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A Executive Summary: Financial Stability in 2006
and Risks for the Near Future

Overall, the conditions for financial stability in
the Slovak financial sector were favourable in
2006. Neither impulses from the external environ-
ment nor developments inside the sector brought
about substantial risks

The external conditions for financial stability in Slo-
vakia - economic development in the key regions,
such as the United States, the European Union and
the Visegrad countries (“V4 countries”), the stability
of financial markets, commodity markets and of the
euro area financial sector were in general positive.
In terms of their impacts on the Slovak economy
and financial sector, increased capital movements
responding to international interest rate changes
in the first half of the year, exchange rate volatility
in the V4 countries, and price volatility on global
commodity markets (the oil market in particular)
presented more significant sources of instability.

The domestic macro-economic conditions - eco-
nomic growth based primarily on improvements in
potential and the confirmed commitment to join
the euro area - had prevailingly stabilising effects.
However, a rise in inflation resulting from changes
in regulated prices, movements in interest rates,
temporary market uncertainty regarding the future
path of economic policy of the new government,
and the pass-through of impulses from global fi-
nancial and commodity markets and the regional
foreign exchange market to domestic markets
worked in the opposite direction.

The non-financial corporations and household
sectors influenced the financial sector mostly in
a positive way in 2006. Economic sentiment fol-
lowed a favourable trend. Rapid growth of the non-
financial corporations provided further room for
expansion in the financial sector, and its efficiency
and stability indicators improved. Consumer confi-

dence improved, as well as the actual conditions
(employment and income) for growth in household
consumption, even at the cost of increased indebt-
edness. Uncertainty for the financial corporations
was represented by impulses from the external
environment, primarily the exchange rate volatil-
ity, movements in commodity prices and changes
in interest rates. The increase in interest rates
caused only a relative deceleration in household
indebtedness.

In 2006, financial sector stability was determined
primarily by the stability of the banking sector,
which still covers over 80% of the financial sector’s
total assets. Due to the favourable economic situa-
tion, the conditions for financial stability improved.
They were influenced by rapid growth in assets and
also by the sector’'s enhanced efficiency.

Growth in the banking sector and its improved
efficiency enabled to maintain a high level of risk
coverage by high quality own capital

The growth in the banking sector’s assets was re-
lated to economic growth. The importance of loans
increased in the asset structure. The banks have
sufficient domestic resources, primarily deposits, to
facilitate their growth, and the loan-to-deposit ratio
decreased in most of the banks during the year.
This development was based on the favourable
trends in household incomes, sales and profits of
companies, and on an increase in interest rates.

Loans to non-financial corporations increased by as
much as 20%. According to information provided by
banks, loans were growing mainly in the segment
of small and medium-sized enterprises, which was
influenced by a loosening of credit conditions. Com-
mercial real estate loans recorded a rapid growth.
Loans to households increased by 32%. Mortgage

NARODNA BANKA SLOVENSKA
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loans dominated in the structure of loans (65% as
the end of the year), but the share of consumer
loans was also significant (13%). Expected growth
in real estate prices and increased competition
among banks contributed to a loosening of credit
standards on loans for house purchases. In the
banking sector, lending to non-financial corpora-
tions and households continued to be concentrated
within the three largest banks.

Operations between commercial banks and the
central bank dominated the interbank market. The
volume of these operations related to the sterilisa-
tion of excess liquidity declined by approximately
SKK 100 billion in the second half of 2006. This
was related to the outflow of funds of foreign banks
from the domestic financial market. This outflow
reflected movements in the global financial market
and uncertainty among foreign investors regarding
the future direction of the new government’s eco-
nomic policy. The NBS responded to these devel-
opments by interventions in the foreign exchange
market. The resulting balance of foreign exchange
operations amounted to EUR 2.59 billion, sold from
the NBS'’s foreign exchange reserves.

The sector’s profitability, measured by ROE, in-
creased from 17.7% in 2005 to 18.8%, and after
tax profit increased by 14%. It should be stressed
that the growth in income from banking operations
(net interest and non-interest incomes) was much
faster than the growth in operating costs in 2006,
despite the larger scope and a higher quality of
services. Thus, operating efficiency was improving.
Profit generation, like lending activity, was concen-
trated in the three largest banks.

The growth in net interest income was based not
only on the increased volume of loans provided, but
also on the higher interest margins. Their growth
was related to the increased share of loans to
households, where the margins are higher than
in the case of loans to non-financial corporations.
In consequence of increased lending to small and
medium-sized enterprises, interest margins on
loans to the corporate sector also increased. Non-
interest income was also growing. For the banking
sector as a whole, fees and income from trading

were declining (the increased income from foreign
exchange and derivative operations was not suf-
ficient to offset the fall in income from securities
operations). The creation of provisions as well as
net income from the creation of provisions were
declining.

Due to a rapid growth of risk-weighted assets (pri-
marily loans) and a less rapid growth of capital, the
adequacy of capital continued to decline to 13% by
the end of 2006. The banks managing more than
half of the banking sector’'s assets reported an
adequacy ratio lower than 12%. However, none of
the banks fell below the 8% limit during the year.
The capital of the sector is of high quality - most
of it is made up of equity capital or profits, and as
much as 97% of its total volume falls under the
Tier | category.

Risks in the banking sector were low in 2006, and
were comfortably covered by banks’ capital

Despite the volatility in exchange rates, the foreign
exchange risk of the banking sector was limited.
Although banks had open and short balance-sheet
positions, they used to close them with the help of
derivative operations, and thus the banking sec-
tor’s overall foreign exchange position was closed.
Hence, the value at risk did not exceed the level of
2% of banks’ capital.* The indirect foreign exchange
risk resulting from an increase in foreign currency
loans to non-financial and financial corporations
is not monitored sufficiently well.

In 2006, the interest rate risk was concentrated
in the banking book. It had no influence on the
capital adequacy, but it did affect the net economic
worth. Should an interest rate increase occur, this
worth will decline, since long-term assets exceed
long-term liabilities. Interest rate positions in the
trading book were virtually closed. Even the interest
rate risk assessment based on stress tests does
not suggest that the interest rate risk may have an
important impact on the net economic worth.

Banking sector liquidity fluctuated due to changes
in the volume of deposits and loans. This position
was prevailingly open. Nevertheless, the rising

1 Provided the international foreign exchange market is highly liquid.
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liquidity cushion consisting primarily of securities
and sterilized liquidity represents a stabilising fac-
tor. However, the liquidity stabilisation capacities
of this cushion in individual banks differ. Due to
the rapid credit growth, the quick liquidity indicator
followed a declining trend. From the point of view
of the liquidity risk, however, the rebound in time
deposits provides for a stabilisation. Measures of
bank liquidity of up to 7 days and up to 3 months
suggest that the banking sector would be able to
cover 90% and 80%, respectively, of the deposits
by liquid assets and assets with a corresponding
maturity.

Banking sector ability to face risks and to stabi-
lize the situation in the event of shocks continues
to be high. This is confirmed by the results of
stress tests at the level of individual banks, as
well as the results of macro-level stress tests

Stress testing scenarios for bank credit risks re-
vealed no significant risk of default. From the point
of view of its coverage by respective banks, a major
risk would only be imposed if the banks responded
to an increase in the rate of default with credit
freeze provisions. Less important are the risks
related to lending growth accompanied by easing
of credit conditions. Even a dramatic fall in real
estate prices (to half) combined with an increase
in the unemployment rate would not have a more
profound impact on the adequacy of banks’ capital
(with the exception of building societies).

The equity risk and the direct foreign exchange
risk of the banking sector are low. This is related
to the low proportion of shares held by banks and
the appropriate hedging of their foreign exchange
positions. The impact of revaluation of balance
sheet and off-balance sheet items would also be
dampened by the structure and mutual correlation
between currencies in foreign exchange portfolios.
The essence of credit risk in the banking sector
consists in a decline of the net economic worth
in the event of an unexpected increase in interest
rates. From the point of view of liquidity risk, a run
on bank deposits seems to be the most risky case.
With regard to deposits at non-resident banks, the
sensitivity to a bank run decreased during 2006.
But the liquidity risk is well covered by the liquidity
cushion. In 2006, the systemic risk in the banking

sector consisting of a failure by one or two banks
to repay liabilities to other banks was relatively low.
The risk of a so-called “domino effect” was also low
as a result of relatively weak commercial ties on
the interbank market.

Stress testing at a macro level indicated that even
a sharp deceleration in the growth of the Slovak
economy would not pose a serious threat to the
Slovak banking sector, provided such deceleration
is accompanied by appropriate monetary policy ac-
tions. In the light of these results, a risk related to
Slovakia’s expected membership of the euro area
emerges. The common monetary policy of the ECB
may not be able to provide for a necessary compen-
sation for the impacts of a possible negative asym-
metric shock on the Slovak financial sector. The
assessment of interest rate and foreign exchange
risk exposures of the Slovak banking sector also
revealed the importance of indirect impacts of a
possible deterioration in the financial situation of
debtors.

The results of individual insurance sector seg-
ments developed in opposed directions. The
sector recorded low profitability and as many as
14 insurance companies recorded a loss on their
technical accounts

Insurance technical reserves recorded a sluggish
growth, despite their strong growth in the life in-
surance segment (15.6%). Following a period of
stagnancy lasting for several years, the share of
life insurance began to increase again. Growth was
primarily recorded in the area of unit-linked insur-
ance, which shifts market risks to policyholders.
A decline in indemnity costs also contributed to
the favourable developments in the life insurance
segment. On the contrary, a decline in compulsory
third-party liability insurance for motor vehicles as
a consequence of intense competition in 2005,
and also increased indemnity costs resulting from
a higher loss ratio, were the main contributors
to the negative developments within the non-
life insurance segment. The volume of technical
reserves ceded to reinsurers also declined. The
growing volume of insurance technical reserves
was invested conservatively. Due to high indem-
nity costs and lower incomes resulting from price
competition in the segment of non-life insurance,
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profits in this segment declined. The loss in the
life-insurance technical account diminished. In-
come from financial operations declined. Overall,
the sector recorded a profit of SKK 3.5 billion in
2006. The sector’s interest rate risk exposure is
insignificant.

Collective investment recorded high profitability
and large differences in market risks among the
individual funds. Risk investment limits were not
used in full in pension saving

Concerning securities dealers, the adequacy of
their own funds significantly exceeded the limit set
by law in 2006. The collective investment sector
achieved high profitability, while its net asset value
stagnated. From among identified risks in mutual
funds, the foreign exchange risk seemed to be the
most important. However, market risks in individual
funds did not differ markedly.

In pension saving, the volumes of funds were
rapidly growing. Nevertheless, the structure of the
sector remained unchanged. Funds were invested
conservatively and the pension saving companies
were not fully using the risk investment limits. From
among market risks in pension funds, the most
important was the equity risk.

The payment system expanded in terms of both
the number and volume of transactions. It func-
tioned smoothly, also on account of the use of
intraday credit

From the viewpoint of participants, the credit risk
of the system is low. However, system reliability be-
comes more critical in light of the growing volume
of priority payments.

Short- and Medium-Term Risks to Financial Sta-
bility in Slovakia

Developments in 2006 suggest that the direction
of capital flows and the foreign exchange market
volatility in the V4 region and in Slovakia may
be significantly influenced by abrupt changes in
investors’ mood. This, together with abrupt (and
sharp) changes in the commodity market condi-
tions, represents the most important short-term
risk posed by the external environment to financial

stability in Slovakia in consequence of secondary
impacts on price stability and the stability of local
financial markets. In the short term, doubts about
the planned entry into the euro area on 1 Janu-
ary 2009 may constitute a destabilising element,
primarily due to a threat to the existing positions
of financial investors. In the financial sector, short-
term risks related primarily to a possible instability
in the business conditions in certain segments of
the financial market. Local risks to financial stabil-
ity in the short term can be assessed as relatively
low. The materialisation of external risks in the
near future cannot be excluded. However, it should
be noted that the financial sector has sufficient
resources, and is able to sufficiently counteract
possible external shocks.

From medium-term perspective, more pronounced
external risks to financial stability should be taken
into account, with regard to the number and size of
shocks. In the medium-term horizon, risks related
to accumulated global imbalances, an upturn in
global liquidity and turbulences resulting from an
improper assessment of risks related to innova-
tive financial instruments are higher. Following
Slovakia’s entry into the euro area, certain risks
arising from financial market instability are likely
to be reduced. Price shocks coming from commod-
ity markets and the common monetary policy may
influence our economy also asymmetrically. There-
fore it is essential to continue in public finance
consolidation and retain or improve the current
level of labour market flexibility. These policies
together with the present economic upswing and
the accumulated reserves in the corporate sector
should be sufficient to maintain financial stability
in non-financial corporations and households, and,
especially, in the financial sector. It is also impor-
tant to correctly assess corporate investments
and risks related to household lending, which, in a
period of economic boom, may be under pressure
of overoptimistic expectations. There is a potential
risk of price bubbles emerging on asset markets,
e.g. on the real estate market. Nevertheless, it
should be noted that our information sources do
not provide any evidence that this risk may present
a significant threat to financial sector stability
in the years to come, primarily to the stability of
banks. Due to its rapid growth in recent years, the
Slovak economy came close to certain limits, for
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instance in the labour market. In specific areas,
risks emerge from the concentration of economic
activities in one branch (automotive industry), from
the focus of financing (commercial real estate
loans) or from focusing on the provision of riskier
loans (the easing of credit standards, provision of
loans to small and medium-sized enterprises and
low-income households). Despite the fact that risks

to economic and financial stability resulting from
the above facts are low at present, their effects on
financial stability may increase in the medium-term
horizon. However, the existing risks are to a large
extent alleviated by the expected continuation of
the economic expansion and by the financial sec-
tor's advanced capability to mitigate the impacts
of shocks.
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B Financial Stability Report

1 External conditions for financial stability

The international interdependence of economies
continues to increase. At the global level, business
and financial relations between individual market
entities are intensifying. That is why an evaluation
of the circumstances of (in)stability in national
financial systems is based on an evaluation of the
economic conditions for global financial stability
and the risks to it.

1.1 Economic developments in the
international environment

1.1.1 The world economy

Short-term risks to the stability of the global

financial system continued to be low because of

strong growth in the world economy and trade

The global economy grew in 2006 at a slightly
faster pace than in 2005. Most regions of the

world reported stronger than expected growth.
Emerging economies in Asia were again the mo-
tor of growth, although Latin America also put in
a strong performance. Recovery in the euro area
came as a positive surprise. Towards the end of
2006, however, growth in the US slowed down to
below its potential, largely because of the weak-
ening real estate market. As a consequence, the
global economy faced an increased risk of slow-
down in 2007.

Firms and banks took advantage of the favour-
able economic and financial conditions to further
increase their profitability, and in many cases to
record figures.? This allowed economic entities to
create considerable financial reserves as a cush-
ion against risks. Short-term risks to the stability
of the global financial system are therefore low,
despite the anticipated slowdown, albeit probably
slight, in the performance of the global economy
in 2007.

2005 2006 2007V 2008

World output 4.9 5.4 4.9 4.9
Developed economies 2.5 3.1 2.5 2.7
United States 3.2 8.8 2.2 2.8
Japan 1.9 2.2 2.3 1.9
Euro area 1.4 2.7 2.3 2.3
Emerging economies 7.5 7.9 7.5 71
Central and eastern Europe 545 6.0 5.5 5.3}
Russia 6.4 6.7 6.4 5.9
Asia 9.2 9.4 8.8 8.4
China 10.4 10.7 10.0 9.5
World trade volume 7.4 912 7.0 7.4

2 The combined profits of the five largest financial firms on Wall Street rose by 33% in 2006, to an all-time high of USD 132.5

billion.
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GDP growth Inflation (HICP)
2005 | 2006 2007 2008 2007 | 2008 2005 2006 2007 2008 2007 | 2008
Spring forecast Change from the autumn Spring forecast Change from the autumn
of May 2006 forecast of November 2006 of May 2006 forecast of November 2006
Euroarea 1.4 2.7 26 25  0.5p.p. 0.3p.p. | 22 22|19 19  -02p.np. 0.0 p.p.
EU-25 1.7 | 3.0 | 29 | 2.7 | 0.5p.p. 0.3p.p. | 23 | 23|22 21 | -0.1p.p. 0.1 p.p.

1.1.2 The EU and euro area

Above-potential growth driven mainly by domestic
demand; the outlook is favourable

The EU economy grew by 3% in 2006 and the euro
area economy by 2.7%. That represented a sharp
rise in the growth of European economies in com-
parison with 2005, and it was achieved despite
high oil prices, appreciation of the euro and a tight-
ening of monetary policy by the ECB and a number
of other European central banks. Although the pace
of growth dipped slightly in the second half of the
year, it remained well above its potential. The main
driver of growth in the euro area was domestic de-
mand. The revival of domestic demand (excluding
inventories) was primarily led by investments and,
with the situation in the labour market improving,
was subsequently supported by private consump-
tion. Although the contribution of net exports to
real GDP growth improved on the figure for 2005,
it was limited by imports increasing more quickly
than exports. Based on the growth structure, the
outlooks for European economies to grow above
potential in 2007 are favourable.

Inflation under control with a upside risks - in
the medium-term horizon

Consumer prices as measured by the HICP in-
creased in 2006 by 2.2% in the EU and 2.3% in the
euro area, as they did in 2005. This development
was largely determined by energy and oil prices,
which after rising in the first half of the year, be-
gan to fall steeply at the end of summer. For the
medium-term horizon, the record high increase in
the monetary aggregate M3 (a year-on-year rise of

9.7% in December 2006) and the marked rise in
lending to the private sector indicate a greater risk
to price stability in the euro area. As far as the real
economy is concerned, the risk lies in potentially
higher than expected growth in wage costs amid
strong economic growth in the euro area.

1.1.3 Countries of the V4 region®

Strong growth in the V4 region (except Hungary)
was mainly attributable to investment and private
consumption

The relatively strong growth of the V4 region con-
tinued also in 2006. The Czech Republic reported
growth of 6% for 2006, maintaining the high level
achieved in the previous year. The Czech econo-
my’s rapid growth was driven mainly by domestic
demand, particularly gross capital formation. This
was supported by the large inflow of foreign direct
investment and the inflow of EU funds designated
for infrastructure development. The share of net
exports in total growth was substantially smaller
than in 2005. The Polish economy recovered from
a slowdown in 2005 to report better than expected
growth of 5.8% for 2006. The Polish economy
was boosted by domestic demand, especially in
the form of investment (gross fixed capital forma-
tion recorded an increase of 16.5%). Although
exports rose almost twice as quickly as in 2005,
the contribution of net exports to GDP growth was
negative because of the sharp increase in invest-
ment imports and consumption imports. Hungary’s
economy saw a further decline in growth, down to
3.9% for 2006 from 4.2% for 2005. The main cause
of the slowdown in Hungary was the significant fall
in domestic investment and government consump-

3 Since developments in Slovakia are analysed in detail in Chapter 2, this part focuses on the other V4 countries: the Czech Republic,
Hungary and Poland. For the sake of comparison, the charts and tables also include data for Slovakia.
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=== Czech Republic == Poland == Slovakia

tion. Following the approval of a package of fiscal
consolidation measures, the economic sentiment
indicators declined and private consumption con-
tracted. Net exports were the main component of
growth, with the sharp rise in exports (as much as
18%) supported mainly by the favourable develop-
ment of the German economy. The region’s growth
is expected to be more moderate, but still robust,
over the next two years. Inflation in Poland and the
Czech Republic was very low, but is expected to rise
gradually. In Hungary, prices went up substantially,
largely as a result of administrative measures.

=== Hungary

The outlook for the region’s external imbalance is
an improvement in every country except Poland

The external imbalance in Hungary (measured as
the ratio of the current account balance to GDP),

Czech Republic
Hungary
Poland
Slovakia

which in 2004 had been a relatively high -8.4% of
GDP, continued to decline in 2006 and is expected
to maintain this trend in the next period, too. Hun-
gary’s trade balance for 2006 was only slightly in
deficit (-0.5% of GDP) and could report a surplus
next year. In Poland, by contrast, the current ac-
count is in exactly the opposite situation largely
because of a rising trade deficit. In the Czech Re-
public, the external imbalance in 2006 temporarily
widened to -4.1% of GDP, while the trade balance
remains in surplus and is expected to grow further.
Reinvested earnings are the largest component
of the Czech current account deficit, but because
they appear on the balance of payments financial
account as a positive contribution to the inflow
of foreign direct investment, they are not putting
pressure on the exchange rate.

1.2 International financial markets

1.2.1 Stock markets

Stock markets continued to rise in 2006 despite
tightening monetary conditions and a bear mar-
ket during May and June; their volatility could
rise in the next period

Overall in 2006, stock markets performed favour-
ably despite a bear market during May and June.
That correction affected a majority of the world’s
stock and commodity markets and its adverse ef-
fects were also seen in the prices of assets and
currencies of emerging countries. At the same
time, the liquid government bond markets of the
G7 countries recorded a strong inflow of funds,
with investors treating them as a safe haven. The
sudden change in the mood of investors was initi-
ated by fears regarding the future performance

2007 2008"
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3.1 4.3
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of the US economy, when, on 10 May, the FOMC*
decided to increase the federal funds rate by 25
basis points to 5%, and signalled future monetary
tightening. A factor behind this correction was
probably the preceding sharp rise in stock and
commodity indexes. Most stock markets did, how-
ever, re-establish their rising trend from mid-June
in response to some favourable signals (notably,
strong corporate income, falling oil prices and a
benign outlook for the euro area). The Dow Jones
Euro STOXX index rose by 15% in 2006 (compared
with 21% in the previous year), the Nikkei 225
by 7% (40%) and the S&P 500 by 13.6% (3%). In
the end, therefore, the correction had a limited
effect on share prices in 2006. Investor interest
in commodities and assets in emerging countries
was also quickly restored, and the volatility of these
markets returned from being high to relatively low.
What these events demonstrated, however, was
the risk that world stock markets would become
more volatile in the next period. The risk appetite
of investors may rapidly diminish if financing costs
rise amid an uncertain outlook for economic growth
and lower than expected corporate yields. Given
the increasing correlation between different asset
classes, it is highly likely that any rise in volatility
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will be manifested in several markets simultane-
ously, while its adverse effects will be felt mainly
by emerging countries (in their exchange rates and
credit spreads).

1.2.2 Bond markets

Markets in government debt reflected the favour-
able macroeconomic development

In general, yields on government debt rose during
the first half of the year and fell in the second half.
Developments in the euro area reflected those
in the US, albeit to a lesser extent. The decline
in long-term yields in the second half of the year
was mainly related to investors’ expectations for
a future decline in short-term rates in the US. The
rising short-term interest rates therefore caused
substantial flattening of yield curves, and even an
inversion of the yield curve in the US.

Yields on US 10-year bonds continued to under-
shoot the consensus expectations of economists
in regard to the future growth of the US economy.
Yields were kept down by a combination of strong
demand from institutional investors for longer

4 The Federal Open Markets Committee is the body of the Federal Reserve System that sets key monetary policy rates in the United

States.
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maturities and a shortfall in the supply of these
issues.®

Overall, the volatility in bond markets (both govern-
ment and corporate) over the course of the year
was low. Although the correction of several markets
in riskier securities in May and June did bring
about a flight to safety among investors (reflected
in declining yields on government bonds during
this period), its effect was weak. Even the widen-
ing of corporate bond spreads was only slight. The
spreads of non-investment grade bonds fell over
the year, while corporate indebtedness increased.
This was also evidence of the persisting search
for yield.

1.2.3 Foreign exchange markets

In markets for major currencies, expected inter-
est rates were the main determinant of develop-
ments

The euro gained 11% against the US dollar in
2006, supported by the end of rising rates in the
US and, conversely, the outlook for a further rates
increase in the euro area. The appreciation of the
euro against the dollar and yen (by 12%) was also
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based on positive outlooks for euro area economic
activity that contrasted with deteriorating outlooks
for the US and Japan in the second half of the
year. Asian countries continued their gradual
diversification of foreign reserves away from the
dollar, without exchange rates being significantly
affected.

Currencies of the V4 countries reported volatile
and differing exchange rate developments

Exchange rates in the region showed considerable
volatility in 2006. Their trend development against
the euro differed: whereas the Polish zloty and
Hungarian forint hardly moved against the euro,
the Czech koruna and Slovak koruna appreciated
by around 5% and 9%, respectively. The exchange
rates reflected to a certain extent differences in
the economic, financial and political developments
between each country of the region in 2006, which
also determined the risk assessment of invest-
ments in the individual currencies (differences in
credit ratings). Also in 2006, the region’s curren-
cies were exposed to common shocks arising from
foreign investor sentiment: speculative buying and
corrections in global financial markets during May
and June.
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5 Other structural factors may also have been in operation (See NBS: Financial Stability Report 2005, p.14).
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1.2.4 Commodity markets

Commodity market developments in 2006 were
mixed

Prices of non-energy commodities continued to
rise sharply in 2006, and those of industrial met-
als reached record levels. By contrast, the index
of energy commodities recorded an overall weaker
performance. Oil prices rose during the first half of
the year, but then declined from August until the
year-end. The fall in oil prices was a consequence
of receding concerns about the geopolitical risks
in key oil-producing countries, larger oil inven-
tories, and OPEC’s decision not to proceed with
restrictions on extraction. Although the volatility
of commodity indexes increased in May and June
(in reaction to turbulence in financial markets), it
was already diminishing in August.

Both the dynamics and volatility of commodity
prices were affected by financial speculation
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It is not just the strong raw-material demand from
China and India that has affected the dynamics
of commodity prices over the past four years. The
rising demand for commodities and their positive
price development has led to the creation of new
and complex investment products based on com-
modities. Demand for these instruments from
institutional investors (including hedge funds to
an increasing extent) has also been supported
by the typically low correlation between prices of
commodities and traditional assets. That said, the
herd behaviour of investors can lead to a strong
correlation with other investment instruments,
proof of which was provided by the above-men-
tioned correction. Speculation has therefore not
only affected commodity prices but also posed
risks to commodity markets and investors (caus-
ing higher volatility in commodity markets). This
is illustrated by the case of Amaranth Advisors,
which collapsed in September 2006 after losing
USD 6 billion on an unexpected turnaround in the
natural gas market.®

6 This relatively large collapse did not result in contagion (the losses were borne solely by the direct investors in the fund) owing to

the fund’s moderate financial leverage.
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1.3 The euro area financial sector’
- developments and risks

1.3.1 Euro area banking sector

The financial health of the euro area banking
sector was further strengthened in 2006

The euro area banking sector took advantage of
the favourable economic conditions in 2006 to
further improve its profitability. Despite declining
interest margins,® net interest income rose as
large banking groups expanded into new markets
(especially in south-east Europe) characterized by
a strong potential for rapid lending growth and by
higher margins. The sound profitability was sup-
ported by high non-interest income and a generally
favourable cost ratio. The creation of provisions
rose moderately from historically low levels. The
resulting internal capital formation helped banks to
maintain a sound solvency position, despite faster
growth in risk-weighted assets. With strong solvency
and progress in risk management, the euro area
banking system further improved its resilience to
unforeseen adverse developments, and this fact
was also manifested in market indicators: the index
of bank shares outperformed the general market
index, the distance-to-default ratio also rose, and
the credit ratings of euro area banks stabilized at
relatively high levels.

The balance-sheet vulnerability of banks contin-
ued to increase in countries where household
indebtedness was high above the euro area aver-
age and where this debt was financed through
variable interest rates

Large banking groups became increasingly exposed
to household credit risk in 2006, owing to the
continuing strong growth in loans to households,
declining provisions, and signs that credit stand-

ards for new loans were being relaxed in response
to competition. The size of the credit risk exposure
is to a certain extent mitigated by the fact that the
vast majority of loans extended to households are
secured by their property. At the same time, the
loan-to-value ratio for outstanding mortgage loans
is conservative. In addition, the rise in real estate
prices reported by a majority of euro area countries
in the recent period has increased the value of col-
lateral. Households in the euro area appeared to be
invulnerable to a rise in interest rates - the ratios
of debt to assets and debt to income were moder-
ate when compared internationally. However, the
aggregated figures for the euro area mask the fact
that household credit risk is unevenly distributed
across countries and household income catego-
ries. From the view of household credit risk, the
favourable outlook for the euro area economy, and
therefore for employment and household income,
is a positive factor.

Banks’ exposure to credit risk of non-financial
corporations increased

The situation in corporate balance sheets offered
no strong grounds for concern about the riskiness
of corporate loans. An exception are speculative-
grade firms, among which the default rate began
to rise in the second half of 2006, for the first time
since 2003, albeit from a very low level. The ris-
ing indebtedness of enterprises (which in the last
quarter of 2006 reached its highest level since
1999) and growth in interest rates could, however,
result in non-financial enterprises being more vul-
nerable to unexpected shocks. There are concerns
that credit standards have been relaxed for loans
to certain fast-growing segments, such as hedge
funds and private equity funds.® Large banking
groups may, however, be protected to a certain de-
gree from the consequences of unexpected events
(lower than expected economic growth, a rise in oil

7 According to analyses by the ECB and the Committee of European Insurance and Occupational Pensions Supervisors.

8 Declining interest margins result from the flattening of the euro area yield curve and the sharp rise in lending. As a consequence
of the credit boom and slow inflow of primary deposits, the loan-to-deposit ratio is increasing. Banks are therefore having to obtain
finance through the issuance of bonds or sale of loans, sources of funds that are typically more expensive than primary deposits.
Furthermore, strong competition and a saturated market are putting banks under pressure to keep lending rates down.

9 That loans with shorter maturities rose sharply in 2006 was related to the increase in mergers and acquisitions (M&As). According
to Dealogic, the value of M&A transactions worldwide in 2006 came to a record USD 3.8 trillion (an increase of 37.9% on 2005).
Previously such transactions tended to be financed with the issuance of high-yielding debt. What is also notable in comparison
with the past is that private equity funds have substantially increased their participation in these transactions through leverage

buyout. These activities significantly boosted stock markets.
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prices) by virtue of their increasing involvement in
credit risk transfer (CRT) markets.’®

Market risks continue to be concentrated in
yield curve developments and banks’ exposures
to unregulated financial institutions

A flat yield curve accentuated the problem of gen-
erating interest income in an environment of low
interest margins. Should this situation persist over
the longer term, it could prompt banks into making
riskier investments and relaxing credit standards.
By contrast, even a sharp rise in long-term rates
could impair the value of banks’ trading portfolios.
According to the results of ECB stress testing, the
direct market risks arising from movements in in-
terest rates and exchange rates are manageable.
Banks must also, however, face other risks of a
market character, e.g. counterparty risk. The quality
of risk management in unregulated financial insti-
tutions with large financial leverage (hedge funds,
private equity funds) is not necessarily sufficient.
The euro area banking sector is exposed to further
risks related to global development trends.t!

1.3.2 Euro area insurance sector

The profitability of the euro area insurance sec-
tor increased in 2006, and the outlook is also
favourable. There are persisting risks, however,
especially long-term ones

The solid profitability of non-life insurance com-
panies was based on good results in premiums
written and on high investment income supported
by rising stock markets. The greatest risk to finan-
cial stability is the strong price competition in the
sector, which is being further intensified by the
gradual harmonization of regulatory legislation.'?

This will likely place further pressure on income
from premiums written and make insurance com-
panies more willing to take on higher risk. The
solvency of non-life insurance companies is also
at risk from claims inflation (resulting from, for ex-
ample, natural disasters) amid strong competition
in insurance prices. Another risk is the capacity
limit of reinsurance companies, which is leading
to arise in reinsurance prices. But since insurance
companies face strong price competition, they are
finding it difficult to pass on the higher reinsurance
price to customers.

As for life insurance companies, 2006 was a good
year despite the low long-term interest rates. They
were boosted by strong results in premiums writ-
ten, based largely on increasing sales of unit-linked
products. The life insurance sector also faces
challenges in the longer-term horizon arising from
stronger competition and from regulatory and
demographic changes. The effect of these factors
will be to the advantage of large, financially strong
insurance companies with developed systems of
risk selection and management. The low, and even
falling, long-term interest rates continue to pose
the greatest risk to the solvency of life insurance
companies.'® As a consequence, insurers are seek-
ing to restrict the range of products that carry a
guaranteed rate of return (capital life insurance)*
and are passing on market risks to their customers
through the sale of unit-linked insurance products
(investment life insurance). They are likewise seek-
ing to mitigate market risks in their liabilities (these
arise from the need to finance annuities contracted
atinterest rates that are higher than present rates)
by investing in higher-yielding corporate debt and
credit derivatives. This is happening, however,
at the price of rising credit risks in their balance
sheets.!® Because of the shortage of long-term debt

10 Banks may use credit risk transfer markets to buy themselves protection against losses on non-performing loans. The stronger the
perception of general credit risk in the market, the higher the price of this protection. The most usual sellers of credit protection
(recipients of bank credit risks) are insurance companies and pension funds. The most widely used instrument in this market is
the credit default swap (CDS). Recent years have seen a sharp rise in the amount of transactions in this instrument. According
to data from the International Swaps and Derivatives Association (ISDA), the value of outstanding CDSs in G10 countries rose

from around USD 1 trillion in 2001 to USD 34.4 trillion in 2006.

1 These risks are analysed in more detail in Part 1.4.

12 The draft Solvency Il Directive for insurance companies is expected in July 2007 and it will be implemented by 2010.

13 The low long-term interest rates have structural causes which could persist for a longer time.

4 When regulators further reduced the maximum guaranteed interest rate, it was of limited benefit to the profitability of life insu-
rance companies, since this relates only to new contracts and not those previously concluded.

15 The implementation of Solvency Il will change the current situation in which insurance companies are not subject to capital limits
vis-a-vis credit risk. The purpose of this new regulatory directive is to ensure that the capital requirements (solvency) of insurance
companies are better harmonized with the risks they undertake. On the one hand, therefore, it will make insurance companies
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in the market and the transition to market valuation
of technical provisions, the duration gap of the li-
abilities and assets of life insurance companies is
continuing to widen. Life insurance companies still
face a significant risk in the higher than expected
longevity risk, which could result in a substantial
rise in their liabilities.

The reinsurance sector recovered from heavy
losses in 2005 (related to extensive natural dis-
asters) to report a financially stable year in 2006
(when the number and extent of natural disasters
was relatively small). The improvement in the
sector’s financial position was supported not only
by higher reinsurance premiums written, but also
by the increased prices of reinsurance (resulting
from capacity limits) and by more effective risk
management, with risks transferred to capital
markets through hybrid securitization instruments.
The reinsurance sector will also be affected by
the implementation of Solvency Il. The financial
position of these companies will improve in the
medium-term horizon as a result of the anticipated
greater interest in reinsurance.

1.4 Medium-term risks from external
conditions

* A slowdown in global growth in the medium-term
horizon.

A return to rising oil prices.

A sudden change in the still favourable conditions
of liquidity on financial markets.

Uncertainty over the effect that more demanding
economic and financial conditions will have on the
performance of innovative financial instruments
and unregulated financial institutions, which have
contributed to the growth of financial leverage in
the system.

The risk of regional contagion and the risk of con-
tagion caused by a sudden rise in risk aversion
that changes global investor sentiment towards
emerging countries.

Although the risk of a sharp slowdown in the
global economy diminished toward the end of
2006, it remains present to a certain extent in
the medium-to-long term horizon
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Any sharp deterioration in economic performance
is unfavourable to financial stability. In mid-2006,
the outlooks for global economy were still unclear
and the main risks of a substantial setback to the
global recovery lay in high oil prices and a hard
landing for the US economy. In the second half of
the year, financial markets benefited from the end
of rising interest rates in the US and the decline
in commodity prices, including oil. By the end of
2006, the US appeared unlikely to enter recession
in the next period. In the medium-to-long term, the
most significant risks to global economic growth
pose a resurgence of oil prices and a possibility
of a sudden and unstructured response to global
imbalances. Other risks include the increasingly
protectionist mood in some parts of the world.

Addressing global imbalances in a sustainable
way is a long-term process

It is now largely accepted that global imbalances
are directly caused by a savings glut in countries
with current account surpluses, including Japan,
China, several smaller Asian countries and oil-
producing countries. The causes of the savings
glut are particular to these countries and relate to

more resistant to shocks, but, on the other hand, it will bring about a change in insurance products and investment strategies
(including the use of the said structured instruments) which will also be reflected in other financial market segments.
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the development (specific shocks) and structure
of their economies. Because of these surpluses,
countries with an external imbalance (especially
the United States) are experiencing low interest
rates and high asset prices.® Therefore, the cur-
rent global imbalances are basically a secondary
product of the fact that heterogeneous economies
are focused on economic growth in conditions of
strengthening globalization. Addressing global
imbalances in a sustainable way cannot be done
without structural changes in economies with
surplus savings, especially China. This will be a
long-term and gradual process.

The risk of a sudden correction in global imbal-
ances declined slightly during 2006, but it re-
mains present in the medium-term horizon

The flow of capital from reserves accumulated in
countries with surpluses is helping to finance the
increasing indebtedness of the United States.”
In 2006, financial markets perceived the risk of
a sudden correction, including sharp changes in
exchange rates, interest rates and asset prices,
to be weaker, owing to favourable effects of
global factors.'® Global financial stability faces
the medium-term risk of a sudden correction of
imbalances, where investors concerned for their
returns eschew further funding of the rising trade
and budget deficits of the US. That risk appears at
present to be low, given the favourable characteris-
tics of US financial markets, particularly their high
liquidity. Since the US trade deficit is financed to
a large extent by oil-exporting countries and China,
this financing is also exposed to geopolitical risks
and the risk of financial stability in China.® Nor
can it be ruled out that other markets will become
increasingly attractive to investors if their struc-
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tural characteristics improve vis-a-vis US markets.
Moreover, if the financing countries opt for a rapid
diversification of their foreign reserves away from
the US dollar, financial markets could be hit. The
pace of this process since 2000 has not, however,
posed a significant shock on exchange rates.

The persisting search for yield could lead inves-
tors to underestimate risks

The search for yield (risk) has continued, stimulated
by both low risk-free yields and strong competition.
Prices of shares, commodities and real estate have
risen, risk premiums on the yields of riskier bonds

16 | ow interest rates and the rising value of assets supported indebtedness and strong consumption growth in the United States,
as well as in certain other countries (e.g. the United Kingdom, Spain and Australia) and subsequently led to current account

deficits in these countries.

17 From the view of economic theory, it is paradoxical that the net capital flow from emerging economies (China and the rest of
emerging Asia) to developed countries (the US) is higher than vice versa. Since capital is scarce in emerging economies and
its rate of return is therefore higher there, the net flow of capital should in normal circumstances be the other way around. But
given the huge US trade deficit (around USD 900 billion in 2006), US debt is rising more slowly than it might otherwise do. The
reason for this is that US investments abroad are higher-yielding than investments of foreign entities made in the US.

18 These factors, which in 2006 at least helped the slight slowdown in the growth of global imbalances, included mainly the fol-
lowing: the weakened US dollar, the decline in the US interest rate differential vis- -vis other economies, the narrowing of the US
fiscal deficit, the revival of domestic demand in the euro area, and the appreciation of the Chinese yuan against the US dollar.

19 According to Reuters, the decline in oil prices at the end of 2006 led some oil-producing countries to sell US government bonds
worth USD 10 billion. China faces a strong challenge to its financial stability from an overheating economy and the expansion

of a banking sector that is non-standard in institutional terms.
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have been low in historical terms, and financial
leverage in the system has been increasing. Fi-
nancial markets continued to have ample liquidity
in 2006, and their actual and expected volatility
remained at historically low levels. It may be that
investor expectations are too optimistic and that
risks are underestimated.

Low risk aversion among investors could increase
the vulnerability of the global financial system

The low risk aversion of investors is evident from
the strong flow of funds into alternative/innovative
investment instruments. The inflow of investment
into hedge funds and private equity funds rose
sharply in 2006. These institutions are character-
ized by the low transparency of their transactions,
as well as by their utilization of large financial
leverage. Embedded leverage is also typical for
credit default swaps and collateralized debt obliga-
tions. These instruments enable trading in credit
risk, and thereby offer banks access to additional
liquidity. They also help banks to better manage
credit risk. Institutions (especially pension funds,
hedge funds and insurance companies) buy these
instruments for their higher yields while at the
same time they take on credit risks from banks.?°
Recently, demand for these instruments was very
strong, meaning that financial institutions have
become increasingly more exposed to credit and
market risks.?* A key factor is also the ability of
investors to comprehend the risks which they un-
dertake when investing in complex and innovative
financial instruments. The global financial system
could therefore become more vulnerable to change
in the economic/credit cycle.

Increase in systemic risk

Systemic risk has also risen, as banks have in-
creased their credit exposure to the unregulated
institutions mentioned above whose transactions
appear risky.?2 The interconnection between finan-
cial institutions has also been strengthened by
more intensive trading on credit risk transfer mar-
kets. Certain institutions, above all hedge funds,
have been increasingly involved in crowded trades
and positions in largely illiquid assets. Any trigger-
ing event (e.g. losses on CRT markets or large-scale
termination of carry trades?®) could result in the
rapid drying up of liquidity in the markets and sub-
sequently in significant losses, which could in turn,
through the mutual financial relations, be passed
on to the whole system. The stability of the global
financial system could come under further threat
from the simultaneous effect of other shocks,
which would bring about a sudden change in how
risks are perceived by investors.

Although the stability of the euro area financial
system faced increased risks, its vulnerability
has been limited by the sound financial position
of institutions

In 2006, the euro area’s banking and insurance
sector continued to improve their financial con-
dition. Profitability ratios increased and further
progress was made in the quality of risk manage-
ment, all of which enabled financial institutions
to raise their risk exposures. Given the favourable
economic outlook, the short-term horizon could see
a decline in the intensity of risks arising from high
household and corporate debt, overheated prop-

20 The valuation of complex structured credit instruments is also problematic given that the data series are insufficiently long; it
is based on models whose working assumptions are not directly observable in markets. A change in the economy that is not
correctly captured in the valuation model could lead to losses on investments in these instruments.

2L Credit risk is less concentrated in banks’ balance sheets and is spread across the financial system. Therefore individual banks
could become more stable while the stability of the system as a whole could decline.

22 It s difficult to gain a more accurate picture of the size of the risk in the system, given the low transparency of transactions made
by unregulated institutions. Meanwhile, the balance sheets of regulated financial institutions are providing ever less information

on the risk in the whole system.

23 Carry trades are transactions aimed at making a profit on yield differences between two different instruments. The recent period
has seen considerable media attention paid to carry trades in the foreign exchange market. The investor borrows funds in a low
interest rate currency and invests the proceeds in a high interest rate currency. The profit on these transactions is determined
by the interest rate spread and the movement in the exchange rates of the currencies concerned. The risk lies in the volatility of
these exchange rates. Carry trades in Japanese yen are particularly popular at present, owing to their risk-yield characteristics.
Although their value cannot be stated precisely, JP Morgan puts it at USD 600 billion. In the recent period, these transactions
have been contributing substantially to depreciation of the yen against the US dollar and euro. A sharp correction in these trans-
actions triggered, for example, by expectations for strengthening of the yen (supported by a further decline in the performance
of the US economy) could cause losses to some investors and result in corrections in other markets.
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erty markets in some member countries, low long-
term interest rates and from strong competition in
the sectors. However, the greater vulnerability of
the global financial system towards a rise in risk
aversion requires that more attention be paid to
the development of risks in the euro area financial
system. The euro area’s financial sector will also
face a challenge related to the implementation of
the new regulatory legislation.

The risk to Slovakia from regional contagion is
declining as the country, unlike others in the V4
region, is becoming increasingly set on its course
towards joining the euro area. The region’s most
vulnerable currency remains the forint

We expect that a determining factor in the further
mitigation of regional contagion risk to Slovakia
will be the financial markets’ increasing confidence
in Slovakia adopting the euro. The region’s most
vulnerable currency remains the Hungarian forint.
Given the relatively large structural imbalances and
uncertainty over how to address them in a sustain-
able way,?* the currency is the most exposed to
changes in global risk appetite. In the medium-term

horizon, the risk arising from the region’s exposure
to foreign investor moods could be eliminated by
euro adoption.

Other risks to financial stability also need to be
reckoned on

Other risks to financial stability are risks independ-
ent of macroeconomic and financial development.
They are related to the consequences of isolated
events that are very difficult to predict. Events
such as terrorist attacks, wars, natural disasters
and epidemics could lead to short-term but severe
disruptions in the real economy and financial sec-
tor. Their longer-term adverse effect could be seen
in the fact that they, as trigger events, may raise
uncertainty and risk aversion and bring about a
decline in consumer and investor confidence. Con-
sidering the current condition of the global financial
system, where the search for yield and low risk
aversion has lead individual financial institutions
to further increase their exposures to risks and to
each other, any such event could have considerably
adverse consequences for its stability.

24 For these reasons, the credit rating agency Moody’s downgraded its rating on Hungarian government bonds denominated in
both the domestic and foreign currency, from A1 to A2, in December 2006.
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2 Slovak economy developments as they affect

financial stability

2.1 Overall development of the Slovak
economy

The economic situation in Slovakia in 2006 was
conducive to maintaining financial stability. In the
first half of the year, uncertainties were temporarily
raised over increasing prices, rising interest rates,
and the exchange rate’s volatility, but towards the
end of the year the effect of these factors abated
and evidence for the economy’s growth potential
was underpinning a more optimistic outlook. The
NBS reacted to inflation developments by tightening
monetary policy through the interest rate channel,
while the exchange rate channel determined the
resulting expansionary monetary stance. Although,
unlike in previous years, the fiscal stance was ex-
pansionary, Slovakia proceeded towards fulfiiment
of the Maastricht criteria within the timeframe set
out for adoption of the euro.

Given the character of the converging economy,
the strengthening of the Slovak koruna’s exchange
rate in 2006 was to a large extent supported by
the appreciation of the equilibrium exchange rate.
Despite the appreciation of the Slovak koruna, the
competitiveness of Slovak enterprises was not sub-
stantially impaired and exporters even managed to
increase their shares of foreign markets.

Recognition of the economy’s positive development
came in October 2006 when Moody’s upgraded its
rating for Slovakia. The country is now classified by
major credit rating agencies as investment grade
A with a stable outlook.

Because of its sound fundamentals, the domes-
tic economy’s sharp growth in 2006 did not
pose any direct risks to the country’s financial
stability

The environment of strong economic growth sup-
ported an increase in both profits of non-financial
corporations and household income. Growth accel-
erated in the second half of the year, to a year-on-
year figure of 8.3% at constant prices. The structure
of growth was different to that in 2005, with the
rise in both domestic and foreign demand having
a pro-growth effect. Growth was supported by all
the main components of domestic demand: the
contribution of consumption increased (including
a higher share of general government consump-
tion and a lower share of domestic consumption),
while that of investments was lower than in 2005.
The strengthening of economic activity in other EU
countries fostered a sharp rise in exports and there-
fore also the positive contribution of net exports to
overall growth. The domestic economy’s growth was
based on an increase in labour productivity (higher
than in 2005) and rising employment. The financ-
ing of the private sector with loans from domestic
monetary financial institutions rose to 38.3% in
ratio to GDP (the figure for 2005 was 34.5%).

Given the growth in the economy’s potential, the
risks of the economy overheating diminished

The economy in 2006 was positioned in a slightly
positive output gap, indicated by sharp growth,
high investment activity and rising employment.
Certain signs of overheating, apparent mainly since
the end of 2005, abated over the course of 2006.
The development of labour productivity and wages
were more favourably proportioned than in 2005,
when, at the aggregate level, real labour productiv-
ity increased more sharply than real wages. At the
industry level, these relations did not show an even
development: in energy, financial intermediation
and the public sector, real wages grew more quickly
than labour productivity. As domestic consumption
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slowed down so did the growth in nominal wages.
The structural development of economic growth
indicates that stronger growth has occurred against
a background of rising production capacity in the
economy, which creates conditions for maintaining
non-inflationary growth.

Inflationary risks were temporarily highlighted

The rate of HICP inflation declined to 3.7% year-on-
year, while core inflation increased and ended the
year at 2.7 %. The growth in prices was conditioned
mainly by world oil prices and the development of
raw energy prices. An inflationary effect was also
exerted by regulated prices, foodstuff prices, and
prices of manufactured goods (oil prices declined
substantially at the end of the third quarter). In-
dustrial producer prices rose by 8.4% year-on-year.
Inflation was pushed up by prices of non-mineral
raw materials, electricity, gas, steam and hot water,
as well as refined oil products. The decline in oil
prices in autumn 2006 was favourably reflected
in declining prices of manufactured products. Qil
prices, regulated prices and foodstuff prices remain
risk factors for the future development.

An expansion of production capacities was
reflected in a temporary widening of the trade
deficit
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The current account deficit increased to SKK 135.6
billion in 2006, largely under the effect of widen-
ing deficits in the trade balance and income bal-
ance (payment of dividends) with a surplus in the
services balance. The ratio of the current account
deficit to GDP came to 8.3%, and if the effect of
dividend payments and reinvested earnings were
excluded, it would be 3% of GDP. Considering that
the continuing investment imports should be con-
verted into export growth within the near future,
the deterioration in the trade balance may be seen
as temporary.

The structure of the capital and financial account
changed to the favour of long-term funds

The large surplus in the capital and financial ac-
count in 2005 (then at SKK 176.7 billion) declined
substantially in 2006 (to SKK 32.4 billion), but
the account structure was more favourable from
the point of view of financial stability. Foreign
direct investment increased and financing with
short-term capital declined. The change from an
outflow to inflow trend occurred in the case of
portfolio investment (conditioned substantially by
the issue of government Eurobonds). The inflow of
long-term capital also increased (especially through
the inflow of funds from financial loans drawn in
the corporate sector).
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In 2006, the foreign reserves of the NBS declined
to SKK 13.4 billion and, due to interventions
undertaken, they covered 86% of the short-term
foreign debt at the year-end. Although the short-
term debt rose only slightly, its structure changed,
with the share of commercial banks declining to
39.5% (from 69.1% in 2005) and the share of en-
trepreneurial entities rising (with the government
and NBS having a zero short-term debt). In nominal
terms, long-term debt recorded a more substantial
increase, especially the government’s debt (an is-
sue of Eurobonds) and corporate debt. Short-term
foreign debt as a share of total foreign debt fell
from 56% in 2005 to 48% in 2006. Gross foreign
debt relative to GDP declined to 51.6 % (compared
with 58.4% in 2005). The country’s net external
debt (the external balance of Slovakia’s assets
and liabilities) in 2006 increased in ratio to the
size of the economy, to 8.7% of GDP (from 3.1%
of GDP in 2005).
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Price competitiveness declined in 2006 as the
exchange rate strengthened, but the position
of exporters in foreign markets remains stable
owing to growth in productivity

«= NBS foreign reserves

The strong appreciation of the exchange rate of the Slo-
vak koruna in the fourth quarter of 2006 outweighed
the effect of the koruna’s temporary weakening, and
therefore price competitiveness, as measured by
the nominal effective exchange rate (NEER) index,
weakened more sharply than in previous years. Given
the existing inflationary differential vis-a-vis countries
of main trading partners, the real effective exchange
rate (REER)?® indexes, based on consumer prices and
industrial producer prices, also increased. The rela-
tively lowest rise was recorded by the real exchange
rate index, based on unit labour costs (in line with
ECB’s methodology), and the manufacturing products
index. Despite the appreciation of the exchange rate,
real exports displayed strong dynamics in 2006.

As inflation rose and the economy faced the risk
of overheating in 2006, it became necessary to
tighten monetary policy

25 The REER calculation is based on the consumer price index (CPl), the producer price index (PPI), i.e. the manufacturing products
price index excluding prices of mining and quarrying products, electricity, gas, steam and hot water (PPl manufacturing), and
the unit labour cost (ULC) index. The base year for the calculations is 1999, and likewise the selected weights correspond to the
structure of the Slovak trade balance in 1999 based on the nine largest trading partners.
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From the end of the first quarter, the NBS began
tightening monetary policy = it increased the base
rate in four steps by a total of 1.75 percentage
points, up to 4.75%. The NBS was prompted to
act by higher than predicted inflation, which it
perceived as a serious risk to the fulfilment of
medium-term inflation targets and the Maastricht
inflation criterion. At the same time, the NBS made
upward adjustments to its medium-term forecasts
for 2006 and 2007, while keeping the forecast for
2008 unchanged.

The effects of monetary conditions in the econ-
omy were expansionary

The effects of monetary conditions (evaluated on
the basis of the real monetary conditions index)
were expansionary for most of 2006, with their
components counteractive - whereas weakening
of the nominal exchange rate (in the second and
third quarters) had a loosening effect, the raising of
NBS interest rates caused a tightening of monetary
conditions. In the fourth quarter of 2006, monetary
conditions were neutral overall. Because of the
strong growth in the economy’s potential, the esti-
mated equilibrium exchange rate also strengthened
considerably during the year.
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The new Government subscribed to the medium-
term fiscal targets defined in the Convergence
Programme of the Slovak Republic

Slovak fiscal policy remained directed at meeting
the medium-term target of a structural (cyclically
adjusted) deficit of 0.9% of GDP in 2010. The gen-
eral government deficit for 2007 - the reference
year for evaluating Slovakia’s preparedness for
joining the euro area - was set at 2.9% of GDP,
including pension reform costs.

Public finances in 2006 performed more favour-
ably than budgeted, although strong economic
growth provided scope for even more substantial
consolidation

The public finance deficit in 2006 came to 3.4% of
GDP, including the impact of introducing a funded
pillar into the pension system (equivalent to 1.1%
of GDP). That performance was better than what
the state budget had projected, reflecting the ef-
fects of both budgetary savings and higher growth
in nominal GDP.

Gross general government debt continued to
decline
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Gross general government debt ended the year at
30.7% of GDP (SKK 503.1 billion). The substantial
year-on-year decline in the debt-to-GDP ratio was
largely the effect of nominal GDP rising sharply and
debt declining slightly in nominal terms. The debt
reduction was supported by the possibility of using
the refinancing system of the State Treasury, the
maturing of risky liabilities arising from government
guarantees, as well as the decrease, arising from
exchange rate movements, in debt denominated
in foreign currencies.

The Debt and Liquidity Management Agency
continued in its strategy of reducing government
debt servicing costs

Given the favourable development of the state
budget and the scope for using temporarily surplus
funds of the State Treasury, there was little need to
acquire funds from the financial market; the Debt
and Liquidity Management Agency (Agentlra pre
riadenie dlhu a likvidity - ARDAL) did not need to
acquire short-term funds and did not issue any
Treasury bills in the market in 2006. Government
bonds denominated in the domestic currency were
issued in the amount of only SKK 33.2 billion, com-
pared to an original projection of SKK 60 billion.
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The Slovak government issued in the European
market in 2006 a 15-year bond with a nominal
value of EUR 1 billion and a fixed coupon of 4% per
annum, which, among government bonds of central
and eastern Europe, had the lowest interest rate
differential vis-a-vis benchmark instruments (only
7 basis points up the Asset Swap average).

The temporary increase in interest rates in the
domestic market in 2006 was reflected in a rise
in interest expenses of new issues in the domestic
market, up to 4.06% (from 2.95% in 2005), al-
though the interest expenses of the “live” portfolio
of government bonds declined slightly, to 4.841%
(4.998% in 2005).

The effect of monetary and fiscal policy on
aggregate demand in 2006 was on the whole
expansive

Given the current cyclical position of the economy,
the monetary and fiscal stances may be described
as procyclical. The size of the fiscal impulse was
conditioned by the favourable economic results
in 2005, while the tightening of monetary policy
through the interest rate channel was offset by
weakening of the koruna.
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2.2 Domestic financial market
developments in terms of risks to
financial stability

As the first half of the year came to an end, the
stability of the financial market was slightly dis-
turbed by a temporary withdrawal of capital from
emerging markets and by the market reaction to
uncertainty over the country’s efforts towards
joining the euro area. In response to the volatility
of the koruna’s exchange rate against the euro,
the NBS made repeated interventions in the mar-
ket in order to curb excessive weakening of the
koruna. By contrast, the second half of the year
saw the currency steadily appreciate and reach
strongest ever levels. At the end of the year, the
NBS had to intervene against rapid strengthening
of the koruna.

Money market interest rates rose in the first half of
the year, owing to the rise in inflationary expecta-
tions and the tightening of monetary policy by the
NBS. As the koruna gained steadily from the third
quarter, foreign investors sought to deposit pro-
ceeds gained from foreign exchange conversions
in the interbank market, and this was reflected
in a decline in market interest rates. Because of
expectations for higher interest rates, the yield
curve shifted upwards, but by the end of the year
a fall in rates was being anticipated and the slope
of the yield curve flattened out and even declined
slightly.

2.2.1 Foreign exchange market

The transmission of impulses from emerging mar-
kets to foreign exchange markets in the region, as
well as domestic political developments, raised
volatility in the foreign exchange market

Investor interest in buying the domestic currency
continued into the second quarter of 2006. Then,
as foreign investors became increasingly averse
to emerging market currencies and as political
uncertainty developed due to the calling of an early
general election in Slovakia, the Slovak koruna
weakened, and for the first time since Slovakia
entered ERM I, the currency moved above the
central parity. The NBS dealt with the exchange
rate’s instability by making three interventions (on
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21 June, 29 June and 12 July), spending a total
amount of EUR 3.085 billion.

Investor interest in emerging market currencies was
restored after the cycle of rising interest rates in
the United States came to an end. This resulted in
weakening of the US dollar against the euro and in
the repeated strengthening of emerging market cur-
rencies. The Slovak koruna appreciated, too, and in
the last two months of the year it began recording
its strongest ever levels. Having evaluated the situ-
ation as excessively volatile, the NBS entered the
market on 29 December, when the exchange rate
was at EUR/SKK 34,060 (the koruna’s strongest
position vis-a-vis the euro in 2006), and in seek-
ing to prevent further appreciation of the koruna,
it purchased EUR 495 million. Therefore in the net
balance of foreign exchange interventions in 2006,
the NBS sold EUR 2.59 billion.

The koruna’s exchange rate against the euro and
dollar strengthened on average over the year

The exchange rate of the Slovak koruna vis-a-vis the
euro appreciated by an average of 3.5% during 2006,
and against the US dollar it gained 4.2%. The Slovak
koruna turned out to be slightly more volatile than the
Czech koruna, but continued to be considerably less
volatile than the Polish zloty and Hungarian forint.
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2.2.2 Interbank money market

Money market interest rates underwent a turna-
round during the year

From the beginning of 2006 until August, money
market interest rates increased, mainly because of
the rise in inflationary expectations and expecta-
tions for the tightening of monetary policy by the
NBS (the central bank began to tighten monetary
policy at the end of the first quarter, raising interest
rates four times between then and the end of the
third quarter). As the year drew to a close, market
expectations and the interest rate trend underwent
a change, largely because of the strengthening
exchange rate of the koruna and market expec-
tations for rate cutting by the NBS. The change
in expectations was more markedly reflected in
longer maturity interest rates, which rose and sub-
sequently fell more sharply than shorter maturity
rates. After rising for most of the year, the slope of
the yield curve flattened out at the year-end and
even declined slightly.

Shorter maturity transactions were predomi-
nant

The most popular transactions in the money
market were swaps (performed mainly by foreign
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entities), followed by deposit transactions (mostly
used by domestic banks). Concerning maturities,
shorterterm predominated, since foreign investors
were looking to speculate and domestic banking
institutions had to settle daily positions and secure
liquidity.

Funds sterilized by the NBS in the money market
declined in 2006

Transactions between the NBS and banking entities
were made mostly through sterilization repo ten-
ders, and demand for issues of NBS bills declined
sharply. The sterilization position of the NBS fell
from SKK 400 billion in the first half of the year to
just below 300 SKK billion in the second half, as
a result of liquidity conditions becoming less loose
after the NBS intervened because of excessive
volatility of the koruna.

2.2.3 Capital market

The primary capital market was dominated by
government bond issues

In the capital market, which is above all a bond
market, developments reflected efforts to extend
the maturities of government security portfolios.
Government bonds worth in total SKK 33.2 billion
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were issued in the domestic market. A 20-year
bond (with the longest maturity among Slovak
government bonds) was brought to market by the
Ministry of Finance, with a fixed coupon of 4.5%
and target amount of SKK 40 billion. Given the
favourable development of the state budget, the
possibility to use temporarily surplus funds of the
State Treasury, and an issue in foreign markets
(a 15-year issue worth EUR 1 billion), the need to
acquire liquidity was lower and this allowed the
ARDAL to select auction bids.

Yields on price-setting government bonds rose
in 2006

Yields on price-setting government bonds were af-
fected by events in the domestic money and foreign
exchange markets. The yield curve for government
bonds changed during the course of the year from
standard to inverse, and in comparison with the
beginning of the year it shifted upwards. The raising
of interest rates by the NBS affected mainly yields
on shorter maturities.

The stock market and corporate debt market
stagnated

The capital market in Slovakia continued to be
marked by low market capitalization, and the ratio

5.0

AN

S~
_/

/

1Y | 2v | 3Y 4y  5Y  6Y  8Y 9y 14y
— 31.12. 2006

= 31.12.2005

of market capitalization to GDP ended the year at
only 9.16%. The financial value of transactions was
slightly lower than in 2005.

2.3 Medium-term risks from the
macroeconomic environment and
from financial markets in Slovakia

Macroeconomic developments and macroeco-
nomic policymaking are not at present creating
conditions that could impair the country’s financial
stability in the short-term horizon. In the mid-term
horizon, however, potential risks could arise in the
following areas:

* Changes in expected entry of Slovakia into the euro
area

 Insufficient utilization of the potential for fiscal
consolidation

¢ Capacity limitations of the economy

* The risk of a price bubble emerging in the property
market

On the one hand, strong economic growth is provid-
ing scope for economic entities to create financial
reserves in their balance sheets and is increasing
demand for financial services. On the other hand,
the risk of excessive indebtedness could potentially
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rise if the expectations of economic entities prove
to be overly optimistic.

Financial market developments in 2006 confirmed
that Slovakia is perceived not only as part of the
V4 region but also as one of the emerging mar-
kets. Any rise in instability in these markets could
be considered a significant source of risk to the
domestic market. Developments in the first half
of 2006 showed that expectations for the entry of
Slovakia into the euro area probably play the main
role among domestic factors, and the markets are
reacting sensitively to information that calls these
expectations into question. If an unexpected event
occurred which prevented the conditions for euro
adoption from being met, the effect on the func-
tioning of the country’s financial system could be
adverse.

Although fiscal policy may be viewed as on a
sustainable course, there remains scope for the
deeper consolidation of public finances. Consolida-
tion needs to be pursued, and the current period
of rapid economic growth is especially conducive
to it. At this stage of the business cycle, it is not
necessary to introduce demand-side stimuli into
the economy. The priority of public spending should

be the development of human capital and the in-
novation potential of the country.

There is a risk that the economy could hit certain
capacity limitations - e.g. in the workforce structure
or in production capacities of certain industries
(for example, construction) - which in turn could
translate into a faster increase in costs and prices.

Although the current construction boom and growth
in real estate prices in Slovakia is not as strong
as in some other EU countries (e.g. Portugal and
Spain), there is a growing risk of a price bubble
emerging, which would adversely affect the bal-
ance sheets of real estate owners, borrowers,
and lending financial institutions. According to an
analysis by the NBS (see Annex 2) housing prices
could rise sharply over a short period, mainly
because flat purchases are good value at current
prices, even factoring in the costs of financing
the purchase with a long-term mortgage. The key
factor in this rise is insufficient supply and high
effective demand, accelerated by the availability
of loans. Contributing to the increase of housing
prices in Slovakia is the underestimation of costs
and market risks, and, in particular, the short-term
expectations of rapid price growth.
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3 Non-financial corporations and households

Non-financial corporations and households
are the most significant debtors in the private
sector®®

The importance of the non-financial corporations
sector to financial stability is conditioned by the
large amount of funds that these corporations have
at their disposal, as well as the extent to which their
financial liabilities exceed their financial assets
- the basis on which the net debtor position of
the non-financial corporate sector is established.
Although the financial liabilities of households were
relatively low in the past, they have been rising
sharply in recent years.

The dynamics of real growth in loans to non-
financial corporations and households slowed
down in 2006

3.1 Non-financial corporations sector

Economic sentiment developed favourably in all
sectors under review

Business survey indicators conducted in 2006
pointed to growing confidence among corporate
entities and favourable outlooks for future growth
in all sectors under review. The economic sentiment
indicator? fluctuated at levels exceeding the aver-
age for the EU-25 countries.

Corporate financial performance continued to rise

Corporate financial performance as measured by
the profits-to-GDP ratio increased to 17.1%. Non-
financial corporations reported profits amounting
to SKK 280.4 billion. All sectors made a profit in

Claims on the private sector, SKK bn
year-end balance

Non-financial corporations
Households+non-profit institutions
Loans to non-financial corporations, % of GDP
Loans to households, % of GDP
Loans to non-financial corporations, real growth in %%
Loans to households, real growth in %2

Loans to non-financial corporations, year-on-year change
in SKK bn

Loans to households, year-on-year change in SKK bn

Debt of non-financial corporations, % of GDP
Debt of households, % of GDP

2003 2004 2005 2006
= SO 507.5 627.4
244.6 225.3 271.4 326.5
93.7 128.2 181.0 237.9
20.2 16.6 18.4 19.9
7.7 ©.5 12.3 14.5

- -10.9 15.1 11.0

- 273 SiES 25.8

= =193} 46.1 55.1

= 34.5 52.8 56.9
SIS 125.5 130.7 —
17.9 17.5 231 —

26 The private sector comprises the sectors of non-financial corporations, households, non-profit institutions serving households,
other financial intermediaries, financial auxiliaries, insurance companies, and pension funds.
27 It is composed of confidence indicators in industry, construction and retail, and the consumer confidence indicator.

31



NARODNA BANKA SLOVENSKA

Non-financial corporations and households

VWUV

2 M

-40
2002 2003 2004 2005 2006
== |ndustry === Construction
== Retail == Services

2006, with agriculture and education also moving
into the black. In terms of contribution to overall
profits, manufacturing remained in trend decline
and the sector of transport, storage, post and tel-
ecommunications recorded the largest increase.

A certain imbalance in the profitability of non-finan-
cial corporations (noted in the Financial Stability
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Report 2005) persisted in 2006. The sharpest
rise in profitability was reported by the mining and
quarrying sector, followed by the production and
distribution of electricity, gas and water sector.
The rise in profitability in these sectors was also
related to the highest increase in sector’s product
prices in the domestic market. In the production of
metals and metal products sector, the gross profit
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margin increased despite prices rising more slowly
than in 2005.

At the aggregate level, corporate performance is
approaching EU-25 parameters

The improving financial position of non-financial
corporations is also reflected in the development
of net entrepreneurial income?® (the income of non-
financial corporations before payment of dividends
and net of depreciation). The ratio of net entrepre-
neurial income to net value added generated in the
non-financial corporations sector is close to the
profit margin. From 1999 to 2005, it rose sharply
and even surpassed the average level for euro area
countries and for the EU-25. The relatively high
proportion of own funds of financing, expressed as
the ratio of net disposable income?® to net value
added, declined in 2005, largely because of the
high level of dividend payments and reinvested
earnings on FDI.

Firms are financed from several sources; bank
loans are not predominant
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As regards sources of financing, the liabilities’
structure of non-financial corporations includes
a large proportion of funds (53%) under other li-
abilities (trade credits and advances, outstanding
liabilities), which indicates a high share of trade
credits and inter-company debt. Shares and other
interests accounted for 20% of total liabilities, while
bank loans (the direct relationship with the bank-
ing sector) constituted 18%. Bond issues were the
least significant source of financing in the sector,
with a 9% share of financial liabilities.

== (Operational loans
== Real estate loans

Loans to non-financial corporations rose, while
credit risk indicators improved

Loans extended by domestic banks to enterprises
rose slightly in 2006, to 20% (compared with 17.5%
in 2005). Loans in foreign currencies recorded
the stronger growth and increased their share of
total corporate loans to 33%. In the breakdown
by sector, there was an increase in lending to the
non-tradable sector (including the sectors of real
estate and business services, wholesale trade,
retail trade, transport, construction). Loans to

28 Net entrepreneurial income is the indicator in the System of National Accounts (SNA) which is closest to the concept of current
profit in corporate accounting. It represents a company’s net operating profit after meeting expenses directly related to their
production activities, plus property income from asset holdings and less interest and rent paid (in relation to land).

2% For non-financial corporations, net disposable income is the income remaining after liabilities to employees, the state, share-

holders and other creditors have been met.
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manufacturing enterprises remained at the same
level as in 2005.

The quality of the credit portfolio showed a modest
improvement in 2006: the proportion of corporate
loans that are non-performing was 3.9% as at the
year-end, representing a decline of 2.2 percentage
points year-on-year. Non-performing loans also fell
in absolute terms (by more than SKK 4 billion),
mainly due to non-performing loans being written
off with previously created provisions.

3.2 Household sector

The trend of growing consumer confidence con-
tinued

The consumer confidence indicator fluctuated
above its long-term average in 2006, with the mood
of confidence rising particularly sharply in the sec-
ond half of the year. Growing optimism (a rise in the
share of positive assessments and decline in nega-
tive ones) was recorded for each component of the
consumer confidence indicator - expectations for
the economy, for unemployment, for the financial
position of households and for saving. By the end
of the year, the consumer mood in Slovakia was at
a higher level than the EU-25 average.
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Rising household confidence was based on
growth in employment and household income

The demand for labour in the labour market
continued, with the employment rate rising by
3.8% (according to a labour force survey) and the
unemployment rate falling to 13.3%. Real wages
increased in all sectors of the economy, albeit more
slowly than in 2005.

The gross household savings rate rose sharply

The trend rise in the household savings rate can
be seen as a positive development given that
households need to create reserves in order to
finance their liabilities. Even excluding savings in
pension funds, the savings rate increased in 2006.
In comparison with savings rates in other EU-25
countries and in the euro area, the rate in Slovakia
remains relatively low.

Household disposable income rose, mainly
owing to growth in wages and entrepreneurial
income

The growth in the gross disposable income of
households was largely accounted for by higher pri-
mary income,3° out of which the bulk of household
debt repayments are met. The rise in secondary
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income® made a much smaller contribution to the
growth in disposable income. Another factor behind
the higher disposable income was the slight decline
in paid income of households.*?

As interest rates rose, households turned their
attention to bank deposits

The movement in yields on different products
brought about a change in the structure of finan-
cial assets in 2006. Investment in mutual fund
(money market) shares had begun to decline in
2005, and this trend accelerated in 2006, with
households transferring some of their money into
shares of mutual funds other than money market
funds. To some extent, households also revisited
bank deposits, especially time deposits. The growth
in bank deposits in 2006 indicates that financial
assets are again being partly transferred from less
liquid to more liquid forms, which households can
utilize at shorter notice in order, where necessary,
to meet debt repayments. The fastest growing seg-
ment of the Slovak financial sector was Pillar Il of
pension saving.

1999 2000 2001 2002 2003 2004 2005 2006

B Primary income

B Gross disposable income
B Secondary income

=== Paid income

Households are changing the structure of their
assets in favour of non-financial assets

Over the longer run, there is a clear trend of house-
holds shifting their assets into non-financial forms.
Comparing the cumulative rises of financial and
non-financial assets from 1996 to 2005, the ratio
of non-financial assets to total assets increased
from 15% in 1996 to 30% in 2005. Household
liabilities have increased at a similar pace to non-
financial assets (see Annex 1 for more details).

Household debt vis-a-vis income and financial
assets has increased

The liabilities of households increase more quickly
than their financial assets, and, therefore, the
ratio of liabilities to financial assets is rising; after
reaching 43.5% in 2005, it has already exceeded
the ratio in euro area countries. Likewise, the
debt of Slovak households in relation to their
gross disposable income is going up, although
it remains relatively low in comparison with euro
area countries. The ratio of loan repayments to

30 Primary income comprises income from work (wages and salaries), income from business (gross mixed income) and property

income (income less expenditure).

3t Secondary income comprises social benefits and other current income transfers.
32 Paid income comprises current taxes on income, property, social contributions and other current expenditure transfers.
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gross disposable income continues to climb, and
in the third quarter of 2006 it stood at 4.2% of
gross disposable income. At the aggregate level,
households have sufficient income to meet their
liabilities.

At the micro level, household debt was concen-
trated within a narrow group

An indication of household debt3® at the micro
level is given by the Survey of Income and Living
Conditions of Households that the Statistical Of-
fice of the Slovak Republic conducted in 2005.
Indebted households made up 3.5% of the total
sample of households.?* Borrowing was higher
among higher-income households. The average
ratio of monthly repayments of loans for house
purchases to monthly disposable income stood
at 21%, rising to 24% if the number of household
members in relation to current expenditure is
taken into account. As regards household credit
risk, it is significant that a relatively risky group of
households with a high ratio of loan repayments
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=== Deposits repayable on demand
=== Deposits with an agree maturity
== Deposits redeemable at notice

to income (more than 60%) held 16% of the total
amount of loans. Simulations of the effect of an
interest rate increase on loan repayment have re-
vealed that the ability of households to repay their
loans would not be significantly affected by a rise
in instalments, but they would be more adversely
affected by a decline in disposable income.

Households continued to draw an increasing
amount of credit in 2006, although the pace of
growth was slower than in 2005

Among household loans, house purchase loans
and consumer loans recorded the highest growth
in 2006. The raising of interest rates in 2006 was
reflected in household behaviour: the preference
of loans secured by real property on an initial
rate fixation of up to one year declined from a
significant level in 2005. The proportion of non-
performing loans as at the end of 2006 stood at
3.2%, representing a slight increase year-on-year.
Relatively the highest default rate was reported by
consumer loans.

33 A detailed analysis can be found in the Report on the Results of the Slovak Financial Sector Analysis for the first half of 2006.
As the information is based on a sample statistical survey, it is affected by statistical error.
34 The survey did not include building loans, intermediate loans, consumer loans, or current account overdrafts.
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3.3 Medium-term risks in the non-
financial corporations sector and
household sector

The strong growth in loans extended to households
and to non-financial corporations means that devel-
opments in these sectors are making the banking
sector increasingly dependent on the domestic
business cycle. There is, however, a reverse con-
nection: by taking the opportunities offered by the
domestic environment and by being ready to lend
to the private sector, banks are supporting the eco-
nomic boom, that is, they are acting pro-cyclically.
Any shocks in the domestic environment and in
the financial balance sheets of the corporate and
household sectors could have a greater effect on
increasing banks’ credit risk. But given the strong
ties between banks and their parent undertakings,
mostly based in euro area countries, the dominant
factor may in fact be developments in the home
countries of these parent undertakings.

* Changes in the sectoral structure of lending to non-
financial corporations in favour of the non-tradable
sector

* Indebtedness of lower-income households

* The short-sighted and pro-cyclical behaviour of
households when investing in funds is exposing
them to the risk of an inefficient allocation of sav-
ings, or rather an unfavourable risk/return ratio

At the macrolevel, the financial position of the
non-financial corporations sector is now stable
and credit risk in the sector is on the whole
mild

In the medium term, however, a risk could arise
if financing of the non-tradable sector became
more firmly established (especially the financing
of commercial real estate and residential real es-
tate construction), which could eventually squeeze
growth in more productive investments. Another
risk to this segment is its sensitivity to real estate
price development.

A part of loans to enterprises are in foreign cur-
rency, but that share is considerably lower than
in other new EU Member States. As a result,
Slovakia has less of a problem with exposure to

foreign currency (euro) developments. We expect,
moreover, that enterprises are hedging these loans
in their balance sheets. The foreign exchange risk
of Slovak households is insignificant owing to the
low proportion of household loans that are in a
foreign currency.

Non-financial corporations could face a certain risk
from external debt exposure, which has been rising
in recent years. Especially the short-term debt of
entrepreneurial entities rose. On the other hand,
some of the debt is in the form of intercompany
loans from foreign parent undertakings.

Rising debt is making households more vulner-
able to negative shocks

Indebted lower-income households represent a
particular credit risk, since they are the first whose
debt servicing ability could be affected by a decline
in disposable income. The current quality of the
credit portfolio appears to be good. Because of the
growth in new loans, the ratio of non-performing
loans to total loans is not increasing.

The fact that small investors are allocating sav-
ings inefficiently on the basis of incorrect invest-
ment decisions points to the need for financial
education of retail investors

From previous developments, it can be concluded
that retail investors are behaving short-sightedly
when investing their disposable funds. The growth
in investments in mutual funds in 2004 and 2005
was largely related to low interest rates in finan-
cial markets and the efforts of customers to earn
more on their disposable money by making riskier
investments. Conversely, the interest rate rise
in 2006 and decline in returns on several funds
gave households the incentive to again keep their
money in bank time accounts. Another risk is the
procyclical behaviour of small investors when de-
ciding to invest in higher-yielding - and therefore
riskier - assets, such as shares. Investors have a
tendency to buy equity fund shares in a rising mar-
ket and to sell in falling market, or they make their
decisions on the basis of the fund’s past returns.
This phenomenon is widespread in developed
foreign markets and may now to a certain extent
be present in Slovakia, too. The result is that small
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investors are not allocating savings optimally in  professional intermediaries, requires knowledge
regard to the risk-return ratio. It is clear that invest- and information. This also points to the need for
ing in financial markets, even when done through financial education of retail investors.®

35 The same conclusions also apply to the short-sighted behaviour of banks’ customers in regard to the interest rate fixation on
mortgage loans (mostly fixed for the short term) and the fact that customers are increasingly opting for unit-linked life insurance
(see Part 4.2.1). In both cases, the banks or insurance companies are transferring the interest-rate or market risk to their cus-
tomers. This raises the question of whether customers understand the risks and are able to manage them better than financial
institutions. Financial education is also covered by the Green Paper on Retail Financial Services, published on 2 May 2007, in
which the European Commission sets out its vision of future EU policy in retail financial services.
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4 Financial sector

In 2006, the Slovak financial sector®® comprised
mainly banks, insurance companies, asset man-
agement companies (collective investment), pen-
sion fund management companies, supplementary
pension companies (insurance companies)® and
securities dealers (SDs). As at 31 December 2006,
these institutions managed assets worth almost
SKK 1,759 billion, which represented nearly 107%
of GDP at current prices. For the year from Decem-
ber 2005, the amount of managed assets and as-
sets increased by SKK 62.5 billion, or 3.7%. That
represented a substantial slowdown in comparison
with the 12 months of 2005, when the financial

O Banks 80.1%

B Supplementary pension companies and
supplementary pension insurance companies 1.2%

@ Pension fund management companies 1.6%

B Non-bank securities dealers 1.5%

B Mutual funds 7.4%

@ Insurance companies 8.2%

sector reported growth of SKK 318 billion, or 23%.
The main change occurred in banks’ assets, which
increased by only SKK 4 billion mainly owing to an
outflow of short-term foreign capital in the second
half of 2006. Although the banking sector recorded
minimal growth in 2006, it maintained its dominant
position in the Slovak financial sector. As at the
end of 2006, banks held net assets worth SKK
1,409 bhillion, representing 80.1% of the assets and
managed assets in the financial sector (see Chart).
Overall, therefore, the long-term trend decline in
the banking sector’s proportion of total assets is
continuing (down from 83% in 2005).

4.1 Banking sector

4.1.1 Key performance trends in banking sec-
tor liabilities in regard to financial stability

The Slovak banking sector as a whole has so far
had sufficient stable domestic funds at its disposal

In 2006, the structure of banking sector assets was
most altered in July, when deposits of foreign banks
fell by SKK 98 billion.3® This resulted in a sudden
rise in the proportion of claims against custom-
ers and in liabilities arising from securities issues
(Chart 36). For the financial stability of both the
banking sector as a whole and individual banks, it
is positive that lending growth in 2006 was accom-
panied by an increase in customer deposits (retail
and corporate) and by the issuance of bonds (Chart
37 and Chart 38). Most banks reported a slight
decline in the loan-to-deposit ratio during 2006
and an end to the rising trend in the ratio average

36 The financial sector is understood to mean financial companies subject to regulation by the NBS.
37 In 20086, the transformation of three supplementary pension insurance companies into supplementary pension companies was
completed; as at the year-end there remained one supplementary pension insurance company operating on the market, and its

figures for December 2006 are estimated.

38 Foreign deposits declined by SKK 131 billion year-on-year (43%) and amounted to SKK 170.4 billion as at 31 December 2006.

39



NARODNA BANKA SLOVENSKA

Financial sector developments

100

IH W
80
60
40
20
0 T T

2004 2005 2006

O Securities and others
B Non-current liabilities

B Funds from customers
B Funds from banks

that dated back to 2005. Therefore, in comparison
with other EU countries, the Slovak banking sector
has at its disposal a sufficient amount of customer
funds and funds from bond issues.

The largest growth in retail deposits was in house-
hold deposits and time deposits

Retail deposits increased by 15% year-on-year, from
SKK 396 billion to SKK 456 billion, mainly as a
consequence of rising interest rates. Time deposit
balances recorded the fastest growth, as they were
the most responsive to interest rates and represent
the most logjcal alternative to investments in mutual
funds.®® From the view of currencies and counterpar-
ties, the increase in retail deposits was almost exclu-
sively confined to koruna deposits of households.

Growth in corporate deposits is related to in-
creasing activity

The second most important component of funds
from customers is liabilities to enterprises (non-
financial corporations). Whereas there is a positive
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correlation between time deposits of households
and interest rates, no such link can be seen with cor-
porate deposits. Given the approximately constant
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39 On the one hand, a relatively strong correlation can be seen between the amount of retail deposits and the interest rate on these
deposits; on the other hand, there is a certain negative correlation between the net asset value of mutual funds and the rate
of return on these funds, which in the case of bond funds is related to interest rates. All the indications are that the amount of
household financial assets, and especially its growth, is invested either in bank deposits or mutual funds, depending on interest

rates developments.
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number of enterprises, the growth in their deposit
balances has more to do with the expansion of their
activities or rather the creation of surplus liquidity.

4.1.2 Key performance trends in banking
sector assets in regard to financial stability

Loans to customers were the fastest growing as-
set item, maintaining a trend of recent years

The main effect of continuing growth in loans to
customers has been on the structural change in
banking sector assets. In 2006, the volume of
lending in the banking sector rose by 20% year-on-
year and accounted for 46% of total assets as at
December (Chart 39). Most of the growth was in
loans to households and enterprises. Banks’ invest-
ments in securities also declined, largely caused
by the maturity of a portion of government bonds.
The share of foreign equity and debt securities also
declined substantially.

The increase in corporate lending in 2006 was
driven mainly by loans to small and medium-sized
enterprises and loans for commercial real estate

In 2006, loans extended to enterprises rose by 20%
in absolute terms. The proportion denominated in
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the domestic currency increased by 26% year-on-
year, to almost 70% (Chart 40). Foreign currency
loans also increased, but to a lesser extent than
koruna loans. According to information from banks’
lending staff, the focus of bank lending is increas-
ingly on small and medium-sized enterprises, pri-
marily for the financing of long-terms investments
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as well as operating capital. At the same time,
some banks have been relaxing credit standards
for small and medium-sized enterprises, mainly in
response to competition from other banks. As for
lending to large enterprises, standards have tended
to remain unchanged. Even so, some banks have
also been tightening standards because of the
riskiness of selected sectors and changes in the
risk management system. Broken down by sector
(Chart 41), the growth in corporate lending in 2006
was driven mainly by loans for real estate develop-
ment (up by SKK 15 billion year-on-year), loans for
retail and wholesale trading (SKK 15 billion), loans
in the transport sector (SKK 10 billion) and loans
in the construction sector (SKK 6 billion).

Retail loans were predominantly extended to
households, whose increasing demand was
mainly for house purchase loans

Retail loans increased year-on-year by almost SKK
58 billion, or 32%. More than 98% of them were
denominated in the domestic currency, and over
92% were extended to households. House pur-
chase loans continued to report the fastest growth,

and accounted for almost 65% of retail loans as at
the end of 2006. With a share of 13%, consumer
loans were the second most significant item in the
retail lending portfolio (Chart 42). The increase in
demand was largely based on positive macroeco-
nomic developments and growth in household
income, as well as positive expectations for the
future. Another key factor was the rising prices of
real estate*® and the related change in spending on
property purchases. For banks, it is also relevant
that as property prices increase, so too does the
value of collateral. In the second half of the year,
some banks relaxed credit standards particularly
for house purchase loans. This was largely related
to competition from other banks and banks’ expec-
tations of an increase in property prices. Certain
banks tightened s