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Financial market -

development

and new trends in regulation

Ing.Vladimir Dvordcek

Executive Director of the Financial Market Supervision Departmnent

we highlight.

The development of the crisis may be documen-
ted in the banking sector based on its credit acti-
vity with regards to households.

Based on our analysis we reached the conclu-
sion that households have been showing increa-
sed demand for housing credits in the recent pe-
riod. They use credits predominantly to refinance
their old credits that had been provided under
less advantageous conditions, or to secure a hi-
gher standard of housing. However, according to
the most recent data this trend is not durable and
cannot be used to clearly show the revitalisation
of construction in this segment.

Apart from the analysis of the current situation
in the banking sector, we also deal with the Euro-
pean discussion on introducing guarantee sche-
mes in the insurance industry sector.

We point out the pros and cons of this solution
and deal with the impacts of establishing such
schemes under our conditions.

Introducing guarantee schemes is related to
increased moral risk and request for public funds.
The financial services provided by insurance com-
panies are very varied, and in some cases the in-
troduction of such a scheme is unjustified. At the
moment, changes to the system of deposit pro-

Ndrodnd banka Slovenska

In the Biatec journal for the second time we give a more complex
overview of current developments on the financial market. The
NBS experts from the Financial Market Supervision Department
have been mapping the current situation as well as the
anticipated development on the Slovak financial market that is,
according to the preliminary data, recovering from the negative
development caused by the economic crisis. At the same time
though, new risks and developmental trends have appeared that

tection as well as other changes in the banking
sector are being dealt with by legislative staff.

We will inform you about these changes in sub-
sequent issues of the Biatec journal.

The economic crisis also indirectly exposed the
problems of the sustainability of public financial
resources in relation to adverse demographic de-
velopments in Europe.

The European Commission has therefore pub-
lished a Green Paper on Pensions in which it stri-
ves to present a holistic approach to this issue. It
started by examining the issue of the adequacy
and sustainability of pensions, as well as private
pension companies and the obstacles of cross-
-border undertaking. The Narodna banka Sloven-
ska has actively joined this discussion in its sphere
of activity.

The global financial crisis has led the Europe-
an Commission to develop a new regulatory
framework, part of which is also the modified
organisation of the financial market supervision
architecture.

To date, the final versions of the relevant regula-
tions are yet to be published. We will give a com-
prehensive and critical view of this issue in future
issues of Biatec journal.

Photo: Igor Pldvka



BIATEC

Banking journal

October 2010

Publisher:
National Bank of Slovakia

Editorial Board:

doc. Ing. Jozef Makuch, PhD. (Chairman)
Ing. Viliam Ostrozlik, MBA

Magr. Julia Cillikova

Ing. Juraj Janosik

Ing. Rendta Konecna
PhDr. Jana Kovacova
Mgr. Martin Suster, PhD.

Editorial staff:

Ing. Alica Polényiova

tel: +421/2/5787 2153
alica.polonyiova@nbs.sk
PhDr. Dagmar Kristoficova
tel:+421/2/5787 2150
dagmarkristoficova@nbs.sk

Address:

NBS, Editorial Office BIATEC
Imricha Karvasa 1, 813 25 Bratislava
e-mail: biatec@nbs.sk

Graphic design: Bedrich Schreiber
Typog&lito: AEPress, s.r.o.
Printing: Dolis, s.r.o.

All rights reserved. Reproduction

for educational and non-commercial purposes

is permitted provided that the source is
acknowledged.

Evidence number: EV 2817/08
ISSN 1335 — 0900

C ONTENTS

F AL MARKET
S S N

Main trends and biggest risks in the Slovak banking sector
inthefirsthalfof 2010 ... 2
(Marek Licak, Stefan Rychtarik)

s the increase in new credits in the first half of 2010

(Matej Krémar)

Analysis of interest rates on retail housing loans with fixation

Of UPtO ONE YA ..o it 12

(Jan Klacso)

Guarantee schemes in the insurance system....................... 16
(Peter Palus, Andrea Gondova)

Regulation of pension savings in the European Union

and planned changes ....... ..o 19
(Peter Pénzes, Slavka Polakovicova)

EU COUNTRIES CONVERGENCE

Has the recession had an impact on European integration

(Tibor Lalinsky)

FINANCIAL STABILITY

Household indebtedness in Slovakia............................... 31
(Ing. Anna Strachotovd)

volume 18, 8/2010 'I




F1 NANCI AL M A R

K E T

S UPERWVISI ON

Main trends and biggest risks
in the Slovak banking sector
in the first half of 2010

Marek Li¢dk, Stefan Rychtdrik
Ndrodnd banka Slovenska

After 2009, in which the economic and financial crisis was more evident, the first half

of 2010 brought a certain revival to the domestic banking industry. The significance of
some risks lowered while some others were more strongly reflected. There were also some
new trends that may become the source of other risks in the future. The overall situation
remains open, especially considering the future macroeconomic situation and interest

rate developments.

MAIN TRENDS IN THE BANKING INDUSTRY
In spite of a certain stabilisation of the domestic
and foreign economic development, banks be-
haved quite prudently in the first half of 2010.

Several trends recorded in 2009 continued, es-
pecially investments into government bonds. In
this way, the banks partially compensated for the
decrease in financing the entities of the domestic
real economy, especially the enterprises. A signifi-
cant part of debt securities purchased was tradi-
tionally represented by domestic government
bonds. However, in some banks investments into
foreign government bonds also increased in the
first half of 2010. It is interesting that the biggest
growth was recorded by the bonds of countries
that at the same time recorded quite a significant
decrease in prices.

The mentioned trend of the decreased financ-
ing of the enterprises was seen in the majority of

Chart 1 Share of foreign debt securities on the to-
tal volume of bonds according to countries (in %)
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banks. Banks in general treated the enterprises
quite prudently as was reflected in quite strict
credit standards.

The decrease in loans, however, was also influ-
enced by demand development on the side of
enterprises. In spite of the improving financial po-
sition of the enterprises, several indicators were
far from the levels of 2008. Enterprises reported a
quite high portion of unused production capac-
ity which was reflected mostly in low demand for
investment loans.

A revival was recorded with loans to house-
holds, especially housing loans. The dominating

Chart 2 Change in the volume of loans in individu-
al business industries from the beginning of 2010
(in %)
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Chart 3 Year-on-year increase in average volume
of loans to households for housing in a given
quarter (in EUR billions)
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factor of the revival was the increase of demand
for new loans on the side of households. This was
especially thanks to the current period of low in-
terest rates, economic stabilisation, and improve-
ment of confidence indicators. The trend of de-
crease in prices of real estate prices for housing
also had a positive effect.

The policy of banks for household financing did
not change significantly. The majority of banks
did not change credit standards and focused
instead on promotions and the simplification of
loan processes.

Especially quite low interest rates caused the
volume of new loans to increase significantly.
May and June 2010 - in absolute numbers - also
exceeded the months of 2008 that was the best
year in the history of providing loans for housing.
However, it was not reflected significantly in an
overall increase of loans. In other words, clients
were making use of the period of low interest
rates especially for financing existing loans, and
the volume of loans flowing into the real econo-
my increased only slightly.

These changes were also partially reflected in
the market shares of individual banks. However,
the trend from the beginning of 2009, when as a
result of different credit policies of banks the mar-
ket shares started to change more significantly,
more-less continued. About 75% of new loans in
the first half of 2010 were provided by three banks
only. Similarly as with the development of new
loans, not all banks participated equally in the
month-on-month increase of positions.

On the side of passive operations of banks,
it was mainly the development of deposits by
households that was interesting. While 2009 was
influenced by the consequences of the conver-
sion to the euro, in 2010 the situation in the de-
velopment of deposits changed and started to
increase both in month-on-month and year-on-
year comparison. In the first half of 2010, the de-
velopment in the area of deposits by households
was again in line with with its long-term trend.

Chart 4 Share of selected banks on term deposits
(in %)
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However, low interest rates were reflected in
the structure of deposits by households. Clients
were transferring term deposits with maturity
up to one year to longer maturity periods. They
provided higher yields to clients. Part of term de-
posits was moved to investment funds. Similarly
as with loans, market shares also changed with
household deposits. It was mainly reflected in the
share of selected smaller banks attracting clients
with new products, and higher interest rates.

FINANCIAL POSITION OF THE BANKING
INDUSTRY

The overall financial position of domestic banks
improved in the first half of 2010. The total net

Chart 5 Change in the structure of profitability of
the banking industry (in EUR millions)
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Note: Net provisioning and reserves creation also includes net pro-
fit from the assignment of receivables from clients to third parties,
i.e. adjustment by income or expenses at the sale of receivables
not paid
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Chart 6 Share of net provisioning and reserves creation to own
funds (in %)
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profit generated in the first half of 2010 increased
on a year-on-year basis by more than a third.
However, the development in individual banks
was quite heterogeneous. Despite of an improv-
ing ability to generate profit, the level is still be-
low the pre-crisis levels.

This positive trend in profitability was influ-
enced by several factors. The domestic banks
mainly made use of the shape of the income
curve, still offering an interesting interest rate dif-
ferential. This was reflected especially in the in-
crease of interest incomes from households. The
banks utilized the decrease of costs of deposits.
The income of loans decreased slightly, but the
rate of such decrease was much lower than with
the costs of deposits.

The interest rate differential between the short-
term and long-term rates was also used by banks
for the increase of income by the increase of pur-
chased debt securities' volume. These deals were
largely financed by short-term operations on the
inter-bank market.

The decrease in operating costs in the banking
industry continued, as a result of which the oper-
ating efficiency of banks increased in total.

The net provisioning also had quite a positive
impact on profiability. From the point of profit
generation, we can assess positively the fact that
in comparison with the first half of 2009 the net
provisioning recorded only a minimum increase.
However, the structure of the net provisioning
changed because the higher share of provisions
on household loans. Nevertheless, the decreasing
tendency of non-performing loan coverage by
adjustments continued.

In the first half of 2010, the trend of growth
of capital adequacy continued. In this way, the
banks increased the so-called buffer for manag-
ing unexpected losses. The capital adequacy of
the sector was 13.2% by the end of the first half
of the year. We can see a similar development as
with the indicator of capital adequacy, also with

4
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Chart 7 Capital position in the banking industry
(in %)
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Notes: The values for Tier 1, Tier 2 and Tier 3 on the left vertical axis
are provided in EUR billions. On the right axis is the indicator of
capital adequacy (PVZ) and the minimum value of capital adequ-
acy indicator in the banking industry.

the development of the Tier 1 ratio that achieved
12% in June 2010.

Several banks increased own funds by means
of retained earnings., Almost 40% of the profit
generated in 2009 remained in the industry in
the form of own funds. The increase of capital ad-
equacy was also influenced to by the decrease of
risk-weighted assets. It was mostly the lower loan
activity of banks to enterprises that was reflected
in the the requirements on credit risk coverage on
exposures to enterprises on a year-on-year basis.

CREDIT RISK OF HOUSEHOLDS

The sensitivity of households to the deterioration
of the economic situation became evident in 2009.
The decrease of employment rate and the nega-
tive impact on the incomes of households contrib-
uted to the increase in non-performing loans.

Chart 8 Non-performing loans to households
(in %)
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Chart 9 Share of loans for housing against GDP
in individual countries (in %)
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The gradual slight improvement of the situation
on the labour market — especially in the first half
of 2010 - led to a decrease of stress at the repay-
ment of loans. The result was a slow-down in the
pace of non-performing loans'volume growth.

The development of the volume of non-per-
forming loans, however, does not show the level
of credit risk the banks undergo. In addition to the
overall macroeconomic development, credit risk
is linked to other factors. These are especially the
current rate of indebtedness and the sensitivity to
an increase in interest rates determinig the ability
of households to manage any potentially nega-
tive development.

In this context it is positive that overall indebt-
edness in Slovakia is still quite low, although the
debt-to-income ratio is up to 60% with low-in-
come groups. The significant decrease of the
share of loans with short fixation of interest rates
on new loans is a positive trend. On the other
hand, the majority of loans for housing are still
represented by loans for which the amount of
instalment depends on financial market devel-
opments. The potential increase of interest rates

Chart 10 Non-performing loans to businesses
(in %)
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would in most cases lead to a direct increase in
instalments.

CREDIT RISK OF ENTERPRISES

In spite of the decreasing pace of non-perform-
ing loans'growth, the credit risk in the non-finan-
cial sector seems to be more significant than with
households.

The main reasons include a realtively high de-
pendence of main debtors of banks on domes-
tic demand. The high share of loans to industries
such as building, trade, and transportation did not
enable banks to fully benefit from the economic
recovery that was enjoyed especially by export-
oriented industrial companies. It also applies that
in spite of the increase in revenues recorded in

Chart 11 Rate of exposure of banks against the
biggest exporters (in %)
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Chart 12 Comparison of the level of revenues in
individual industries with 2008 (in %)
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1 For more information see the article:
Lintner, V., Rychtdrik, S.: Vznam
nehnutelnosti pri zmierriovani kredit-
ného rizika v SR (Importance of Real
Estate for Credit Risk Alleviation in the
Slovak Republic). BIATEC, volume 18,
No. 6/2010.

2 For more information see the article:
Klacso, J, Rychtdrik, S.: Vplyv krizy na
slovensky financny sector v roku 2009
a makrostresové testovanie. (Impact
of the Crisis on the Slovak Financial
Sector in 2009 and Macrostress Tes-
ting). BIATEC, volume 18, No. 4/2010.

3 In macro stress testing for the first
half of 2010 we work with two scena-
rios — with the basic scenario (corres-
ponding to the official prediction of
NBS (P2Q 2010)) and with the stress
scenario “Second wave of crisis” This
scenario has two versions (Second
wave of crisis | and ll) considering
impact gravity.

References:

1 Nérodné banka Slovenska [2010]
Analysis of the Slovak financial
sector in the first half of 2010.

2 Methodical explanations to the
analysis of the Slovak financial
sector in the first half of 2010.

Chart 13 Non-performing credits in individual
business industries (in %)
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recent months in the majority of industries, their
overall level is still below the values of 2009.

Another important risk factor is represented by
commercial real estate. Complicated situation on
this market, high concentration of loans, high vol-
ume and the high rate of non-performing project
occurrence makes this segment one of the major
risks that the Slovak banking industry is facing in
the short-term.’

Unlike other non-financial industries, this seg-
ment shows quite high sensitivity to potential
increases in interest rates.

RISk OF SOVEREIGN STATES

The first half of 2010 revealed a new dimension
of the credit risk of sovereign states. The develop-
ment on markets of government bonds in April
and May clearly shows the significant lack of con-
fidence of financial markets. The situation was not
sufficiently calmed even after the intorduciton of
unprecedented measures implememtned by
governments and central banks. Several govern-
ment bonds issued by EU countries still consid-
ered by the banking regulations to be risk-free
from the point of capital requirements remain
on significantly low values. Although this situa-
tion does not represent the same risk for all the
banks, it represents a potential risk for the domes-
tic banking industry.

6 volume 18, 8/2010
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MARKET RISKS
The exposure of banks to market risks remains
quite low. Similarly as with the risk of sovereign
states, exposure to market risks is also concen-
trated in selected banks. This applies to equity risk
and interest rate risk in the banking book.

The liquidity risk did not change significantly in
the first half of 2010, and in the context of credit
risk it remains less important.

MACRO STRESS TESTING>

Regular macro stress testing proved the im-
provement of the Slovak banking industry’s abil-
ity to face a potentially negative development.
Improved robustness is mostly the result of the
strengthened capital position in most of the
banks banks.

The scenario of “Second wave of crisis™ expect-
ing a decrease in economic activity, growth of
unemployment, and probabilities of default, de-
preciation of euro against US dollar, and the de-
crease in interest rates confirmed the importance
of credit risk remaining the main source of losses
for the Slovak banking industry. As a positive fact
can be consdered the ability of banks to largely
cover the costs of provisioning by their income,,
especially by its interest component.



F I NANCI AL M A R

K E T

SUPERVISION

s the increase in new credits
in the first half of 2010 an
indication of the crisis end?

Matej Krcmdr
Ndrodnd banka Slovenska

The first half of 2010 brought a significant increase in new loans for housing'. This increase
even exceeded the months of 2008 which is still considered the top year in new loan
provision on the Slovak market. This fact naturally evokes the proposition that the crisis is
behind us and the market is back to a growth condition, it could even look like it is better
than before its recent significant slow-down. Is it really true?

The starting point is the fact that the growth of
new loans in the first half of 2010 was not reflect-
ed in the same speed of growth of the volume of
loans for housing, and the question is why this is
so. The high pace of year-on-year increase of the
volume of loans up to 29% from mid-2008 was
influenced by the slow-down up to the level of
11% by the end of 2009, and the pace of growth
of the volume of loans for housing to households
did not become more intense even in the month-
on-month comparison between the second and
fourth quarters of 2010.

In the first part of this article we will take a look
at the impact of new provided loans on the real
estate market. The question is whether the de-
mand for real estate grew with the increased of-
fer of new loans. Or from the opposite point of
view, whether the increased offer and decrease of
prices of real estate did not cause pressure on the
demand for loans.

In the second part we will analyse why the
volume of loans in banks grew at a slower rate,
namely also in relation to consumer behaviour.

INFLUENCE OF NEW LOANS ON THE REAL
ESTATE MARKET

The significant growth of new loans to house-
holds, especially in the second quarter was the
mainly surprise of the year 2010. May and June —
in year-on-year comparison — achieved growth of
up to 64%. The volume of new loans provided in
the second quarter of 2010 achieved the amount
of € 1.057 billion, so it is appropriate to ask where
the sources were flowing, or how these flows of
finances were reflected in the real economy — on
the real estate market in the form of the sale of
new and old real estate and the growth of con-
struction. To some extent the development is in-
fluenced by the cycle of providing new loans in
the course of the current year having two peaks,
namely in the second quarter and by the begin-
ning of the fourth quarter.

The previous development shows that the real
estate market in Bratislava and the region of Brati-
slava is the first and also the one with the biggest
weight reacting to the changes. As this market
is the most significant within the whole SR, only
data from this area was used.

For several quarters the development on the
real estate market for new flats in Bratislava has
troubled many developers. According to research
done by Lexxus, there are still many unsold free
completed flats on the market, and from mid-
2009 the number increased from several hun-
dreds (858) to more than 2,700 flats in the third
quarter of 2010. In spite of the fact that the prices
per square meter fell and many discounts are of-
fered, no major growth trend in sales but rather
only volatility can be seen. One of the reasons
may be the fact that the construction of these
flats started during the boom in 2008 when in-
put prices were higher, and for this reason there

Chart 1 Development of new loans for housing
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1 Loans for housing are loans secured
by a real estate, specifically mortga-
ges, other loans for real estate, and
other loans (so-called American
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Chart 2 Developments on the primary and secondary property
market and the new building market
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Chart 3 Number of new building permits and building approvals
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2 Secondary property market - sale
of land, family houses after building
approvals and old flats

3 Data from Property Price Map for
Bratislava region for the last four
quarters (4Q/09 - 30/10)

4 New building market — started and
completed flats based on issued buil-
ding permits and building approvals.
Source: Statistical Office of the Slovak
Republic, macroeconomic statistics,
long-term property.

is an economic and psychological barrier on the
side of developers regarding a decrease of prices
to the level accepted by consumers which would
result in the decrease of profit or loss. The devel-
opers prefer to wait until the market has revived
with prices similar to those of the past. The crisis
also weakened the position of developers when
determining conditions on the new flats market
against banks and clients without adequate re-
spect for potential risks. Not just anything is being
bought at present as was the case in the past.
Although during the last five quarters we saw a
decrease in the total number of free flats (total free
flats, both completed and under construction),
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no significant increase in demand is seen, wheth-
er due to the withdrawal of flats from the market
or mainly owing to the fact that no residential
building projects started. It is widely known that a
certain part of free completed flats is non-market-
able owing to the relationship between price, size
and poor layout. Therefore, it cannot be assumed
that the growing offer of completed flats will ex-
ert pressure on demand for loans.

A moderate recovery is seen on the secondary
old property market? while the available data®
indicate that it is to a certain extent dependent
on the provision of new loans with a one quarter
delay. The recovery is, in a way, logical, as prices
on the market dropped and old property is more
easily available in terms of both price and time. At
the same time, a mild increase is seen in demand
for land and family houses.

From the last quarter of 2008 a falling trend can
be seen on the new building market* in started
residential building, with a soft recovery at the
end of 2009. It means that both developers and
individual builders put their building plans on
hold. Although the development of started build-
ing projects was hit by the crisis right away in the
first quarter of 2009, so far almost no response to
the crisis has been seen in building approvals, as
most flats in family and residential houses were
completed just in 2009. Comparing the develop-
ments in building with the provision of new loans
reveals a certain time dependence between start-
ed and finished property on one side, and the de-
mand for loans within two years on the other side.
The increase in the number of started flats does
not necessarily mean an increase in demand for
loans; however, it can be expected at the time of
building approvals.

This is natural, as the purchase or building of a
new property is a sizeable investment in which
own funds are invested in the first phase. In the
second phase, external funds are applied, mainly
bank loans, which are often additionally increased
compared to the original plans, and the most in-
tense draw-down is seen at the time around flat
inspection.

Certain inaccuracy of data and the time discrep-
ancy between the sale and the beginning of con-
struction of new residential building in relation
to the increase in new loans owing to different
methodology can cause that the increase in new
loans will not be seen in data about sales of new
property. While banks report higher growth rates
in new loans and volumes, this will not be seen
on the primary market through increased quan-
tities as purchases of new flats or started build-
ing projects have already been registered in the
past upon signing a sale and purchase agreement
and/or upon the issuance of a building permit.

There is another interesting phenomenon
that becomes evident in the examined relations;
it is ignored at the moment, but it can have an
inversely proportional impact, up to the extent
that loans will experience either a mild increase
or a decline, while sales and new loans will expe-
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rience more intense growth. The aforementioned
phenomenon is the change in housing trends in
terms of one life-long property. It means that at
the beginning of their careers, people purchase
starting housing, usually a one-room or two-room
flat with smaller floor space, which is almost fully
financed with a loan. Later, after starting a family
in their middle ages, people replace such proper-
ty with secondary housing - a larger flat or family
house. The fact of purchasing a second residential
property usually financed from the sale of the first
property, own savings and, possibly new loans,
can in various combinations and depending on
the situation on the financial and property mar-
kets cause that the growth in new loans (for the
first residential property combined with a loan or
without a loan for the second residential prop-
erty) and increased residential property (both old
and new) sales will be faster than the growth in
volume of loans as such can be accompanied by
extra payments to settle old loans for the first resi-
dential property.

IMPACT OF THE CRISIS ON BANKS'
STRATEGIES AND CONSUMER BEHAVIOUR
How is the growth of new loans reflected in loan
volumes in banks? The first months of the sec-
ond half of the year indicated a slowdown in the
inflow of new loans® and in August the year-on-
year comparison even ended up in negative fig-
ures. In the following months, the growth rate of
new loans is expected to accelerate, as autumn
is the second busiest season for residential loans
and will be supported by banks" promotional
campaign. However, the high month-on-month
changes prove that actual real demand (after the
effect of the marketing campaigns passed away)
is significantly lower and is approaching the level
of 2009 rather than the levels reached in the years
of pre-crisis growth.

Although it was natural to expect that the enor-
mous growth in new loans would drive faster
growth in loans, this expectation did not material-
ise. During the eight months of 2010, the month-
on-month growth rate in loans increased by 1.1%
on average (May was the only month with an in-
crease by 1.5%), while in 2007 and in the first half
of 2008 the average month-on-month growth
rate in loans was reported at 2.2%.

Loan balance is driven by the inflow of new
loans and by the outflow of repaid loans®. As seen
from Chart 4, from the beginning of 2009 repay-
ment of loans exceeded the incremental growth
in loans and since then the share of repaid loans
in the loan balance is more or less increasing or
fluctuating, but maintaining its position above
the incremental gain level.

The reasons for the slowdown in the growth of
the loan balance compared to the pre-crisis peri-
od can be seen on two levels. Owing to the crisis,
banks got a more realistic understanding of the
risk of default and therefore they focused their ef-
forts on the consolidation of their loan portfolios.
The first level involved the immediate adoption

K E T S UPERVISI ON %

Chart 4 Developments in residential loans (in EUR mil.)
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of strict lending standards for new loans. For that 5 Provided new loans are reported as

reason, some banks almost stopped the provision ~ contracted transactions (signed loan

of new loans and/or provided only loans with

agreements), not an actual drawing
of loans. In the loan balance they can

minimum risk, and consequently lost their previ- be reported at a different amount

ously gained market shares. This diverse approach and, moreover, certain parts can be

f : delayed.
resulted in a slowdown of growth (in some banks 6 Repaid loans are defined as the

even a decline) of overall loan balances. difference between new loans and
The second level involved loan portfolio man- loan balance increments. These are
agement, as there was a threat of losses from loans repaid by the initial due date

. . . and early repaid loans.
increased credit risk as a result of the sharp rise yrep

in unemployment. Slovak banks lacked such real
experience, as the last dramatic rise in unemploy-
ment was in 1998-2002, when mortgage financ-
ing was in the early stages of its development and
indebtedness of the population was substantially
lower. Later on expansionary strategies were
changed into a defensive and consolidation one.
In order to be able to maintain healthy portfolios,
banks responded to the increased credit risk by
offering new loans to restructure the old ones,
aiming to mitigate the potential risk of default.
The historically low interest rates provided (and
still provide) opportunities for mitigation of cli-
ent monthly liabilities through the reduction of
monthly payments and, at the same time, the
long-term interest rate fixation eliminates interest
rate risk, i.e. a sudden increase in monthly liabili-
ties. Both the above described strategies proved
to be successful as there was no dramatic increase
in non-performing loans and the proportion of
non-performing residential loans is below 5%.
This level is slightly exceeded only by other loans
as they are subject to less strict criteria. Addition-
ally, banks managed to redirect client preferences
from short-term interest rates to long-term. By
the end of 2009 the amount of new loans with
long-term rates exceeded the amount of short-
term and keeps growing. Presently, the share of
loans with long-term fixations in new loans is al-
most 50%.

On the other hand, this situation involves risk
as the provision of new loans for refinancing and
consolidation purposes resulted in the “robbery”
of loan portfolios in certain banks, and among
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A

7 Availability of housing (Housing
Availability Index) is the ratio of the
average price of property in the Slo-
vak Republic to either average gross
wage in SR or disposable average
wage.

8 Disposable wage has been calcu-
lated as gross monthly wage less
percentage gross basic (necessary)
monthly expenses for housing, food
and telecommunication per person.

them the highest losses were incurred by building
loans. Their decline has not stopped; it has persist-
ed over the whole period from the beginning of
2010. This trend in the provision of new loans to
repay old ones results in a situation where more
and more new loans are needed per incremen-
tal unit of loan balance. While in February 2009, a
loan of € 1.78 was sufficient to cover € 1 of incre-
mental growth, a year later the amount of lending
needed to ensure the growth of balance was as
high as € 3.6. Presently, in August 2010, the afore-
mentioned figure dropped to € 2.2. Under certain
circumstances banks may face the threat of an
increase in cost of an incremental unit of loan bal-
ance, mainly if such does not involve consolida-
tion within own portfolio.

Another driver, which is likely to be of similar
importance for banks to encourage demand, is
to secure the inflow of new loans as they have
a large amount of free funds available and inter-
est income is one of the major sources of bank
income.

When deciding on credit indebtedness, people
respond most sensitively to job security levels. The
belief in job security, which resulted in increased
indebtedness during the economic upswing, has
been replaced by fear and in many cases actual
loss of employment, which was the reason for the
suspension of loan demand. On the other side,
clients accepted the offered option to consoli-
date their liabilities.

The negative developments on the labour
market during the last year stabilised in 2010 and
the Consumer Confidence Index indicated an im-
provement of the situation. Nevertheless, worries
over the loss of employment with respect to long-
term indebtedness persist. The uncertainty holds
back a substantial increase in demand, which
would be reflected in the economy through in-

Chart 5 Development of the Housing Availability Index
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creased demand for new flats in family or residen-
tial houses, although the prices of all properties
and building materials has dropped.

A peculiar feature of the Consumer Confidence
Index is the “building a house, chalet or cottage”
component, keeping its strongly negative value
(-85) despite the improvement in other items and
total index. It should be noted however, that in
the long-term customers have expressed a nega-
tive attitude to this component, without any sub-
stantial changes whether it was during the eco-
nomic upswing accompanied by growth in loans
or during the economic downturn. Although the
subjective attitudes of respondents and consum-
er behaviour on the credit market differs from
that written in research, it can reflect an adverse
emotional response to high property prices and
high loans for a very long period.

Their perception of the existing situation is
proven up by the Housing Availability Index’.
When comparing a flat sized 50 m? (a two-room
flat), its availability is relatively acceptable and in
terms of time is ranked from 6 to 9 years. Howev-
er, for a flat sized 100 m?, the availability increased
from 12.5 to 17.5 years (in the period from 2004
until present). As to the ratio of the property to
disposable income®, the availability is substan-
tially worse reaching almost 29 years. Despite the
long period, the availability is within the maturity
of residential loans, which is a precondition for an
effective source of financing and development of
residential loans. Nevertheless, customers’subjec-
tive attitude may be a factor as total indebtedness
is high and the repayment period is long.

As the Housing Availability Index (Chart 5) in
all four cases decreased from the peak reached in
2008, the improvement in availability is expected
to become evident in stronger demand for hous-
ing through higher sales of new flats and started
buildings, and in the form of increased growth in
loans and the growth of sustainable demand for
new loans, with low volatility rates. So far, how-
ever, no such trends have been noticed on the
market and uncertainty on the labour market
combined with persisting effects of collective
redundancies have a larger impact on the behav-
jour of the population than the drop in the Hous-
ing Availability Index.

SUMMARY
Although the first half of 2010 showed signs of
improvement, the very beginning of the second
half of the year confirmed that the basis for a
sustainable revival is still uncertain. The level of
uncertainty in personal attitude and the fears of
losing employment counteract the substantial
increase in demand for loans directed to the real
economy. Itis necessary that banks and/or devel-
opers provide stronger support to the demand
for loans in the form of marketing events and
discounts.

It appears that a quarter or half-year are too
short to assess whether the crisis is over or not. A
partial revival is apparent, but the inflow of loans
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has probably been to a large extent tied to the
refinancing of old loans and to additional charges
on building projects started in 2008. Presently,
considering the mutual credit relations with other
sectors, we are unable to conclude with certainty
whether the strong increase in new loans in the
second quarter means improved demand ow-
ing to the improved economic standing of the
population and thus the end of the crisis. We can
conclude that the balance of loans is growing
more slowly than the amount of new loans, and
their reflection in the increase in new transactions
and/or building projects is not clearly seen. How-
ever, we can say with certainty that the amount
of repaid loans and loans that were not drawn
in full exceeds the increments of new loans. On
the other side, however, we do not know exactly
the proportion of early and regularly repaid loans,
loans which were not drawn in full, and consoli-
dated loans in repaid loans within a bank.

The examined factors can be strongly affected
by the time discrepancy in the applied record-
ing methodology, i.e, by the time discrepancy
between the commencement of the construc-
tion and/or purchase in the case of new flats, and

the provision of the loan. On the other side, new
loans are reflected in total loan balance with a
certain time lag. Another factor making it difficult
to clearly identify existing trends is the number of
diverse partial data on the market in various struc-
tures and qualities. To be able to make a compre-
hensive assessment of the existing situation and
risks, necessary data should be prepared in line
with a uniform methodology and made available
from one administrator which would enable the
monitoring of mutual links and relations.

Finally, it can be concluded that the crisis
brought a new experience in the development of
loans in the economic cycle for all participants on
the Slovak market. The positive aspect of the un-
derstanding of real credit risk is both on the side
of banks — in the form of returning standards to
normal, and on side of clients - by defining ac-
ceptable price levels for property in terms of in-
debtedness and the risk of losing a job. On the
side of developers it means fair prices and reason-
able layouts of flats. Such responsible behaviour
restrains the occurrence of a potential bubble on
property market, which is a threat for everyone
from the long-term perspective.

A
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Analysis of interest rates on retail
housing loans with fixation of up

to one year

Jdn Klacso
Ndrodnd banka Slovenska

After the European Central Bank under the pressure of the financial crisis started the
gradual reduction of its basic interest rates and certain non-standard operations,
interbank rates in the euro area dropped to their historical minimumes. The drop in
interbank rates should in time result in the reduction of interest rates on loans provided to

clients.

Asthere are differences between the loan products
of similar types in individual countries (rate fixation
period, maturity of loan, etc) and in the financing
of loans, it is natural that there are differences be-
tween interest rates in individual member states.
In this respect it can be concluded that interest
rates on retail house purchase loans in Slovakia
rank among the highest interest rates in the euro
area, and during 2009 their decline was substan-
tially milder compared to most member states.

Therefore, in the following section we will ad-
dress the issue as to what level the interest rates
on newly provided retail house purchase loans
with fixation of up to 1 year can be explained by
the development of interbank rates and/or other
market indicators.

Based on Unit root tests, interest rates will be
regarded as non-stationary time series of order 1

Chart 1 Developments in interest rates on newly
granted house purchase loans with fixation of up
to one year (in %)

o-

2008 2009 2010

— Slovakia — Finland —— France

Cyprus Ireland Slovenia
— The Netherlands — Austria Greece
—— Portugal Malta = Germany
— ltaly Belgium = Spain
= 12M EURIBOR ~ Euro area (average)

Source: ECB.
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(so called " (1) processes”). If banks really derive
interest rates on house purchase loans from the
level of interbank rates and the determination
method, and/or other market conditions are not
subject to any significant changes, apparently
there is a provable long-term relationship (so
called “cointegration”). As the ECB came up to
non-standard operations and started reducing
its basic rates from the end of 2008, the cointe-
gration relations were tested first for the period
2005-2008 (the next major change for banks was
Slovakia's accession to the euro area in 2009).

After verifying the existence of the cointegra-
tion relations, the EC (error correction) equation
was estimated for client rates in the following
format:

AIR, = o(IR,_, + B, + BIBR,,) +
+¥,+ i (yAIR_, +S,AIBR,,)+€,,
i=1

where IR, is the relevant client interest rate, IBR.
is the interbank rate, adjustment coefficient a
means the response time to return back to the
long-term relationship in the case of deviation,
B, coefficient means to what extent is a change
in an interbank rate reflected in a client rate, and
B, coefficient is the estimate of the long-term
spread between client rate and interbank rate. All
the above three coefficients are expected to have
a negative sign.

As seen from Table 1, a long-term relationship
is provable for rates applied on loans with fixation
of up to 1 year with interbank rates for all matu-
rities, and the estimates provide best results for
rates below 1 year (6M, 9M and 12M). Therefore,
only the aforementioned interbank rates will be
used for further estimates.

As the long-term relationship was provable
for the period 2005-2008, a further question is
whether, and to what extent, does the relation-
ship persist after 2008. To be able to answer the
question, the time series was extended to the end
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B —

Table 1 Estimated coefficients for EC equations with interbank rates — 2005-2008'

Discount rate B, B, a # of lags aR?
1-month -3.2375 -0.6457 -0.2708 1 0.3075
2-month -3.1773 -0.6489 -0.2720 1 0.3438 1 Explanation for Tables 110 6:
3-month -2.7948 -0.7348 -0.2615 1 04134 a~the value of the coefficient in the
estimated EC equation expresses
6-month -1.9822 -0.9100 -0.2427 1 0.5549 the response time to return to the
9-month -1.9376 -09110 -0.2454 1 05744 57”9_4?”7 relationship in the case of
12-month -2.0065 -0.8877 -0.2441 1 0.5799 8.~ the valueofthe coeficient i the
2-year -2.3067 -0.8271 -02227 1 04747 estimated EC equation expresses the
extent at which a change in inter-
S‘year -1.5834 -1.0003 -0.1922 1 0.4668 bank (ate/go\/emment bonds yields is
4-year -1.1471 -1.1021 -0.1848 1 04635 reflected in aclientate; =
B, the value of the coefficient in the
5-year -0.6740 -1.2088 -0.1762 1 04503 estimated EC equation means the
- _ _ ~ estimate of the long-term spread
E-year 0.2688 12370 0.1753 1 0.4483 between the client rate and the inter-
7-year 0.0539 -1.3645 -0.1761 1 04456 , b;z/nk rate/ goxéemr?/em bon/dij y?/ds;
of lags — number of lags include
8-year 04801 -14510 -0.1734 1 04350 in the EC equation for short-term
9-year 0.9208 -1.5376 -0.1679 1 04140 C]fyﬂGW/CS,' o -
10-year 13725 16265 -0.1585 1 03924 aR~ e determination coeff

of the first half of 2010 (and effective from Janu-

ary 2009, crown interbank rates were replaced by

euro interbank rates) and cointegration relations
were retested.

The tests did not prove any long-term relation-
ship between client rates and the extended time
series of interbank rates, which means that since
January 2009 the relationship between the rates
and/or the market conditions have substantially
changed. Potential reasons for the elimination of
the long-term relationship include:

e Furo interbank rates extending the time series
from January 2009 do not reflect the credit risk,
which was specific for Slovakia and was reflect-
ed in the Slovak koruna interbank rates (i.e. by
how much, compared to banks of other mem-
ber states, do Slovak banks pay more on the
money market if they wish to borrow funds);

¢ Differences between short-term and long-term
interbankrates have been substantially changed
since the beginning of 2009. That could have
become evident through an increase in the
liquidity margin included in the client interest
rate (expressing the risk associated with the fact
that despite shorter fixation of the interest rate,
the maturity of house purchase loans is usu-
ally relatively long and the bank has to increase
long-term funds to cover the loans and/or cre-
ate a buffer to secure the availability of funds
in the future, and their price can be higher
than the present price). The liquidity margin
is not reflected in the estimated EC equations,
however, by the end of 2008 spreads between

short-term and long-term rates were relatively

negligible compared to values from 2009.

e After euro introduction banks lost certain
sources of income (EUR/SKK foreign exchange
operations, sterilising operations with the NBS,
etc.), which could be replaced by increasing
margins on products with relatively low com-
petitive pressures (e.g. retail house purchase
loans) compared to other products (e.g. mu-
nicipal loans or corporate loans). Moreover,
from 2009, household credit risk might have
been perceived more sensitively owing to the
adverse developments in the global (and con-
sequently local) economy, which became evi-
dent in increased uncertainty regarding future
developments on the labour market.

As from 2009 interbank rates have not reflected
the credit risk specific for the Slovak Republic;
they can be approximated by government bond
yields. Cointegration tests confirmed the exist-
ence of the long-term relationship between rates
on house purchase loans with fixation of up to 1
year and 2-years government bond yields, both
for the period 2005-2008 and for the period ex-
tended until the end of the first half of 2010.

Although the estimates for the period 2005-
2008 do not indicate as good results as the esti-
mates based on interbank rates, the existence of
the long-term relationship and the relatively good
estimate for the period from 2005 to 1t half of 2010
show that the 2-year government bond yield is a
relatively reasonable approximation of interbank
rates to reflect the risk specific for Slovakia.

Table 2 Estimated coefficients for EC equations with interbank rates — 2005-1¢ half of 2010

Discount rate B, B, a # of lags aR?
6-month -4.7302 -0.2975 -0.1329 1 0.2705
9-month -4.6022 -0.3307 -0.1494 1 0.2848
12-month -4.5138 -0.3532 -0.1479 1 0.3051
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2 Similarly was estimated the equation

including the spread between the 10-

-year and 1-year interbank rate and

between the 5-year and 2-year, or 10-

-year and 2-year government bonds;
however, the estimates showed the
best results for the aforementioned
approximation of the liquid margin.

Chart 2 Developments in interest rates and
government bond yields (in %)
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— Newly granted retail house purchase loans with fixation
of up to 1 year
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Source: NBS, ECB.

In order to reflect the liquidity margin, in ad-
dition to the client interest rate and the 2-year
government bond yield, the cointegration equa-
tion also includes the spread between the 5-year
and 1-year interbank rates.? After the existence of
a long-term relationship between the three time
series has been confirmed, the extended format
of the EC equation has been estimated as fol-
lows:

AIR: = a([Rt—l + ﬁo + ﬂlGYr—l + ﬁzLSH )+
+¥, + 2 (y,AIR,_, + S,AIBR, , + p,ALS, )+ ¢, ,

where GY is the 2-year government bond yield
and LS is the spread between the 1-year and the
5-year interbank rate. Coefficients a, 3 8, and B,
are expected to have negative signs.

Another question is if the euro introduction or
higher perceived credit risk led to a flat increase
of the interest margin in the Slovak banking sec-
tor. There were two ways to look for an answer to
this question. First a dummy variable was includ-
ed in the suggested EC equation, with value =1
in January 2009, and value = 0 in other months.
This variable has been included among variables
explaining the short-term dynamics of a client’s

Chart 3 Development in the difference between
short-term and long-term interbank rates

(in percentage points)
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Chart 4 Interest rate on house purchase loans
with fixation of up to 1 year - development and
estimate (in %)
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interest rate, and it helped to test if there was a
one-time flat increase of interest rates in January
2009 (or a flat increase of interest margin in Janu-
ary 2009).

Table 3 Estimated coefficients for EC equations with government bond yields

Bs B,
2005 - 2008 -1.7836 -1.0336
2005-1° half of 2010 -3.0802 -0.7382

a # of lags aR?
-0.1722 1 04643
-0.2211 1 04642

Table 4 Estimated coefficients of EC equations with government bonds yields and liquidity margin

B B,

2005-1* half of 2010 -3.1394 -0.7059

'| 4 volume 18, 8/2010

B, a # of lags aR?
-0.0029 -0.2426 1 0.4999
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Table 5 Estimates of coefficients of EC equations including the dummy variable - type 1

B, B, B, a dummy # of lags aR?
2005-1* half of 2010 -2.9761  -0.7669 = -0.0001 = -0.2091 0.0918 1 04614
Table 6 Estimates of coefficients of EC equations including the dummy variable - type 2
B, B, B, dummy a # of lags aR?
2005-1° half of 2010 -3.0829  -0.7056 04259  -0.7512  -0.2548 1 0.5360
2005-2° half of 2010 -3.1428  -0.7232 - 0.0302  -02226 1 0.4630
Table 7 Stability test of estimated coefficients
12/2008 1/2009 2/2009 3/2009 4/2009 5/2009
F-statistics (p-value) 0.8266 0.8413 05737 0.5572 0.6266 0.7608
Log likelihood ratio (p-value) 0.7749 0.7930 0.4858 0.4683 0.5431 0.6959
Wald statistics (p-value) 0.8291 0.8439 0.5691 0.5519 0.6241 0.7623

However, in this case the suggested equation
produced the expected signs of individual coef-
ficients only when the liquidity extra charge was
approximated, instead of the difference of 5- and
1-year banking rate, by a difference in revenues
of 10- and 2-year state bonds. In this case, the li-
quidity extra charge had almost no impact in a
long-term relation, and the quality of estimate
was also lower than with the dummy variable
excluded.

Another way was the inclusion of the dummy
variable into the co-integration relation, with value
=1 for the period January 2009 - June 2010, and
value = 0 in other months. In this way a change of
the long-term relationship (margin increase) after
2009 was tested. It was expected that with a flat
margin increase, the coefficient with the dummy
variable would have a negative value.

When the dummy variable was included into
the co-integration equation together with a li-
quidity extra charge (the difference between
5- and T-year inter-banking extra rate), the coef-
ficient for the liquidity margin did not have the
expected sign. When the liquidity extra charge
was not included in the suggested equation, the
coefficient for the dummy variable did not have
the requested sign. Thus the mentioned tests

did not confirm that euro introduction or higher
household perception of credit risk would result
in a flat increase of interest rates.

The last tested question was if there was a
structural change in the behaviour of banks
when determining their interest rates. To test this
question, we used the EC equation without the
dummy variable, while the Chow breakpoint test
was used for the period December 2008 — May
2009. The test results did not confirm a structural
change in the banking sector’s behaviour.

We may therefore summarise that although
interest rates on house purchase loans with fixa-
tion of up to 1 year are higher when compared to
other member states, their amount is influenced
mainly by the amount of sovereign risk of Slova-
kia, and to a lower extent also by higher liquid-
ity extra charges. We cannot confirm that after
euro introduction and the onset of the financial
and economic crisis there was a huge structural
change in the determination of interest rates, nor
can we confirm a flat increase of interest margins.
However, it must be noted that banks responded
quite heterogeneously to these events, and we
would have to analyse the interest rates of indi-
vidual banks if we wished to have a more detailed
analysis.

B —
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1 For the purpose of this article, the ‘in-
surance guarantee scheme’ shall be
understood as a special fund for the
insurance sector which should have
a similar function to the Fund for
Protection of Deposits in the banking
sector or the Investment Guarantee
Fund in the capital market sector.

2 Insurance guarantee schemes in the
EU. Comparative analysis of existing
schemes, analysis of problems and
evaluation of options. Final report
prepared for European Commission
DG Internal Market and services,
November 2007.

3 Report on financial supervision in the
EU (De Larosiére report), March 2009.

4 Directive 2009/138/EC of 25 No-
vember 2009 on the taking-up and
pursuit of the business of Insurance
and Reinsurance (Solvency Il).

5 White Paper on Insurance Guarantee
Schemes, COM(2010) 370.

GGuarantee schemes in the

Insurance system

Peter Palus, Andrea Gondovd
Ndrodnd banka Slovenska

Guarantee scheme' for insurance products has been discussed at the European level
for more than 10 years. This topic started to be heard of in Slovakia in relation to the
EU accession process. The initiative of creating a harmonised system in the EU has
been unsuccessful until now, mainly for the reason that it was not possible to reach
an agreement on the optimum solution of guarantee schemes in Europe, nor on the
apropriateness of guarantee schemes in the insurance sector.

Moreover, in EU member states where guaran-
tee schemes are already established (currently
there are 12 such countries, i.e. fewer than half
of member states), their transformation would
be demanding and particularly rather costly due
to their variability. However, the European Com-
mission has not given up this ambition and with
an effort to get a global overview, to check the
situation in all member countries, and to better
understand guarantee schemes it authorised
OXERA Consulting Ltd. to make an analysis, and
on 7 January 2008 it submitted a summary report
on guarantee schemes? After the financial and
then economic crisis began, the intensity of ef-
forts to introduce guarantee schemes in Europe
increased. One of the initiatives of the European
Commission within the anti-crisis measures was
to create a Wise Men Committee, which under
the lead of Jacques de Larosiere, prepared Report®
which, among other things, recommends the
creation of a system of guarantee schemes in the
insurance sector (Recommendation No. 5) which
was also reflected in the wording of a new direc-
tive regulating the insurance market — Solven-
cy Il.*Recital No. 137 to this directive indicates the
need to examine the adequacy of valid systems of
guarantee schemes in the insurance sector, and
to submit an appropriate legislative proposal. The
result of current efforts at the European level is
the submission of the White Paper on insurance
guarantee schemes® together with supporting
documents, which is being discussed now.
Creating a system of guarantee schemes covers
various aspects that influence providers of insur-
ance as well as the behaviour of insurance serv-
ices' consumers. In our opinion these influences
can be divided into the following areas:
* protection of consumers and market stability;
* cross-border provision of services and competi-
tive environment;
e fiscal influences;
* insurance accessibility.

'| 6 volume 18, 8/2010

CONSUMER PROTECTION AND MARKET
STABILITY

The main contribution of the creation of a guar-
antee scheme is the fact that clients will be pro-
vided with further guarantees, as the scheme will
be applied when compensating clients in case of
an insurance company/companies’ failure. More-
over, failure of one subject may affect the trust of
the whole market, expressed in the behaviour of
potential as well as existing clients in the form of
losing interest in insurance coverage. Even in the
case of afailure of an insurance company with suf-
ficient resources for satisfying clients (insurance
obligations), the guarantee scheme is a benefit,
as the settlement of obligations of such insurance
company is rather a time-demanding process and
the guarantee scheme ensures that client claims
are settled more quickly.

CROSS-BORDER PROVISION OF SERVICES
AND COMPETITIVE ENVIRONMENT

Insurance services in our territory can be provided
by insurance companies seated in the Slovak Re-
public, supervised by the Narodna banka Sloven-
ska, and insurance companies seated in another
member state of the European economic area
without a branch office or with a branch office,
supervised by the corresponding authority of the
home member state. The second category of in-
surance companies (insurance companies from
other member states) can participate in the guar-
antee scheme established in Slovakia (so-called
‘host approach’) or in a guarantee scheme estab-
lished in the member state where they have their
seats (so-called 'home approach’).

When applying the 'host approach’ conditions
of insurance companies providing insurance
services are harmonized within one member
state; however, there is a risk of potential finan-
cial consequences (fiscal) on the state budget if
these insurance houses fail; while the respective
state has no competences to prevent such situ-
ation (taxpayers of one member state could pay
for the failures of a supervisory body of another
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member state). Such a situation is partly going to
be covered after 1 January 2011 in relation to in-
troducing a new architecture of supervision and
regulation execution in the EU, mainly due to the
establishment of a European Insurance and Oc-

life insurance and 91% share in non-life insurance®.
The Guarantee Fund would most probably not be
as robust as to cope with the bankruptcy of one
of the major insurance companies without state
participation.

A

Deposit Protection Fund

(e}

7 Investment Guarantee Fund
8 Status as of 31 December 2009.

Source: NBS.

9 Eg.obligatory contractual insu-
rance for the liability for damage

caused by operating motor vehicles,
obligatory contractual insurance of
an independent financial agent or
financial consultant for the liability

cupational Pensions Authority. From the point of

view of insurance companies operating in vari- INSURANCE AVAILABILITY

ous member states, this approach complicates
their activity by participating in various guarantee
schemes.

In the case of the 'home approach; client pro-
tection will depend on the guarantee scheme
of the insurance company home member state,
what can be difficult to recognize clients (i.e. cli-
ents do not need to distinguish the insurance
company’s regime which it works within or a
guarantee scheme which their insurance con-
tracts fall under, while there can be more such
regimes in one country), and from the point of
view of insurance companies there might appear
competitive advantages/disadvantages between
insurance companies providing their services on
a cross-border basis and companies seated in the
respective country.

An alternative to the home/host approach is
establishing one common European guarantee
scheme; however, it is not expected to be cre-
ated in other sectors with richer harmonisation
history that is mainly connected with an absence
of a subject providing a guarantee in the case
of insufficient means from the scheme. Such an
approach would probably require a transfer of
at least some fiscal competencies from member
states to the European level.

The crosssector aspect plays an important
role too as such regimes are already established
in other financial market segments, namely the
banking sector® and capital market sector’. How-
ever, we should realise that the business model
of insurance companies is different from other
subjects of financial market, as insurance compa-
nies must be able to fulfill its obligations on any
date which is guaranteed by technical provisions,
and theirinsurance products should be protected
against so-called attacks on the part of clients and
the resulting liquidity problem, namely by set in-
surance conditions (insurance companies usually
have a time lag for compensating the client and
the client can terminate the contract only as of
the anniversary date, while, for example, a bank or
a stockbroker has to pay their clients on request
for several financial products). However, the ac-
companying psychological effect of such a‘com-
petitive disadvantage’for insurance companies is
disputable.

FiscAL IMPACT

For the guarantee scheme to work efficiently it is
necessary to provide financial resistance; that is
the reason why the state usually guarantees its
stability. The risk of a significant impact on the
state budget is directly proportional to market
concentration. In the Slovak Republic five major
insurance companies have almost 73% share in

Apart from high concentration, the Slovak in-
surance market is characterised by a relatively
low proportion of insurance holders, particularly
that of non-compulsory insurance’. This may be
caused by the high price as well as an insufficient
awareness of the impact of possible future events
(e.g. various natural disasters or events affecting
individual lives) as well as the low motivation of
individuals to take responsibility for dealing with
life situations. A obvious issue is dealing with con-
sequences of catastrophic events caused mainly
by floods in our territory; it is also mentioned in
more details in the recently published proposal of
preventive measures and compensation system
in exceptional situations, elaborated on the basis
of conclusions of the 2" session of the Committee
of the Government of the SR for dealing with the
damage caused by floods in 2010. The mentioned
low interest in insurance in the Slovak Republic is
apparent also in comparison with other countries,
e.g. the proportion of insurance premium to GDP
is the lowest in Slovakia of V4 countries and is also
one of the lowest of EU or OECD countries.'
Costs related to the establishment of a guar-
antee scheme and the costs of the creation of a
guarantee fund will be reflected in the amount of
insurance premium, which will not have a posi-
tive impact on insurance penetration. The costs of
implementing a guarantee scheme could be sig-
nificantly reduced by ex-post funding (the fund
would not be created in advance, but resources
would be accumulated when necessary), but
such form of funding seems to be unfair (neither
the failed subject nor its clients would participate
in creating the means of the fund), and also it
might be difficult to accumulate the necessary
resources when needed, e.g. during a crisis.

ConcLusION

When dealing with the issue of consumer protec-
tion and financial stability there are alternatives
in the insurance sector to guarantee schemes,
namely the effective supervision of sufficient fi-
nancial coverage of liabilities of insurance com-
panies and of unexpected losses, risk manage-
ment of the insurance companies themselves,
transparency, and enough information not only
about products but also about the financial situ-
ation of the insurance company as well as the
priority treatment of insured clients in the case of
an insurance company's bankruptcy. The very im-
portant aspect is management of insurance com-
panies; which should estimate their liabilities on
a regular basis in the form of technical provisions.
Should any problems occur, these technical pro-
visions together with corresponding assets can
be transferred to a "healthy”insurance company.

for damage caused by pursuing the

activities of financial mediation or

financial consulting.

S

Status as of 31 December 2007. So-

urce: Insurance Statistics Yearbook
1998-2007: 2009 Edition, OECD
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In contrast to the banking sector, for the insur-
ance sector the creation of a guarantee scheme
system need not automatically mean a guaran-
tee for all products (e.g. a guarantee might only
be provided for general and liability insurance),
which is mainly related to the financial volume
of the guarantee for the benefit of a whole range
of provided insurance. Another limitation of the
guarantee scheme scope is the group of peo-
ple who such scheme will apply to, for example,
if it will also be applied to some legal entities or
will only be limited to natural persons. Addition-
ally, compensation from an insurance guarantee
scheme is usually limited — in percentage and/or

'| 8 volume 18, 8/2010

absolute terms from the insurance money drawn
by the clients.

Within the Slovak Republic it will be necessary
to evaluate if the advantages of establishing a
guarantee scheme will outweigh all related costs,
as well as potential negative impacts on insur-
ance accessibility. If it is suitable to introduce such
schemes, it will have to be evaluated if such in-
troduction should be performed on the EU level
and in this way to contribute to unifying busi-
ness-making conditions in the insurance sector in
the Single European Market, or as a state initiative
which could better address the mentioned spe-
cific features of the Slovak insurance market.
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Regulation of pension savings
in the European Union and

planned changes

Peter Pénzes, Slavka Polakovicovad
Ndrodnd banka Slovenska

Pension savings in the Slovak Republic is provided by Pension Funds Management
Companies (2™ pillar) and Complementary Pension Insurance Companies (3" pillar). They
are financial market subjects which, together with the state Social Insurance Company,
provide pension saving services. The legal regulation of pensions within the EU is to

a great extent in the hands of member states as part of their social policy. However, as
part of providing common market freedoms, some competencies are performed by the EU.
In July 2010 the European Committee published a Green Paper on Pensions’ which should
launch a discussion on pensions in the broadest sense across the EU. This article gives

a brief review of the current situation in the pension savings regulation area; it introduces
the Green Paper’s contents and indicates possible directions for further developments

of the European legal regulation.

CURRENT PENSION SAVINGS SITUATION

IN EU MEMBER STATES

As a result of the different social-economic evolu-
tion in single countries and the social convention
on minimum social standard, pension systems?
are very heterogeneous in EU member states. In
practice the categorisation of pension systems
into so-called pension pillars is often used. It is
necessary to say that such categorisation has no
legal background; it is purely a theoretic distinc-
tion which, moreover, has no established meth-
odology. In Europe you can often see a 3-pillar
typology; the World Bank uses a 5-pillar system.

Within European categorisation which is histor-
ically accepted in the original EU member states,
the first pillar is an obligatory state system of pen-
sion insurance, and the second and third pillars
represent pension savings provided by Occupa-
tional Pension Companies and Individual Pension
Companies. Retirement pension insurance, which
in Slovakia is referred to as the 2" pillar, is in the
European categorisation a subset of the first pillar
and is referred to as the “first pillar bis” The second
pillar, as understood in the European context, is
not present in Slovakia in its pure form; however,
we can say that its elements are part of our third
pillar.

The pillar-categorisation, as used in our under-
standing, corresponds to the World Bank categori-
zation which in the 1990s provided technical help
to central-European countries, as well as partici-
pating in social welfare reform. In this article we
are mainly going to deal with pension insurance
which we will understand as the 2" and 3" pillar
according to the World Bank classification.

From the point of view of the subject which
bears an investment risk, there are generally two
kinds of pension systems in the single EU member
states: defined contribution and defined benefit.
Defined benefit systems guarantee their savers
that their pensions will be paid out at a particular
amount, and the risk of meeting this obligation
towards the client is borne by the Pension Funds
Management Company or a third subject, e.g.em-
ployer who has established such Pension Funds
Management Company for their employees.? In
defined contribution systems, the Pension Funds
Management Companies do not take over the li-
ability for capitalisation of invested assets.*

Recent years have seen a global decrease in
using defined benefit systems, mainly for the fol-
lowing reasons:

* lack of transparency;

¢ unwillingness of employers to bear the risk
connected with a guaranteed pension amount
for their employees as in most countries with
private defined benefit systems, the Pension

Companies are established by employers;
¢ higher labour force mobility — defined benefit

systems are rather oriented at employees who

work for most of their lives with one employer;

® too complicated regulation aimed at laying
down mechanisms guaranteeing achievement
of promised pension amounts.®

The Slovak pension saving system reflects this
receding trend from defined benefits systems,
and since it started it has been established as a
defined contribution system. So the saver will
still bear a certain risk, while the legal regulation
should try to mitigate risk to the lowest possible

A

1 Green paper towards adequate,
sustainable and safe European
pension systems, SEC(2010) 830.
Available at http://ec.europa.eu/so-
cial/main jsp?langld=en&catld=89&-
newsld=839

2 Forthe purposes of this article,
pension system shall include pension
insurance, pension saving and com-
plementary pension saving. This term
shall not be identified with the legal
term of ‘social insurance’ which, in
line with Article 2 of Act No. 461/2003
Coll. on social insurance as amended,
includes health insurance, pension
insurance (retirement pension insu-
rance, disability insurance), accident
insurance, guaranty insurance and
unemployment insurance.

3 It has to be said that also the pension
insurance system, i.e. 1st pillar, is
based on a defined benefit principle
in Slovakia.

4 See Bodie, Z, Marcus, A. J.,, Merton,

R. C.: Defined Benefit versus Defined
Contribution Pension Plans: What
are the Real Tradeoffs? Available at:
http://www.nber.org/papers/ w1719.
v5.pdf, displayed on 5 October 2010.

5 See Ross, D, Wills, L.: The shift from
Defined Benefit to Defined Contri-
bution Retirement Plans and the
provisioning of retirement savings.
Discussion paper PI-0210. The Pen-
sions Institute, University of London,
2002. http.//www.pensionsatwork.
ca/english/pdfs/scholarly_works/
sw_edition1/ross.pdf, displayed on 5
October 2010.
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6 Regulation (EC) No 883/2004 of the
European Parliament and of the
Council on the coordination of social
security systems.

level. We believe that when preserving its main
idea, it is not possible to introduce an absolute
guarantee of revenues.

As for the groups of people who can become
clients of Pension Companies, in EU member
states we distinguish between Individual and Oc-
cupational Pension Companies. Individual Com-
panies are free for practically any adult natural
person to conclude contracts with. They are usu-
ally professional institutional investors; a relation-
ship between them and clients is established on
the basis of a contract. The companies usually do
not limit the number of people who they provide
their services to. Occupational Pension Compa-
nies are established by employers for their em-
ployees, or several employers from a similar area
or a Labour Organisation. Only employees of the
establisher or people performing a certain profes-
sion are allowed to be members (e.g. teachers).

Companies providing their services in the
area of pension saving on an individual basis
are present in every EU member state. In many
cases they are insurance companies, because it
is not necessary that such services are provided
only by specialised institutions as is the case in
our country. Occupational Pension Companies
are typical for older EU member states where
they have more than a 50-year-long history. For
example in Great Britain there are about 50,000
such subjects which have the legal form of a trust.
Their disadvantage is that they do not have suffi-
cient know-how to manage the obtained assets.
This is the reason why they outsource investment
activities to professional investors, which brings
increased costs. Such companies may not even
use their savings of scale, as the managed assets
volume is usually low. At the same time the level
of regulation and obligations which a supervisory
body may require has to be proportional with re-
spect to size. Certainly there might be very large
subjects managing the assets of a few tens of per
cent of a total country’s GDP. This is the case, for
example, in the Netherlands where the PMT fund
intended for employees of metallurgical ad engi-
neering companies held assets of EUR 36 million
in 2010. However, with big occupational funds
there might be a problem if a client goes to a dif-
ferent employer or decides to leave and work in
a different area of the national economy. In the
end, the critical point of all Occupational Pension
Companies of defined-benefit-type is their bind-
ing on the employer who takes over guarantees
for the company’s liabilities. Unfavourable evolu-
tions in the financial market put great pressure on
the potential supplementing of assets in the fund
from employer's means.

EUROPEAN LEGAL REGULATION

OF PENSION SAVING

As for the current status of European pension
regulation, member states retain a significant
part of competencies in the area of social policy
at the national level. After adopting the Lisbon
Treaty, the EU has so-called shared powers with

20 volume 18, 8/2010

member states. It means that if it adopts a regula-
tion in some area, member states lose the right
to adopt a divergent regulation. However, as long
as there is no European legislation, each mem-
ber state can adopt their respective relations at
the national level. Nevertheless, the shared pow-
ers only apply to those aspects of social policy
which are expressly laid down in the Treaty on the
Functioning of the European Union (hereinafter
referred to as the “Treaty”). Moreover, the EU has
coordination powers in the area of social policy,
which is a weaker competency than the shared
competency, its aim is the right to coordinate
(not harmonise) the social policies of the mem-
ber states.

The mentioned general definition of powers is
connected with Article 21 of the Treaty, confer-
ring all EU citizens the right to move freely and
stay in the territory of other member states (free-
dom of movement). Then Article 48 of the Treaty
lays down that the European Parliament and the
Council will adopt measures in the area of social
welfare which are necessary for enabling the free
movement of workers. An example of such meas-
ure is the so-called Coordination Regulation®
which applies to all social welfare, and in pension
insurance it ensures that when a person has been
waorking for all his/her life for several employers in
different member states, the periods of participa-
tion in pension insurance achieved in these coun-
tries are computed for the purposes of calculation
of their final pension amount. The regulation is ap-
plied to the first pillar, and in our country also to
the second pillar. Apart from that it also stipulates
the minimum scale of benefits and the principle
of equal treatment in this area (i.e. conferring the
same rights to citizens of other member states as
citizens of the respective state).

The EU social welfare right also contains other
regulations related mainly to guaranteeing equal
treatment and the ban of discrimination, and the
fight against poverty and social exclusion. These
regulations are beyond the scope of this article
though.

In addition to social policy, the pension in-
surance regime in our country greatly overlaps
mainly to the interior market issue. This is also an
area where the EU shares its powers with mem-
ber states. However, the Treaty confers it a strong
mandate for issuing regulations necessary for
providing the free provision of services (Articles
56 — 59 of the Treaty) and rights to settle (Articles
49 - 55 of the Treaty). In the area of pension in-
surance there has been a directive adopted on
activities and supervision of institutions of occu-
pational pension systems (IORP Directive) which
was implemented in our country into the Act
on Complementary Pension Saving (third pillar).
It applies to Occupational Pension Companies
and its subject is the minimum harmonisation of
some elements of the business-making of these
financial institutions (conditions for issuing li-
censes, basic rules of cautious business-making,
information disclosure, supervision). Apart from
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that, it also lays down rules of cross-border busi-
ness-making of these companies; their imple-
mentation by member states should remove bar-
riers to allow free settling, and the free provision
of services in the internal market. It includes the
concepts of mutual recognition and home coun-
try control into a legal regulation of the third pil-
lar. As the EU has rather limited powers in the area
of social policy, the regulation laying down the
complementary pension saving scheme places
a duty on cross-border business-making pension
institutions to follow the provisions of social and
labour law in force in the host member country,
as long as they refer to employee pensions, such
as defining and paying out pension benefits and
the conditions of transferability of pension rights.
The stated directive does not define the concepts
of social and labour law in detail, which causes
rather big problems in practice. It also leads to the
fact that there is practically no cross-border busi-
ness in this area. Another obstacle in more inten-
sive cross-border activity in this area is the differ-
ence in taxation among single member states.

MAIN CHALLENGES IN THE AREA
OF PENSION SYSTEMS
The European Commission has long been aware
of the worsening demographic situation and
is closely watching current reforms of pension
schemes in single member states. However, the
last financial and economic crisis has emphasised
the mutual dependency of these systems and at
the same time has revealed weak points in some
of them. This has significantly accelerated, in our
opinion, the start of the present consultation
process. The crisis has increased pressure on both
pensions funded by public resources (economic
growth has slowed and there is great uncertainty
regarding its further development), as well as
on private defined contribution or defined ben-
efit schemes. As some member countries have
introduced more pillar systems working on the
principle of reallocation of obligatory pension
levies, the crisis has even deepened the prob-
lem with lacking means in the state budgets of
respective member states. Some countries thus
had to reassess the proportion of reallocation of
levies between the private and public sector. In
the short-term also Pension Management Funds
in both the second and third pillar were affected
by the crisis. According to OECD data’, this sec-
tor lost more than 20% of the value of assets in
2008 and although the following year saw a par-
tial compensation of these losses, some defined
benefit schemes still have problems to meet the
solvency requirement?.

As the economically active public currently has
a choice of alternatives how to secure themselves
a pension, they are also exposed to several new
risks. So the adequacy of future pensions is also
dependant on labour market opportunities (job
which is sufficiently long and uninterrupted), as
well as obtained revenues from savings with pri-
vate fund managers. Member states are trying to

deal with the risk resulting from an ageing popu-
lation by different systems to support the increase
of the retirement age® and shifting responsibility
for retirement provision from the state to the indi-
vidual. This is the reason why there are gradually
new measures starting to be adopted connected
with creating job opportunities for elderly citizens
(drawing pension benefits will be suspended), but
also funding dropouts in incomes of women as
their poverty risk in old age is higher than men.
The lastdemographic projections show that the
gradual prolonging of life expectations together
with a low birth rate will lead to dramatic changes
in the age distribution of people (65+ year olds
will make up more than 30% of the population
by 2060)'. If currently for each 65+ year old per-
son we have four economically active people, by
2060 it will be only two people''. Other long-term
trends which the European Commission focuses
on and which might affect the sustainability of
pension systems are among others: a later job
start as a result of growing educational need, in-
creasing number of single-living people, married
couples without children, and more generations
of families living further away from each other. All
these observed trends will gradually increase the
costs of formal care and support on the part of the
state, and will mean redirecting more and more
public finance to the provision of health care and
long-term care services for these groups.

PrioriTiES OF EU PENSION POLICY

As it is impossible to reach safe, sustainable, and
adequate pensions only with the increase of re-
tirement age, it will be necessary to create and
adopt a whole range of other measures: employ
older people, develop cross-border activities of
Pension Fund Managers, etc. However, we cannot
perceive the Green Paper on pensions as a gen-
erally applicable guideline to solve the problem
with increasing implicit debt of member states or
determining retirement age; it cannot be under-
stood as a list of well-working and verified meas-
ures to be applied to the labour market. This doc-
ument only brings a primary impulse to provoke
a broader discussion of the professional public,
and the consultation process at EU level is only
starting. With its ambitious and holistic approach,
the Green Paper mainly tries to “check” opinions
on creating a safe and simple pension scheme.
And although the deadline for submitting opin-
ions and comments is 15 November 2010, there
is also a very interesting discussion and the first
reactions of the market and of the regulators
which appear at conferences, seminars, or in the
media."?

In the Green Paper, the Commission emphasis-
es the fact that the adequacy and sustainability
of pensions are basically two sides of the same
coin. Until now the ongoing reforms in member
states have mainly focused on dealing with the
long-term sustainability problems; however, gov-
ernments are lagging behind with implementing
measures to decrease differences between the

A

7 Private pensions and policy respon-

ses to the financial and economic
crisis. OECD 2009.

Capital requirements for defined
benefit schemes.

The age when a person really
retires. It need not be equal to the
retirement age or the age of leaving
the labour market.

10 European Commission and Eco-

nomic Policy Committee (Ageing
Working Group): 2009 Ageing
Report: Economic and budgetary
projections for the EU-27 Member
States (2008 - 2060). European
Economy 2/2009.

11 See 10.
12 For more details see e.g.: Pensions

Green Paper co-author warns se-
veral White papers could be on the
way, Investment and Pensions Euro-
pe, 8 October 2010, http://www.ipe.
com/news/pensions-green-paper-
-co-author-warns-several-white-
-papers-could-be-on-way_37196.
php.

Green Paper’s solvency suggestion
would be,unfair’on pension
scheme, Investment and Pensions
Europe, 9 July 2010, http.//www.ipe.
com/news/green-papers-solvency-
-suggestion-would-be-unfair-on-
-pension-schemes_36093.php.
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13 Indicator defined as a ratio of gross
average salary to gross average
wage; however, calculation metho-
dology differs in single countries
and comparability of data and its
subsequent interpretation has its
limits.

14 E.g.in 2007 in SR the substitute rate
was 45% and the view to 2060:
incomes from all pillars will drop to
40%. See also “2009 Ageing report’,
Note 1.

15 See the Decision of the Parliament
and of the Council of 6 September
2010 on the European Year of Active
Aging (2012).

Coordination of pension policies according to the Green Paper

Pension schemes of
member states

Basic pension
products

Fragmented
and incomplete

regulation of pension
system within
the EU

amount of an income during the economically
active life of people and their pension. As predic-
tions regarding the average substitute rate'® evo-
lution are rather pessimistic'¥, countries should
try to create additional opportunities to increase
income for older age groups, e.g. by prolonging
the number of years spent in a job or creating op-
portunities to enter voluntary pension schemes.
In connection to pension sustainability, the Com-
mission mainly stresses active limitations of gov-
ernment policies, including pension policy, while
they find the Stability and Growth Pact as an ef-
ficient tool.

Another priority for reform efforts should also
be toreach a balance between time spent in work
and retirement. According to the Green Paper, an
average European spends one third of their adult
life in retirement. And although the Commission
emphasised the need to stop postponing the
period which we spend in retirement, and they
speak about the benefits of the regular reassess-
ment and increase of the age of retirement, hav-
ing in mind lengthening life expectancy we must
not neglect other facts either. For example there
are ongoing discussions about considering the
health status of employees who, for various rele-
vant reasons, cannot perform their job at a higher
age (e.g. miners). Therefore, with the aim to create
better labour market opportunities for elderly citi-
zens, the Commission declared 2012 as the Euro-
pean year of active aging'®. They can see potential
in improving health care (bad health condition is
one of the main reasons for early retirement), tax
and social benefits, new technologies, or requali-
fication courses.

The third priority according to the Green Paper
is removing obstacles connected with free move-
ment within the EU. One of the first steps when
removing these barriers should be a revision of
the IORP Directive adopted in 2003. On the basis
of the experience gathered until now, if we want
to strengthen the internal market it will be neces-
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Multi-pillar pension
schemes

Complex packages
of pension products

Capitalization
pension schemes
(public & private)

regulated by the EU

sary to mainly remove barriers that are results of
unclear definitions of ‘cross-border’ activities and
insufficient harmonisation in supervision. Other
problems are caused by the lack of interaction
between Communitarian and national law. How-
ever, as a part of this consultancy, the Commission
would like to focus on stipulations about deposi-
tory activities, the supervision of investment man-
agement, and socially responsible investment. At
the same time the Commission wants to use the
Green Papers for dealing with problems where
they have not been able to reach consensus for
a long time, in spite of an existing discussion
(technical difficulty, easy misusing, etc.). It mainly
applies to the transportability of pension rights.
The EU regulations currently protect the pension
demands of citizens and their family relatives, as
long as conditions and the manner of pay-out
are stipulated in an Act (in our country demands
from the first and second pension pillar). The
Green Paper can also be a fresh impulse when
looking for the right solution for mobile workers.
As the modern and developed European labour
market requires flexibility on both the demand
and offer side, we believe that the Commission
has already answered the question of whether
the unified obligatory pension system should be
part of European regulation. Nevertheless, some
member countries could implement and start us-
ing a “pension-watching service’, while it would
probably be mainly mobile staff who would be in-
terested in such a service. This package of meas-
ures for unifying free movement rules should also
include a revision of tax laws.

The last priority of the Commission which oc-
cupies most space in the Green Paper is the
creation of a safer and more transparent pen-
sion system. The Commission believes that the
gradual move from 1-pillar pension systems and
simple contracts on more-resource funding to-
wards complex packages of pension products
presumes the need to create a unified European
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framework. There is a question in relation to this
issue, if it would be beneficial to delimit the term
‘pension” as a product bearing certain features.
The Green Paper mainly emphasises rules for ap-
proaching such product and rules for paying out
benefits in the form of regular payments during
retirement. Certainly, such a step requires a revi-
sion of social welfare systems, occupational and
individual schemes, as well as obligatory and vol-
untary pension contributions as applied in indi-
vidual member states. The Commission takes into
account also the growing importance of defined
contribution schemes and the fact that currently
almost 60 million Europeans are registered in
them.’® Even though members of defined con-
tribution schemes have to bear risks connected
to inflation, longevity and investment, there are
mechanisms to reduce such risks. Reportedly
one of the solutions could be a gradual transfer
to hybrid schemes, such as defined contribution
systems with minimum revenue guaranteed or
defined contribution systems with elements of
defined benefit schemes, etc. The Commission at
the same time is asking if the current European
regulation will ever be able to catch this trend.
That is the reason why they are re-opening the
issue of the IORP directive, mainly in the areas of
risk management, custody of assets, rules on lim-
iting, and distribution of risk and provision of in-
formation, and is stressing that it will be necessary
to create a regulatory framework for the accumu-
lation phase and payout phase. The Commission
finds the absence of a single legal framework in
two such important areas to be unacceptable
from the long-term perspective.

As for elaborating the solvency rules for defined
benefit systems and their application in hybrid
schemes or net defined contribution schemes,
we must say that in their Green Paper the Com-
mission is not asking if rules equal to Solvency I
are to be applied, but are directly checking how
member states imagine such a regime. However,
we believe that only universal rules regarding so-
ciety management, internal checking, risk man-

agement, outsourcing, etc. will be relevant and
generally applicable for both schemes.

It goes without saying that employers play an
important role in funding pensions. In Slovakia
this problem indirectly touches all three pillars of
the pension scheme (obligatory contributions to
pillars 1 and 2, voluntary to pillar 3); however, for
this issue the Green Paper more or less refers to
separate simultaneous studies and will probably
make its decision about how to improve protec-
tion against the financial insolvency of employers
on the basis of these findings.

Transferring choice and responsibility to indi-
viduals requires EU citizens to understand infor-
mation about options how to secure themselves
for retirement. That is the reason why facilitating
their decisions on the basis of a clear and under-
standable communication closes the framework
for the creation of a safer and more transparent
pension system. The Commission stresses the
need to equip each person with economic lit-
eracy and a certain type of planning skills in or-
der to be able to assess the need for financial or
social protection (e.g. the growing importance of
defined contribution schemes creates pressure to
decide about investment).

As the pension funds have become quite an
important institutional investor and their behav-
jour might significantly influence financial market
stability, the Commission is also setting a goal to
improve statistics connected to pensions. In con-
nection to the unfavourable evolution of public
finance in member states, there will probably be
a more detailed monitoring of implicit debt intro-
duced gradually.

The conclusion of the Green Paper is, certainly
intentionally, a little idealistic. According to the
Commission member states themselves acknowl-
edge that cooperation and joint action can be
more efficient, and the EU platform can represent
added value not only because the Community is
facing similar challenges but also because all re-
form policies must be consistent with the Stabil-
ity and Growth Pact for Europe 2020.”

A

16 EFRP survey.

17 Europe 2020 - Strategy to secure in-

telligent, sustainable and inclusive
growth, http//ec.europa.eu/eu-
2020/pdf/1_SK_ACT_part1_v1.pdf
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1 The paper offers a brief overview
of the main findings and updates
various conclusions regarding the
convergence pace presented in the
Convergence Analysis of the Slovak
Economy 2010[10].

2 InJuly 2010 the group of candidate
countries of Croatia, Macedonia and
Turkey expanded to include Iceland.
Potential candidates are Albania,
Bosnia and Herzegovina, Kosovo,
Montenegro and Serbia.

3 Inline with previous assessments
we deal with all Maastricht criteria,
although Slovakia and other euro
area countries are formally only
obliged to meet the fiscal criterion.

4 From among EU countries, only
Estonia and Malta managed to have
a lower deficit than the previous year.

5 Only Estonia, Luxembourg and
Sweden met Stability and Growth
Pact rules.

Has the recession

had an impact

on European integration and

catching up?

Tibor Lalinsky
Ndrodnd banka Slovenska

Neither a healthy financial sector or the introduction of the common European currency
could protect Slovakia against the negative impact of the global economic recession.
From the point of view of a year-on-year change in the development of the real economy,
Slovakia was one of the EU countries that has been more affected by the crisis. Has

the general trend of mutual convergence of economic indicator values within the EU
changed? Has this evolution had an impact on the process of nominal convergence? Have
chances of non-euro area EU countries wishing to continue European integration and to
introduce the euro decreased? These are the main questions that we will try to answer in

this article.’

When the economic crisis reached its peak, sever-
al statements appeared supporting the adoption
of steps to ease the euro area accession criteria
and to accelerate the process of common curren-
cy introduction in some countries with the aim to
stabilise the evolution in Europe. Looking beyond
the analyses made up to now, we are therefore
also dealing with the convergence of candidate
and potential candidate EU countries.?

STATUS OF NOMINAL CONVERGENCE3

The situation in the public finance of the Slovak
Republic has considerably worsened. Following
the disclosure of expected public administration
management results (increase of 2009 public fi-
nance deficit to 6.8% GDP), the Council of the EU

adopted the decision of excessive deficit in the
SR; thus Slovakia stopped meeting the fiscal cri-
terion.

The negative impact of the global economic
crisis was also reflected in a considerable wors-
ening of the fiscal situation in other countries*
In August 2010 excessive deficit procedure was
applied to 24 EU countries, 15 being members of
the euro area’

The effect of the fall of economic growth and
additional fiscal measures on the deficit amount
varies for each country. Slovakia is one of the coun-
tries that tried to stimulate national economy by
means of a higher fiscal deficit. The year-on-year
increase in the negative balance of public finance
was at the average EU level and slightly above the

Chart 1 General government budget balances in EU member states, EU candidate countries and EU

potential candidate countries (% GDP)

Euro area countries
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Source: Eurostat, European Commission.
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euro area average, but the share of expenditure
on anti-crisis measures was relatively low.®

Available data suggests that before the eco-
nomic crisis began, all candidate and potential
candidate countries with the exception of Alba-
nia would have met acceptable levels of deficit
and public finance debt. Their economic devel-
opment in 2009 was very similar to the develop-
ment in other European countries. In an effort to
boost economic growth with public finance by a
drop in budget income, public finance manage-
ment results in these countries were significantly
worse. Only Macedonia and Kosovo kept the
public finance deficit below 3% of GDP.

In all countries under assessment, the total
indebtedness of public administration sector;
several countries exceeded 60%. In Iceland, the
proportion of debt to GDP rocketed above 100%
of GDP as a result of the huge negative impact of
the financial crisis (while in 2007 it amounted to
less than 30% of GDP).

In the course of 2009, the growth of consumer
prices in Slovakia decreased. October was the first
time that prices of goods and services dropped
year-on-year. As a result of a drop in consumer de-
mand, the prices of energy as well as non-energy
commodities went down. In consequence of de-
flation, the 12-month average of year-on-year in-
flation also decreased. At the end of the year, the
SR started to meet the inflation criterion again.
Since 2Q 2010 Slovakia has been seeing a gradual
increase of overall inflation. In August 2010 the
year-on-year change of consumer prices reached
1.1%. The 12-month average was 0.3%, and be-
ing one of the lowest in the EU it entered into
the calculation of reference value. Low inflation is
also seen in other euro area countries (with the
exception of Greece and Luxembourg). Currently

5 out of 11 non-euro area EU countries meet the
inflation criterion — the Czech Republic, Denmark,
Estonia, Lithuania and Latvia.”

The economic crisis has led to a slow-down of
price rises also in candidate and potential can-
didate countries. Iceland is a specific case that
faced a considerable devaluation of the national
currency and related increase in import prices. In
spite of the year-on-year drop by a few percent-
age points, Turkey and Serbia also saw a high
increase of consumer prices. On the basis of
the available data, the inflation criteria would in
theory have been met by two candidate coun-
tries (Croatia and Macedonia) and three potential
candidates (Kosovo, Bosnia and Herzegovina, and
Montenegro)®,

In spite of a higher investors' risk aversion, the
development of the long-term interest rate in Slo-
vakia was relatively stable. Since the second half
of 2009 we could see a drop in the average inter-
est rate of government bonds. There was a year-
on-year decrease in all euro area countries except
Greece. The growing indebtedness was seen in
the 2Q 2010 in the increase of risk premium and
in the rise of the long-term average interest rate
also in other euro area countries, mainly Spain,
Portugal and Ireland. In August 2010, Slovakia
saw a 12-month average of the long-term inter-
est rate at 4.1%, i.e. well below the reference value
(6.3%). Most non-euro area EU countries®, as well
as candidate and potential candidate countries,
finance their debts under worse conditions. In
August 2010 5 out of 11 non-euro area EU coun-
tries saw the long-term interest rate exceed the
reference value. Although candidate countries
are not economies with excessive public finance
levels (with the exception of the recent dramatic
increase of Iceland’s indebtedness), average inter-

Chart 2 Development of consumer prices and exchange rates against the euro in EU member states, EU
candidate countries, and EU potential candidate countries
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A

6 Slovakia (contrary to other countries)
did not need to spend financial
sources on saving its bank system.

7 When applying the approach used in
convergence reports of the ECB and
EC, i.e. after excluding Ireland and
Latvia from reference value calcula-
tion with regard to specific evolution
in these countries.

8 With the exception of Croatia,
Iceland and Turkey, we only have a
non-harmonised CPl index available
whose values can differ from the
harmonised index (HICP).

9 Except for Denmark, Sweden and the
UK.
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est rates of the bonds they issue are considerably
higher than the reference value for the long-term
interest rate. Macedonia and all potential candi-
date countries finance their debts by short-term
or medium-term securities, average interest rates
for bonds with maturity up to 10 and more years
are therefore not available.

From the point of view of assessing exchange
rate stability, it is important to say that a sharp
weakening of the currencies of neighbouring
countries against the euro, which was an expres-
sion of higher aversion to risk during the crisis
period, stopped in 1Q 2009. The average ex-
change rate of V4 countries gradually returned
to its 2008 level. So the worsening of Slovak price
and expenditure competitiveness was only tem-
porary (Chart 2). The development of exchange
rates of neighbouring countries, influenced by
fears of growing indebtedness, was still volatile
in 2010. This indicates that if the euro had not
been adopted in Slovakia, the evolution of the
Slovak currency exchange rate would have been
greatly volatile not only in 2009 but also 2010.
The list of countries involved in the ERM Il ex-
change rate mechanism did not change. From
the point of view of exchange rate stability, four
countries are ready to join the euro area — Es-
tonia, Lithuania, Latvia and Denmark. In spite of
significant uncertainty and strong pressures
in the financial markets, the Baltic States man-
aged to keep a fixed exchange rate to the euro.
The exchange rate of the Danish Krone was still
moving around the central parity. Even when
external pressures were the strongest, Croatia
and Macedonia managed to keep a stable ex-
change rate of their national currencies to the
euro. The exchange rate of the Turkish Lira to
the euro weakened by more than 30% in March
2009 in comparison with early 2008. However,
the Lira also saw great volatility in previous years.
The most extreme was the short-term evolution
of the Icelandic currency. The collapse of the

banking system led to its extreme devaluation.
In late 2008 the Icelandic Krona was at ISK/EUR
187, while at the beginning of the same year it
was sold at ISK/EUR 92. Bosnia and Herzegovina
has its currency pegged to the euro. Montene-
gro and Kosovo are currently using the euro as
their national currency, but they have adopted
it unilaterally (without the approval of euro
area member countries). The currencies of the
remaining two potential candidate countries
weakened considerably as a result of the im-
pact of the financial and economic crisis. In the
course of 2009 the depreciation of the Albanian
Lek and the Serbian Dinar stopped; however, the
depreciation trend of the Serbian Dinar contin-
ued again in 2010.

Conclusions of the convergence reports of the
ECB and the EC assessing the level of economic
convergence of the EU member states that are
not members of the euro area presented in May
2010 remain valid. Estonia is the only country that
meets the economic criteria for euro area acces-
sion. As a result of changes in global economic
conditions, the originally relatively advantageous
evolution of the nominal convergence of current
as well as potential candidate countries wors-
ened. In August 2010 none of these countries
would have met the Maastricht criteria. From the
point of view of meeting the Maastricht criteria,
Macedonia seems to be the best prepared coun-
try on the basis of available data.

NOMINAL CONVERGENCE OUTLOOK

According to the Stability Program of the Ministry
of Finance of the SR for 2009 — 2012 [7], the public
finance deficit in 2010 should have decreased to
5.5% of GDP, and then fall to 3% of GDP by 2012,
which was supposed to ensure abrogation of the
excessive deficit procedure in 2013. The planned
reduction was aimed at leading to a balanced
budget in 2015. The general drop of economic
activity and the related shrinkage in incomes of

Chart 3 Expected change in the public finance balance in 2009 - 2011 (% GDP)
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households and companies were shown in even
lower tax incomes and higher additional expen-
ditures.

The public finance balance development for
the first half of 2010 indicates that the deficit is
going to be significantly higher than expected.
At the same time the current trend in the evolu-
tion of public finance worsens preconditions for
the long-term sustainability of public finance. The
European Commission [4] has included Slovakia
in the group of countries with a high risk of long-
term public finance sustainability™.

According to the Commission Spring Forecast
[3], the euro area fiscal deficit was supposed to
reach its top (6.6% of GDP) this year, and in 2011
it should slightly drop. However, public debt will
continue growing. In comparison with other euro
area countries, the increase in Slovakia's indebted-
ness forecast by the Commission in the mid-term
(8.3% of GDP) does not seem to be inadequate.
The originally expected consolidation rate of the
negative balance of public finance in the SR (1.4%
of GDP) was higher than the euro area average
(0.2% of GDP)." The public finance consolidation
proposal approved by the Government of the SR
in late September 2010 counts on a significantly
more dynamic year-on-year consolidation pace,
but it is based on a higher expected deficit value
in 2010."” The real mid-term deficit drop in the SR
could finally be lower than the Commission ex-
pectations.

The Commission forecast for 2010 and 2011
suggests that other EU countries will also find it
hard to meet the originally planned consolida-
tion pace. Without additional measures, the only
countries to achieve a deficit lower than the ref-
erence value are Sweden, Bulgaria and Estonia.
The UK's indebtedness will further increase to
the highest level among non-euro area EU coun-
tries. Public debt significantly over 60% will also
remain in Hungary. The indebtedness of Poland
and Latvia will come very close to their reference
value. Of candidate countries, the only country to
maintain its deficit below the level of excessive
deficit will probably be Macedonia. Preliminarily
drafts of public finance developments does not
indicate that at least some of the potential mem-
ber states could manage to decrease their deficit
below 3% of GDP until 2011. The indebtedness
of candidate and potential candidate countries
(with the exception of Iceland and Albania) could
stay below 60% of GDP.

The revival of economic activity increases infla-
tion pressures. As a result of a drop in regulated
energy prices, the slower growth of prices in
services, and the decrease of the excise tax on oll,
Slovakia will see its average yearly inflation value
of 2010 remain at a low level. According to a mid-
term forecast by the NBS', average year-on-year
inflation measured in HICP will amount to 0.9%.
In the following years prices will rise more quickly.
Increased economic activity together with in-
Creasing excise tax rates and VAT should lead to
an acceleration of inflation in 2011 to 3.8%. In

2012 year-on-year inflation should slow in con-
nection to the end of indirect tax rise to 2.6%.

It results from the Commission forecast that as
a consequence of a gradual recovery, inflation
measured in HICP will accelerate in subsequent
years also in most other euro area (and EU) coun-
tries. The average total inflation in the Slovak Re-
public will, however, probably be 1.5 p.b higher in
late 2011 than the average of the three countries
with the lowest inflation, and so Slovakia may
stop meeting the inflation criterion. The expected
relatively low growth of consumer prices resulting
mainly from the slow growth of national demand
in countries under evaluation, together with ris-
ing average inflation in the EU will, conversely, in-
crease in EU/ non-euro area countries to meet the
inflation criterion. According to the Commission,
the most significant price growth will probably be
seen in Romania and Hungary. With the excep-
tion of these two countries, inflation in non-euro
area EU countries could be maintained below the
reference value. Inflation pressures should not
be significantly higher in the candidate coun-
tries either; the CPI evolution estimates indicate
that inflation under the reference value would
in theory be seen in subsequent years only in
Macedonia, and of potential candidates perhaps
only in Bosnia and Herzegovina, and Kosovo. The
main inflation risks in all countries under review
are a higher increases of energy and food prices.
Inflation pressures may also increase in connec-
tion with the need to intensify the consolidation
process of public finance, which can be reflected
in the more dynamic growth of regulated prices
and higher indirect taxes.

The development of long-term interest rates
and nominal exchange rates will be closely con-
nected to the evolution of the fiscal situation
and inflation. On the basis of the available data,
Sweden and Bulgaria (except for Estonia) have
the chance to meet all Maastricht criteria in two
years'. Continuing to meet conditions resulting
from the pre-accession talks could be reflected
in a lower risk premium and a drop in long-term
interest rates in candidate countries. The highest
chance to meet the Maastricht criteria has Mac-
edonia, according to the available data. Easing
global financial uncertainty and decreasing risk
aversion should be reflected in the stabilisation of
exchange rates in the Icelandic, Albanian and Ser-
bian currencies. But neither the published future
development forecasts nor the current evolution
trend would indicate that potential candidate
countries could meet the reference values of the
Maastricht criteria in the following two years.

STATUS OF REAL CONVERGENCE

Slovakia has seen a dramatic drop in exports, pro-
duction and subsequently also in GDP. The evo-
lution of both foreign and national demand was
also unfavourable. With regard to great openness
and high proportion of cyclical sectors, the Slovak
economy was one of the countries more affected
by the global economic crisis (Chart 3). Not only

A

10 To a great extent, it was caused by

applying common methodology of

calculating production gap, which
did not take into account specific
features of the Slovak economy.

11 The difference between the public
finance balance in 2011 and 2009

(Chart 2).

12 In 2010 the public finance deficit
should reach 7.8% of GDP and in

2011 fall to 4.9% of GDP.

13 Midium TermForecast Q3 2010, NBS

September 2010.

14 In view of meeting the basic condi-
tion for evaluating the stability of
the exchange rate, they would have
to join the ERM Il mechanism of
exchange rates as soon as possible

though.
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15 For a more detailed analysis of
business sector evolution in 2009
see [6].

Chart 4 Real economic growth in 2008 and 2009 (GDP, in %)
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euro area countries, but all EU member states
(with the exception of Poland) have seen a year-
on-year GDP drop. The greatest slowdown was
in the Baltic States. Latvian GDP fell by 18%. The
2009 recession did not avoid current and poten-
tial candidate countries either, only Albania and
Kosovo were able to maintain positive economic
growth.

The unfavourable economic development was
reflected in the worsening of the situation on
the labour market. In their effort to mitigate the
negative impact of falling demand, businesses
reduced labour costs. Businesses in Slovakia pre-
ferred lay-offs to the decrease of nominal wages'.
In 1Q 2010 the unemployment rate amounted to
15%; the average euro area value increased to
10%. Unemployment also grew in all candidate
and potential candidate countries. More flexible
changes in employment caused average labour
productivity in Slovakia to drop by almost the
same proportion as in the EU (approximately
24%). So the relative value of labour productivity
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candidate countries

B Comparative price level

in Slovakia maintained last year's value (79.3% of
the EU average). As a result of higher increase of
wages, Slovakia was one of the countries with the
fastest growth of unit labour cost in the EU.

The economic performance of the Slovak Re-
public measured by GDP per capita in purchasing
power standards (PPS) partially dropped year-on-
year (to 71.6% of the EU average). The relative price
level in the Slovak Republic significantly increased
(by 3.5 p.b.) in 2009 as a result of the depreciation
of currencies of the non-euro area EU countries,
and it exceeded the relative output level of the
SR. We could see a real divergence in several euro
area countries (the biggest in Finland, Slovenia
and Ireland). Non-euro area countries mostly di-
verged. Price convergence continued in Lithua-
nia, Latvia, Bulgaria and Denmark. Relative output
increased year-on-year only in Poland.

The economic crisis had a positive impact on
the deepening external imbalance. The Slovak
trade balance was positive and the current ac-
count deficit of the balance of payment (BOP)
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Chart 6 Expected economic growth and unemployment (year 2011, in %)
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dropped to 3.2% of GDP (approximately half
lower value than in 2008). We could see a similar
trend in almost all countries under assessment.
Not only deficit, but also surplus balances of BOP
current accounts changed (only the Czech Re-
public and Kosovo saw a higher current account
deficit than last year).

REAL CONVERGENCE EVOLUTION
OUTLOOK
The recovery of global demand creates the condi-
tions for further growth of European economies.
The evolution of real GDP in the first two quarters
of 2010 confirms the trend of expected gradual
recovery. According to the current NBS forecast,
foreign demand will remain the main source of
growth for the Slovak economy in coming years.
Higher production, with some delays, will be re-
flected in a favourable labour market develop-
ment, having a positive effect on domestic de-
mand. With real GDP exceeding 4%, Slovakia will
probably continue to be the fastest growing EU
country. In 2010 Poland will maintain the position
of fastest growing non-euro area EU country. Next
year Estonia and Rumania should see more dy-
namic growth. Assuming that the intended pub-
lic deficit consolidation steps are carried out, eco-
nomic growth in the Slovak Republic in 2011 will
slow to 3.0%. In 2012 GDP could grow again year-
on-year by more than 4%. Of candidate countries,
Turkey will see the fastest pace of coming closer
to the EU average; its real GDP could rise this year
by 4.7% year-on-year. In Croatia, Macedonia and
Iceland the year-on-year GDP growth in 2011 will
amount to approximately 2%, ie. only slightly
higher than the EU average (1.7%). According to
the current economic forecasts in potential can-
didate countries, the least developed candidates
(Kosovo and Albania) will converge to the EU av-
erage output with the highest pace.

The situation in the labour market in EU coun-
tries started to stabilise slowly in 2010. A greater
drop in unemployment will eventually be seen in

forthcoming years. However, unemployment in
Slovakia will probably fall only slightly under 14%.
Other euro area countries can see a rigid em-
ployment development due to their slower GDP
growth recovery. From 2011 on, the expected
more dynamic evolution of employee compensa-
tions rather than labour productivity will be seen
as faster growth of unit labour cost. Slovakia will
be one of the countries with the strongest growth
of labour costs in the EU. In Baltic States and some
other EU countries (in particular Ireland, Germany
and Netherlands) unit labour cost decreases will
continue. With regard to a slow decrease in un-
employment, both current and future candidate
countries should maintain their cost competitive-
ness in future years.

In 2010 higher domestic demand will be reflect-
ed in a more favourable export development and
in a partial year-on-year decrease of Slovak trade
balance surplus. Further evolution of foreign trade
should be a positive impulse, mainly for the ex-
port of goods. In 2011 the current account deficit
of the SR should fall to 1.2% of GDP. For the euro
area as a whole, the Commission forecast a stabi-
lisation of the current account balance at about
-0.39% GDP. In the non-euro area EU countries the
external imbalance will increase. The highest (but
sustainable) deficit in 2011 should be seen in Ro-
mania. Sweden and the Baltic States should keep
their relatively high surplus balance. With grow-
ing economic activity we can expect a repeated
rise in current account deficits in candidate and
potential candidate countries (apart from Iceland
where a surplus balance is expected). At the same
time, we must be aware of the foreign debt in-
creases in these countries which, in some cases,
are already highly indebted.

ConcLusIoN

After years of fast economic growth, Slovakia saw
a drop in GDP in 2009. Lower economic activity
was reflected in a worsening of the labour market
situation. Increase in the relative level of labour
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productivity came to a standstill,and the econom-
ic performance of the Slovak Republic decreased
in comparison with the EU average. Contrary to
that, the relative price level increased in relation
to the apreciation of the effective exchange rate.
We could see a divergence in the development of
the real convergence indicators in several EU, as
well as accession countries.

The current developmnts confirm the high
corelation between real and nominal conver-
gence. The economic recession even led to a
short period of price decrease. In late 2009 Slo-
vakia started to meet the inflation criterion again.
Recession and related policy measures had a
strongly negative impact on the fiscal situation in
almost all countries under assessment. Excessive
deficit procedure started to be applied to Slovakia
as well as most other EU countries.
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Estoniais the only country that meets Maastricht
criteria. EU member states, but also countries ap-
plying for accession to the EU, are failing to meet
mainly fiscal criterion. From among candidate and
potential countries, Macedonia currently achieves
the best level of nominal convergence. The most
developed candidate country, Iceland, in spite of
higher level of real convergence has a relatively
long way to go to meet the Maastricht criteria.

The outlook for next years suggests a gradual
recovery of the economic growth of countries
under assessment. Slovakia should be the sec-
ond fastest growing EU country. After some time,
the situation on the labour market will also start
to improve. In spite of that, neither Slovakia nor
most current and future EU countries will prob-
ably be able to eliminate the excessive deficit in
coming years.
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Household indebtedness

in Slovakia

Ing. Anna Strachotovad
Ndrodnd banka Slovenska

The growth of household indebtedness represents a common trend across
practically all EU countries. In recent years the absolute volume of debts, as well
as the debt-to-income ratio of households, grew relatively quickly. In 2008, Slovak

household debt reached 40% of GDP

Compared internationally, this is not a level con-
sidered risky (according to Kaminsky and Re-
inhardt, 1999). A credit boom where the credit-
to-GDP ratio grows by more than 9% per year
is considered to be undue and potentially dan-
gerous for financial stability. However, consider-
ing the long-term trend of growth as well as the
negative development of incomes caused by the
current economic crisis, mainly due to unemploy-
ment growth, the development of household in-
debtedness deserves attention.

The growth of household indebtedness may
have significant macro-economic impacts. Ahigh
level of debt increases the sensitivity of house-
holds — their balances - to shocks, for example in
the case of an interest rate increase or income de-
crease. The situation of households having prob-
lems to pay for their debts consequently impacts
on their creditors. Households react to the signifi-
cant growth of indebtedness with a decrease of
consumption, and an attempt to increase their
savings: this impacts on economic growth and in
the present situation leads to a slow-down in the
rate of economic recovery.

THE IMPORTANCE OF THE HOUSEHOLD
SECTOR FOR FINANCIAL STABILITY
A certain level of indebtedness is a normal eco-
nomic phenomenon, because it helps house-
holds optimise consumption in the case of
unequal development of income. It becomes
a problem when a household is no longer able
to fulfil its obligations without reducing its ex-
penditures under the level necessary in order to
maintain a minimum standard of living, or if it is
not able to cover its obligations at all. Such ex-
cessive indebtedness presents risks not only for
creditors, but also has social consequences for
households. Asituation when a household takes
up excessive debt must not only be aresult of
an inadequate increase of obligations (financial
liabilities). A decrease of financial assets of house-
holds (total net wealth) works analogically. A role
is also played by the transfer of various forms of
risks into household balances.

In connection to the changed behaviour of
financial institutions and the introduction of fi-
nancial innovation, as well as the realisation of

reforms of the pension systems (introduction of
capitalisation pillars), a shift of market risks into
the household sector took place, as pointed out
by the MMF (2005). Financial institutions tried to
decrease the volatility of their balances and to
minimise impact on profits. Several risks that were
managed by financial institutions were redirected
into the balance of the household sector. How-
ever, households are less ready to diversify risks.
There are several channels through which these
risks seep into the balances of households. On the
side of assets, these are mainly more risky instru-
ments, such as shares and unit-linked insurance
products (products of investment life insurance,
where the risk of investment is borne by the in-
surance company client) and the transition from
pension programs with defined benefits to pro-
grams with defined contribution.

On the side of liabilities, these are for example
credits with flexible interest rate. Types of risks
transferred into household balances depend on
economic policy as well as specific policies and
standards applied in the regulation by individual
countries. The main risks that households deal with
are market risks (e.g. from investments to pension
funds, from changes of interest rates, from deri-
vates included in structured products), inflation
risk (through indexing of household benefits), risk
of investment planning, and risk of longevity.?

Other factors related to the reform of public
finances is the transfer of governmental expendi-
tures for households (e.g. for healthcare, educa-
tion), for which households need to have financial
resources. It also means further (potential) trans-
fer of risk into the sector of households. House-
holds do not need to be aware of the change of
their risk profile. Neither do they need to be ready
to manage and absorb risk (e.g. by creating ad-
equate savings in low-risk forms of assets). In rela-
tion to this, the question rises if the net wealth
of households is of an adequate level for house-
holds to tackle these (potential) pressures on their
financial position.

CHARATERISTICS OF NET WEALTH

OF HOUSEHOLDS IN SLOVAKIA

The development of financial assets and liabilities
of Slovak households at the aggregate level was

1 Based on the data of sector financial

accounts, (System of National Acco-

unts), Infostat.

2 The risk that the person will live
longer than the period for which
financial assets are created, or that
in the case of pensions from the
capitalisation pillar, income flow
from annuities will be limited or

eliminated.
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3 Factors affecting household demand
for credits for housing were discussed,
e.g. in the addendum Reports on
financial stability in Slovakia for 2006,
2007, 2008.

4 Leasing and factoring companies
and hire-purchase sales companies.

Chart 1 Financial assets of households (in million €)
40,000 1

35,000 1
30,000
25,000 1
20,000
15,000

10,000

5,000

Chart 3 Debt of households, (% of GDP)

807
70 4
60 1
50 4
40
30

20

0 T T T T T T T 1
2000 2001 2002 2003 2004 2005 2006 2007 2008

Money in circulation Deposits
m Securities except shares m Shares
® Insurance Other

= Net financial assets
Source: Eurostat.

Chart 2 Liabilities of households (in million €)
30,000 1
25000 1
20,000
15,000
10,000 1

5,000

T T T T T T T T
2000 2001 2002 2003 2004 2005 2006 2007 2008

= Liabilities/GDP
Liabilities/Assets

— Long-term credits/GDP

Source: Eurostat.

Chart 4 Level of savings and net financial wealth
(% of gross available pension)

0 T T T T T T T 1
2000 2001 2002 2003 2004 2005 2006 2007 2008

Short-term credits m Other credits

m Long-term credits

Source: Eurostat.

characterised in the period from the beginning of

the transformation of the economy after 1989 by

the following:

* significant focus on low-risk assets such as cash
and deposits, while the share of more risky and
less liquid instruments was increasing,

* growth of liabilities, especially of long-term
credits that has accelerated since 2005,

* associated decrease of net financial assets
(inancial assets minus liabilities),

* while the level of indebtedness related to GDP
may be considered to be adequate, related to
financial assets it is relatively high.

At the same time, the creation of savings was
decreasing in the long run and was stabilised only
through the introduction of the second pillar of
the pension system. Households used credits
mostly for the purchase of real estate. Non-fi-
nancial assets mostly represented by real estate
tended to grow. The growth of non-financial as-
sets was compensated for to a certain extent by a
decrease of net financial assets.
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The majority of credits were credits for housing.
Factors of credit growth were the process of fol-
low-up, demographic factors, as well as competi-
tion between banks.? In the case of Slovak house-
holds, their most significant creditor is the banking
sector followed by other financial agents.*

Households also have obligations with non-fi-
nancial companies and public administration.

Financial assets are only part of the overall as-
sets of households, another substantial part is al-
located in non-financial assets. An evaluation of
the overall asset position of Slovak households is
complicated by the fact that in the case of Slo-
vakia, there is no statistical data on the status of
non-financial assets available. It is only possible to
follow year-on-year increments of non-financial
assets. By cumulating the annual increments of
non-financial assets, it is possible to gain informa-
tion about how the concentration of household
assets in non-financial assets increased. In the
period from 2000 to 2008, non-financial assets in-
creased at a similar rate as the growth of the avail-
able income of households.
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HOUSEHOLD INDEBTEDNESS

In the following part, we focus on the charac-
teristics of the development of indebtedness
on the side of household liabilities, and on the
identification of those households facing finan-
cial difficulties.

The growth of household indebtedness increas-
es concern caused by the growth of credit risks
on the stability of the financial system. Household
indebtedness is evaluated as a rule in relation to
the financial sector that is dominant in terms of
household financing. Risks of household indebt-
edness however need to be seen in a broader
perspective, since households are exposed not
only to banks through credits, but also through
obligations with other sectors, mainly leasing and
factoring companies and hire-purchase com-
panies, non-financial companies (e.g. electricity
bills), and the fiscal sector.

Excessive indebtedness may be characterised
as asituation when ahousehold (or person) is
no longer able to pay its debts and defaults. At
the moment, there is no single unified definition
of excessive indebtedness (EC, 2008). Options to
evaluate the debtor position of a household (or
individual) are several - e.g. based on the start of
the process of personal bankruptcy. More flexible
criteria is when a household itself sees that it has
problems with the payment of contracted obliga-
tions. Another option is the definition applied in
the banking industry: if the debtor is in delay with
three payments of an obligation.

The reason for excessive indebtedness may
be an accumulation of debts. Economic circum-
stances, such as low income, economic inactivity,
and ownership of real estate burdened by mort-
gage also play a role. The main factor of an inabil-
ity to pay for obligations, however, is often serious
external factors, such as events seriously damag-
ing the economic management of household
budget (most often unemployment or an illness).
Personal characteristics of the debtor also have
an impact - the way they manage their finances,
tendency to risk, and insufficient knowledge in
the area of financial management.

DATA ON HOUSEHOLD INDEBTEDNESS
An important source of data on household in-
debtedness is the annual Statistics on Income and
Living Conditions (EU SILC) carried out in all EU
countries according to comparable methodology
soitis possible to compare internationally individ-
ual characteristics of households. The project pro-
vides data on the social and economic situation of
households — on the income of households, level
and structure of poverty, social exclusion, and
material deprivation (the data was proposed and
monitored with the aim to better understand the
worsening of living conditions and the impact).
To characterise household indebtedness, EU
SILC project data may be used on the part of ma-
terial deprivation in the dimension of Economic
burdening’® It contains objective indicators of
types of data on arrear payments of households

on items such asrent payment, mortgage or
credit payment, hire-purchase payment, electric-
ity bills, as well as subjective indicators such as an
evaluation of own financial situation of house-
holds, and perceived level of burden connected
with the payment of selected obligations. These
indicators may be considered as a sufficient
source of information on the long-term financial
situation of households.

In this article, data from EU SILC 2008 research
concerning income from 2007 is used, thus the
full effect of the crisis as reflected in the house-
hold sector in Slovakia only at the beginning of
2009 is not depicted.

FINANCIAL STRESS

Financial indicators of deprivation indicated in the
following part have a subjective character since
they also depict the preferences of households:

* household has problems to cover regular

Costs,

* household has limited ability to cover unex-
pected costs,

* household considers paying total costs for
housing to be a financial burden,

* household has instalment payments for credits
after maturity date,

* household has problems covering energy bills.

Financial problems are not limited to house-
holds at risk of poverty, therefore they are not
sufficiently detected by the indicator of income
type. Problems to pay for obligations or unex-
pected costs also have households with income
above the limit of the risk of poverty.

Since data is in equal structure available for all
EU countries, we can compare the level of finan-
cial distress of households. We chose to compare
Slovakia with countries in the euro area® as well as
within the group of new Member States’. Since
it involves a sample of population, we consider
it to be more significant to consider the trend of
development rather than the level of individual
indicators. Indicator of the Ability to cover regular
costs has the nature of a subjective poverty in-
dicator (Guio, 2009), since it defines households
that consider their own financial situation as insuf-
ficient to cover regular consumption and house-
hold functioning.

Difficulties to cover regular costs indicate exist-
ing tension in household budgets. Households
evaluate their ability to cover regular costs in six
possible response variants.?

In Chart No. 1 we include two extreme variants
indicating the highest level of financial distress.

Results show that more than 10% of the Slo-
vak population was in an extremely weakened
situation, and approximately one third of Slovak
households had limited ability to cover the cur-
rent level of regular costs.

The situation of Slovak households is more
tense compared with the average of the euro
area and is comparable with the average of the
new Member States, but unlike Slovakia the trend
in the new Member States has improved.

A

5 When evaluating the financial po-
sition of households based on data
from findings, we must remember
the fact that this type of micro data
may underestimate the real situation
in the area of available income, since
households have the tendency not
to acknowledge income that is not
officially registered (tax shortages,
income from the grey economy). Ho-
useholds are not motivated to hide
their obligations, so the overview in
fact provides true information on
indebtedness.

6 The group of the euro area is com-
posed of the current number of euro
area countries.

7 The group of 10 new Member States
comprises CZ, EE, CY, LV, LT, HU, MT,
PL, SI, SK.

8 The variants were: with great diffi-
culties, with difficulties, with certain
difficulties, relately easily, easily, very
easily.
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Table 1 Ability to cover regular costs (share of households in %)

Euro Area With great difficulties
With difficulties

New Member States  With great difficulties
With difficulties

Slovakia With great difficulties
With difficulties

Source: Eurostat.

Another indicator refers to the ability of house-
holds to bear additional burdens of the budget.
Indicator of the Ability to cover unexpected costs
indicates the share of households without im-
mediately liquid resources available. Households
respond to the question of ability to cover unex-
pected amounts on the level of a monthly me-
dian income per person from own sources, thus
relatively comparable share of income for various
countries.

In the case of this indicator, the difference be-
tween households with low income is shown
very significantly when compared with the rest
of the population. A significant difference in the
situation of households in the euro area is seen
when compared with the new Member States
with significantly more households having prob-
lems covering unexpected costs. In the group
of households with mortgages, a slightly lower
share of households in Slovakia (41%) has liquid-
ity problems than in the group of households
without mortgages (45.6%).

The total costs of housing are a significant part
of household costs. However, there is also a group
of households that does not need to cover these

2005 2006 2007 2008
7,1 7,5 74 86
14 14 13 14
19 16 13 13
24 24 2 2
12 12 11 12
18 22 20 23

costs, especially if they are owners of their hous-
ing or their rent is zero.

Inthe case of households perceiving high finan-
cial distress with regards to overall costs related
to housing, it is probable that they are forced to
modify their consumption and may be at higher
risk of arrear payments for obligations connected
to the funding of housing.

In Slovakia, the group of households for which
housing presents a serious burden decreased.
However, the group of households for which
housing is somewhat burdening increased. The
share of the group for which housing was not a
burden at all slightly increased.

Indicator Arrear payments with mortgage/
rent payment or credit, leasing, hire-purchase
payment: During 2005 - 2008, only a narrow
group of households in the countries of the euro
area as well as new Member States declared arrear
payments in connection with mortgage or rent,
or arrear payments related with hire-purchase or
other credits.

Inability to cover energy bills is closest to de-
picting material deprivation of financial problem
indicators. This is also reflected in the character-

Table 2 Inability to cover unexpected financial costs (share of households in %)

Euro Area
New Member States
Slovakia

Source: Eurostat.

2005 2006 2007 2008
29 32 32 31
58 53 51 49
59 49 43 38

Table 3 Financial burden of households with paying overall costs for housing (share of households in %)

Euro Area Very burdening
Somewhat burdening
Not burdening
Very burdening
Somewhat burdening
Not burdening
Very burdening
Somewhat burdening

Not burdening

New Member States

Slovakia

Source: Eurostat.
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2005 2006 2007 2008
32 33 32 36
48 47 47 46
20 20 20 19
38 36 34 34
50 53 55 55
12 11 11 11
40 40 35 33
53 54 57 58

6 6 8 9



F1 N ANCIT AL

S TAB I LI TY

Table 4 Arrear payments for mortgage/rent or credit, leasing, hire-purchase (share of households in %)

Euro Area Mortgages
Credits

New Member States  Mortgages
Credits

Slovakia Mortgages
Credits

Source: Eurostat.

Table 5 Arrear payments for energy bills (share of households in %)

Euro Area
New Member States
Slovakia

Source: Eurostat.

istics of household behaviour — the effort with
which they try to prevent debt. This risk is con-
centrated in low-income households.

MULTI-DIMENSIONALITY OF FINANCIAL
DISTRESS

Information from the individual indicators of
financial distress can be linked since various di-
mensions of economic burdening and depriva-
tion have the tendency to correlate positively
(Guio, 2009). We may expect that a household
in an unfavourable situation will show higher
distress, and therefore it is possible to indicate
households with potentially greater problems.
In the case of Slovak households there is a con-
nection between the inability to cover regular
as well as unexpected costs — more than 80% of
households covering regular costs with great dif-
ficulties or problems would not be able to cover
unexpected costs from own sources. This group
of households overlapped in more than 70% of
cases, with the group of households for which to-
tal costs of housing present a great burden. Simi-
larly, arrear payments in the case of mortgage or
rent payments often applied to households for
which costs of housing represent a great burden
(Gerbery, 2008).

In spite of the aggregate growth of mortgage
financing, mortgage debtors probably do not
represent the group of households for which fi-
nancial stability would be the main source of risk.
Data from the EU — SILC project (for the period of
2005 - 2007), Beck, Kibuuka and Tiongson (2010)
use the study examining if mortgage debtors are
at greater probability of dealing with financial dif-
ficulties when compared with other households.
An analysis has not detected systemic evidence
that mortgage debtors would be more vulner-
able. This group of households did not show a
higher probability of tackling the financial burden
of being in a delay with paying for their obliga-

2005 2006 2007 2008
36 34 36 39
3 2,6 2,6 24
3 3 2 2
5 4 4 2
4 5 3 3
2 3 2 1
2005 2006 2007 2008
6 7 6 7
18 15 13 9
8 6 6 4

tions than tenants or group of owners without
a mortgage.

The fact that in the quoted study mortgage
debtors in Slovakia show also show increased
financial distress may be caused by lower pre-
dictability of the level of instalment payments for
mortgage with regards to preferring contracts
with variable fixation of interest rate (Georgara-
kos, 2010).

In the monitored countries of EU, the occur-
rence of financial vulnerability decreased during
2005-2007, probably reflecting the strongincrease
of household income. Similar characteristics that
caused ownership status in old EU Member States
also apply to new EU Member States.

CoNCLUSION

The financial standing of Slovak households may
come under the pressure of development on the
part of liabilities (due to the increase of indebted-
ness), as well as a result of insufficiently generated
savings and evaluation of financial assets. In con-
nection with the problems of the public financial
budget, households may be forced to bear unex-
pected and increased costs in the future.

The traditional orientation of Slovak house-
holds on financial assets with low level of risk,
and thus also low level of revenue, has shifted
due to the development of the domestic finan-
cial market to more risky and more profitable
instruments. Development on the financial mar-
kets, however, indicates that household assets
face risks that households can control and diver-
sify less easily. The financial standing of Slovak
households seems to be vulnerable with regards
to the relatively high volatility of the develop-
ment of financial assets, as well as net financial
assets.

There is a group of households with financial
problems due to excessive indebtedness. The
financial indicators of deprivation tended to de-

B —
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crease during 2005 — 2008. This suggests that
Slovak households could enter the period of
economic crisis with relatively stable balances.
The current period of economic crisis means
increased risk of insolvency, e.g. due to the loss
of employment, absence of income planned to
cover a debt, or increased tension in budgets, in
the case of excessive optimism of households at
the time of accepting obligations when it comes
to the expected development of their future in-
come. The probability of the growth of negative
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economic and social impacts due to excessive
household indebtedness thus increases.

At the moment it is desirable that the vulner-
ability of household balances reduced, and an im-
provement of balances was realised through the
more intensive creation of financial assets and/or
the reduction of obligations on the side of liabili-
ties. Corrections in household balances however
have an impact on the rate of domestic demand
recovery, and thus also on the future growth rate
of the domestic economy.



The exhibition: Euro Our Currency

The series of the NBS exhibitions has been
extended with the new exposition - Euro
Our Currency. It presents on six large
panels the history of the origin of euro
banknotes and coins, the role of the NBS
in the euro adoption and its function after
joining the euro areaq, its position in the
European system of central banks, and the
responsibilities of the European Central
Bank, as well.

The exhibition also describes the historic first
common currencies used in Europe, such as the
tetradrachmas, Roman coins, hrivnyas, dukats,
toliars and crowns, as well as the first attempts
at currency unions and the establishment of the
Economic and Monetary Union — its founders,
political situation, choice of title, symbol, and the
history of euro adoption.

The exhibition was opened at the end of September 2010 by the Vice-Governor of the NBS, Viliam OstrozZlik (in the
photo, on the left) and Peter Zsapka, the deputy chairman of the Representation of the European Commission in
Slovakia. They both highly evaluated the fact that the euro continues to generate discussion. Presenting the past and
present of the unified euro currency is useful and necessary, especially in the turbulent times of the financial crisis.
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Open Day at the NBS

The NBS opened its doors for the fourth time, making accessible to the public selected
premises of the building, such as the NBS Governor’s office, the Bank Board's meeting
rooms, and the library . Central bank staff prepared an interesting program for visitors.

The Banknotes and Coins Department, the Archives as
well as the Museum of Coins and Medals prepared sti-
mulating presentations.

For the first time in its history, the ECB also intro-
duced itself to Slovaks. Around three thousand
people visited the NBS building.

Visitors could see four exhibitions, as well as
films from the NBS and ECB. Part of the event

Visitors showed great interest in the presentation and
actively took part in the discussion with the NBS Gover-
nor Jozef Makuch.

was also a presentation by the NBS Governor and
a discussion with visitors, as well as a presentation
on currency circulation, and an accompanying
program for younger visitors.
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