
and middle-income categories. An important as-
pect of the long-term trend is that people in higher-
income and middle-income categories constitute
an increasing share of the total number of regis-
tered unemployed. This share has risen from 40%
at the start of 2009 to more than 50% at present,
the significance being that bank loans are heavily
concentrated among these groups of households.

Chart 77 Loan-to-value (LTV) ratio (%)
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Notes: The data for the banking sector represents the average wei-
ghted assets of all banks.

Employment remained flat, continuing its trend
from the end of 2011. There was, however, a de-
cline in employment in some sectors (manufac-
turing, construction). Expectations for the future
employment situation are mostly negative. After
a long positive trend, employment expectations
in industry entered negative territory in the sec-
ond quarter.

THE LOAN-TO-VALUE (LTV) RATIO INCREASED IN THE
FIRST HALF OF 2012

The average LTV ratio for new housing loans from
banks increased moderately during the first half
of 2012. This is an adverse trend, particularly in
the context of the continuing decline in residen-
tial property prices, since banks are increasing
their credit risk by reducing the collateral cover-
age of the unpaid principal in the event of loan
default. This situation is largely reflective of the
strong competition in the banking sector, since
raising the LTV ratio is one of the ways that a bank
can compete with its rivals. Only in certain banks
was there a marked increase in the LTV ratio from
the beginning of 2012.
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BANKS’ SENSITIVITY TO CHANGES IN PROPERTY PRICES

Housing loans are among the most promising
and fastest-growing products in the domestic
banking sector. The banking sector’s exposure
to housing loans has soared over the past five
years, from 11% to 21% of total assets. The
issue of banks’ sensitivity to this market seg-
ment is raised by a combination of the increas-
ing importance of housing loans, movements
in property prices (mainly downward since
2009), and the relatively dynamic policies of
banks regarding loan-to-value ratios.

This sensitivity test therefore focuses on the ef-
fect of a decline in property prices combined
with an increase in the ratio of non-performing
loans.” In general, banks are not at significant
risk from a decline in property prices if the ra-
tio of non-performing loans remains constant.
A key factor in banks' relatively low sensitivity
to declining property prices is that the average
loan-to-value (LTV) ratio has been fluctuating
between 63% and 73% since 2009, which on
average provides a buffer against prices fall-
ing by up to around 30%. Another factor is
that almost four years have passed since the
period when loans were being extended with
an average LTV of close to 100%; the principals
of these loans have gradually declined, which
in turn has improved the current LTV ratio and
therefore resulted in a lower amount of loans
not covered by collateral. It remains the case,
however, that as regards the provision of loans
with insufficient collateral, the greatest risk lies
in loans dating back to the first half of 2008,
which today have an average LTV of more than
100%. On the other hand, their share of the to-
tal portfolio is not significant.

The combination posing the greater risk to
the banking sector is a decline in property
prices and increase in non-performing loans.

Chart A Impact of scenarios on the core
capital adequacy ratio
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Note: The chart shows how a combination of a decline in property
prices and the NPL ratio affect core capital adequacy ratio.

On average, however, only a relatively harsh
worsening of both variables would result in
significant losses to the banking sector. Even
with property prices declining by 50% and
the NPL ratio increasing to 50%, the banking
sector as a whole would maintain a Tier | ratio
of 10%. These results are far more robust than
those from a similar calculation carried out in
the first quarter of 2010. The reason is not only
that more time has passed since the high-LTV
period, but mainly that the Slovak banking
sector now has a much stronger capital posi-
tion, which determines its overall resilience to
any negative shocks. At the same time, how-
ever, the relatively strong general resilience
to the average LTV ratio is not shared by those
banks which provided a higher proportion of
loans with relatively higher LTV ratios.
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3.1.2 CREDITRISKINTHE

NON-FINANCIAL
CORPORATIONS SECTOR

UNCERTAIN PROSPECTS IN THE CORPORATE SECTOR
Several indicators of corporate sector develop-
ments showed an improvement in the first half
of 2012. In particular there were favourable re-
sults in foreign trade, continual growth in over-
all sales in the corporate sector, and, in the in-
dustry segment, an increase in new orders and
labour productivity. But while these develop-
ments appear positive, they also raise a number
of issues.

The first is that several economic and business
statistics for Slovakia stand in contrast to un-
favourable statistics for the euro area, includ-
ing trading partners of Slovakia (Chart 8). It is
therefore assumed that the Slovak corporate
sector cannot over the longer term sustain
results which are better than those of its trad-
ing partners. This nexus is reflected in business
sentiment in Slovakia, which has showed an un-
certain development in response to declines in
confidence in destination countries for Slovak
exports.

Chart 78 Annual growth rate of sales in
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Notes: The sample includes around 4,500 firms accounting for around
30% of banks' corporate customers in terms of lending volume.

The weighting of sales by exposure to segments means that sales
are weighted by the outstanding amount of bank loans to the given
segment.

A second issue is the degree of concentration
in the Slovak corporate sector, referring in par-
ticular to the significant contribution made by
the automotive sector to export growth and
total sales during the period under review. Fur-
thermore, strong results in this segment may
not necessarily affect firms that are customers of
domestic banks, given that the banking sector
provides only minimal financing to the automo-
tive industry. Thus there remains an asymmetry
between concentration of performance in the
corporate sector and the degree to which banks
finance top-performing firms.

A separate problem is sales in the construction
sector, which have been falling at an increasing
pace since the end of 2011. The annual rate of
decline in construction sales stood at 14% in
June, meaning that sales were down to 81% of
their pre-crisis level. Segments of the corporate
sector in which sales were back to pre-crisis lev-
els were more the exception than the rule.

INCREASED STABILITY IN THE COMMERCIAL REAL ESTATE
MARKET

Lending to the commercial real estate market
remains one of the highest risks of the domes-
tic banking sector, and its importance has con-

Chart 79 The corporate loan portfolio in
terms of quality and default rate
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Notes: Default rates are calculated as the ratio between, on the
one hand, the number/amount of loans reclassified from “perfor-
ming” to “non-performing” and, on the other hand, the number/
amount of loans classified as “performing” at the beginning of the
period. SMEs = small and medium-sized enterprises.
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Chart 80 Non-performing loans in selected
segments (%)
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Notes: The size of each bubble corresponds to the share of the
given segment in the total amount of outstanding corporate
loans.

tinued to increase. It is therefore positive that
the situation in this market stabilised somewhat
during the period under review, although there
was little change in several problematic develop-
ment projects.

The office vacancy rate in Bratislava fluctuated
between 10.2% and 11.2% during the last four
months, which in comparison with rates else-
where in central Europe is very favourable and is
not putting downward pressure on prices. In the
residential segment, the marketability of new

apartments was moderately higher than in sum-
mer of 2011, although it has been slowing down
since the beginning of 2012.

BANKS EXPECT AN INCREASE IN CREDIT RISK

The uncertainty about the future macroeconom-
ic situation weighed heavily on banks’ expecta-
tions for corporate credit risk, and a majority of
banks tightened credit standards in the first half
of 2012. This was particularly apparent in inter-
est rate margins, which increased throughout
the period under review, mainly on the smallest
loans (by almost 1 percentage point).

STABILITY IN LOAN QUALITY

An important development for the stability of
the banking sector is the relative stability in non-
performing loans, in terms of both their ratio
to total loans and absolute amount. In contrast
to the situation in 2009 and 2010, the portfo-
lio is being actively cleansed and therefore the
amount of NPLs is falling relatively sharply
month-on-month. This decline may also be re-
lated to changes in tax legislation, under which
claim write-down costs may be recognised only
after a period of three years. Since the bulk of
NPLs dates back to the beginning of the crisis in
2009, they have, naturally, to a large extent been
written down in 2012.

Cleansing of NPLs was observed in the loan
portfolios of almost every segment. The only
exception was the loan portfolio for the com-
mercial real estate and hotel segment, which
continued to record steady growth in the
amount of NPLs.
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3.2 MARKET RISKS AND LIQUIDITY RISK

3.2.1 CREDIT SPREAD RISK

ALTHOUGH THE MARKETS CALMED TO SOME EXTENT,
CREDIT SPREAD RISK REMAINS THE MOST SIGNIFICANT
MARKET RISK FOR ALL SEGMENTS OF THE FINANCIAL
MARKET.

After experiencing serious turbulences to-
wards the end of 2011, the bond markets -
particularly in euro area countries — became
somewhat calmer during the first half of 2012.
The government bond yields of most countries
either declined or remained flat during the pe-
riod under review. An exception was Greece,
which underwent debt restructuring in March.

At that time there were three companies in
the Slovak financial market which held Greek
bonds in their portfolios, with a total value of
€220 million.

The situation in high-rated countries continued
to improve in the second quarter of 2012, as
their sovereign bond yields fell to all-time lows.
Spreads also narrowed on some lower-rated
countries, namely Hungary and Portugal, while
yields on sovereign debt of Italy, Spain and Ire-
land increased sharply in the second quarter, to-
wards the 7% threshold. Slovenian’s government
bond yields also rose significantly, but remained
lower than Spain’s.

Table 4 Investments in debt securities of selected countries as a share of total assets (%)

Greece | Hungary | Ireland Italy Spain Portugal | Slovenia
XI.10 1.1 0.6 0.2 0.2 0.1 0.1 0.1
VI 0.9 0.6 0.3 0.3 0.1 0.1 0.1
Banks
XIL11 0.4 0.6 0.3 0.1 0.1 0.0 0.1
V112 0.1 0.7 0.3 0.2 0.0 0.1
XI.10 0.1 0.9 0.6 0.8 0.8 74
VI 0.1 0.6 0.2 0.9 1.0 2.7
SPMC funds
XIL11 0.0 0.5 0.2 0.9 13 2.6
VI.12 0.0 0.6 0.2 1.1 0.8 2.1
XI.10 0.3 2.1 19 0.4 3.0
VI11 0.9 0.1 0.1 0.9 19
PFMC funds
XIL11 0.3 0.1 0.6 0.9 24
V112 0.1 0.6 14 2.9
XI.10 0.2 14 0.3 0.5 0.1 0.1 0.8
VI11 0.1 15 0.3 0.4 0.1 0.0 15
Mutual funds
XIL11 0.1 14 0.1 0.4 0.1 0.0 1.6
V112 1.5 0.1 0.5 0.1 0.0 13
XI.10 0.1 0.1 0.2 2.6 0.2 0.3
Insurers (excl.- VL1 0.1 02 02 25 0.1 06
unit-inked insur--| -y, 1, 02 02 24 06
ance policies)
VIL12 0.2 0.2 2.3 0.0 0.6
XI.10 0.3
Unit-linked in- VL1 0.3
surance policies XI1.11 0.1 03 1.2
0.1 0.3

Source: NBS.

Notes: Values are given as percentages and represent debt securities issued by the respective country (or institutions established in that

country) as a share of total assets or NAV.
An empty cell denotes a non-zero value.

The figure 0.0 denotes not a zero value but a negligible value (less than 0.05).
The lower-rated countries here include Cyprus, where the exposure of the banking sector is 0.1% of assets and that of other sectors is zero.
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BANKs' OVERALL EXPOSURE TO THE LOWEST-RATED
COUNTRIES FELL, BUT REMAINS CONCENTRATED

As Table 4 shows, the banking sector’s over-
all direct exposure to the riskiest EU coun-
tries through the securities portfolio (includ-
ing financial instruments held-to-maturity) is
relatively low (less than 1.5% of assets), and it
declined further during the first half of 2012
due mainly to the restructuring of Greek debt.
Hower, the risk is concentrated among a few
institutions.

EXPOSURES OF OTHER FINANCIAL MARKET PARTICIPANTS
CHANGED SLIGHTLY IN COMPOSITION

The largest exposures in the sectors of PFMCs,
SPMCs and collective investment are to Sloveni-

an sovereign debt, and in the insurance sector,
to Italian sovereign debt. The exposure composi-
tion in each sector changed only slightly and it is
difficult to identify a common trend. For exam-
ple, the SPMC sector’s exposure to Spanish and
Slovenian debt declined, while the PFMC sector’s
exposure to these sovereigns increased.

3.2.2 ASYSTEMICVIEW ON OTHER
MARKET RISKS IN THE
SLOVAK FINANCIAL SECTOR

The exposure of financial institutions to certain
market risks changed quite significantly during
the first half of 2012. Firstly, each segment saw

Table 5 Changes in the share of equity, foreign-exchange and interest-rate positions in different

segments of the financial market

llect-
Banks Insurers PFMC SPMc ivfeoin‘\e/cetst- St i
funds funds products”
ment
XI.10 0.2 27 0.0 203 19.1 81.2
Equities and common VI 0.3 2.6 0.0 22.1 19.3 82.0
fund shares/ units XIL11 0.3 3.0 0.0 16.7 15.3 78.6
VI.12 04 2.7 1.0 17.6 17.1 773
XI.10 0.5 15 0.1 12.2 11.2 139
Foreign-exchange V111 0.2 2.2 0.1 10.1 12.5 21.1
positions XIL11 0.0 1.7 0.2 15.3 13.9 13.0
V112 14 1.0 0.0 12.2 1.7 12.2
XI.10 26.5 68.2 68.5 66.0 46.3 17.4
» V111 25.2 69.8 70.1 58.0 46.3 17.1
Share of debt securities
XIL11 244 714 71.2 59.2 45.6 20.1
VI.12 24.8 726 69.0 64.8 36.6 19.7
XI.10 3.0 6.1 0.4 3.2 1.2 5.5
Duration of debt VI 33 6.0 04 26 13 5.0
securities XI.11 3.1 5.9 0.5 28 1.2 45
V112 3.2 6.3 1.0 3.1 1.7 47
XI.10 1.0 5.7 0.4 2.1 0.6 1.0
Duration of entire VIL11 1.0 5.6 0.4 15 0.6 0.9
portfolio XI.11 0.9 5.3 0.4 1.5 0.6 0.8
VI.12 1.1 5.7 0.8 1.9 0.8 0.9
XI.10 4.1 8.2 0.8 43 2.1 5.7
Residual maturity of VI 43 8.0 1.1 4.1 22 53
debt securities XI.11 4.0 7.9 1.0 4.1 2.0 5.0
V112 4.1 8.0 1.6 4.0 23 5.1

Source: NBS, Reuters, Bloomberg, NBS calculations.

Notes: Values are given as a percentage share of total assets (or NAV) and represent the asset-weighted average for the given group of institutions.
Foreign exchange positions are given as a percentage share of assets (or NAV); they are calculated as the sum of the absolute values of the

positions for each institution.

Equity positions are given as a percentage share of assets (or NAV); they do not include participating interests in subsidiaries and affiliates.

Durations and residual maturities are given in years.
1) Assets invested by insurers under unit-linked insurance policies.
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an increase in the duration of its overall asset
portfolio, based mainly on lengthening of the
securities portfolio duration (except in the bank-
ing sector, where it increased only slightly). In
the PFMC and collective investment sectors, the
increase in duration was largely attributable to
an increase in the residual maturity of the bond
portfolio.

Except in the insurance sector, the share of eqg-
Uity investments rose moderately, at the ex-
pense of either bond investments (in the PFMC
and collective investment sectors) or deposits
(SPMC sector). Relatively large changes were also
observed in exposures to foreign exchange risk,
with the banking sector reporting an increase in
its open position and other segments a decline.
The largest open positions were in US dollars,
Czech korunas and Polish zlotys. The koruna and
zZloty positions declined during the period under
review, while the dollar position increased.

3.2.3 THE MOST SIGNIFICANT
MARKET RISKS IN
INDIVIDUAL SEGMENTS OF
THE FINANCIAL MARKET

INTEREST RATE RISK IN THE BANKING BOOK INCREASED

The portfolio of debt securities revalued at
fair value through profit and loss constituted
2.6% of the banking sector’s assets as at 30
June 2012. Of that share, Slovak debt securi-
ties (mainly government bonds and mortgage
bonds issued by Slovak banks) accounted for
approximately 90%.

Other securities that banks mark to market in-
clude bonds in the available-for-sale portfolio.
A downward revaluation in this portfolio does
not, however, affect the bank’s profit, but it does
reduce its capital and therefore its capital ad-
equacy ratio as well.'® The average duration of
this portfolio remained largely unchanged, to
stand at 2.5 years as at the end of June. This im-
plies that if credit spreads increased by 100 basis
points the portfolio value would decline by 2.5%,
causing the capital adequacy ratio to fall by ap-
proximately 0.4 percentage point. In the banking
sector as a whole, the AFS portfolio is dominated
by Slovak bonds with a share of 87%, but in cer-
tain individual banks it includes securities issued
by lower-rated countries.

Chart 81 Interest rate risk in the banking
sector
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Source: NBS.

As for general interest rate risk in the banking
sector, occurring mainly in the banking book, it
increased during the period under review due
also to an increase in duration.

THE OVERALL EXPOSURE OF THE BANKING SECTOR TO
EQUITY AND FOREIGN-EXCHANGE RISK REMAINS LOW

In most banks, neither the overall net foreign
exchange position nor the amount of equity
investments exceeded 5% of own funds. Hence
foreign exchange risk and equity risk can be con-
sidered as low.

CONCERNING OTHER MARKET RISKS, INSURERS ARE
EXPOSED MAINLY TO INTEREST RATE RISK

Since insurers report low proportions of equi-
ties and common fund shares/units in their as-
set portfolio and have a small foreign exchange
position, their main exposure is to interest rate
risk and credit spread risk. These risks are accen-
tuated by the long duration of the bond portfo-
lio and by the large share of bonds in marked-
to-market portfolios, which by 30 June 2012 had
increased to 66%.

Around 7% of this portfolio consists of bonds
covering technical provisions for unit-linked in-
surance policies. Since the customer bears the
risk under unit-linked insurance policies, this
part of the portfolio does not constitute a risk
to insurers. A change in the valuation of these
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18 This reduction in own funds is
due to the introduction of a new
deductible item as of 31 May 2011.
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Chart 82 The insurance sector's marked-

to-market portfolio of debt securities
broken down by country of issuer
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Source: NBS, NBS calculations.

Notes: The chart shows shares in the total amount of the marked-
to-market portfolio of debt securities (including only the part to
which insurers are exposed) as at 30 June 2012.

The item "Other" comprises sovereign debt securities that constitute
less than 1.5% of the total portfolio.

bonds is reflected in the insurer’s liabilities by
a change in the provision for unit-linked insur-
ance policies. The rest of the portfolio, however,
is an exposure of the insurer.

This risk may materialise either through a move-
ment in the risk-free interest rate curve (i.e. gen-
eral interest rate risk) or by an increase in credit
spread risk. If the risk-free interest rate increases,
the adverse effect on the valuation of assets will
be partially offset by a decline in reserves, as the
risk-free interest rate is used as a discount rate
in the calculation of their value.”” On the other
hand, where bonds drop in value owing to a rise
in the issuer’s credit risk premium, there is no
offset. The exposure of insurers to lower-rated
countries is concentrated on Italy. They would be
affected most by an increase in the credit spread
risk on Slovak government bonds, which make
up 59% of the portfolio.

The assets used by insurers to cover technical
provisions for unit-linked insurance policies con-

risk and interest rate risk. The only higher risk
sovereign debt in the bond portfolio consists of
Hungarian and Irish government bonds, which
account for less than 2% of the total portfolio.

THE RISK OF A PROLONGED PERIOD OF LOW INTEREST RATES
INCREASED

After government bond yields increased to-
wards the end of 2011, long-term yields on less
risky sovereigns fell to record levels during the
period under review. At the same time there was
a decline in inflation expectations, and therefore
an increase in the risk that interest rates would
remain low for a longer period. Due, however,
to uncertainty in financial markets, an increase
in credit spread risk was observed. With these
spreads rising there has so far not been any sig-
nificant decline in yields on financial asset invest-
ments. Nevertheless, the risk of lower returns on
assets could materialise in the near future. In the
insurance sector, moreover, low risk-free rates
put downward pressure on the valuation of tech-
nical provisions. Because of credit spread risk, as-
sets were not revalued upwards and therefore
the profits, and in some cases solvency, of insur-
ance companies declined.

Therisk of low interest rates was most pronounced
in the insurance sector, since insurance portfolios
include life insurance contracts under which re-
turns are guaranteed. In an environment of low in-

Chart 83 The guaranteed interest rate in
comparison with the actual return (%)
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for life insurance
== Yield on 10-year Slovak government bonds

19 Source: Standard of Best Practice
No 1 of the Slovak Society of
Actuaries (Adequacy test for life
insurance technical provisions).

sist mainly of equities, common fund shares/
units, and bonds with a longer duration. These
. . Source: NBS.
assets are therefore exposed mainly to equity
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terest rates, insurers may struggle to ensure guar-
anteed returns and may therefore be constrained
to make riskier investments. Chart 86 shows the
guaranteed interest rate in life insurance, which in
2011 remained unchanged at 3.86% per annum,
one of the lowest levels in Europe.® In 2011 the
average return on assets covering technical provi-
sions was slightly lower than the average guaran-
teed, which stood at 3.84%. Although the average
yield on ten-year Slovak government bonds was
higher in 2011 than in 2010, it declined again in
the first half of 2012 to below 3.5% per annum.
At present the residual maturity of the insurance
sector’s bond portfolio remains sufficiently high.
If, however, insurers continued to face low inter-
est rates and were therefore constrained to rein-
vest a significant part of their portfolio in current
circumstances, they would struggle to achieve
the guaranteed investment return.

THE RISK OF A DECLINE IN THE PENSION UNIT VALUE FOR
PFMC FUNDS REMAINED LOW DESPITE CHANGES IN THE
ASSET STRUCTURE

Despite the abolition of so-called “guarantees”
in equity and mixed pension funds and the in-
troduction of index funds, the risk exposure of
PFMC portfolios did not increase significantly in
the first half of 2012. The funds with the high-
est exposure were index funds, since between
83% and 92% of their assets were investments in
ETFs?' tracking a stock index. The indices tracked
are usually broad ones such as MSCI World, DJ
Eurostoxx, and so on. The volatility of the current
pension unit value for index funds is large and
is similar to that for equity funds and collective
investment funds. The assets invested in these
funds, however, constitute less than 0.5% of the
total assets in PFMC funds.

Equity investments (including EFTs) began to
reappear in equity and mixed funds, but their
amount is not yet so large that the exposure to
such investments would significantly affect the
volatility of the pension unit. The largest down-
side risk to the pension unit value is therefore
that the duration of the bond portfolio will be
lengthened by an increase in the residual matu-
rity of the bonds in the portfolio. Since all funds
have a duration within the range of 0.6 year to
1.6 years, their risk exposure increased only
slightly. Although investments in Spanish and
Slovenian sovereign debt increased, exposure to
lower-rated countries remained limited.

Chart 84 The debt securities portfolio of
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Notes: The chart shows shares in the total amount of the debt secu-
rities portfolio as at 30 June 2012.

The item "Other" comprises sovereign debt securities that constitute
less than 1.5% of the total portfolio.

Other risks are negligible. The only significant
downside risk to funds’ assets is the failure of
a bank or banks in which funds have deposits,
but the risk to deposits is very low unless they are
held with banks based in higher risk countries.

THE RISk EXPOSURE OF SPMC FUNDS INCREASED; EQUITY
RISK REPRESENTED THE HIGHEST RISK

The risk profiles of SPMC funds range from those
of conservative funds that have no investments
in equities or common fund shares/units to
those of funds that invest between 50% and 60%
of their assets in such instruments. As a share of
the assets managed by all SPMC funds, these in-
vestments represent 17.5%. The exposure of the
SPMC funds’ portfolio to interest rate risk and
credit spread risk is increasing as the duration of
securities in the portfolio lengthens.

The exposure of SPMC funds to fiscally troubled
countries lies mainly in investments in sovereign
debt of Italy and Slovenia. The sector’s exposure
to these countries is not large, but it is concen-
trated.

Although the exposure to foreign exchange risk
declined, it remains higher than in any other sec-
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20 Source: The European Insurance
and Occupational Pensions Author-

ity.

21 ETF - exchange-traded funds. The
objective of the investment policy
for such funds in the PFMC portfolio
is to track the value of the selected

stock index.
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Chart 85 The debt securities portfolio of
SPMC funds broken down by country of

issuer

Chart 86 Equity investments as a share of
equity funds and the performance of stock
indices
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tor. The main components of this exposure are
open positions in US dollars and, to a lesser ex-
tent, in Polish zlotys, resulting from investments
by higher-risk funds in foreign currency denomi-
nated assets. Other funds have a low exposure
to this risk.

THE COLLECTIVE INVESTMENT SECTOR IS EXPOSED MAINLY
TO EQUITY RISK; BOND FUNDS ARE ALSO EXPOSED TO
CREDIT SPREAD RISK

The principal risk facing the collective invest-
ment sector as a whole is equity risk. For equity
funds, mixed funds and funds of funds, equity risk
remains the largest risk. As a share of the net as-
set value (NAV) of collective investment funds, in-
vestments in equity instruments were almost un-
changed from December 2011 and moved largely
in line with stock market developments. Bond
funds are exposed mainly to interest rate risk,
consisting largely of credit spread risk. Although
only a small proportion of the sectoral portfolio
consists of investments in securities issued by
lower-rated countries, namely Slovenia (4%) and
Italy (1.5%), these exposures are, as a rule, concen-
trated among a few funds and constitute a signifi-
cant part of their investment portfolios. Slovenian
sovereign debt accounts for between 25% and

Eurostoxx (index: June 2012 = 1.00; right-hand scale)
== S&P 500 (index: June 2012 = 1.00; right-hand scale)

Source: NBS, Bloomberg, NBS calculations.

Chart 87 The debt securities portfolio of

collective investment funds broken down
by country of issuer

Other

Italy
France
Germany

Slovenia

Czech
Republic

Hungary

Netherlands Slovakia

Poland

United States

Slovakia - 57% Slovenia - 4%
= United States - 7% B Germany - 3%
H  Poland - 6% B France - 2%

Netherlands - 4% B Jtaly-1%

B Hungary - 4%
m  Czech Republic - 4%

Other - 7%

Source: NBS, NBS calculations.

Notes: The chart shows shares in the total amount of the debt secu-
rities portfolio as at 30 June 2012.

The item "Other" comprises sovereign debt securities that constitute
less than 1.5% of the total portfolio.

35% of the portfolio in three funds, Italian debt
for more than 10% in two funds, Irish debt for be-
tween 9% and 22% in four funds, Hungarian debt
for between 10% and 24% in seven funds, and
Spanish debt for more than 10% in four funds.

NBS
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3.24 MEASURING MARKET

RISKS USING VALUE AT
RISK (VAR)

VALUE AT RISK INCREASED DUE TO A RISE IN EQUITY RISK
Overall VaR increased in all segments apart from
insurance in the first half of 2012, due mainly to an
increase in equity risk (even in the insurance sec-
tor). The higher equity risk reflected a rise in equity
investments as a share of portfolio value. Foreign
exchange risk declined in all segments owing to
a decline in open foreign exchange positions as
well as an increase in exchange rate volatility.

Among the individual segments, the risk expo-
sure of PFMC sector increased by the largest
margin, but remained the lowest. This increase
was most attributable to equity risk and interest
rate risk, which mounted due to increases in eqg-
uity positions and duration.

With bond markets becoming somewhat calmer
and exposure to the most fiscally troubled coun-
tries declining, a decrease in credit spread risk
was observed in the SPMC, insurance, and col-
lective investment sectors. This was most pro-
nounced in the insurance sector due to the long
duration of its portfolio. General interest rate risk
increased in the collective investment sector as
a result of the longer duration of the collective
investment portfolios.

Inthe collective investment sector, credit spread
risk is concentrated in bond funds. Other funds
are exposed mainly to equity risk and interest
rate risk. As for special real estate funds, they
are low risk because the VaR model does not
capture the risk of a change in the prices of the
properties to which they are most exposed. The
risk exposure of unit-linked insurance policies is
similar to that of the highest-risk types of com-
mon fund.

Table 6 VaR in financial market segments (%)

Lower quartile Median Upper quartile Weighted average
Insurers 04 0.6 1.2 1.0
Unit-linked insurance 84 125 18.2 12.2
PFMC funds 0.2 0.2 3.6 03
Mixed funds 0.2 0.2 03 03
Equity funds 0.2 0.2 03 03
Bond funds 0.1 0.2 0.2 0.2
Index funds 13.7 14.5 18.7 19.8
SPMC funds 0.5 1.8 47 33
Payout funds 0.3 04 0.6 0.5
fcuon";;ib”tory 10 26 65 34
Common funds 0.3 3.2 9.4 23
STl funds 0.1 0.1 03 0.2
Bond funds 1.0 20 4.1 1.5
SRE funds 0.1 0.5 0.6 0.5
SS funds 0.8 14 2.1 2.1
Nixed funds 47 87 104 45
Funds of funds 9.0 9.2 109 10.8
Equity funds 32 144 228 76

Source: NBS, NBS calculations.

Notes: The values are given as a percentage share of total assets (or NAV); they represent quartiles or the asset-weighted average for each

group of institutions.

VaR was calculated over a period of 10 days at a confidence level of 99%.
STl funds - short-term investment funds, SRE funds - special real estate funds, SS funds - special securities funds.
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Chart 88 VaR in individual segments
(percentage share of total assets, or NAV)
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Notes: VaR represents the worst expected loss over a given num-
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1) The figure for insurers does not include assets covering unit-
linked insurance policies and risks arising from the revaluation of
provisions.

VaR was calculated as the worst expected loss over a period of 10
working days at a confidence level of 99%.

Interest rate risk and foreign exchange risk include also indirect
interest rate risk and foreign exchange risk, i.e. the risk to which
individual institutions or funds are exposed through investments
in common fund shares/units.
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10 working days at a confidence level of 99%.

3.2.5 LIQUIDITY RISKIN THE
BANKING SECTOR

SLIGHT IMPROVEMENT IN THE OVERALL LIQUIDITY POSITION
OF THE SLOVAK BANKING SECTOR

A number of liquidity risk trends observed in
2011 continued in the first half of 2012. The
key positive trend was the further growth in
household deposits, which are a stable source
of funding for banks. Household deposits as
a share of total liabilities stood at almost 43%
in June 2012. Itis also positive that the highest
growth was recorded by term deposits with an
agreed maturity of between three months and
one year. Furthermore, the composition of li-
abilities in terms of liquidity is highly stable in
the Slovak banking sector when compared to
other euro area countries. The Slovak banking
sector reports the highest share of primary de-
posits in total liabilities and has the lowest reli-
ance on external and interbank funding.

A slight increase in the proportion of mortgage
bonds maturing within two to five years put
a downward pressure on the liquidity risk. Long-
term refinancing operations (LTROs) conducted
with the central bank can be considered neutral
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from the liquidity risk perspective, since the col-
lateral used for these operations was predomi-
nantly in the form of Slovak government bonds,
one of the most liquid financial instruments in
banks’ portfolios. Therefore the liquidity of the
Slovak banking sector has not been artificially
overvalued by the effect of monetary policy op-
erations.

STABILITY IN LONG-TERM LIQUIDITY

The loan-to-deposit ratio® remained balanced in
the first half of 2012, due largely to a combina-
tion of, on the one hand, robust growth in house-
hold deposits and, on the other hand, a continu-
ing slowdown in lending to enterprises and the
onset of a slowdown in lending to households.

The value of the loan-to-deposit ratio, after tak-
ing into account mortgage bonds issued and in-
cluding deposit holdings of the Debt and Liquid-
ity Management Agency (ARDAL), stood at 82%
in June 2012, down from 84% in December 2011
(see Annex, Chart P51).

MODERATE IMPROVEMENT IN SHORT-TERM LIQUIDITY

The liquid asset ratio®, which indicates the de-
gree of liquidity risk over a horizon of one month,
improved moderately in the first half of 2012, in-
creasing from 1.34 to 1.47. This reflected both an
increase in liquid assets and a decline in volatile
liabilities from March. Those banks focused on
the household sector continued to have relative-
ly low liquid asset ratios (see Annex, Chart P52).
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22 The loan-to-deposit (LTD) ratio is

an indicator of long-term liquidity;
itis defined as the ratio of customer
loans to customer deposits after
taking into account the obligation
to issue mortgage bonds. An LTD
ratio of less than 1 indicates sound
long-term liquidity and self-suffi-
ciency of the banking sector, while
an increase in the ratio indicates

a weakening of this position.

23 The liquid asset ratio is defined as

the ratio of liquid assets to volatile
liabilities over a horizon of one
month. Its level should not fall
below 1.
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4 MACRO STRESS TESTING OF THE SLOVAK
FINANCIAL SECTOR

Macro stress testing aims at assessing the resilience of the Slovak financial sector’s to adverse trends in
the real economy and in financial markets. In the recent exercise, three scenarios were designed for that
purpose, each covering the period from the end of the first half of 2012 to the end of 2014 (2.5 years).
The baseline scenario is based on Ndrodnd banka Slovenka’s official medium-term forecast made in the
second quarter of 2012. This scenario assumes a gradual growth in real GDP and declines in inflation
and unemployment. The stress scenarios “Economic Downturn” and “Sovereign Crisis” assume that

a decline in external demand causes a marked downturn in the domestic economy at the beginning of
the period under review. The Sovereign Crisis scenario anticipates adverse trends resulting mainly from
the intensification of the euro area sovereign debt crisis.

The banking sector’s resilience to negative scenarios as at 30 June 2012 was similar to its level at the end
of 2011. Whereas losses on Greek sovereign debt worsened the outcomes slightly under the previous
stress testing, the negative impact of the scenarios is somewhat heavier in the latest testing owing both
to the scenarios being more stringent and to the effect of legislative changes in case of bank levy. Under
the baseline scenario, the total additional capital needed to meet the treshold by all banks is 0.1% of
own funds (as at 30 June 2012) for the sector as a whole, while under the Economic Downturn and
Sovereign Crisis scenarios it stands at 1.5% and 3.0% respectively. There are, however, two factors that
continue to help banks contain the adverse impacts of the stress scenarios. The first is banks’ relatively
robust capital buffer as at 30 June 2012 and the second is the sector’s assumed ability to generate net
interest income. Corporate credit risk remains the principal risk to the sector as a whole, although in
some banks, depending on the scenario, household loan losses would exceed corporate credit risk losses.
There are also banks in which market risk losses would constitute a substantial share of total losses.
PFMC funds continue to show negligible sensitivity to the risk factors in the stress tests. The only
exception is index funds, which would be highly sensitive to a decline in equity prices. As for SPMC funds,
they would record relatively high losses under the stress test conditions, although the distribution of
these losses would be quite heterogeneous across funds. The key loss-determining factor for SPMC funds
would be the proportion of equities and common fund shares/units in their investment portfolio; the
highest losses of the funds would result from their exposures to equity risk, indirect interest rate risk and
indirect foreign exchange risk.

Looking at collective investment funds, the composition of their investments did not change significantly
from the end of 2011, and this was reflected in the stress test results. The principal risks for collective
investment funds are equity risk and indirect foreign exchange risk; the effect of these risks shows
considerable cross-fund heterogeneity, varying according to the proportion of equities and common
fund shares/units in a fund's total assets.

Insurance companies would be affected mainly by interest rate risk (including sovereign risk) and
to a lesser extent by equity risk. Nevertheless, the impact of interest rate risk would be dampened
by the relatively long duration of the debt securities portfolio. Together with large losses on the
technical account, however, such a development could be a potential threat to the insurance
sector.

4.1 DESCRIPTION OF SCENARIOS USED

A standard part of the Analysis of the Slovak ience to adverse macroeconomic developments
Financial is macro stress testing; as usual, it is and financial market strains. Scenarios are de-
aimed at assessing the financial sector’s resil- signed so as to simulate the impact of the largest
NBS
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number of risk factors that appear to be relevant
to the Slovak financial sector.

As usual, the scenarios comprise one baseline
and two stress scenarios. In this case all three
scenarios cover the period from the end of June
2012 to the end of 2014.

Since stress tests require a relatively large
number of simplifying assumptions, the results
should not be construed as a forecast of future
developments.

BASELINE SCENARIO

The baseline scenario is based on the official
medium-term forecast of Narodna banka Slov-
enska.?* Hence the domestic economy’s growth
is expected to be driven mainly by external de-
mand, although in 2012 it is expected to reflect
also the relatively low level of demand at the
turn of the year. Investment activity is not as-
sumed to record any significant upturn in 2012,
but it should accelerate moderately in subse-
quent years as a corollary of growth in economic
activity. The main component of investment ac-
tivity is expected to be private investment. At the
same time, household consumption is expected
to increase gradually in line with income devel-
opments.

Chart 91 Annual GDP growth - baseline and
stress scenarios (%)
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The baseline scenario assumes a gradual decline
in inflation, with no upward pressure on prices
from the real economy.

ScenArio: Economic DOWNTURN

The scenario assumes that external demand
will decline at the beginning of the stress peri-
od due to global economic performance being
worse than expected. Demand should be fur-
ther dampened by supply-side inflation pres-
sures stemming from unrest in the Middle East.
Demand is not expected to show any significant
improvement during the stressed period, while
adverse developments in the real economy are
expected to weigh on financial markets. The
scenario assumes that the euro will depreciate
vis-a-vis the US dollar, that credit spreads will
increase and will be reflected in money market
rates and government bonds yields, and that
stock indices will fall.

These adverse developments are expected to
result in a downturn in the domestic economy,
entailing both a slowdown in GDP growth and
an increase in unemployment. The inflation rate
is assumed to come under upward pressure from
the abovementioned factors as well as from the
fiscal consolidation requirements.
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ScENARIO: SOVEREIGN CRISIS

In the Sovereign Crisis scenario, the negative de-
velopments described in the previous scenario
are assumed to be amplified by an escalation
of the euro area sovereign debt crisis. Due to
mounting uncertainty about the future situation
in euro area countries, external demand would
decline more sharply and the deterioration in
market indicators would be more severe in this
scenario than in the Economic Downturn sce-
nario.

As under the previous scenario, these develop-
ments would result in an economic downturn
and increases in unemployment and inflation,
but under the Sovereign Crisis scenario the neg-
ative effects would be more pronounced.

4.2 SCENARIO IMPACTS

THE BANKING SECTOR'S RESILIENCE WAS SLIGHTLY WEAKER
IN THE LATEST STRESS TESTS THAN IN THE PREVIOUS ONES
The stress testing results for the banking sector
are comparable to those obtained in the previ-
ous testing. The number of banks failing to meet
the minimum capital adequacy requirement of
9% would be one under the baseline scenario,
two under the Economic Downturn scenario and
five under the Sovereign Crisis scenario. The total
additional loss absorbency required to meet the
9% threshold would be €4 million (0.1% of own
funds as at 30 June 2012) under the baseline
scenario, €73 million (1.5%) under the Economic
Downturn scenario, and €148 million (3.0%) un-
der the Sovereign Crisis scenario.

Losses on Greek sovereign debt made a nega-
tive contribution to the results of the stress test
performed at the end of 2011. In addition to the
negative impact of these losses, the negative
effects are even more pronounced in the lat-
est testing owing both to the scenarios being
more stringent and to the new bank levy being
applicable over the whole stress testing period.
Disregarding the bank levy, the total additional
loss absorbency requirement would be €41 mil-
lion (0.8%) under the Economic Downturn sce-
nario and €81 million (1.6%) under the Sovereign
Crisis scenario. In the baseline scenario, no bank

Chart 93 Unemployment rate - baseline

and stress scenarios (%)
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Chart 94 Distribution of the impact of macr-

oeconomic scenarios on the financial sector
(percentage share of assets or NAV)
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Source: NBS, Register of Bank Loans and Guarantees, ECB, Reuters,
Bloomberg.

Notes: The chart shows quartiles of the estimated profit/loss-to-
asset ratio resulting from the application of the respective scena-
rios as at 31 December 2012.

In the case of banks, the quartiles refer to the ratio of the total esti-
mated net profit for the 2.5-year period under review to net assets
as at 30 June 2012.

The data for insurance companies include only the change in the
fair value of assets and negative repercussions of insurance risks
on their profitability. The stress testing does not include assets co-
vering technical provisions for unit-linked insurance policies.
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Chart 95 Aggregate capital adequacy

ratio of the banking sector under different
scenarios (%)
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Notes: Estimates as at the end of each year include the share of pro-
fits for that year which are to be retained to increase capital.

would fall below the minimum capital adequacy
requirement (9%).

A ROBUST CAPITAL BUFFER AND AN ABILITY TO GENERATE
NET INTEREST INCOME CONTINUE TO STRENGTHEN THE
BANKING SECTOR'S RESILIENCE TO ADVERSE ECONOMIC
DEVELOPMENTS

As observed in previous stress testing exercises,
the banking sector’s resilience is strengthened by
its relatively strong capital buffer. As at 30 June
2012 no bank in the sector reported a capital ad-
equacy ratio of less than 12.5%. As a consequence,
many of the banks would not fell below the regula-
tory capital threshold even under scenarios where
they are projected to make a loss over the given
period. In the case of the baseline scenario a total
of five banks would make a loss for the 2.5-year pe-
riod (after taking into account the bank levy). That
number would increase to seven banks under the
Economic Downturn scenario and to eleven banks
under the Sovereign Crisis scenario. At the same
time, however, no bank would have a CAR of less
than 8% under the baseline scenario. The number
of banks falling below that threshold under the
Economic Downturn and Sovereign Crisis scenar-
ios would be two and three respectively.

Chart 96 Main factors affecting the level of
own funds under different scenarios (EUR
billions)

T
Own funds Baseline Economic
asat 30 June 2012 Downturn

Sovereign Crisis

Profit/loss - market risks

B Net profit as at 30 June 2012
Credit risk losses
Other income/expenses

B Net interest income

Source: NBS.

Notes: Figures are in EUR billions and represent estimates as at
31 December 2014.

The second, third and fourth bars show the contributions of diffe-
rent items of profitability to the increase/decrease in own funds.
Other income/expenditure comprises mainly general operating ex-
penses, which reduce profit.

Along with the capital buffer, the ability to gener-
ate net interest income is a key factor in helping
banks to contain the effects of adverse economic
developments. It should be noted, however, that
the stress testing does not take account of the
fact that an economic downturn may be ac-
companied by increasing competition between
banks, with the possible result of decreasing net
interest income.

CREDIT RISK REMAINS THE MOST SIGNIFICANT RISK IN THE
SECTOR, ALTHOUGH SOME BANKS WOULD REPORT ALSO
SIGNIFICANT MARKET RISK LOSSES

For the banking sector as a whole, corporate
credit risk remains most significant, since esti-
mated losses on the corporate loan portfolio
would exceed other risk losses.

Household credit risk continues to be the sec-
ond most significant risk in the banking sector.
But although, at the sectoral level, the estimat-
ed loss on corporate loans is higher than that
on household loans, in some banks these posi-
tions are reversed. Under the baseline scenario,
three banks would report higher losses on the
household loan portfolio than on the corporate
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Chart 97 Modelled losses of the banking
sector broken down by risk type (EUR
millions)

-300

-400 1

-500 1

-600 4

-700

-800 1

Revaluation Corporate Household Equity and
losses loan loan foreign
on securities losses losses exchange losses

Baseline scenario M Economic Downturn B Sovereign Crisis

Source: NBS.

loan portfolio, and under both of the stress sce-
narios that number would rise to five.

Estimated market risk losses (comprising losses
on equity investments, foreign exchange in-
vestments and the revaluation of securities) re-
mained lower than credit risk losses.?

Nevertheless, there were two banks in which
market risk losses under the Economic Down-
turn scenario would exceed corporate loan
losses or household loan losses. This number in-
creased to four under the Sovereign Crisis sce-
nario. In one of the four banks the market risk
loss was largely attributable to the revaluation
of bonds (mainly Slovak government bonds);
in the other banks it was caused principally by
losses on foreign exchange and equity invest-
ments.

A FURTHER RISK TO THE BANKING SECTOR IS THE OUTFLOW
OF PROFITS

Given the composition of the Slovak banking sec-
tor, a further risk to domestic banks and branch-
es of foreign banks is the outflow of profits. The
stress testing results were therefore adjusted to
include the assumption that the profit (less bank
levy deduction) would be paid out in full (100%)
as a dividend.

Chart 98 Effect on the banking sector's

capital adequacy ratio of paying out 100%
of its total profit in dividends (%)
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Although the application of this assumption
did not alter either the number of banks that
would exceed the regulatory capital require-
ment, nor the total loss absorbency require-
ment, the average capital adequacy ratio for
the sector as a whole fell relatively sharply
under all scenarios. Thus the sector’s capital
buffer is assumed to decline. Nevertheless,
even under this assumption, the sector’s CAR
is at an acceptable level.

ALoNG WiTH INDEX FUNDS, PFMC FUNDS WOULD NOT BE
SEVERELY AFFECTED BY FINANCIAL MARKET STRAINS

Bond, mixed and equity PFMC funds would in
general not be seriously affected by the adverse
market developments simulated in the stress
testing. Owing to the composition of their in-
vestment portfolios, funds would be most ex-
posed to interest rate risk (along with sovereign
risk) and, in the case of mixed and equity funds,
to equity risk. Although PFMC funds generally
saw their risk exposure increase slightly, not
one would make a total loss exceeding 1.8% of
assets.

Far worse results would be reported by index
funds, again owing to the composition of their
investments. Since index funds invest almost
exclusively in exchange-traded funds, the sharp
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Chart 99 Impact of the baseline scenario

and stress scenarios on PFMC funds
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Source: NBS, ECB, Bloomberg, Reuters, internet.

Notes: The left-hand scale shows the index of the average current
value of the pension unit weighted by the net asset value of indivi-
dual funds (index: 31 December 2011 = 1.00).

drop in stock indices simulated in the stress sce-
narios would impair the asset value of all of these
funds by more than 40%.

THE PRINCIPAL RISk TO SPMC FUNDS WOULD ARISE

FROM INVESTMENTS IN EQUITIES AND COMMON FUND
SHARES/UNITS, BUT THE IMPACT WOULD BE CONSIDERABLY
HETEROGENEOUS

SPMC funds would make relatively large loss-
es under the stress test conditions, although
the distribution of these losses would show
significant cross-fund heterogeneity. The key
loss-determining factor for SPMC funds would
be the proportion of equities and common
fund shares/units in their investment port-
folio; the funds reporting the highest losses
would be those with the largest exposures to
equity risk, indirect interest rate risk and indi-
rect foreign exchange risk. The largest losses
as a share of total assets as at 30 June 2012
would be observed under the Sovereign Crisis
scenario, and they would range from 1.2% to
67.4%.

Since SPMC payout funds have conservative
investment portfolios, containing a high share
of short-term bank deposits, the most of them
would not be significantly affected under the
stress scenarios.

Chart 100 Impact of the baseline scenario
and stress scenarios on SPMC funds
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Notes: The left-hand scale shows the index of the average current
value of the pension unit weighted by the net asset value of indivi-
dual funds (index: 31 December 2011 = 1.00).

THE HIGH PROPORTION OF LESS RISKY FUNDS IN THE
COLLECTIVE INVESTMENT SECTOR IS REFLECTED IN THE
STRESS TEST RESULTS

The composition of investments made by collec-
tive investment funds did not change notably

Chart 101 Impact of the baseline scenario

and stress scenarios on collective investment
funds (%)
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Notes: The left-hand scale shows the estimated gain or loss as a share
of the net asset value, weighted by the net asset value of individual
funds.
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Table 7 Impact of the Sovereign Crisis scenario as at 31 December 2012 (%)

Loss (% of NAV)
Gain
0-5 5-10 10-20 20-30 30-40 more
than 40

STEHEON || o 475 0.0 0.0 0.0 0.0 00
market funds
Money market funds | 100.0 0.0 0.0 0.0 0.0 0.0 0.0
Bond funds 0.8 64.3 18.0 0.8 15 14.6 0.0
Equity funds 289 0.0 1.0 244 0.0 0.0 357
Funds of funds 0.0 0.0 0.0 0.8 59.7 39.5 0.0
Mixed funds 56.8 0.0 8.2 45 27 48 30
Other funds 589 279 132 0.0 0.0 0.0 0.0
SECRIElESIEUG | ey 0.0 0.0 0.0 0.0 0.0 0.0
investment funds
SeaEl Al 2538 0.0 742 0.0 0.0 0.0 00
funds
el 211 756 33 0.0 0.0 0.0 0.0
funds
Funds in total 377 3138 143 23 6.5 47 26

Source: NBS, ECB, Bloomberg, Reuters, internet.

Notes: In the table, the net asset value of funds that recorded a gain or loss in the stated range under the Sovereign Crisis scenario as
at 31 December 2012 is shown as a share of the total net asset value of common funds in the respective category.

from the end of 2011, and this was reflected in the
stress test results. The principal risks for collective
investment funds are equity risk and indirect for-
eign exchange risk; the effect of these risks shows
considerable heterogeneity across funds, varying
according to the proportion of equities and com-
mon fund shares/units in a fund’s total assets. In-
terest rate risk (together with sovereign risk) ex-
ceeded these risks mainly in bond funds.

SEVERAL INSURANCE COMPANIES WOULD MAKE A LOSS IF
AN INCREASE IN INSURANCE RISK WAS ACCOMPANIED BY

A DETERIORATION IN FINANCIAL MARKET

Insurance companies would be affected mainly
by interest rate risk (including sovereign risk) and
to a lesser extent by equity risk. The impact of in-
terest rate risk would, however, be dampened by
the relatively long duration of the bond securi-
ties portfolio. Because of this duration, the level
of interest income is only slightly impaired under
the stress scenarios.

In conjunction with heavy losses in the techni-
cal account, this situation would represent a po-
tential risk to the insurance sector.?® The highest
losses would stem from the revaluation of secu-
rities, exceeding also losses in non-life insurance.
The losses in non-life insurance are much higher
than in 2011, which saw highly favourable devel-
opments in the loss ratio in non-life insurance.

Chart 102 Impact of the baseline scenario and
stress scenarios on the assets of insurance
companies (%)
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Source: NBS, ECB, Bloomberg, Reuters, internet.

Notes: The left-hand scale shows the estimated gain/loss as a sha-
re of assets (except for assets covering technical provisions for
unit-linked insurance), weighted by the asset value of individual
insurance companies.

The impact of stress scenarios on the value of liabilities was not ta-
ken into account.

The highest losses of insurers under the stress
tests would be recorded mostly in 2012, when
market risk losses are expected to peak and
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Chart 103 Additional expenses that the
insurance sector would incur under the

baseline and stress scenarios (EUR millions)
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claim costs in non-life insurance are assumed to
increase markedly. Insurers’ losses would mod-
erate in subsequent years under the stress sce-
narios, even while claim costs in life insurance
increase as a result of higher death rates.

At the end of the period under review, a total of
six insurers would be loss-making. This number
would rise to 13 under the Economic Downturn
scenario and 14 under the Sovereign Crisis sce-
nario.
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Table 8 Stress testing parameters

Baseline scenario Economic Downturn scenario Sovereign Crisis scenario
2012H2" 2013 2014 2012H2" 2013 2014 2012H2" 2013 2014
Change in external demand 3% 6% 7% -16% 0% 3% -21% -3% -1%
Change in USD/EUR exchange rate 0% 0% 0% -25% 0% 0% -35% 0% 0%
Change in exchange rates of the CHF, JPY, 0 0 ) 0 0 0 0 ) 0
GBP, DKK, CAD, HRK, LVL against the EUR 0.0% 0.0% 0% 25% 0% 0% 35% 0% 0%
Change in exchange rates of othercurren- | oo | o000 | 0006 | 250% | 00% | 00% | 350% | 00% | 00%
cies against the EUR
Change in equity prices 0.0% 0.0% 0.0% -30.0% 0.0% 0.0% -50.0% 0.0% 0.0%
Change in the ECB key rate 0b.b. 0b.b. 25b.b. -25b.b. 0b.b. 0b.b. -25b.b. 0b.b. 0b.b.
Change in the 3-month Euribor 8 b.b. -1b.b. 27 bb. 54 b.b. -8 b.b. 9b.b. 88 b.b. -15bb. | -14Dbb.
Change in 1-year discount rate (EUR) 5b.b. -31b.b. 22 b.b. 111 b.b. -27 b.b. 2b.b. 176 b.b. -42 b.b. 5b.b.
Baseline Change in 2-year discount rate (EUR) Mbb. | 24bb. 18bb. | 93bb. 19b.b. 3bb. 127bb. | 11bb. 2bb.
assumptions Change in 5-year discount rate (EUR) 60bb. | 75bb. | 17bb. | 61bb. | 35bb. | 31bb. | 65bb. | 27bb. | 32bb.
g:jz:;ge in the 5-year iTraxx Senior Financials 87% 50% -50% 50% 0% 0% 100% 0% 0%
Change in 5-year German government 60bb. | 75bb. | 17bb. | 111bb. | 35bb. | 31bb. | 115bb. | 27bb. | 32bb.
bond yields
;27(;‘36 in5-year Slovak govemmentbond | - ¢\ | 75ph | 17bb. | 211bb. | 35bb. | 31bb. | 265bb. | 27bb. | 32bb.
h i el
Sus’;?,e in German governmentbondyield | g\ | opp | obb. | 8bb | obb | Obb | -18bb | Obb | obb.
g:fvl?,e inSlovak govermentbondyield | 130 | opp | obb. | -13bb. | Obb | Obb. | -58bb. | obb. | obb.
. Annual real GDP growth 2.5% 3.1% 4.3% 0.2% -9.4% -2.3% -0.6% -12.7% -4.3%
Macroeconomic P
variables HICP inflation 2.9% 1.8% 2.0% 3.6% 3.0% 3.0% 5.1% 3.1% 3.1%
Unemployment 13.8% 13.0% 12.1% 14.7% 15.7% 17.0% 15.0% 16.5% 18.8%
Annual probabilt Non-sensitive sectors 1.5% 1.1% 0.8% 2.0% 2.5% 1.9% 1.9% 2.6% 2.0%
» MNUATPIOBAOILY || o5 sensitive sectors | 1.8% 2.1% 1.7% 22% 4.0% 4.8% 23% 45% 6.1%
Credit risk of default i
variables Sensitive sectors 4.8% 4.6% 4.1% 5.7% 9.4% 11.6% 5.6% 10.2% 12.8%
:\c‘)‘a’:'sperfmm'”g loan ratiofor household | ¢ o, 5.4% 5.0% 5.8% 8.5% 9.6% 6.2% 97% | 11.2%
. A Average | Average | Average MaX|mu'm Average | Average MaX|mu.m Average | Average
Insurance risks Non-life insurance . . . loss ratio ) . loss ratio . f
loss ratio | loss ratio | loss ratio loss ratio | loss ratio loss ratio | loss ratio
+5p.p. +5 p.p.
Identical | Identical | Identical ,\:laat)i(c;:?j-s Identical | Identical n:‘;?(’)':is Identical | Identical
Life insurance - supplementary insurance B LI DI 10 p.p. or @ e 10 p.p. or DL e
PP y situation | situation | situation mg'ri'et situation | situation mg;i'et situation | situation
in 2011 in 2011 in 2011 in2011 in 2011 in 2011 in2011
average average
Identical | Identical | Identical
Life insurance - risk of death to the to the tothe | Death rate | Death rate | Death rate | Death rate | Death rate | Death rate
situation | situation | situation +10% +20% +30% +10% +20% +30%
in 2011 in 2011 in2011
Source: NBS:

1)In the case of the baseline assumptions, the column for the second half of 2012 shows the change occurring between the end of June 2012 and the end of 2012, while the columns for the other years
show the annual rate of change.
2) The slope of the yield curve for government bonds is in this case defined as the difference between the yields on 5-year and 1-year government bonds.
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ANNEX 1

IMACPROPRUDENTIAL INDICATORS OF THE FINANCIAL
SECTOR

GENERAL NOTES:
The formulation 'index: 31 December 2010 = 1' means that the given index was set in such
a way that its value as at that date (31 December 2010) was 1.

MACROECONOMIC RISK INDICATORS

Chart P1 Indicator of sentiment (PMI) in Chart P2 Indicator of sentiment (PMI) in
industry in selected economies services in selected economies
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Notes: A definition of the indicator is given in the section Glossary Notes: A definition of the indicator is given in the section Glossary

and abbreviations. and abbreviations.
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Chart P3 Consumer confidence indicators Chart P4 Economic sentiment indicators
in the United States in the euro area
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Source: Bloomberg. Source: Bloomberg.
Notes: The Chart shows US consumer confidence indices construc- Notes: A definition of the indicator is given in the section Glossary
ted by two different institutions. and abbreviations.

Chart P5 Unemployment rates in selected Chart P6 Consumer price inflation in selected
economies (%) economies (%)
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Source: Eurostat, Bureau of Labor Statistics. Source: Eurostat, Bureau of Labor Statistics.
Notes: Seasonally adjusted. Notes: Annual percentage change in the Consumer Price Index.
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Chart P7 Industrial production indicies in Chart P8 Industrial new orders indices in

selected countries selected economies
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Chart P9 General government balances of Chart P10 Gross government debt of EU
EU countries in 2011 (%) countries in 2011 (%)
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FINANCIAL MARKET RISK INDICATORS

Chart P11 Price commodity indices Chart P12 Exchange rate indices
(31 December 2010 = 1) (31 December 2010 = 1)
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Source: Bloomberg, NBS calculations.

Chart P13 Equity indices (31 December
2010=1)
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Chart P15 Steepness of the yield curve in
selected economies
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Notes: The steepness of the yield curve is expressed as the difference
between the yield to maturity on 10-year and 3-month government
bonds.

Chart P17 CDS spread indices (b.p.)

ANNEX

Chart P16 Volatility of equity indicies
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Chart P19 3-month rates and the OIS
spread (% or p.p.)

ANNEX

Chart P20 Inflation-linked swap prices
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Chart P21 Credit spreads on 5-year
government bonds issued by countries
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Chart P22 Credit spreads on 5-year
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ANNEX 1

CORPORATE CREDIT RISK INDICATORS

Chart P23 Exports and the business Chart P24 Exports and corporate sales
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Chart P27 Interest rate spread on new

ANNEX

Chart P28 Non-performing loans and

loans to enterprises (%)
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Chart P31 Commercial real estate: prices

and occupancy rates in the office segment
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HOUSEHOLD CREDIT RISK INDICATORS

Chart P35 Household indebtedness in
Slovakia and in selected countries - total

ANNEX

Chart P36 Changes in household financial
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Chart P39 Expected employment in selected
sectors
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Chart P43 Loan-to-value (LTV) ratio (%)

ANNEX

Chart P44 Housing affordability index
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Source: NBS.
Notes: The ratio is defined in the sector Glossary and abbreviations.
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MARKET RISK AND LIQUIDITY RISK INDICATORS

Chart P45 Value at Risk for investments in
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ANNEX 1

Chart P47 Sensitivity to different risk Chart P48 Sensitivity to different risk

types in the sector of PFMC funds types in the sector of SPMC funds

Foreign exchange risk

Foreign exchange risk

Risk of
achange
Risk of in credit
achange Equity SRieacs
in credit risk
spreads

Interest rate risk Interest rate risk
X (changein (revaluation)
Interest rate risk Interest rate risk economic value)

(changein (revaluation)
economic value)

B Data as at 30 June 2012
W Data as at 31 December 2011

Source: Bloomberg, NBS calculations. Source: Bloomberg, NBS calculations.

Notes: The data represent the loss (as a percentage of NAV) Notes: The data represent the loss (as a percentage of NAV) under
under each scenario of the sensitivity analysis. The sensitivity each scenario of the sensitivity analysis. The sensitivity analysis is
analysis is described in more detail in the section Glossary and described in more detail in the section Glossary and abbreviations.
abbreviations.

Chart P49 Sensitivity to different risk Chart P50 Sensitivity of insurers' assets to
types in the collective investment sector different risk types

Foreign exchange risk Foreign exchange risk

Risk of . Risk of .
achange Equity achange iy
in credit risk in credit risk
spreads spreads
Interest rate risk Interest rate risk
Interest rate risk Interest rate risk (change in (revaluation)
(changein (revaluation) economic value)
economic value)
W Dataasat 30June 2012 W Dataasat 30June 2012
B Dataasat 31 December 2011 B Dataasat 31 December 2011
Source: Bloomberg, NBS calculations. Source: Bloomberg, NBS calculations.
Notes: The data represent the loss (as a percentage of NAV) Notes: The data represent the percentage decline in the value of
under each scenario of the sensitivity analysis. The sensitivity assets under each scenario of the sensitivity analysis. The sensi-
analysis is described in more detail in the section Glossary and tivity analysis is described in more detail in the section Glossary
abbreviations. and abbreviations.
NBS
ANALYSIS OF THE SLOVAK FINANCIAL SECTOR 1 O 5

H1 2012



Chart P51 Loan-to-deposit ratio

ANNEX

Chart P52 Liquid asset ratio

1.0
0.9 1
0.8 1
0.7 1
0.6
05 1
0.4 1
03 1
0.2 1
0.1 1

0.0
Dec.

2003

Déc. De'c. D'ec. D'ec. Déc. D'ec, Déc. D'ec.
2004 2005 2006 2007 2008 2009 2010 2011

== | 0an-to-deposit ratio (without ARDAL deposits and mortgage

bonds issued)

Loan-to-deposit ratio (including ARDAL deposits and without
mortgage bonds issued)

Loan-to-deposit ratio (including ARDAL deposits and mortgage
bonds issued)

== |oan-to-deposit ratio (retail)

Source: NBS.
Notes: ARDAL - Debt and Liquidity Management Agency.

3.0
2.5
2.0
" W
1.0
0.5
0.0 T T T T T T T T T
Dec. Mar. June Sep. Dec. Mar. June Sep. Dec. Mar. June
2009 2010 2010 2010 2010 2011 2011 2011 2011 2012 2012
Quartile band == Median - retail banks except
Weighted average for home savings banks

=== Median - banking sector

Source: NBS.

NBS
ANALYSIS OF THE SLovAaK FINANCIAL SECTOR
H1 2012

1

106



GLOSSARY AND
ABBREVIATIONS



GLOSSARY OF TERMS USED
AFS portfolio — portfolio of assets available for sale.

Average annual return on pension funds — an indicator calculated as a weighted average of the annual
percentage changes (APC) in the daily values (DV) of pension units of the respective pension funds.
The year-on-year percentage changes in the daily values of pension units are calculated as at 30 June
2012 (APCDVPU 30.6.2012) according to the following formula:

PMZDHDJy5,, = [D‘Lmzmz —1}*100%

30.6.2011

where PU is the value of a pension unit on the given day.

The weight applied is the ratio of the respective fund’s net asset value (NAV) to the sum of NAVs of
funds of the same type. The return is given in nominal terms, which means that inflation is not de-
ducted. As a rule, the return on various types of investment is calculated in nominal terms, according
to the standard statutory methodology.

This return, however, is not identical to the return in the saver’s personal pension account, which is
determined on an individual basis. The input data were the values of pension units from the differ-
ent pension funds reported to Narodna banka Slovenska by pension funds management companies
for the days 30 June 2011 and 30 June 2012, which are available on the website of Narodna banka
Slovenska.

Average return of market rivals - the average of the moving averages of the following: the year-on-
year percentage changes in the daily pension unit values of the pension fund’s market rivals, calcu-
lated for the previous 24 months and rounded up to 2 decimal places.

Average return on a PFMC’s pension fund - the moving average of the following: the year-on-year per-
centage changes in the daily pension unit values of a pension fund managed by a pension funds man-
agement company, calculated for the previous 24 months and rounded up to two decimal places.
Capital adequacy ratio - ratio of own funds and 12.5 times the capital adequacy requirement.
CLlindex — an index of the weighted average of composite leading indicators for selected countries,
with each country weighted according to its share of Slovak exports. Published by the OECD, the CLI
is a composite indicator of changes economic activity.

Combined ratio - the sum of expense ratio and loss ratio.

Cost-to-income ratio - the ratio of total operating costs and net income from banking activity (pur-
chased performances + staff costs + social costs + depreciation/amortisation of tangible and intangi-
ble assets + taxes and fees / revenues from equities and ownership interests + net income from fees
and commissions + net income from securities transactions + net income from derivative transac-
tions + net income from foreign exchange transactions + net income from other transactions).

CR n index - the concentration of the n largest banks, i.e. the sum of their assets as a share of total assets.
Cumulative gap - the sum of open positions (long or short) in certain time bands.

Default rate / delinquency rate - the percentage of loans defaulting over the period monitored.

Deleveraging — the process of reducing the share of borrowed funds, or increasing the share of own
funds (capital), in a balance sheet.
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GLOSARY AND ABREVIATIONS

Emerging markets — developing markets undergoing rapid growth and industrialisation.
Enterprises - non-financial corporations.

ESI (Economic Sentiment Indicator) — an indicator of economic sentiment produced by the European
Commission.

Euro Libor/OlIS spread - an indicator that takes account of how banks perceive the credit risk of inter-
bank lending.

Expense ratio - ratio of operating expenses to earned premiumes.

Financial intermediation - for the purpose of this analysis, financial intermediation is understood to
mean financial flows between entities and not the mediation of financial services.

General government — central and local government bodies.

Herfindahl index (HHI) — an index representing the sum of the squares of the shares of individual
banks’ assets in total assets.

Household disposable income - an indicator calculated as the sum of the components of the gross per-
sonal income of all members of a household (gross financial income from employment and closely re-
lated income, gross non-financial income from employment, gross financial gains or losses from self-
employment [including royalties and fees], unemployment benefits, old-age pension benefits, survivor’s
pension benefits, sickness benefits, invalidity benefits and contributions for education) plus components
of the gross income at the household level (income from rented assets or land, family benefits and con-
tributions paid to families with children, the social exclusion not classified elsewhere, housing benefits,
financial transfers regularly received between households, interest, dividends, capital gains from a non-
registered business, income of persons younger than 16 years of age less regular property taxes, regular
paid financial transfers between households, income tax, and social insurance contributions).

Household income categories — a categorisation based on the KZAM employment classification and
KZAM income data; it consists of three categories: higher-income category (income of over €800 per
month) - legislators, senior officials and managers, scientists, professionals, technicians, health pro-
fessionals, and teaching professionals; middle-income category (income between €600 and €800 per
month) — office workers, craft and skilled workers, processors, and plant and machinery operators;
lower-income group (income of up to €600) - service and retail workers, agricultural and forestry work-
ers, auxiliary and unskilled workers.

Households — the population, i.e. the accounts of individuals.

Housing affordability index — an index representing the ratio of disposable income to loan instalments.
The calculation of disposable income takes into account the average wage and average expenditure of
households; the calculation of the instalment amount takes into account the average apartment price,
average interest rate, average maturity, and a constant LTV ratio (75%). The calculation methodology for
the housing affordability index is set out in the following paper: Rychtarik, 5., Krémar, M. (2011), “Vyvoj
na trhu Uverov na byvanie a jeho interpretdcia” (Developments in the housing loan market and their
interpretation), Nehnutelnosti a byvanie 2010 (Real Estate and Housing), Vol. no 2, Bratislava, 2010.

HTM (held to maturity) portfolio — portfolio of financial instruments held to maturity.

Inflation-linked swaps — swap transactions in which one counterparty pays a fixed rate (a swap price)
and the other pays a rate corresponding to the return on a selected price index (e.g. the euro area
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HICP or the US consumer price index). The inflation-linked swap price is calculated on a non-coupon
basis (i.e., both payments are made when the swap matures).

Interest rate spreads - the difference between lending rates/deposit rates and the respective inter-
bank rates.

iTraxx index — an index of credit default swaps.

Liquid asset ratio - the ratio of liquid assets to volatile liabilities over a horizon of one month. Its level
should not fall below 1.

Loans at risk (LAR) - an indicator of corporate credit risk that measures the share of corporate loans
provided to enterprises whose financial position has sharply deteriorated. LAR represents the share
of total corporate loans that comprises loans to enterprises which in the given period have reported
anet loss and a drop in sales of more than 30%. The reference period is from July 2007 to June 2008.

Loan-to-deposit ratio — the ratio of loans to customers and the sum of retail deposits, deposits of
enterprises, deposits of financial corporations, and issued mortgage bonds. It indicates the extent
to which loans are financed with stable funds from customers. The lower the value, the greater the
extent to which loans are financed with customer deposits, and therefore the lesser the extent to
which they are financed through the more volatile financial markets.

Loan-to-value ratio - the loan amount divided by the value of the collateral used for the loan.
Long position - a position in which assets are greater than liabilities.

Loss ratio - the percentage ratio of:

+ the sum of claims cost and the change in the gross technical provision for claims, to

« earned premiums, i.e. the gross premium after deducting the change in the gross technical provi-
sion for unearned premiums.

Net balance-sheet / off-balance-sheet position - the difference between foreign exchange assets and
liabilities in the balance sheet / off-balance sheet.

Net interest rate spread — the difference between the rate of return on loans (interest income on loans
as a share of total loans) and the cost of deposits (interest expenses on deposits as a share of total
deposits).

Net percentage share - a figure used in the evaluation of responses to the Bank Lending Survey; it is cal-
culated by taking the lending of banks that relaxed lending standards and those that tightened lend-
ing standards and finding the difference between the percentage share of each in total lending. The
individual responses of banks are weighted by the average amount of loans of the respective type.

Non-bank financial corporations (NBFCs) — other financial companies, financial intermediaries, pen-
sion and common funds, insurance companies.

Non-performing loans — loans are non-performing when the bank finds that they have lost more than
50% of their value or that the borrower is in arrears with payment by more than 90 days.

Open position for up to 3 months - the difference between, on one hand, the sum of claims against
customers and debt securities issued by banks and enterprises which have a residual maturity of up
to 3 months, and, on the other hand, the sum of liabilities towards customers and issued securities
which have a residual maturity of up to 3 months.
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PFMC - pension funds management company.

PMI (Purchasing Managers’ Index) — an indicator of the economic health of the manufacturing sec-
tor: an index value of more than 50 represents expansion, while a value of below 50 represents
contraction.

Premium - the price agreed in individual insurance contracts regardless of the method of their finan-
cial reporting.

Provisions for unit-linked insurance policies — technical provisions created for life insurance business
associated with investment funds in the A4 insurance line.

Retail sector — households, sole traders and non-profit institutions mostly serving households.

Sensitivity analysis — an analysis of sensitivity which includes four scenarios as follows: share prices
declining by 10%; other currencies weakening against the euro by 5%; interest rates increasing in
parallel by 0.3 percentage point; and credit spreads on bonds issued by Greece, Portugal, Ireland,
Spain and Italy widening by 2 percentage points. In the case of interest rate risk, the impact on the
revaluation of instruments valued at fair value is calculated, as is the impact on the economic value
that represents the revaluation of all financial instruments. Individual risk types include also indirect
risks that institutions are exposed to by virtue of their investments in common fund shares/units.
The calculation of these indirect risks was based on the mapping of the different types of fund units/
shares into the set of risk factors.

Short position - a position in which liabilities are greater than assets.
Total net position — the sum of the net balance-sheet position and net off-balance-sheet position.

VSTOXX - an indicator of implied volatility for the Dow Jones EURO STOXX 50 index, derived from
options in this index. The higher the value, the higher the level of volatility.

ZEW survey - a survey of economic sentiment conducted by Zentrum fur Europaische Wirtschafts-
forschung (Centre for European Economic Research), a private economic research institute based in
Germany.
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ABBREVIATIONS

APCDVPU  year-on-year percentage change in daily values of pension units
BF balanced fund

b.p. basis point

CAR capital adequacy ratio

CF conservative fund

d collective investment

CLI composite leading indicator

cMv comprehensive motor vehicle (insurance)

CRn index of the concentration of n largest institutions
CzZK Czech koruna

ECB European Central Bank

EC) Court of Justice of the European Union

EIB European Investment Bank

ETF exchange traded funds

EU European Union

EUR euro

Euribor Euro Interbank Offered Rate

GDP gross domestic product

GF growth fund

HHI Herfindahl index

IF investment firm

IRB internal rating based (approach)

KZAM Klasifikdcia zamestnani / Employment Classification
LAR loans at risk

LGD loss given default

LI life insurance

LTRO longer-term refinancing operation

LTV loan-to-value (ratio)

MB mortgage bond

MTPL motor third-party liability (insurance)

NAV net asset value

NBS Narodna banka Slovenska

NLI non-life insurance

OECD Organisation for Economic Co-operation and Development
OF own funds

PFMC pension funds management company

p-p- percentage point

RBL Register of Bank Loans and Guarantees

ROA return on assets

ROE return on equity

SKP Slovenskd kanceldria poistovatelov / Slovak Insurers’ Bureau
SMEs small and medium-sized enterprises

SPF supplementary pension fund

SPMC supplementary pension funds management company
SO SR Statistical Office of the Slovak Republic

SR Slovak Republic

Tier 1, Tier 2

Tier 3 types of capital measured for the purposes of capital adequacy ratios
UPSVaR Office of Labour, Social Affairs and Family

usD US dollar

VaR value at risk
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