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THE APPLICATION OF THE SECOND PILLAR OF BASEL Il IN CROATIAN BANKING

1 The application of the second
pillar of Basel Il in Croatian
banking

1.1 Introduction

Basel 11" was published in June 2004. After undergoing a run of smaller revisions, it was adopted by
the European Commission in 2006 and implemented in the Capital Requirements Directives (Di-
rectives 2006/48/EC and 2006/49/EC) (Capital Requirements Directives, CRD). In the Republic
of Croatia it was implemented by means of the Credit Institutions Act? (hereinafter: the Act) and a
number of subordinate pieces of legislation enacted pursuant to that Act. The part of the Act that
implements Basel Il and the associated subordinate legislation entered into force on 31 March 2010.
Since then, credit institutions have reported their capital adequacy ratios on a quarterly basis based
on Basel II methodology standards, thus meeting the requirements of Pillar I.

The Decision on the internal capital adequacy assessment process for credit institutions® (hereinaf-
ter: the Decision), which prescribes the basic principles of the assessment process, the method of and
the periods for reporting of credit institutions to the Croatian National Bank on the required internal
capital of credit institutions (Pillar II, as it is called) also entered into force on 31 March 2010.

Capital adequacy, as a regulatory requirement under Pillar I, implies mandatory calculation of capital
requirements for credit, market, and operational risk by means of the use of the prescribed meth-
odologies. However, since these risks are not the only risks to which a credit institution is exposed
in its business operations, Pillar II provides that credit institutions have to determine on their own
the required internal capital, depending on the risks these institutions are or might be exposed to
(ICAAP, Internal Capital Adequacy Assessment Process). In this assessment, credit institutions may
use internally developed methodologies for capital requirements assessment. Internal capital require-
ments represent a quantification of risks that credit institutions are exposed to. Credit institutions
are required to maintain the level of available internal capital sufficient for the coverage of internal
capital requirements.

Credit institutions submitted their first ICAAP reports with balance as at end-April. Credit institu-
tions that are parent undertakings within a group of credit institutions in the Republic of Croatia
submit their ICAAP reports on a consolidated national basis. As a result, nine consolidated reports
were received from large credit institutions, while 24 small credit institutions as a rule submitted their
individual reports.

As shown by the reports received, the total assessed internal capital requirements of large credit
institutions exceeded regulatory capital requirements by 19.5%. However, two large credit institu-

1 Bank for International Settlements (BIS): International Convergence of Capital Measurement and Capital Standards.
2 OG 117/2008, 74/2009, and 153/2009.
3 OG 1/2009, 75/2009, 2/2010, and 28/2011.
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tions reported smaller internal capital requirements than regulatory capital requirements. The total
assessed internal capital requirements of small credit institutions also exceeded regulatory capital
requirements by 18.9%. None of the small credit institutions reported assessed internal capital lower
than regulatory capital requirements. As many as six small credit institutions reported internal capital
requirements as exceeding regulatory capital requirements by over 30%, with only two large credit
institutions assessing internal capital requirements within this range.

The total available internal capital of large credit institutions exceeded regulatory capital by 6.1%.
Only one large credit institution reported lower available internal than regulatory capital. As many as
three large credit institutions had equal coverage of available internal capital and own funds. In terms
of coverage of the available internal capital, one of these three large credit institutions did not depart
from the definition of own funds, but deducted capital requirements for other risks directly from
the available internal capital and as a result reported lower available internal than regulatory capital.
Higher available internal capital of other credit institutions was mainly due to a greater inclusion of
minority holdings, profit earned in the current period, revaluation of the available for sale portfolio
and value impairments for A category placements. Although most of large credit institutions deduct
higher amounts of intangible assets than in the case of regulatory own funds, some of them do not
deduct some of the prescribed deduction items.

The total available internal capital of small credit institutions was only 1.9% higher than the total
own funds, due to the equal coverage of available internal capital and the prescribed own funds in
the majority of small credit institutions (17 out of 24). Seven small credit institutions reported bigger
available internal capital, and none of the small credit institutions reported available internal capital
lower than own funds. The bigger available capital of small credit institutions can be attributed to the
inclusion of current year profit by small credit institutions, although three small credit institutions
increased the available internal capital through the inclusion of impairment for risk category A place-
ments and unrealised gains for the portfolio of assets available for sale.

In general, almost all small credit institutions reported a lower internal capital adequacy ratio than
the regulatory capital adequacy ratio (2.29 percentage points, on average) Only one small credit in-
stitution reported a higher internal capital adequacy ratio than the regulatory capital adequacy ratio.
Large credit institutions also reported on average a 2.08 percentage points lower internal capital ade-
quacy ratio, although, three large credit institutions reported a higher internal capital adequacy ratio.

The reports received indicate that credit institutions in the Republic of Croatia determined, by means

of internally developed risk identification and quantification methodologies, that the prescribed first
pillar methodology underestimates the actual risk exposure.
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1.2 Internal capital requirements assessment
process in large credit institutions

As the type, scope and complexity of operations of credit institutions depend largely on the size of
the credit institution, large credit institutions have to include a wider range of risks that are assessed
under ICAAP and to use more sophisticated risk-assessment techniques and much more complex
stress testing procedures.

To determine which risks are significant for them, large credit institutions have to analyse the follow-
ing risks:

1) credit, market and operational risks,

2) risks not fully covered by Pillar I (such as currency induced credit risk, residual risk, risks arising
from securitisation transactions, a possible underestimation of credit risk due to the use of the
standardised approach),

3) interest rate risk in the non-trading book, concentration risk, liquidity risk, reputation risk and
strategic risk,

4) the impact of external factors (economic and business environment) and

5) other risks.

Analysing all the risks in the mentioned risk map, in addition to pillar I risks (credit, market and
operational risk), large banks identified the following risks as significant:

1. Concentration risk* is each individual, direct or indirect, exposure to a single person or a group
of connected persons or a group of exposures to the same economic sector, the same geographic
region, business activities or commodity, and the use of credit risk mitigation techniques, which may
lead to losses that could jeopardise further operation of the credit institution. Only one large credit
institution reported concentration risk as not significant.

2. Currency induced credit risk (CICR) is a very significant risk for the Croatian banking system. It
represents the additional risk of loss to which a credit institution granting foreign currency or foreign
currency-indexed placements is exposed and that stems from a debtor’s exposure to currency risk.
Only two large credit institutions assessed CICR as not significant by means of internal methodology.

3. Liquidity risk is the risk of loss arising from a credit institution’s existing or expected inability to
meet its financial obligations as they become due. All large credit institutions found liquidity risk to
be significant.

4. Strategic risk is the risk of loss caused by adverse business decisions, lack of responsiveness to
changes in the economic environment, etc. As many as five large credit institutions assessed strategic
risk as significant, but only two large credit institutions allocated internal capital requirements for
this risk.

4 The analysis relies on the prescribed definitions of risks, although credit institutions are free to depart from these definitions under
ICAAP.
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5. Reputation risk is the risk of loss of trust in the integrity of a credit institution caused by ad-
verse public opinion of the credit institution’s business practices, regardless of whether there are any
grounds for such a public opinion or not. As many as six large credit institutions assessed reputation
risk as significant, but only two of them allocated internal capital requirements for this risk.

6. Residual risk is the risk of loss arising when recognised credit risk mitigation techniques used by
a credit institution prove less effective than expected. Four large credit institutions found residual
risk significant for their operations, but only two of them allocated internal capital requirements for
this risk in the framework of the methodology for the assessment of internal capital requirements for
credit risk.

7. Business risk included by some credit institutions under a wider definition of earnings risk was
found to be significant by two large credit institutions that had also allocated internal capital require-
ments for this risk. One of these credit institutions developed a special methodology for the assess-
ment of this risk, while the other used a general methodology for the assessment of other risks to
assess this risk.

8. Real estate investment risk was found to be significant by as many as two large credit institutions.
These institutions had developed their own methodologies for the assessment of internal capital re-
quirements.

9. Financial investment risk, i.e. equity investment or investment risk is usually assessed by large
credit institutions in the context of market risks. Only three large credit institutions identified these
risks as separate risks, while two of them found them to be significant and allocated internal capital
requirements for them.

10. Macroeconomic risk, i.e. the effect of external factors, is usually assessed by large credit insti-
tutions by means of stress testing, a risk management technique that is used for the assessment of
potential effects of specific events and/or change in several risk factors on the financial condition.
Four large credit institutions found this risk to be significant, and only two of them did not allocate
internal capital requirements for it.

11. Country risk is the risk that relevant bodies or the central bank will not be able or willing to settle
liabilities to other countries and creditors in these countries and that other debtors in the country in
question will not be able to settle the liabilities to foreign creditors. Only one large credit institution
identified this risk as significant, without having allocated internal capital requirements, using other
risk management techniques to cope with this risk.

12. Settlement and counterparty risk means the risk of loss arising from counterparties’ failure to
meet their liabilities. Since large credit institutions usually assess this risk in the context of the assess-
ment of internal capital requirements for credit risk, only two large credit institutions identified and
assessed this risk as significant. Three large credit institutions which also identified it, found this risk
to be insignificant for them.

13. Legal risk, though constituting an integral part of the prescribed definition of operational risk,

was identified as significant by two large credit institutions. However, only one of them allocated in-
ternal capital requirements for this risk in the context of internal capital requirements for other risks.
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14. Dilution risk is the risk of loss due to a reduction in the amount of bought receivables as a result of
cash or non-cash credits of the obligor, which arise from a legal relationship with the former creditor

that is the basis for receivables which are the subject of the purchase. Because of the marginal impor-
tance of factoring in Croatian banks, only one large credit institution assessed this risk as significant.

15. Outsourcing risk comprises all risks that arise when a credit institution contractually engages a
counterparty (service provider) to perform activities that would otherwise be performed by the credit
institution. Although almost all large credit institutions outsource as a minimum a part of an indi-
vidual ICAAP phase to a service provider (as a rule, the parent credit institution), only one of them
assessed this risk and found it significant and allocated internal capital requirements for it.

The list of risks assessed by large credit institutions under ICAAP, but found insignificant, includes:

The risk of loss of human resources. This type of risk is assessed by only one credit institution.

Underwriting risk. One credit institution assesses this risk in the framework of other risks it is
exposed to. However, given the volume, size and complexity of the issue and fees, reputation and
experience in this type of operations, this risk is not found to be significant.

Compliance risk is the risk of the imposition of measures and pecuniary sanctions and the risk of
substantial financial loss or loss of reputation a credit institution might suffer due to failure to com-
ply with regulations, standards, codes and internal bylaws. Given the obligation of credit institu-
tions to set up an ongoing and effective compliance function for the determination and assessment
of compliance risk, it is surprising that only three large credit institutions assessed this risk in the
context of ICAAP. These three institutions have found this risk to be insignificant.

Securitisation risk is assessed by only two large credit institutions that have implemented uniform
risk map for the entire group of credit institutions. However, given that no Croatian credit institu-
tion engages in this type of operations, this risk has been assessed as insignificant.

Insurance risk is assessed by one large credit institution that has insurance companies in its group;
however, since this credit institution is itself not involved in the insurance business, this risk has
been assessed as insignificant.

Capital risk, defined as a risk of an unbalanced structure of capital or difficulties in achieving
adequate capital levels. In case of need, it is assessed by two large credit institutions. These institu-
tions found this risk insignificant.

Operations risk is the risk of loss caused by the fact that a credit institution, due to its size, has a
limited capacity to put in place sophisticated operational mechanisms, systems and controls. Even
though this risk is more characteristic of small credit institutions, as many as three large credit
institutions included it in their risk maps and assess it. These institutions ultimately assessed this
risk as insignificant.

Systemic risk is defined as the risk that emerges as a result of problems in the entire financial sector
leading to overall financial system instability. It is assessed by only one large credit institution. This
credit institution has found this risk to be insignificant.
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* Model risk is defined as the risk of loss resulting from weaknesses in financial models used in risk
assessment and management and from the use of inadequate risk assessment model or inaccurate
interpretation of results obtained by means of the model. Even though all large credit institutions
use models in the assessment of internal capital requirements, only one large credit institution in-
cluded this risk in its risk map and ultimately assessed it to be insignificant.

To calculate internal capital requirements for credit, operating and market risks, smaller credit in-
stitutions may use the prescribed basic indicator or standardised approaches. Large credit institu-
tions may also use these approaches but only for the calculation of internal capital requirements as
at 31 December 2010. As of 2011, large credit institutions are expected to improve and adjust the
prescribed basic indicator and standardised approaches or use prescribed advanced approaches or
other models.

As many as five large credit institutions used the internal ratings based approach (IRB) in the assess-
ment of internal capital requirements for credit risk. Some of these institutions used the prescribed
approach, others modified it, while still others used this approach to capture some portfolios, using
the standardised approach for the assessment of the remaining exposures. Four large credit institu-
tions made use of the prescribed exemption for the first [CAAP report and used the prescribed stand-
ardised approach. Two large credit institutions additionally modified this standardised approach.

Six large credit institutions use the assessment of value at risk (VaR) for the assessment of internal
capital requirements for market risks by means of a VaR model that departs from the prescribed de-
terminants. However, as many as three large credit institutions use the standardised approach for the
assessment of internal capital requirements for these risks.

Only three large credit institutions use the advanced measurement approach (AMA) for the assess-
ment of internal capital requirements for operational risk, and five large credit institutions use the
standardised approach. One large credit institution uses the basic indicator approach (BIA), also
used by this institution for the assessment of regulatory capital adequacy ratio.

Currency induced credit risk has been a much discussed topic lately as the value of the kuna against
individual foreign currencies (most notably the Swiss franc) weakened significantly, clients’ monthly
payments rising steeply. It is therefore not surprising that almost all large credit institutions allocated
internal capital requirements for CICR of 9.8% on average of internal capital requirements for credit
risk. Only one large credit institution found CICR not to be significant, and has thus not allocated
internal capital requirements. Two large credit institutions modelled the effect of this risk on the
increase in the probability of default (PD) in their IRB approaches. Three large credit institutions
assessed internal capital requirements for CICR by modelling the effect of exchange rate changes on
the level of bad placements (placements classified into risk categories B and C) and expenses on loss
provisions. Two large credit institutions increased capital requirements for placements exposed to
CICR. One large credit institution increased exposure for placements exposed to CICR depending on
exchange rate volatility, thus assessing an increase in exposure of all foreign currency-denominated
placements in the case of a significant change in the exchange rate. However it did not assess the
probability of default on the part of individual clients in such a case.

In addition to Pillar I risks and CICR, the next most significant risk under ICAAP is definitely interest
rate risk in the non-trading book. Consequently, all large credit institutions allocated internal capital
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requirements for that risk. As many as three large credit institutions use the prescribed methodology
of the simplified calculation of the estimate of change in the economic value of the non-trading book
while the remaining large credit institutions developed their own methodologies based mostly on VaR.

Concentration risk significantly gained in importance in ICAAP reports. Only one large credit in-
stitution did not allocate internal capital requirements for this risk, because the internally defined
methodology based on the Herfindahl-Hirschmann index (HHI) showed that this risk was insignifi-
cant. Another two large credit institutions assessed the concentration risk by means of an HHI-based
index. As it showed to be significant, these credit institutions allocated internal capital for this risk.
Four large credit institutions used the assessment of concentration risk in their modelling of internal
capital requirements for credit risk. The internal capital requirements for concentration risk of the
large credit institutions that identified this risk ranged between 1.4% and 9.0% internal capital re-
quirements for credit risk.

Two large credit institutions identified individually significant risks within the framework of other
risks and developed in-house methodologies for their assessment. Five large credit institutions did
not develop individual methodologies for the calculation of internal capital requirements for other
risks but randomly allocated a certain percentage ranging from 0.02% to 10.00% of capital require-
ments. Most used the percentage suggested for small credit institutions (5%). Only two large credit
institutions did not allocate internal capital requirements for other risks. Internal capital require-
ments for other risks of large banks ranged between 0.02% and 12.0% of the total internal capital
requirements.

Against the backdrop of highly turbulent macroeconomic conditions, it is very surprising that three
large credit institutions did not allocate additional internal capital requirements for the effect of ex-
ternal factors in the framework of ICAAP. The share of internal capital requirements for this risk of
other large credit institutions that allocated internal capital requirement for it, ranged between 1.5%
and 27.0% of the total internal capital requirements.

Liquidity risk is considered significant in all large credit institutions, but by its nature it as a rule
does not require internal capital requirements. However, one large credit institution reported internal

capital requirements for this risk by quantifying the cost of refinancing of the existing liquidity gap in
the conditions of an interest rate shift.

1.3 Internal capital requirements assessment
process in small credit institutions

For the purposes of this analysis, a small credit institution is a credit institution which, to calculate
the adequacy of own funds, does not apply the advanced approaches which require permission from
the Croatian National Bank and which meets one of the following conditions:

1) it is authorised as a savings bank or a housing savings bank, or

2) its total assets are at all times lower than seven billion kuna
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and it does not belong to even a single group of credit institutions consolidated by a large credit in-
stitution in the Republic of Croatia.

In general, small credit institutions mostly used the prescribed methodology for the calculation of
internal capital requirements for Pillar I risks. However, three small credit institutions modified the
prescribed standardised approach to the calculation of capital requirements for credit risk and one
small credit institution developed its own methodology for the calculation of internal capital require-
ments for credit risk. Two small credit institutions developed their own methodologies for the calcu-
lation of internal capital requirements for market risks and only one small credit institution used its
own methodology to calculate internal capital requirements for operational risk.

In addition to internal capital requirements for Pillar I risks, all small credit institutions allocated in-
ternal capital requirements for CICR of 8% on average of the internal capital requirements for credit
risk. The majority of small credit institutions (15 out of 24) calculated the mentioned internal capital
requirements for CICR by increasing risk weights for unhedged clients, while four credit institutions,
analysing the changes in the exchange rate of major currencies, increased initial exposures for un-
hedged placements and applied the prescribed risk weights to such increased exposures. As many as
five small credit institutions developed special internal methodologies for the assessment of internal
capital requirements for this risk.

Most of the small credit institutions also allocated internal capital requirements for concentration
risk, which came on average to 5.7% of the internal capital requirement for credit risk. Of 16 small
credit institutions that allocated internal capital requirements for concentration risk, as many as sev-
en used the methodology based on HHI. Seven small credit institutions allocated additional capital
requirements for placements to clients involved in a specific activity and to which they have consider-
able exposure and for placements to the largest clients. By doing so, they quantified the concentration
risk. As many as four small credit institutions developed their own methodologies for the calculation
of internal capital requirements for concentration risk.

Interest rate risk in the non-trading book was found to be significant by all small credit institutions
which consequently allocated specific internal capital requirements for this risk. Almost all (21 out
of 24) small credit institutions used the prescribed methodology of the simplified calculation of the
estimate of change in the economic value of the non-trading book to calculate this requirement. The
remaining three small credit institutions modified the prescribed approach by reducing the projected
level of shifts in interest rates relative to the prescribed methodology.

Only two small credit institutions did not allocate internal capital requirements for other risks. As
stated in the template ICAAP report posted on the CNB website, a small credit institution may, instead
of assessing exposure to other significant risks, allocate internal capital requirements of minimum 5%
of the total regulatory capital requirements for such risks. Consequently, as many as 17 small credit
institutions reported in their first ICAAP report that they used the recommended percentage for the
assessment of internal capital requirements for other risks. Two small credit institutions used a lower
percentage than recommended and three of them used a higher percentage.

A smaller credit institution may use less sophisticated techniques when conducting stress testing,

such as a sensitivity analysis, and in such a way analyse the effect of change in individual external
factors. As many as six small credit institutions allocated internal capital requirements to account
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for the effect of external factors. Internal capital requirements for these risks have been assessed as
ranging from 0.8% to 18.0% of total internal capital requirements. Furthermore, four small credit
institutions indicated that the effect of external factors was included in internal capital requirements
for other risks.

Finally, it is also worth noting that three small credit institutions also decided to report internal capital
requirements for liquidity risk by quantifying the refinancing cost due to the liquidity gap present in
their balance sheets. In this way they tried to determine additional costs in the case of a significant
outflow of short-term liabilities.

1.4 Conclusion

The Basel standard is based on three pillars. Pillar I provides the methodology for the assessment
of the most significant risks of credit institutions: credit, market and operational risk. However, in
view of other significant risks that credit institutions face, and in view of the volume and complexity
of operations they conduct, Pillar 11 of the Basel standard requires that credit institutions should as-
sess such additional risks, and if it is necessary to protect themselves, maintain additional capital for
them. The second pillar also requires credit institutions, particularly large ones, to re-examine the
methodology used in the assessment of Pillar I risks. Ultimately, each credit institution is obligated to
indicate in its annual ICAAP report the risks assessed and the amount of capital necessary.

In their first ICAAP report, credit institutions in general placed increased importance on currency
induced credit risk, concentration risk and interest rate risk in the non-trading book, and reported
on average an internal capital adequacy ratio 2.09 percentage points lower than the regulatory capital
adequacy ratio, which stood at 18.94%.

However, the process of determining the optimal level of capital for each individual credit institution
does not end here. The optimal level of capital will be based on information on supervisory require-
ments (one of which is the capital adequacy ratio), ICAAP report data, information made available
to the supervisor in the course of supervision and dialogue with each individual credit institution.

The procedure for determining the necessary level of capital of credit institutions that are members
of a group of credit institutions in the European Union also includes a dialogue with a supervisor
responsible for the supervision of this group of credit institutions which takes place in colleges of
supervisors. The level of capitalisation of the entire group of credit institutions and each individual
member within the group is examined in these colleges and a final position on capital is adopted.
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2 Performance indicators of
credit institutions

Summary

The first half of 2011 brought a somewhat faster dynamics in bank assets growth, increased profits
and strengthening of the already strong capital base. Against the backdrop of the still slow domestic
economy, the growth in bank assets was low compared to the previous pre-crisis period and indica-
tors of returns, though recovered, held steady at levels lower than those achieved in 2008.

Bank assets rose by 1.6% in the first six months, mainly owing to the growth in assets of large banks
and a sharp increase in the sources from majority foreign owners. Household deposits, whose growth
rate had trended upwards slightly in 2010, slowed down considerably in the first half of 2011, while
corporate deposits fell considerably and resulted in a decline in total domestic deposits. As a result,
the sources from majority foreign owners gained in importance. They accounted for a little over
one fifth of total received deposits and loans, most of which were of a long-term nature. Short-term
liquidity indicators or liquidity coefficients in periods up to one week and one month pointed to sig-
nificant surplus liquidity. A decline in the prescribed percentage of foreign currency claims that the
banks are required to maintain relative to their foreign currency liabilities led to placements restruc-
turing on the part of the banks and rising liquidity reserves in the form of cash and overnight deposits
with the CNB, with the largest share of the funds released being used for credit growth.

Credit activities of banks continued to recover slightly throughout the first half of 2011, while the
banks remained increasingly cautious in their appetite for risk. The bulk of credit growth was thus
channelled to government units as the less risky sector, while corporate loans, which had grown
somewhat faster in 2010, continued to grow at a similar rate in 2011. Households continued to
decrease their loan burden and the absence of credit growth to that sector, which was the main
generator of growth in bank loans in the pre-crisis period, again contributed to a high level of partly
recoverable and irrecoverable loans (B and C risk category loans). A slow increase in new loans, and
portfolio ageing, led to a worsening in the quality of this portfolio, although the growth in the share
of B and C risk category loans was slower than in the previous two years. These loans rose by 9.5%
in the first half of 2011, accounting for 11.9% of total bank loans.

In the same way as in 2010, the corporates mainly used the newly granted funds for working capital
and for maintaining liquidity while their worsened liquidity position led to a deterioration in bank
loans repayment and a growth in the share of B and C category loans. At the end of the first half of
2011, these loans accounted for almost 20% of total corporate loans. The largest share of the increase
in B and C category corporate loans went to construction and real estate activities. The banks stopped
increasing credit exposure to the construction sector, but loans to the real estate business continued
to grow at high growth rates. One part of this increase can probably be attributed to companies set
up by construction companies for the management of unsold residential units. Due to the importance
that loans to these two activities and household loans have in banks’ balance sheets, banks still provide
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significant support to activities associated with the real estate market, attempting to spur them through
special offers, including those associated with government subsidies for home loans.

Bank profit was considerably higher (19.0%) than in the first six months of 2010, mainly due to
a considerable fall in interest expenses, most notably those associated with household deposits. A
decline in deposit interest rates led to an increase in interest rate spread, the level of which was con-
siderably higher than in previous years, thus covering the steadily rising expenses on loss provisions
and costs. Unlike 2010, interest income went up, driven by slightly stronger credit activity, most
notably an increase in loans to government units in the first quarter of 2011. The increase in profit
was also due to a more efficient use of derivatives in currency risk hedging while income from fees
and commissions failed to maintain its relatively high 2010 growth rate. This is due to a significant
fall in income from other banking services (account management, e-banking, securities transactions,
etc.) and a significantly lower level of income from fees for payment services provided to enterprises.
ROAA and ROAE improved to 1.3% and 7.7%, respectively, though their values differed greatly
between different bank groups, being considerably lower in medium-sized and small banks than in
large banks. The poorer business performance of smaller banks was due to a considerably poorer cost
efficiency and lower credit portfolio quality.

Despite very high shares of foreign currency and kuna items with a currency clause (of approxi-
mately two thirds) in banks’ balance sheets, banks’ direct exposure to currency risk was low. The
banks hedged a surplus of foreign currency assets over foreign currency liabilities (including assets
and liabilities in kuna with a currency clause), i.e. a long spot foreign exchange position by means
of forward agreements, thus reducing their direct exposure to currency risk. However, high indirect
exposure of banks, i.e. exposure to currency-induced credit risk, rose additionally. A little over three
quarters of loans were exposed to this risk. The euro accounted for the bulk of foreign currency as-
sets and liabilities. The Swiss franc also accounted for a considerable share of assets (12.0% of gross
loans). Most of the loans in that currency were granted to the household sector, mainly in the form
of home and car purchase loans. Unfavourable exchange rate developments and the associated dif-
ficulties in settling loan liabilities in Swiss francs continue to contribute to the materialisation of the
currency-induced credit risk. As a result, the first half of 2011 saw a visibly faster worsening of the
quality of Swiss franc-indexed home loans than those indexed to the euro.

Direct exposure to interest rate risk in the non-trading book, measured by the change in the econom-
ic value of the non-trading book in the conditions of a parallel interest rate shock of 200 basis points,
was also low. Despite the significance for banks’ balance sheets of long-term lending, particularly
home loan lending, there are no considerable mismatches in longer-term time zones that could, on
account of higher prescribed weights, considerably affect the economic value. Most household loans,
as well as the largest share of total bank loans, were granted at an administered interest rate (that is
subject to change based on a decision of a bank’s management board), which are distributed into ap-
propriate time zones based on independent assessment by the bank of the probability and frequency
of interest rate changes. The banks distributed the largest share of loans granted at an administered
rate into short-term zones, particularly the shortest one (up to 1 month), which helped achieve a
good maturity match between interest rate sensitive assets and liabilities of banks. The banks reduce
direct exposure to interest rate risk by applying administered interest rates and by transferring risk
to clients. However, indirect exposure may represent a significant source of risk for the banks due to
the fact that the possibility for the management of this risk may be limited by the competitive position
and the ability of clients to settle their credit liabilities as they fall due under changed circumstances.
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The capital adequacy ratio rose slightly in the first half of 2011, thus continuing its upward trend
present in 2009 and 2010. This ratio’s increase from 18.78% at the end of 2010 to 18.94% at the end
of the first half of 2011 was largely the result of growth in credit to domestic government units which
led to a decrease in the average credit risk weight and consequently, the level of capital requirements.
All the banks used the standardised approach in the assessment of credit risk and the average risk
weight, despite high weights in the corporate and retail categories (102.7% and 91.1%, respectively)
stood at 62.4%. This was due to a relatively high share of the central government and central bank
categories in the total exposure that is weighted (27.2%) and the low weight of 2.1%. The largest
share of the amounts in the category of central governments and central banks is the result of origi-
nal exposure and a high level of bank placements to domestic and foreign central governments and
central banks. High weights in the retail and corporate categories are the result of a low level of use
of preferential weights for exposures secured by real estate and a 75% weight in the retail category
and the non-existence of credit assessment for most of the corporates.

Despite the fact that the banks withheld the largest share of the 2010° profit and increased the share
capital and subordinated and hybrid instruments, banks’ own funds fell slightly. This is due to the
increase in direct equity investment in financial institutions which, as provided by regulations, re-
duce own funds. The share of the highest quality component of own funds, original own funds, fell
slightly, though their adequacy ratio held steady at a high 17.54%. The high share of original own
funds and the fact that they consist of common and non-cumulative preferred shares, retained earn-
ings and reserves (hybrid instruments are not included in original own funds) puts domestic banks at
an advantage as regards Basel 11 which places special emphasis on improved quality of bank capital.

Housing savings banks’ assets rose by a considerable 8.7% in the first half of 2011, largely influenced
by housing savings banks’ transactions aimed at alignment with the regulation governing interest
rate risk in the non-trading book. Due to the mismatch of interest rate-sensitive assets and liabilities,
resulting from long-term home loans financed by much shorter term deposits, most of the housing
savings banks saw an increase in long-term sources (mostly those from their owners) in the first half
of 2011 while on the assets side, housing savings banks reported an increase in short-term deposits
and securities investments. Deposits of housing savings bank savers held almost steady, in contrast
with home loans which rose considerably (4.8%), mainly due to an increase in one housing savings
bank. The quality of placements remained very good and so did the capital adequacy ratio, but ex-
penses on loss provisions cut the amount of profit to one half of the profit generated in the first half of
2010. The increase in expenses on loss provisions was due to latent risk category A losses in contrast
with the previous year when housing savings banks reported income from repealed loss provision
expenses. The increase in these expenses, coupled with poor cost efficacy, resulted in low indicators
of return (ROAA and ROAE of 0.3% and 3.7%, respectively).

2.1 Introduction

At the end of the first half of 2011, there were 38 credit institutions operating in the Republic of Cro-
atia: 32 banks, one savings bank and five housing savings banks.® As shown by unaudited preliminary

5 Under the audited, end-2010 data, a part of the profit generated in 2010 had already been included in the calculation of own funds.
6  There have been no branches of foreign banks operating in the Republic of Croatia since 2002.
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data for the first half of 2011, bank assets (savings banks assets included) stood at HRK 397.4bn or
98.2% of the total assets of credit institutions and housing savings banks assets stood at HRK 7.5bn
and accounted for the remaining 1.8% of the total assets of credit institutions. For the purposes of
this analysis, banks have been divided into three peer groups (large, medium-sized and small banks)’,
while housing savings banks, due to their specific nature, are treated as a separate group.

2.2 Banks

2.2.1 Structural features

Number of banks and peer groups

The last change in the number of banks in the Republic of Croatia took place in the fourth quarter of
2010, as a result of compulsory winding up in Obrtni¢ka banka d.d. and the withdrawal of this bank’s
authorisation. There was only one savings bank remaining in the banking system. For the purposes
of this analysis, this savings bank has been included in the total number of banks, while in terms of
amount of assets it was placed into the group of small banks.

The total number of banks at the end of the first half of 2011 included six large, three medium-sized
and 24 small banks. The distribution of banks in these three bank peer groups has not changed from
the end of 2010 (Table 2.1). There were also no significant changes in the distribution of market
shares among bank groups. This was due to small and almost even developments in individual bank
group assets and banks as a whole.

The group of large banks again accounted for the biggest market share, or 82.3% of the total assets
of all banks. This share rose only slightly from the end of 2010 as a result of an increase in the assets
of the group of large banks of 1.8%, which exceeded the growth in assets of other bank groups and
banks as a whole. Assets of medium-sized banks grew at a somewhat slower rate (1.5%), while the
share of this bank group’s assets in total bank assets stood at 9.0%, the same level as that at the end
of 2010. Assets of the group of small banks rose by a very low 0.2%, leading to a decline in the share
of small banks’ assets in total assets of all banks to 8.7%.

In addition to supervision of individual credit institutions, the Croatian National Bank, in accord-
ance with the provisions of the Decision on the supervision of a group of credit institutions on a

Table 2.1 Bank peer groups and their share in total bank assets, end of period

Dec. 2008 Dec. 2009 Dec. 2010 Jun. 2011
Number of Share Number of Share Number of Share Number of Share
banks banks banks banks
Large banks 6 79.4 6 82.7 6 82.1 6 82.3
Medium-sized banks 4 12.4 3 9.1 3 9.0 3 9.0
Small banks 24 8.1 25 8.2 24 8.9 24 8.7
Total 34 100.0 34 100.0 33 100.0 33 100.0

7  For the criteria and composition of individual bank groups, see Attachment I, List of credit institutions by peer groups.
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consolidated basis?, also supervised seven groups of credit institutions® at the end of the first half
of 2011. These bank groups were obligated to report to the Croatian National Bank through their
superordinate institutions on their business operations on a consolidated basis. Two domestic banks
had in their ownership one foreign bank each, one of which was in Bosnia and Herzegovina and one
in Montenegro.

Concentrations

Developments in concentration indicators on the domestic banking market at the end of the first half
of 2011 were very slow compared to the end of 2010. A higher increase in the assets of large banks
than in those of other bank groups led to a further small upward trend in the concentration of assets
present in the past five years.

The share of assets of the first two, first five and first ten banks in the total banking sector assets
again pointed to significant system concentration typical of smaller countries and countries whose
economies went through transition to the free market (Figure 2.1). The share of assets of the first two
banks in the total assets of banks rose from 42.0% at the end of 2010 to 42.4% at the end of the first
half of 2011. The share of assets of the first five banks also rose, though to a smaller extent, reaching
75.5% of total assets. The assets of the first ten banks accounted for 92.0% of the total bank assets,
a share almost equal to that at the end of 2010.

The effect of growth in large banks on higher system concentration can be seen in the increase in
the Herfindahl-Hirschman index (HHI). The value of the asset index rose by 26 units and stood at
1388 at the end of the first half of 2011 (Figure 2.2). A higher level of concentration, measured by
that index, was also seen in loans granted (1433) and deposits received (1432), owing to a noticeable
domination of large banks.

Figure 2.1 Shares of assets, loans and deposits of the largest banks

in total assets, loans and deposits, as at 30 June 2011
%
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Share in total assets ‘ Share in total loans granted ‘ Share in total deposits received

@ Two largest banks [ First five largest banks Il First ten largest banks

8 OG 1/2009, 75/2009 and 2/2010.
9  For the composition of individual groups, see Attachment Il, Groups of credit institutions subject to reporting to the CNB on a consoli-
dated basis.
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Figure 2.2 Herfindahl-Hirschman Index (HHI), all banks
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Ownership structure

The number of banks majority owned by foreign shareholders rose by one from the end of 2010,
reaching a total of 16 banks. This is due to ownership changes in A §tedna banka malog poduzetnistva
d.d. which became a bank in majority Serbian ownership and changed its name to Tesla $tedna banka
d.d.

Due to its small market share, the entry of this savings bank into the group of banks in majority
foreign ownership did not affect the distribution of bank assets by ownership structure. The share of
assets of all bank groups by ownership structure in the total assets of banks held steady at last year’s
level, due to a relatively small and even growth in their assets (Table 2.2).

Bank assets in majority foreign ownership rose by 1.5% from the end of 2010 at the end of the first
half of 2011 and accounted for 90.3% of total bank assets. All banks in the large bank group belong
to European banking groups. Two medium-sized and eight small banks were also foreign owned.
Banks in the majority ownership of Austrian shareholders again accounted for the largest market
share. At the end of the first half of 2011, these banks accounted for 60.8% of the total assets of all
banks. The assets of domestically-owned private banks rose by 1.3% while those of domestically-
owned state banks rose by 3.5%.

Table 2.2 Ownership structure of banks and their share in total bank assets, end of period

Dec. 2008 Dec. 2009 Dec. 2010 Jun. 2011
Number of Share Number of Share Number of Share Number of Share
banks banks banks banks

Domestic ownership 18 9.4 19 9.1 18 9.7 17 9.7
Domestic private ownership 16 4.9 17 4.9 16 5.4 15 54
Domestic state ownership 2 4.5 2 4.2 2 43 2 43
Foreign ownership 16 90.6 15 90.9 15 90.3 16 90.3
Total 34 100.0 34 100.0 33 100.0 33 100.0
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Business network

Further unfavourable economic conditions and placement quality worsening again created pressures
on the cost side, and led to there being only a small expansion of the ATM network and increase in
the number of employees while the number of operating units remained almost unchanged.

The number of bank employees rose by 280, or 1.3% in the first six months of 2011 (Table 2.3). All
the three bank groups reported an increase in the number of employees. The number of employees
rose the most in large banks (201), although one bank in this bank group reduced the number of em-
ployees by a considerable 96 or 4.1%. All medium-sized banks increased the number of employees by
between 1.1% and 4.5%, or 2.3% on average. Small banks increased staff size the least (0.6%). Nine
out of the total of 24 small banks reduced the number of employees; one of them by as much as 10%.

At the end of June 2011, the number of operating units of banks rose by two or 0.2% from the
end of 2010. The number of operating units held steady in all bank groups. Large banks increased
the number of operating units by three (0.4%) as a result of the increase in three large banks. Two
large banks did not expand their business network while one bank saw a decrease in the number of
operating units. Medium-sized banks increased the number of operating units by one as a result of
their increase in one medium-sized bank while the number of operating units in the remaining two
medium-sized banks remained the same. The group of small banks was the only bank peer group
that reported a decrease in the number of operating units (by two) due to a decline in four banks in
this group, with one bank reducing the number of operating units by five (17.9%). In regional terms,
five counties reported a decrease and five counties reported an increase in the number of operating
units, while the largest number of counties (10) reported the same number of operating units as in
the previous period.

The concentration of operating units by counties remained almost unchanged. The County of Za-
greb and the City of Zagreb accounted for 23.4%, or the largest share of operating units (Figure
2.3). The County of Split-Dalmatia accounted for 11.6%, or the next largest share, and the County
of Primorje-Gorski Kotar and the County of Istria accounted for 8.8% and 8.7%, respectively of

Table 2.3 Number of employees, operating units and ATMs, end of period

Dec. 2008 Dec. 2009 Dec. 2010 Jun. 2011
Number Share Number Share Change Number Share Change Number Share Change

Employees

Large banks 15,618 70.8 15,803 72.7 1.2 15,813 72.6 0.1 16,014 72.6 1.3

Medium-sized banks 3,015 13.7 2,391 1.0 =207 2,449 11.3 24 2,506 11.4 23

Small banks 3,432 15.6 3,536 16.3 3.0 3,508 16.1 -0.8 3,530 16.0 0.6
Total 22,065 100.0 21,730 100.0 -1.5 21,770 100.0 0.2 22,050 100.0 1.3
Operating units

Large banks 720 57.6 768 59.2 6.7 760 59.7 -1.0 763 59.8 0.4

Medium-sized banks 186 14.9 170 13.1 -8.6 172 13.5 1.2 173 13.6 0.6

Small banks 344 275 359 27.7 4.4 342 26.8 —4.7 340 26.6 -0.6
Total 1,250 100.0 1,297 100.0 3.8 1,274 100.0 -1.8 1,276 100.0 0.2
ATMs

Large banks 2,510 751 2,760 76.6 10.0 2,872 75.7 4.1 2,920 76.1 1.7

Medium-sized banks 462 13.8 446 12.4 -3.5 506 13.3 13.2 507 13.2 0.4

Small banks 370 11.1 395 11.0 6.8 416 11.0 53 412 10.7 -1.0
Total 3,342 100.0 3,601 100.0 7.7 3,794 100.0 5.3 3,839 100.0 1.2
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Table 2.4 Territorial distribution of operating units and ATMs by counties, end of period

Dec. 2008 Dec. 2009 Dec. 2010 Jun. 2011
Operating ATMs Operating ATMs Operating ATMs Operating ATMs
units units units units

County of Zagreb and City of Zagreb 261 914 288 1,017 296 1,071 299 1,092
County of Krapina-Zagorje 30 77 30 83 30 85 30 85
County of Sisak-Moslavina 36 100 37 103 37 105 37 106
County of Karlovac 30 79 30 84 29 92 28 90
County of Varazdin 46 126 45 123 44 127 44 130
County of Koprivnica-Krizevci 37 62 35 66 33 64 32 66
County of Bjelovar-Bilogora 29 62 28 67 27 74 27 72
County of Primorje-Gorski Kotar 116 307 114 327 112 336 12 342
County of Lika-Senj 17 49 19 50 19 56 19 52
County of Virovitica-Podravina 29 37 29 38 27 42 28 41
County of PoZega-Slavonia 29 38 27 43 25 45 25 46
County of Slavonski Brod-Posavina 33 72 68 70 30 70 28 68
County of Zadar 56 177 61 196 59 214 60 217
County of Osijek-Baranya 75 160 87 169 85 185 84 194
County of Sibenik-Knin 39 118 42 132 42 134 43 132
County of Vukovar-Srijem 31 82 30 94 31 101 31 102
County of Split-Dalmatia 148 355 153 386 146 420 148 426
County of Istria 11 292 114 307 11 314 11 323
County of Dubrovnik-Neretva 67 152 64 162 62 175 62 171
County of Medimurje 30 83 31 84 29 84 28 84
Total 1,250 3,342 1,297 3,601 1,274 3,794 1,276 3,839

operating units. These four counties accounted for over one half of the total number of operating
units of banks.

Compared to the EU average of 2131'°, the number of persons in Croatia to one operating unit is
quite large (3363 persons''). The average number of operating units in domestic banks was also
higher than in the EU (39 against 27'2), which can explained by higher reliance on conventional
banking than in the EU banks.

Each bank operated on average in slightly fewer than nine counties. Four small banks operated in the
area of only one county (through one operating unit only) and only four large banks had operating
units in all counties. In terms of the structure of inhabitants by counties, only coastal region counties
had higher shares of operating units than shares in the number of inhabitants. This is particularly
true of the County of Istria which accounted for 4.9% of inhabitants and 8.7% of all operating units
of banks.

The number of ATMs of banks (including ATMs owned by other companies) rose by only 45 or
1.2% in the first half of 2011, which is a much slower growth than in the previous year. The Zagreb
County and the City of Zagreb again accounted for the largest number of newly installed ATMs (21).
The County of Istria and the County of Osijek-Baranya accounted for the next largest number of the
newly installed ATMs (9 each) while the County of Dubrovnik-Neretva and Lika-Senj saw the largest
decrease in the number of ATMs in the first half of the year (4 each). These changes did not have a
very large impact on the structure of the ATM network by counties. Thus, the County of Zagreb and
the City of Zagreb again came first, accounting for 28.4% of all ATMs in the Republic of Croatia.
They were followed by the County of Split-Dalmatia (11.1%), Primorje-Gorski Kotar (8.9%) and the

10 EU Banking Structures, ECB, September 2010.
11 The source of data on the population of the Republic of Croatia is the CBS (according to the first Census 2011 results).
12 The same as in footnote 10.
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Figure 2.3 Concentration of bank operating units and ATMs
by counties, as at 30 June 2011
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County of Istria (8.4%). The share of ATMs in the total number of ATMs in these four counties was
again higher than these counties’ shares in the number of inhabitants and this was again particularly
true of Istria. Large banks installed a total of 48 new ATMs, medium-sized banks installed only 1
while small banks reduced the number of ATMs by 4. The number of small banks that did not have
any ATMs held steady at four.

2.2.2 Bank balance sheet and off-balance sheet items

Assets

After rising by a modest 0.7% (exchange rate effects excluded) in 2010, bank assets rose by HRK
6.3bn or 1.6% in the first half of 2011, reaching HRK 397.4bn (Table 2.5).

The main source of bank assets growth lay in increased deposits, most notably deposits of foreign
bank owners, which, a decline in received loans notwithstanding, led to a small growth in the sources
of bank financing. The increase in bank capital, mainly based on current year profit, also made a
small contribution to assets growth. In the first half of 2011, banks used the increased sources for a
small growth in credit, ensuring additional potential for credit activity and surplus liquidity growth
by smaller-scale asset restructuring as a result of a fall in deposits with other banks. Credit growth
continued from last year’s modest recovery in credit activities, although changes in the purpose and
structure of loans by institutional sectors do not as yet indicate decreased apprehension as regards
the assumption of risks on the part of the banks and their clients.

Assets rose in all three bank groups with those of large banks rising more (1.8%) than those of all

banks combined. The increase in assets of large banks can largely be attributed to foreign owners’
deposits and to a lesser extent to current year profit. The growth in deposits of all sectors, except the
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Table 2.5 Structure of bank assets, end of period, in million HRK and %

Dec. 2008 Dec. 2009 Dec. 2010 Jun. 2011
Amount  Share Amount  Share  Change Amount  Share  Change Amount  Share  Change
Money assets and deposits with the CNB 42,671.2 1.5 47,673.1 126 1.7 473735 121 -0.6 53,2726 134 125
Money assets 5,394.3 15 5430.9 14 0.7 56754 15 45 6,713.6 1.7 18.3
Deposits with the CNB 37,276.9 10.1 42,242.2 1.2 133 41,698.2 10.7 -1.3 46,559.0 "7 1.7
Deposits with banking institutions 35,592.9 9.6 32,7419 8.7 -8.0 30,160.0 7.7 -79 21,776.9 515} -27.8
MoF treasury bills and CNB bills 10,062.5 27 9,366.8 25 -6.9 10,030.3 26 74 10,753.1 27 72
Securities and other financial instruments 6,840.0 18 5522.4 15 -19.3 5,501.3 14 04 5,029.2 13 -8.6
held for trading
Securities and other financial instruments 12,480.3 34 14,000.5 37 122 14,8725 38 6.2 14,4195 36 -3.0
available for sale
Securities and other financial instruments 4,798.8 1.3 40122 11 -16.4 3,692.3 0.9 -8.0 3,643.5 0.9 -1.3
held to maturity
Securities and other financial instruments 669.0 02 1,644.9 04 145.9 1,090.0 03 -33.7 1,076.4 03 -12
not traded in active markets but carried
at fair value
Derivative financial assets 121.9 0.0 2124 0.1 742 154.6 0.0 -27.2 2449 0.1 584
Loans to financial institutions 5796.7 16 6,065.1 16 46 6,389.5 16 53 6,111.9 15 43
Loans to other clients 240,808.0 65.1 2463632  65.1 23 2606905  66.7 58 2686439 676 31
Investments in subsidiaries and associates 1,774.1 05 1,980.9 05 1.7 2,195.6 06 10.8 3,283.2 0.8 495
Foreclosed and repossessed assets 391.7 0.1 604.9 0.2 54.5 7575 0.2 25.2 7746 0.2 2.3
Tangible assets (net of depreciation) 4,503.8 1.2 4,372.3 12 -29 43196 1.1 -1.2 4,280.5 1.1 -0.9
Interest, fees and other assets 6,624.6 18 6,889.5 18 4.0 6,853.3 18 0.5 7,150.9 18 43
Net gff Collectively assessed impairment 3,042.4 038 3,079.5 08 12 3,009.3 08 -2.3 3,101.5 0.8 31
provisions
TOTALASSETS 370,093.0  100.0 378,370.6  100.0 22 391,071.2  100.0 34 397,359.8  100.0 16

corporate sector, was the main source of the 1.5% increase in medium-sized banks’ assets from the
end of 2010. In contrast with 2010 when the assets of small banks rose the most, the assets of this
bank group rose by a mere 0.2% in the first half of 2011. Hampered growth in small banks’ assets
was the result of a decline in the sources of financing, i.e. received deposits and loans, in contrast with
2010 when their growth was based on increased deposits, most notably household deposits. A minor
increase in small banks assets was due to issued hybrid instruments and increased capital. In the first
half of 2011, assets rose in 19 and fell in 14 banks from the end of 2010.

As regards bank assets items, net loans rose the most (HRK 7.7bn or 2.9%). However, as loans
granted to financial institutions even declined somewhat, the entire increase in loans can be attrib-
uted to the increase in loans to clients in the non-financial sector, the bulk of which growth went
to loans to government units. Large and small banks saw an increase in loans granted of 3.2% and
2.7%, respectively, in contrast with medium-sized banks that reported a slight decrease (0.2%). The
increase in net loans led to their increased share in the total assets of almost one percentage point,
which reached 69.1% of the total assets.

Compared to the end of 2010, bank investments in subsidiaries rose by a considerable HRK 1.1bn or
49.5%. This is due to an increase in equity holdings of one large bank, though, despite considerable
change, the share of these investments on the level of all banks remained below 1.0% of total assets.

Despite a slight acceleration in credit activities, at the end of the first half of 2011, the banks main-
tained considerable surplus liquidity in the account with the CNB in the form of overnight deposits.
The amount of overnight deposits more than doubled from the end of 2010, reaching over HRK
8.0bn. Money assets also rose considerably, in contrast with the funds in the settlement accounts
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Figure 2.4 Rates of change in bank peer group assets
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of banks and reserve requirements set aside, which did not change significantly. In addition to an
increase in the sources of financing, such developments in bank assets were also made possible by
a significant decrease of HRK 8.4bn or 27.8% in deposits placed with the banking institutions. The
mentioned fall in deposits was entirely due to a fall in time and notice deposits in foreign banks,
largely due to regulatory changes involving the March 2011 changes in the minimum required for-
eign currency claims under which the percentage of coverage of foreign currency claims by foreign
currency liabilities fell from 20% to 17%."° The share of deposits in bank assets thus fell by over two
percentage points, to 5.5% of total assets.

Total securities placements of banks fell slightly (0.8%), mainly influenced by a 21.2% fall in short-
term money market instrument investments. At the same time, there was an increase in investments
in all other forms of securities, most notably T-bills of the Ministry of Finance (HRK 722.8bn or
7.2%). Investments in bonds, in particular foreign government and domestic corporate bonds, also
rose slightly (HRK 228.4m or 1.4%). In general, bonds again accounted for almost one half of total

Figure 2.5 Structure of bank peer group assets,
as at 30 June 2011
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13 Decision on the minimum required amount of foreign currency claims (OG 30/2011).
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securities investments of banks (46.9%). Investment fund holdings rose by a considerable HRK
399.8m or 68.8% from the end of 2010, despite the fact that the funds’ share in the securities struc-
ture remained relatively low (2.9%). The banks again distributed the largest share of securities in
the available for sale portfolio (61.6%) which rose 3.5% from the end of 2010. Equity securities, the
increase of 11.2% notwithstanding, accounted for only a little over 1.5% of the total securities invest-
ments. The bulk of the increase in the first half of 2011 involved the increase in equity holdings in
domestic and foreign corporates. The largest share of banks’ total equity holdings involved corporate
equities and equities in non-banking financial institutions (48.5% and 26.6%, respectively).

Liabilities and capital

A small increase in bank liabilities in the first half of 2011 was mainly due to an increase in deposits
and to a lesser extent to an increase in subordinated and hybrid instruments (Table 2.6). As a result,
and despite a fall in liabilities based on loans received, the total sources of bank financing rose by
1.3% in the first half of the year. The bulk of this increase involved non-resident deposits, most nota-
bly those of majority foreign bank owners. Increased reliance of banks on the sources from majority
foreign owners was additionally boosted by a decrease in deposits of domestic sectors, resulting from
a considerable fall in corporate deposits and only a small increase in household deposits. The share

Table 2.6 Structure of bank liabilities and capital, end of period, in million HRK and %

Dec. 2008 Dec. 2009 Dec. 2010 Jun. 2011
Amount  Share Amount  Share  Change Amount  Share  Change Amount  Share  Change
Loans from financial institutions 19,270.0 52 21,180.5 5.6 9.9 18,178.8 46 -14.2 15,284.6 338 -15.9
Short-term loans 8,314.0 22 10,167.9 2.7 223 7,407.9 1.9 -27.1 44513 1.1 -39.9
Long-term loans 10,956.1 3.0 11,012.6 29 05 10,770.9 2.8 -22 10,833.3 2.7 0.6
Deposits 247,813.9 67.0 256,810.0 67.9 3.6 269,182.6 688 48 2741959  69.0 19
Giro account and current account deposits 41,3131 1.2 34,526.9 9.1 -16.4 37,2581 95 7.9 40,2155 1041 79
Savings deposits 25,6401 6.9 24,531.3 6.5 -4.3 26,705.5 6.8 8.9 26,574.0 6.7 -0.5
Time deposits 180,860.7 48.9 197,751.7 52.3 9.3 205219.0 525 38 207,4064 522 11
Other loans 32,862.6 89 31,787.5 84 -33 315943 81 -0.6 336558 85 6.5
Short-term loans 7,955.1 241 6,133.5 16 -229 6,977.0 18 13.8 6,656.2 17 -46
Long-term loans 249075 6.7 25,654.0 6.8 30 246173 6.3 -4.0 269996 6.8 9.7
Derivative financial liabilities and other 15783 0.4 418.9 0.1 -735 14752 0.4 2521 1,563.4 0.4 6.0
financial liabilities held for trading
Debt securities issued 3,392.3 0.9 119.3 0.0 -96.5 1243 0.0 42 0.0 0.0 -100.0
Short-term debt securities issued 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Long-term debt securities issued 3,392.3 0.9 119.3 0.0 -96.5 1243 0.0 42 0.0 0.0 -100.0
Subordinated instruments issued 533 0.0 396.6 0.1 643.6 468.4 0.1 18.1 705.9 0.2 50.7
Hybrid instruments issued 2,055.7 0.6 3,016.4 0.8 46.7 34312 09 13.7 34463 09 04
Interest, fees and other liabilities 13,139.7 36 12,067.3 32 -8.2 12,2882 3.1 18 12,7758 32 4.0
TOTAL LIABILITIES 320,1659  86.5 3257966  86.1 18 336,7430  86.1 34 3416277  86.0 15
Share capital 28,287.6 76 28,7818 76 1.7 294682 75 24 294600 74 0.0
Current year profit/loss 4,612.5 1.2 3,277.7 0.9 -28.9 3,450.8 0.9 53 2,128.6 0.5 -383
Retained earnings/loss 5,694.1 15 7,764.9 21 36.4 8,927.9 2.3 15.0 10,194.6 26 142
Legal reserves 969.4 0.3 1,084.1 0.3 1.8 1,097.9 0.3 13 1,108.6 0.3 1.0
Reserves provided for by the articles of 10,511.3 28 11,789.2 31 122 11,382.4 29 -35 12,627.9 3.2 10.9
association and other capital reserves
Unrealised gains/losses on value -112.5 0.0 =217 0.0 -754 20.0 0.0 -172.2 100.5 0.0 4034
adjustments of financial assets available
for sale
Reserves arising from hedging transactions 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Previous year profit/loss -35.3 0.0 -96.0 0.0 171.8 -19.0 0.0 -80.2 1.8 0.0 -
TOTAL CAPITAL 49,9271 135 52,574.0 139 53 54,3282 139 3.3 55,7321  14.0 26
TOTAL LIABILITIES AND CAPITAL 370,093.0  100.0 378,370.6  100.0 22 391,071.2  100.0 34 397,359.8  100.0 16
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Figure 2.6 Structure of bank peer group liabilities and capital,
as at 30 June 2011
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of funds received from foreign owners in total sources thus rose by 2.7 percentage points, reach-
ing 20.9%. As usual, large banks, all owned by European banking groups, accounted for the largest
share of these funds in the total sources of financing (24.7%). Medium-sized banks and small banks
accounted for much smaller shares (7.0% and 2.4%, respectively) although some banks from these
groups rely much more on funds from foreign owners, in comparison with the average for all banks.

Owing to an increase in deposits, the total sources of financing in the group of large and medium-
sized banks rose by 1.5% and 1.3%, respectively. By contrast, a fall in deposits and received loans led
to a fall in the total sources of small banks of 0.7%.

Several banks needed additional capital to meet the minimum capital adequacy ratio. This led to an
increase in the amount of issued subordinated and hybrid instruments from the end of 2010. How-
ever, in terms of the structure of bank liabilities, these items again accounted for a very low share of
only 1.0% of total liabilities and capital.

Balance sheet capital rose by HRK 1.4bn or 2.6% and owing to the fact that it grew somewhat faster
than assets, the share of capital in the liabilities of banks rose slightly. The key source of the capital
increase from the end of 2010 was profit generated in the first half of 2011 (HRK 2.1bn), while the
increase in unrealised gains on value adjustment of financial assets available for sale had a smaller
effect on capital increase. The most significant bank capital item, share capital, which accounted for a
little over one half or 52.9% of the total balance sheet capital, remained almost unchanged. Two small
banks were recapitalised in the first half of 2011 with a total of HRK 81.0m, which had a somewhat
more significant impact only on the increase in the share capital of the group of small banks (2.0%).
The profit generated in 2010 of HRK 3.4bn was almost fully distributed in the first half of 2011. As
decided by banks’ shareholders, the largest share of the profit was distributed in the retained earnings
(HRK 1.3bn) and reserves (HRK 1.3bn), while HRK 0.8bn were paid out in dividends.

Large banks had the biggest share of capital in the liabilities of all bank groups. It stood at 14.5%,
rising by 0.2 percentage points from the end of 2010 as a result of 2.9% capital increase in this
bank group. The total capital of small banks also rose at a similar rate (2.3%) and owing to its faster
growth compared to the growth in assets, the share of capital in the liabilities of small banks was up
from 11.6% to 11.8%. Dividend payouts in one medium-sized bank in excess of the profit generated
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in 2010 were partly made from capital reserves which led to a small decline in the total capital of the
group of medium-sized banks and a fall in its share in liabilities to 12.1%, compared to the end of
2010.

The increase in the kuna share of assets and liabilities and capital resulted in only small changes in
the currency structure of bank balance sheets, compared to the end of 2010. The kuna assets rose
primarily as a result of an increase in deposits with the CNB and greater securities investments and
investments in subsidiaries than at the end of 2010. As a result, the share of kuna assets in total as-
sets rose by 1.5 percentage points, reaching its maximum value since the end of the first half of 2009
(35.7%). At the same time, the foreign currency share of assets decreased, due to a considerable fall
in deposits with foreign banks and despite the growth in foreign currency-indexed loans and kuna
loans with a currency clause. As regards liabilities and capital, the increase in kuna items was prin-
cipally due to the increase in kuna deposits and current year profit, while the change in total foreign
currency liabilities was insignificant. Kuna items accounted for 41.6% of total liabilities and capital
of banks at the end of the first half of 2011.

Standard off-balance sheet items

Standard off-balance sheet items remained almost unchanged in the first six months of 2011. They
stood at HRK 59.1bn, which is a decline of only 0.2%. Although their largest item, credit lines and
other financing commitments (revolving loans excluded), which accounted for a little less than one
half of the total standard off-balance sheet items, rose by HRK 3.0bn or 13.5%, a fall in guarantees
of 3.5% and revolving loans of a high 20.6% led to a fall in the total standard off-balance sheet items.

The standard off-balance sheet items to assets of banks ratio also decreased, falling from 15.1% at
the end of 2010 to 14.9% at the end of the first half of 2011. This ratio fell in all bank groups and
remained the highest in the group of large banks (16.2%). It was somewhat lower in medium-sized
banks (9.5%), and as usual, it was the lowest in the group of small banks (7.7%).

Figure 2.7 Structure of bank standard off-balance sheet items,
as at 30 June 2011
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Derivative financial instruments

Unlike developments in the previous two years, the total notional value of derivative financial in-
struments rose by 23.6% in the first six months of 2011. The bulk, or 60%, of the total increase in
these instruments can be attributed to forwards, the second most important instrument in terms of
amount. These instruments rose by a high 46.3% (Figure 2.8). Their increase boosted the notional
value of derivative financial instruments to bank assets ratio from 26.3% to 32.0%.

Figure 2.8 Structure of bank derivative financial instruments

(notional amount), as at 30 June 2011

Forwards
36.2%

Other
items 2.1%

Options
0.8%

Swaps
60.9%

As in the previous years, swaps accounted for the bulk of derivative financial instruments even though
their growth during the observed period of 10.8% was slower than the growth in total notional value
of derivative financial instruments. As a result, their share fell to 60.9%.

2.2.3 Earnings

Income statement

In the first six months of 2011, pre-tax profits of banks stood at HRK 2.5bn. Compared with profits
for the first six months of 2010, they had grown by 19.0% or HRK 405.5m (Table 2.7). This was
largely the result of increase in net interest income which, due to a significant reduction in interest
expenses, rose by 10.3%. Eight small and one medium-sized bank operated with losses. Combined,
these banks accounted for 3.9% of total bank assets.

All bank groups generated profit, with large banks accounting for 94.8% of total profit of all banks.
Compared to the same period in 2010, this group of banks increased their profits by 16.2%. Small
banks generated profit (HRK 61.5m), in contrast with the first half of 2010, when they generated
losses (HRK 53.0m). The group of medium-sized banks was the only group that reported a decline
in profits, of 39.2% (Figure 2.9). The profits generated by large banks were due to an increase in
total income of 3.4% in this bank group, coupled with firm control in total costs, which rose by only
0.3%. With a somewhat more modest increase in total income of 2.1%, small banks managed to cut
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total costs by 6.6%, in contrast with medium-sized banks, which reported a fall in profits due to a
simultaneous fall in total income of 1.0% and an increase in costs of 2.4%.

The increase in net interest income of HRK 544.4m (10.3%) had a crucial impact on total financial
performance of banks in the first half of 2011. A decline in interest expenses of 6.9%, or a little over
HRK 350m, had a much bigger influence on such developments in net interest income than the
increase in banks’ interest income of 1.8%. The increase in total net non-interest income of HRK
132.9m or 6.3% made an additional contribution to the positive result. This increase can be attrib-
uted to the high growth in net other non-interest income of 41.2%, in contrast with net income from
fees and commissions, which fell by 6.0% or HRK 92.7m, compared to the same period 2010.

The increase in interest income of 1.8% can fully be attributed to the increase in this income from
granted loans, most notably to the increase in income from loans to government units (25.6%). The
decrease in interest expenses of 6.9% was due to a decrease in interest expenses on received deposits.
These expenses fell by 9.8% from the same period in the previous year, offsetting the increase in all
other types of interest expenses. The decrease was due primarily to a 12.9% fall in interest expenses
on household deposits.

Table 2.7 Bank income statement, in million HRK

Large banks Medium-sized banks Small banks Total
Jan.=Jun. Jan.~Jun. Jan.=Jun. Jan.~Jun. Jan.=Jun. Jan.=Jun. Jan.—Jun. Jan.=Jun.
2010 2011 2010 2011 2010 2011 2010 2011

Net interest income 4,334.0 4,791.6 473.4 529.5 487.4 518.1 5294.8 5,839.2
Total interest income 8,431.0 8,596.8 984.6 980.2 1,055.8 1,082.6 10,4714 10,659.6
Total interest expenses 4,097.1 3,805.2 5112 450.7 568.3 564.5 5,176.6 4,820.4

Net income from fees and commissions 1,280.9 1,197.8 167.3 158.4 106.9 106.1 1,555.1 1,462.3
Total income from fees and commissions 1,606.6 1,544.1 379.4 369.5 1475 144.2 2,1334 2,057.7
Total expenses on fees and commissions 325.7 346.3 21241 2111 40.6 38.0 5784 595.4

Net other non-interest income 465.3 695.9 36.8 283 453 488 5474 7731
Other non-interest income 615.9 874.4 70.7 70.7 75.6 79.2 762.1 1,024.2
Other non-interest expenses 150.6 178.4 33.9 424 30.2 30.3 2147 2511

Net non-interest income 1,746.2 1,893.8 2041 186.7 152.2 155.0 2,102.5 2,235.5

Ge”g;'r:gir;‘tii’:;"aﬁ"e expenses and 2,769.2 2,862.4 4135 4556 532.4 530.8 3,715.1 3,848.8

Net operating income before loss provisions 3,311.0 3,823.0 263.9 260.6 107.3 142.2 3,682.3 42258

Total expenses on loss provisions 1,235.2 1,410.0 146.3 189.1 160.3 80.8 1,541.9 1,679.9
E;:S/els:ziss ?:r‘l’:t'a‘:‘e“::é”lz's";‘::s and 13158 13165 167.6 1914 164.1 823 16476 15902
vl 806 95 212 22 38 15 -1057 897

Incomel/loss before taxes 2,075.8 2,413.0 176 75 -53.0 61.5 2,140.4 2,545.9

Income tax 359.4 386.1 8.2 12.3 19.8 18.8 387.4 4173

Current year profit/loss 1,716.4 2,026.8 109.4 59.1 -728 42.7 1,753.0 2,128.6

Memo items:

Gains (losses) from trading activities -1,086.7 -156.0 -118.7 -72.0 59.2 50.3 -1,146.1 -177.7
Gains (losses) from securities trading 84.6 -1.7 5.1 124 -04 12 89.3 19
Gains (losses) from foreign currency trading 409.7 268.1 34.2 51.3 59.0 50.1 502.9 369.5
tGr:ér:: g(Iosses) from domestic currency 11 15 0.0 04 202 03 10 12
Gains (losses) from derivatives trading -1,582.1 —413.9 -158.0 -135.8 08 -0.6 -1,739.3 -550.3

Gains (losses) from exchange rate differentials 1,429.6 546.6 166.1 128.5 =71 0.2 1,588.6 675.2

Number of banks operating with losses 0 0 0 1 9 8 9 9
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Figure 2.9 Bank income before taxes
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Net income from fees and commissions fell by 6.0% as a result of a concomitant 3.6% fall in this
income and only a slightly smaller increase (3.0%) in expenses on fees and commissions. The fall in
income was mainly influenced by a 5.4% fall in income from fees for other banking services'*, while
expenses on fees and commissions were mainly influenced by growing expenses on fees and commis-
sions for non-residents’ banking services (15.0%).

A significant increase in expenses of 17.0% notwithstanding, net other non-interest income grew by
a high 41.2% owing to a large increase in this income of over one third or 34.4%. This was largely
due to a more effective currency risk hedging through the use of derivative instruments. As a result,
in contrast with the first half of 2010, profit on exchange rate differentials exceeded the loss on de-
rivatives trading by HRK 124.8m. In addition, income from investments in subsidiaries, associates
and joint ventures rose considerably (159.6%) and so did other income which rose by 48.0%. To a
certain extent, this effect offset a considerable decrease in income on foreign exchange and securities
trading, one quarter lower than in the same period in 2010.

All bank groups reported an increase in net interest income. All bank groups also reported a fall in
net income from fees and commissions. In large and medium-sized banks this income fell by over
5% and in small banks by a small 0.7%. Net other non-interest income rose by a large 49.6% in
large banks, by a much lower 7.8% in small banks while medium-sized banks reported a 23.0% fall
in this income.

Because the increase in general administrative expenses and depreciation (3.6%) was smaller than
that in total net income (9.2%), there was a large increase in net operating income before loss
provisions (i.e. operating income), of 14.8%. As total expenses on loss provisions rose by a lower
rate (9.0%), the total profit of all banks before taxes rose by a considerable 19.0%. The increase
in total expenses on loss provisions was the result of an increase in collectively assessed impair-
ment provisions. In the same period of the previous year, the banks reported income from repealed
collectively assessed impairment provisions due to the exclusion of the available for sale securities

14 Fees for: issuing guarantees or other commitments, mandated operations, safekeeping securities and security transactions in the
name and for the account of other persons, safe custody services, keeping of deposit accounts, services of issuing and managing
unused credit lines, consultancy and advisory services to clients, issuing and using bank credit cards, collecting credit card receivables
from buyers when the bank does not keep these receivables in its books, and other services.
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Figure 2.10 Structure of bank net income, as at 30 June 2011
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portfolio from the scope of placements classified into risk categories. Expenses on loss provisions
for risk categories B and C placements fell by 3.5%, mainly due to lower adjustment expenses on
held to maturity securities.

Small banks reported a decrease in expenses on loss provisions as a result of significantly lower
expenses on loss provisions in one bank in that group. By contrast, large and medium-sized banks
reported an increase in expenses on loss provisions of 14.2% and 29.2%, respectively.

The share of net interest income, the largest item in the structure of total net income that reflects
income from the main activity, rose by a small 0.7 percentage points during the observed period.
The share of net other non-interest income rose more prominently, from 7.4% to 9.6%. This led to a
decrease in the share of net income from fees and commissions from 21.0% to 18.1% (Figure 2.10).
The share of net other non-interest income rose in large (by almost three percentage points) and in
small banks but decreased in the group of medium-sized banks.

Indicators of returns

Both indicators of bank returns, return on average assets, ROAA, and return on average equity,
ROAE, rose from the end of the first half and the end of 2010. ROAA stood at 1.3% and ROAE stood
at 7.7% (Figure 2.11 and Figure 2.12).

ROAA and ROAE were again the highest in large banks where they stood at 1.5% and 8.7%, respec-
tively. Compared to the same period in the previous year, these banks reported an increase in both
indicators, and so did the group of small banks which again had the lowest indicators of return (0.4%
and 2.1%, respectively). With a 39.2% decline in profits, the group of medium-sized banks was the
only group that reported a decrease in these indicators with their ROAA and ROAE standing at 0.4%
and 2.7%, respectively.

The interest rate spread, i.e. the difference between interest income on average interest-bearing assets
and interest expenses on average interest-bearing liabilities, rose by 0.2 percentage points and stood
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Figure 2.11 Bank return on average assets (ROAA)
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Figure 2.12 Bank return on average equity (ROAE)

12 4 @ % of average equity
9.9 [l Large banks O Medium-sized banks
[ Small banks e Total

7.7
6.5

g

2008 2009 2010 6/2011

at 2.8% (Figure 2.13). Interest income on placed funds and interest expenses on received sources of
funds both declined during the observed period. However, the expenses on average interest-bearing
liabilities declined more heavily than income on average interest-bearing assets, thus widening the
interest rate spread.

The interest rate spread rose in all bank groups, in particular in large banks where it rose to 2.8%.
The interest rate spread was equal in small and medium-sized banks and stood at a slightly higher
2.9%.

The number of bank employees rose by 313 from the end of the first half of 2010 while bank assets
rose by HRK 17.9bn. The average amount of assets per employee at the level of the entire banking
sector rose from HRK 17.5m to HRK 18.0m. It rose both in large banks (which reported the largest
increase in this indicator and HRK 20.4m in average assets per employee) and in small banks but fell
slightly in the group of medium-sized banks.

Cost to income ratio of banks continued to improve steadily during the observed period, in line with
the trend from the previous several years (Figure 2.16). Only medium-sized banks failed to improve
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Figure 2.13 Income from interest-bearing assets and expenses
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Figure 2.16 Bank operating expenses
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their cost to income ratio as their net income growth proved to be insufficient to cover a considerable
increase in general administrative expenses and depreciation. The cost to income ratio varied greatly
among bank groups, and was particularly unfavourable in small banks (78.9%).

The expenses of loss provisions as percentage of operating income fell from 41.9% to 39.8% at the
end of the first half of 2011. This ratio was again the best in large banks (36.9%) which, like the
group of small banks, reported a decrease in this ratio during the observed period. The decrease in
this ratio in the group of large banks amounted to a mere 0.4 percentage points, in contrast with
small banks where it amounted to over one half, with the ratio falling from 149.4% to 56.8%. Clearly,
the fall in loss provision expenses, arising from a sharp fall in one small bank, played a key role in the
improvement of the business results of small banks. By contrast, the group of medium-sized banks
reported a worsening in this ratio and rated worst among all bank groups (72.6%).

2.2.4 Credit risk

Placements and assumed off-balance sheet liabilities

At the end of the first half of 2011, total placements and assumed off-balance sheet liabilities of banks
that are exposed to credit risk and are subject to classification into risk categories stood at HRK
425.0bn (Table 2.8). A small increase in total placements and assumed off-balance sheet liabilities of
HRK 5.7bn or a little less than 1.4% from the end of 2010 was due to the growth in loans granted,
which are the most significant form of bank placements. At the same time, the banks reduced almost
all other forms of placements, thus contributing to the increase in loans. Although this small increase
in loans points to further recovery in credit activities, the data on the structure of the increase in loans
by institutional sectors indicate that banks continue to be risk-aversive, as the bulk of this increase in
loans went to government units.

The other form of placements that had a significant influence on the developments in total place-

ments and assumed off-balance sheet liabilities in the first half of 2011 was deposits given. This item
fell the most, mainly due to a considerable fall in deposits with foreign financial institutions in the first
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Table 2.8 Classification of bank placements and assumed off-balance sheet liabilities by risk
categories, end of period, in million HRK and %

Dec. 2008 Dec. 2009 Dec. 2010 Jun. 2011
Placements Placements Placements Placements
Risk and Value and Value and Value and Value

category  assumed adjustments assumed  adjustments assumed  adjustments assumed  adjustments

off-balance and Coverage off-balance and Coveagg off-balance and Coverage off-balance and Coveras

sheet provisions sheet provisions sheet provisions sheet provisions
liabilities liabilities liabilities liabilities

A 408,397.9 3,674.9 0.9 403,906.5 3,613.0 0.9 386,077.1 3,564.9 0.9 388,551.1 3,654.3 0.9
B-1 6,312.0 661.4 10.5 10,764.0 1,416.9 13.2 16,233.9 2,151.0 13.2 16,861.2 2,327.0 13.8
B-2 2,744.7 1,128.2 411 5,303.4 2,2256 420 9,327.2 41476 445 11,547.7 5,075.6 440
B-3 808.9 5724 708 1,283.3 931.8 72.6 1,895.2 1,518.0 80.1 1,916.8 1,582.8 82.6
C 42146 41933 99.5 5,366.6 5281.8 98.4 57848 57844 100.0 6,159.8 6,160.1 100.0
Total 422,478.1 10,230.1 24 426,623.8 13,469.1 3.2 419,318.1 17,165.8 41 425,036.6 18,799.8 44

Note: Since 2010, the portfolio of financial assets available for sale has been excluded from the scope of placements and assumed off-balance sheet liabilities
classified into risk categories.

quarter of this year. This change was mostly due to a reduction in the percentage of the minimum
required foreign currency claims that banks have to keep relative to their foreign currency liabilities.
Debt securities in the portfolio of financial assets held to maturity and off-balance sheet liabilities of
banks declined by almost the same amount. The decline in these types of placements led to a small
fall in their share in total placements, while the already dominant share of loans in total placements,
due to a concomitant credit growth, rose further; from 65.6% at the end of 2010 to 66.8% at the end
of the first half of 2011.

Partly recoverable placements and assumed off-balance sheet liabilities (risk categories B-1, B-2 and
B-3) and fully irrecoverable placements and assumed off-balance sheet liabilities (risk category C)
accounted for 8.6% of the total amount of placements and assumed off-balance sheet liabilities. The
remaining 91.4% went to placements with no objective evidence of value impairment and off-balance
sheet liabilities for which no outflows of credit institutions’ funds are expected, or where if outflows
do take place, they are expected to be fully recovered (risk category A). Further increase in the share
of B and C risk categories in the total amount of placements and assumed off-balance sheet liabilities,
from 7.9% at the end of 2010, was due to a much faster growth in these placements than the growth
in total placements and assumed off-balance sheet liabilities. In contrast with only a slight increase
in risk category A in the first half of 2011 (0.6%), risk category B and C placements and assumed
off-balance sheet liabilities rose by almost 9.8%. However, their growth notwithstanding, the dete-
rioration in the dynamics of total placement quality slowed down considerably from the previous two
years which were marked by extremely high growth rates in risk categories B and C placements and
assumed off-balance sheet liabilities (61.3% in 2009 and 46.3%, respectively, in 2010). Loans from
the loans and receivables portfolio, which accounted for the bulk of the total amount of B and C cat-
egory placements and assumed off-balance sheet liabilities (92.7%), played a key role in the quality
of total placements and assumed off-balance sheet liabilities of banks.

Risk category A placements which involve a payment delay of over 90 days stood at HRK 4.9bn at
the end of the first half of 2011 and accounted for 1.2% of total placements. These are placements
that may be classified as risk category A, despite the failure by the debtor to meet his obligations in a
timely manner, provided the bank has taken legal steps towards collecting its receivables by exercising
the instruments of collateral and no more than two years have elapsed since the bank has taken legal
actions towards collecting such receivables. These placements rose by 23.2% from the end of 2010,
despite continuing bank efforts to roll over or restructure such placements, which as a rule reduce the
amount of them. After the intensity of this activity subsided in 2010, the data on the monthly amounts

BANKS BULLETIN 23 31



PERFORMANCE INDICATORS OF CREDIT INSTITUTIONS

Figure 2.17 Structure of bank placements and assumed
off-balance sheet liabilities, as at 30 June 2011
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of rolled over and restructured placements in the first half of 2011 indicated that they had risen to a
level higher than that achieved on average in 2010. In accordance with the regulations, placements
rollover and restructuring caused by a debtor’s financial position worsening require reclassification
into lower risk categories.

Based on evidence of placement impairment (value adjustment) and experience-based assessments,
the banks made value adjustments and provisions for identified and latent losses of HRK 18.8bn at
the end of the first half of 2011, an increase of 9.5% from the end of 2010. In the conditions of a
small increase in total exposure, this led to an increase in the ratio of total value adjustments and
provisions to total placements and assumed off-balance sheet liabilities which had been trending
upwards for the past two years. The increase in this ratio of 0.3 percentage points, to 4.4% points
to further spillover of the effects of economic crisis into the domestic banking sector. An estimate
of losses on exposures classified into risk categories B and C which led to an increase in the amount
of identified losses of HRK 1.5bn or 11.4% had a bigger influence on the growth rate of total value
adjustments of placements and provisions for assumed off-balance sheet liabilities. A growth in value
adjustments for identified losses faster than risk category B and C placements and assumed off-
balance sheet liabilities led to a somewhat higher coverage of these placements by relevant value
adjustments and provisions than at the end of 2010 (41.5%). The growth rate of total value adjust-
ments and provisions was to a lesser extent also influenced by collectively assessed risk category A"
credit risk, which led to an increase in value adjustments and provisions of HRK 89.4m or 2.5%. As
a result, the coverage of category A placements and assumed off-balance sheet liabilities rose only
slightly, reaching a little over 0.9%.

As banks have to make full value adjustments/provisions for C category placements and assumed off-
balance sheet liabilities, i.e. in the amount of 100%'° of their nominal book value, a better picture of
the coverage can be obtained by observing the coverage ratio of B category placements and assumed
off-balance sheet liabilities and the relevant value adjustments. This indicator rose from 28.5% at the

15 Credit institutions have to maintain the level of impairment (value adjustment) for placements and provisions for off-balance sheet
liabilities graded A in the amount that is not below 0.85% or above 1.20% of the total balance of placements and off-balance sheet
liabilities graded A.

16 Mandatory value adjustments/provisions of 100% for C category placements were introduced on 31 March 2010. The previous manda-
tory value adjustments/provisions for that placement category ranged from 90% to 100%.
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end of 2010 to 29.6% at the end of the first half of 2011 as a result of an increase in value adjust-
ments and provisions for risk category B-2 placements and off-balance sheet liabilities in which the
banks reported losses ranging from 30% and 70% of the nominal book amount of exposure.

In the first half of 2011, total placements and assumed off-balance sheet liabilities rose only in large
banks (1.7%). Those in medium-sized banks were almost equal to those at the end of 2010 while
those in small banks fell slightly (0.5%). In the same way as in 2010, large banks again saw the big-
gest increase in risk category B and C placements and assumed off-balance sheet liabilities in the first
half of 2011. Nevertheless, of all bank groups, this bank group again had the lowest value of the share
of risk category B and C placements and assumed off-balance sheet liabilities in total placements and
assumed off-balance sheet liabilities (8.0%) and again had their largest coverage by value adjust-
ments and provisions (41.8%). Medium-sized and small banks had an almost equal level of shares of
B and C category loans (11.8% and 11.5%, respectively).

Loans

Credit activities of banks continued to improve slightly in the first half of 2011. Granted loans (those
distributed in the loans and receivables portfolio, gross amount) rose by HRK 9.1bn or 3.3% and
stood at HRK 284.0bn. The increase in the total amount of loans granted can to a smaller extent also
be attributed to a depreciation of the exchange rate of the kuna against the Swiss franc, so that loans
granted rose by 2.9% effectively. This growth notwithstanding, loan developments in the first half
of 2011 show that banks were still guided by apprehension, as evidenced by the fact that the largest
growth in loans was seen in loans granted to the less risky government unit sector. Bank clients were
also risk-averse. This was particularly true of households, which continued to reduce their bank debt.
A slow increase in new loans and the ensuing portfolio ageing led to a worsening in the quality of
this portfolio, although the growth in the share of partly recoverable and fully irrecoverable loans was
slower than in the previous two years.

The banks channelled over one half, or HRK 4.9bn, of the increase in the total amount of loans from
the end of 2010 to government units. As a result, loans to this sector rose by 18.4% on a semi-annual
basis. Such a high growth in loans to government units led to an increase in the share of loans to this
sector of 1.4 percentage points, which reached 11.1% of total bank loans. After a somewhat more
considerable growth in corporate loans in 2010, the banks continued to increase the amount of loans
granted to that sector with the same intensity in 2011. In the first half of 2011, corporate loans rose
by HRK 2.5bn or 2.3%. Corporate loans grew by a much higher 3.3% if data on loans to domestic
legal persons whose sectoral association is not known are included.!” Loans to these persons rose
by a high HRK 1.1bn or 36.0% in the first half of 2011 and looking into analytical data, it is evident
that non-financial limited liability companies accounted for the bulk of this amount. Loans to non-
residents also rose sharply (28.6%) but their share in the sectoral distribution of loans held steady at
alow 1.0%.

17 As from 31 March 2010, credit institutions submit credit exposure and credit quality data by means of reporting records (Decision on
statistical and prudential reporting, OG 35/2010, 95/2010, 146/2010 and 68/2011) and exposure distribution by sectors and by activities
is determined in the CNB based on personal identification numbers of clients submitted by credit institutions and personal identification
numbers database of the CBS. Exposure distribution by sectors is conducted in accordance with the European System of Accounts
1995, ESA 95, and the distribution by activities in accordance with the National Classification of Activities 2007. Until 31 March 2010,
exposure distribution by sectors and activities was conducted by banks in accordance with regulations governing the chart of accounts
(sectors), the supervisory reports and the National Classification of Activities 2002.
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Figure 2.18 Rates of change of bank loans
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Note: Annual rates of change, June 2011 exempted (semi-annual rate). From 2010, loans comprise loans classified into loans
and receivables portfolio, distribution by sectors is carried out in accordance with ESA 95 and loans to non-profit institutions serving
households are included in household loans.

As regards loans to the corporate sector, the banks increased the most loans for working capital
while the shares of syndicated loans, overdraft facilities, factoring and forfaiting rose by much smaller
amounts. The growth in syndicated loans was limited to a very small number of large corporates
so that the growth in this type of loans points to the again predominant use of the newly granted
amounts for working capital financing and liquidity maintenance. At the same time, the quality of the
corporate loan portfolio worsened as seen in the increase in partly recoverable and fully irrecoverable
corporate loans, which was bigger than the total increase in corporate loans. This portfolio worsening
led to a deterioration in total loan quality. As a result, loans to corporates accounted for the bulk of
the total increase in B and C category loans in the first half of 2011.

Increased cautiousness on the part of the households as regards their further borrowing from the
banks can be seen in a reduction of household loans for the third consecutive year. These loans fell
by 0.6% (with the exchange rate effects excluded) in the first half of the year, although data about
the nominal change, as in 2010, point to a slight growth (Table 2.9). The difference between the
effective and nominal developments in the first half of 2011 was the result of depreciation of the
exchange rate of the kuna against the Swiss franc. The exchange rate effects excluded, household
loans indexed to the Swiss franc fell by almost HRK 2.0bn, or 6.5%, from the end of 2010, with home
loans and car purchase loans falling the most. Effective fall in home loans indexed to the Swiss franc
and a less significant decline in kuna home loans, despite an increase in these loans indexed to the
euro of over HRK 1.0bn, led to a small fall in the amount of total home loans compared to the end of
2010 (0.2%). Falling by 14.0% and 15.5%, respectively, if exchange rate changes are excluded, car
purchase loans stood out in particular during the observed period. The total amount of car purchase
loans and credit card loans has been falling for the third consecutive year. The first half of 2011 also
saw a decline in mortgage loans. In contrast with a fall in most purpose loans, the first half of 2011
saw an increase in household general-purpose loans, particularly those indexed to the euro, in line
with developments in these types of loans in 2010. In the currency structure of household loans, the
share of loans indexed to the Swiss franc fell, standing at 23.5% at the end of the observed period.
Loans indexed to the Swiss franc again accounted for a much bigger share of home loans (43.3%)
and car purchase loans (46.0%).

Compared to the end of 2010, there was an increase only in euro-denominated and euro-indexed
loans. This was primarily the result of growth in euro-indexed loans to government units and, to a
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lesser extent, to households and corporates. This led to a further strengthening of euro dominance,
with this currency accounting for 62.5% of total bank loans, while the share of other currencies,
kuna included (without a currency clause) fell. This also led to increased bank exposure to currency
induced credit risk (CICR) in the first half of 2011. Of the total amount of bank loans (net), 75.7%
were exposed to CICR, a slight increase from 74.7% at the end of 2010. Hedged loans accounted for
5.9% of loans exposed to CICR, loans not subject to hedge assessment (as they are exempted from
the obligation of assessment due to their small amount) accounted for 2.9% of these loans and the
remaining 91.2% went to loans unhedged against CICR, i.e. to loans to clients with an unmatched
currency position and with loan liabilities indexed to a foreign currency.

Loans to government units aside, compared to the end of 2010, the banks increased the most the
amount of loans to clients in manufacturing (HRK 1.3bn or 4.6%), with this activity thus coming
second in terms of the distribution of total bank loans (Figure 2.19). Loans to activities less repre-
sented in the distribution of total loans also grew by higher rates but despite this increase, the shares
of these activities in total loans did not grow. Loans to agriculture grew the fastest (14.1%), followed

Table 2.9 Bank loans, end of period, in million HRK and %

Dec. 2008 Dec. 2009 Dec. 2010 Jun. 2011
Amount  Share Amount  Share  Change Amount  Share  Change Amount  Share  Change
Loans
Government units 21,509.8 85 31,547.7 121 46.7 26,5055 9.6 -16.0 31,3906 111 18.4
Corporates 96,8277 383 989244 379 22 109,268.7  39.7 10.5 11,7412 393 23
Households 1259226 498 122,195.0 4658 -3.0 1271357 462 4.0 127,505.9 449 0.3
Home loans 523175  20.7 529596 203 12 57,9810 211 95 588574  20.7 15
Mortgage loans 3,130.1 12 3,084.2 12 -15 35133 13 13.9 3479.9 12 -1.0
Car loans 9,646.0 38 7,810.5 30 -19.0 62368 2.3 -20.1 5,365.2 1.9 -14.0
Credit card loans 5,529.7 22 5,022.3 1.9 9.2 4,386.8 16 127 4,250.3 15 =31
Other household loans 552993 219 533184 204 -36 55,017.7  20.0 32 555531 19.6 1.0
Other sectors 8,422.1 39 8,472.0 32 0.6 12,0397 44 421 13,3955 47 1.3
Total 2526822 100.0 261,139.0  100.0 33 274,949.6  100.0 53 2840332 100.0 33
Partly recoverable and fully irrecoverable
loans
Government units 67.0 0.5 62.1 0.3 -74 755 02 21.7 768 02 17
Corporates 72348  58.0 12,7360  62.6 76.0 19,6425 63.6 54.1 218812 647 14
Households 49984 4041 70813 348 417 9,930.0 322 402 10,3824 307 46
Home loans 891.9 741 1,446.6 741 622 25847 84 78.7 2,801.3 83 84
Mortgage loans 304.0 24 368.0 18 2141 7886 26 1143 8005 24 15
Car loans 2776 22 330.3 1.6 19.0 2576 0.8 -22.0 1857 05 -27.9
Credit card loans 102.8 0.8 152.6 0.7 484 1746 06 14.4 1794 05 2.7
Other household loans 34221 274 47838 235 39.8 6,1246 198 28.0 64155 19.0 48
Other sectors 178.0 14 4817 24 1705 12306 40 155.5 14828 44 205
Total 12,4783  100.0 20,3611  100.0 63.2 30,878.6  100.0 51.6 33,8232 100.0 95
Value adjustments of partly recoverable and
fully irrecoverable loans
Government units 145 02 5.5 0.1 -61.9 6.0 0.1 838 59 0.0 -1.9
Corporates 29046 452 42321 486 457 62493  52.0 47.0 70682 527 13.1
Households 33913 527 43095 495 271 52699 441 223 57226 427 86
Home loans 384.3 6.0 516.7 59 344 7498 6.3 451 9157 68 221
Mortgage loans 118.7 18 116.6 13 -1.7 226.9 1.9 945 2433 18 72
Car loans 204.9 32 206.4 24 0.8 1415 12 =314 1416 1.1 0.0
Credit card loans 89.0 14 125.6 14 412 149.9 13 19.4 161.4 12 77
Other household loans 25944 404 33442 384 289 4,001.7 335 19.7 42605 318 6.5
Other sectors 118.9 18 163.5 1.9 375 4622 39 182.7 6183 46 338
Total 6,429.3  100.0 87106  100.0 355 11,987.3  100.0 37.3 13,4150 100.0 1.9

Note: From 2010, loans comprise loans classified into loans and receivables portfolio, distribution by sectors is carried out in accordance with ESA 95 and loans
to non-profit institutions serving households are included in household loans.
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Figure 2.19 Structure of bank loans by activities,
as at 30 June 2011
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by loans to transport and storage (11.8%). Unlike a large increase in loans to construction seen in the
previous year, loans to that sector held steady in the first half of this year. However, the increase in
loans to the real estate sector (HRK 0.7bn or 10.1%) led to a small growth in loans to activities asso-
ciated with the real estate market and construction in the first half of 2011. One part of this increase
can probably be attributed to companies set up by construction companies for the management of
unsold residential units.

The fastest growth in loans granted (3.6%) in the first half of 2011 was reported by large banks, with
the bulk of this growth being attributable to loans to government units. Large banks’ loans to govern-
ment units rose by 20.3% from the end of 2010, increasing their share in total loans to 12.4%. At the
same time, large banks’ loans to corporates and households rose only slightly, by 1.8% and 0.4%,
respectively. Small banks’ loans rose by 3.1% and those of medium-sized banks by only 0.6%. Both
bank groups increased corporate and decreased household loans. Small banks were thus again the
only bank group in which corporate loans accounted for the largest share (58.9%) of loans in terms
of their distribution by sectors. Household loans accounted for the largest share of total loans in large
and medium-sized banks, and accordingly of all banks combined. Nevertheless, despite a significant
effect of exchange rate changes and the associated increase in loans, their share in the distribution of
bank loans by sectors fell from 46.2% at the end of 2010 to 44.9% at the end of the first half of 2011.
The share of corporate loans also fell slightly and stood at 39.3% for all banks combined. The share
of these loans was the smallest (37.4%) in large banks.

The growth in B and C risk category loans, largely present since the last quarter of 2008, contin-
ued into the first half of 2011, though at a slower rate. The growth rate of B and C category loans
slowed down considerably compared to 2010 (down to 9.5% from to 34.1%), increasing slightly
their share in total bank loans, from 11.2% at the end of 2010 to 11.9% at the end of the first half
of 2011. The increase in B and C category loans can be attributed to a deterioration in the financial
position of debtors, most notably the corporate sector, and their compromised ability to make bank
loan repayments, which is in line with the usual developments and the traditionally greater degree of
risk involved in loans to that sector. The growth in these loans in the forthcoming period might be
influenced by a further considerable increase in A risk category loans with a payment delay of over 90
days which were up 17.1% from the end of 2010. At the end of the first half of 2011, these receivables
accounted for almost 1.6% of total loan receivables.
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Figure 2.20 Structure of bank partly recoverable and fully
irrecoverable loans by activities, as at 30 June 2011
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The growth in risk category B and C corporate loans increased the share of these categories in total
loans to the sector to 19.6%, although, at 11.9%, the growth rate was considerably lower than in
2010 (64.7%). This was due to a poor growth in new, good quality corporate placements so the age-
ing of the existing portfolio, coupled with growing delays on the part of the clients in settling their
liabilities, led to a considerable growth in risk category B-2 placements, which were up 23.2% and
which accounted for the bulk of the increase in risk category B and C loans.

The growth rate of B and C category household loans also slowed down considerably, falling from
40.2% in 2010 to 4.6% in the first half of 2011 and resulting in a smaller increase in the share of these
loans, to 8.1% of total household loans. In the same way as in the case of corporates, risk category
B-2 accounted for the bulk of the total increase in B and C risk category loans, probably as a result
of a considerable increase in A category loans with a payment delay of over 90 days which took place
in 2010. The total increase in risk category B and C household loans can be attributed to the growth
in these risk groups in other loans (cash general purpose loans, overdraft facilities, etc.) and home
loans. Home loans, which had already lost the status of the highest quality household loans back in
2010, worsened additionally in the first half of 2011 as the share of these loans’ risk categories B and
C rose additionally, from 4.5% at the end of 2010 to 4.8% of total home loans. The growth in risk
categories B and C home loans was largely generated by the quality deterioration of home loans in
Swiss francs (including loans in kuna indexed to Swiss francs). At the end of the first half of 2011,
the share of risk category B and C euro home loans was only slightly higher than that at the end of
2010 (3.1%) while the share of these loans in home loans in Swiss francs rose from 5.7% to 6.4%.
The share of B and C risk category loans in kuna home loans was also relatively high and stood at
6.1%. However, as their share in total home loans is low, these loans do not have a significant impact
on total home loan quality. Unfavourable exchange rate developments and the associated difficulties
in settling loan liabilities in Swiss francs have certainly contributed to the materialisation of currency-
induced credit risk (CICR).

Mortgage loans accounted for the largest share of risk category B and C household loans (23.0%) at
the end of the first half of 2011, rising slightly from the end of 2010 despite a small fall in the total
amount of mortgage loans. Other loans (cash general-purpose loans, overdraft facilities, etc.) had
a bigger influence on the total quality of household loans. These loans rose by 4.8% and the share
of risk category B and C loans stood at 11.6%. Car purchase loans saw a considerable change. In
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Figure 2.21 Share of bank partly recoverable and fully
irrecoverable loans, as at 30 June 2011
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addition to their total fall, they also saw a significant fall in the amount of B and C category loans
which thus accounted for less than 3.5% of the total amount of car purchase loans granted. The rela-
tively good quality of car purchase loans can partly be attributed to the fact that banks that dominate
the car purchase market tend to cover most car purchase loans by insurance.

The increase in loans to activities associated with the construction and real estate sectors classified
into B and C risk categories accounted for over one third of growth in total B and C risk category
loans. This led to a considerable increase in their share in total loans granted to these activities
(19.1%) which thus came close to the average share of B and C category loans in corporate loans.
The share of these loans was even higher in a number of other activities, but their effect on the total
loan quality was not so significant. Trade, manufacturing and accommodation and food service ac-
tivities had the next highest growth rates of B and C category loans. As regards activities in the lead in
terms of their share in total bank loans (over 5%), trade had the poorest loan quality at the end of the
first half of 2011. This activity’s B and C category loans accounted for 22.9% of total loans granted
to that activity and those of manufacturing (construction excluded) came next, with B and C category
loans accounting for 15.3% of total loans granted to that activity.

Due but unpaid loan receivables (of over one day) stood at HRK 23.1bn at the end of the first half
of 2011, an increase of a high 18.4% from the end of 2010. Due loans accounted for 8.1% of total
loans, an increase of one percentage point from the end of 2010. Due receivables rose considerably
in the trade and household sectors, notably in the other loans category, such as cash general-purpose
loans, overdraft facilities etc. and home loans. Since most of the household loans belong to a port-
folio of small loans, where classification into risk categories is possible on the basis of the criterion
of timeliness in meeting the obligations (while the criteria of creditworthiness and collateral quality
need not be used), the growth in due but unpaid receivables based on other loans and home loans
was accompanied by a growth in relevant B and C category loans.

Loan value adjustments rose by 11.9%, or slightly more than B and C risk category loans. As a result,
the downward trend in the coverage of B and C risk category loans by value adjustments present
for several years thus came to a halt at the end of the first half of 2011, with this indicator rising
slightly, reaching 39.7%, a level still below that at the end of 2009. The value of this indicator rose
very slightly in the corporate loans category and amounted to 32.3%. Household loans saw a bigger
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increase in this coverage which was up from 53.1% at the end of 2010 to 55.1% at the end of the first
half of 2011, mainly due to an increase in value adjustments for risk category B and C home loans.
In view of the fact that home and mortgage loans are generally highly collateralised by real estate, the
coverage of B and C category home loans by value adjustments was smaller than for other types of
household loans.

The fast growth in B and C category loans that started in the last quarter of 2008 and was particularly
evident in large banks continued into the first half of 2011. In this bank group, B and C category
loans rose by 10.9%, mainly fuelled by the increase in B and C category corporate loans (12.8%).
In medium-sized banks, B and C category loans rose by 6.7%, also influenced by corporate loan
portfolio worsening. Only in small banks was the increase in B and C category loans of 3.5% largely
attributable to a worsening in the household portfolio loans. The share of B and C loan categories
together remained lower in large banks than in other groups. In large banks it stood at 11.1% and in
medium-sized and small banks it stood at slightly above 16.1%.

2.2.5 Liquidity risk
Sources of financing

At the end of June 2011, banks’ sources of financing'® amounted to total of HRK 327.3bn, an increase
of HRK 4.3bn or 1.3% from the end of the previous year. With the effect of the exchange rate increase
excluded, their real growth rate in the first half of the year was a little higher and stood at 1.6%.

The growth in the sources of financing in the first half of 2011 was almost entirely based on a depos-
its growth of HRK 5.0bn or 1.6%. Hybrid and subordinated instruments grew at a somewhat faster
rate (6.5% or HRK 252.6m) though, due to these instruments’ relatively small significance, their
growth did not considerably affect the total sources of financing. Received loans fell by HRK 832.7m
or 1.7%, with the share of received loans in total sources of financing continuing its downward trend,
a feature for several years (Table 2.10).

The growth in deposits, as the dominant source of financing, was entirely due to the growth in non-
resident deposits (HRK 6.8bn or 14.4%), which in turn was largely due to the growth in deposits

Table 2.10 Structure of bank sources of financing, end of period, in %

Large banks Medium-sized banks Small banks Total
Dec. 2010 Jun. 2011 Dec. 2010 Jun. 2011 Dec. 2010 Jun. 2011 Dec. 2010 Jun. 2011
Deposits 82.2 827 89.3 90.3 874 875 833 83.8
Loans 16.7 16.2 82 75 1.3 11.0 15.4 15.0
Debt securities issued 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Hybrid and subordinated instruments issued 11 11 24 22 1.3 15 12 13
TOTAL SOURCES OF FINANCING 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Deposits and loans of majority foreign owner 213 244 6.3 6.8 29 24 18.2 20.9

18 The sources of financing include received deposits, received loans, issued debt securities and issued subordinated and hybrid instru-
ments.
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Table 2.11 Sectoral structure of received loans, end of period, in million HRK and %

Dec. 2008 Dec. 2009 Dec. 2010 Jun. 2011
Amount  Share Amount  Share  Change Amount  Share  Change Amount  Share  Change
Loans from government units 125,7 0,2 62,2 0,1 -50,6 15,2 0,0 -75,5 15,2 0,0 -0,1
Loans from financial institutions 19.270,0 37,0 21.180,5 40,0 9,9 18.178,8 36,5 -14,2 15.284,6 31,2 -159
Loans from corporates 35 0,0 46 0,0 29,7 1,7 0,0 -62,7 15 0,0 -1,2
Loans from foreign financial institutions 32.603,9 62,5 31.712,7 59,9 2,7 31.571,0 63,4 -04 33.633,6 68,7 6,5
Loans from other non-residents 1293 02 8,0 0,0 9338 6.4 0,0 -20,3 54 0,0 -15,1
TOTAL LOANS RECEIVED 521326  100,0 52.9680  100,0 1,6 49.7731  100,0 -6,0 48.9404  100,0 -1,7
Loans from majority foreign owner 22.735,6 436 23.641,7 446 4,0 23.033,5 46,3 -2,6 26.760,2 54,7 16,2

from majority foreign owners (HRK 5.6bn). Against the backdrop of modest growth in household
deposits and steady fall in corporate deposits, the banks continued to turn increasingly to sources
from majority foreign owners, which grew by 15.7% and reached 20.9% of the total sources.

There were no major changes in the structure of the sources of financing of individual bank groups,
with deposits being again the dominant source of financing, particularly in medium-sized banks. The
share of received loans continued to trend downwards in all bank groups, particularly in medium-
sized banks. Large banks again relied more strongly than other bank groups on received loans, one
half of which were loans from majority foreign owners. Due to the growth in large banks, issued
subordinated and hybrid instruments again saw the largest rates of change, though their share in the
total sources of financing rose only slightly, to 1.3%.

Rising by a high HRK 9.4bn or 15.9%, the sources from majority foreign owners!® reached HRK
68.3bn at the end of June 2011. The increase in borrowing was due more to an increase in received
deposits of HRK 5.6bn or 15.7% than to received loans, which rose by HRK 3.7bn or 16.2%. Given
that medium-sized and small banks reported almost equal changes, though with opposite signs, the
entire semi-annual increase in these sources was based on growth in large banks, one half of which
was accounted for by one large bank. The increase in the sources from majority foreign owners in
medium-sized banks was due to an increase in received deposits in one medium-sized bank, while
deposit repayments in three small banks were largely responsible for a fall in these sources in this
group of banks. As a result, the sources from majority foreign owners gained in significance in large
and medium-sized banks, increasing their share in total deposits and loans to 24.4% and 6.8%, re-
spectively, in contrast with small banks, where this share declined to 2.4%. Again, 12 out of the total
of 16 banks in the majority foreign ownership used these sources. The use of these sources ranged
from 0.9% to 34.9% of the total loans and deposits received.

A decline in the total amount of loans received by banks of HRK 832.7m or 1.7% was due to a
decline in loans from domestic banks of HRK 2.9bn or 15.9% (notably CBRD loans) and other
non-residents?® (by HRK 1.7bn or 19.5%), which failed to be fully offset by the increase in loans
from majority foreign owners of HRK 3.7bn or 16.2% (Table 2.11). Loans received from domestic
sectors again comprised a high share of CBRD loans which rose additionally to 90.1%. Neverthe-
less, the share of CBRD loans in total loans received, due to an increase in the foreign sources, fell
to 28.2%. Most of the described changes involved mainly large banks while small banks reported

19 Further analysis of the sources of financing involves mainly received deposits and loans.
20 Foreign financial institutions other than the majority foreign owner.
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Figure 2.22 Sectoral structure of received deposits,
as at 30 June 2011
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opposite developments, i.e. a small growth in the domestic sources and a fall in loans from majority
foreign owners. Medium-sized and small banks again relied predominantly on domestic loans, which
accounted for 93.7% and 84.4%, respectively, of the total of received loans, while large banks relied
predominantly on loans from non-residents, which accounted for 75.8% of total received loans, par-
ticularly those received from majority foreign owners, which accounted for 80.2% of loans received
from non-residents.

The bulk of the increase in bank deposits on a semi-annual level was due to an increase in deposits of
non-residents of HRK 6.8bn or 14.4%, and to a much lesser extent to domestic financial institutions
and households. The deposits of the corporate sector fell by HRK 4.3bn or 9.3%, almost entirely due
to a fall in time deposits in foreign currency. This decline notwithstanding, at the end of the first half
of 2011, total time deposits were 1.1% higher than at the end of 2010, owing to a significant increase
in kuna time deposits (10.7%) of almost all sectors, in particular domestic and foreign financial in-
stitutions. The increase in giro and current account deposits (7.9%) led to an increase in their share
in total bank deposits (14.7%) By contrast, savings deposits fell slightly (0.5%) and so did their share
in total deposits (9.7%). Time deposits again accounted for a little over two thirds of all deposits,
despite their slight fall to 75.6%, due to a slower increase in the first half of the year.

A decrease in corporate deposits and deposits of majority foreign owners led to a small fall in depos-
its in the group of small banks. Deposits rose by a little over 2% in large and medium-sized banks
although this increase in the group of large banks was entirely the result of increased deposits of ma-
jority foreign owners. Deposits of corporates fell considerably in large banks in contrast with a slight
increase in household deposits in this group, as a result of growth reported by three banks and a fall
in this sector’s deposits reported by the remaining three large banks.

In contrast with the previous year, the entire growth in deposits that took place in the first six months
of 2011 was based on an increase in kuna deposits, which were up HRK 7.6bn or 9.1% from the end
of 2010, while foreign currency and foreign currency indexed deposits declined. The increase in kuna
deposits was mostly influenced by the growth in time, giro and current accounts of domestic and
foreign financial institutions with deposits of majority foreign owners accounting for one quarter of
this increase. As a result, the share of kuna deposits rose to 33.1%, while deposits of majority foreign

BANKS BULLETIN 23 41



PERFORMANCE INDICATORS OF CREDIT INSTITUTIONS

Figure 2.23 Bank loans granted/deposits received
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owners received in kuna reached 40%. All this led to a halt in and reversal of the trend of growth in
the share of foreign currency deposits in total deposits, which fell significantly for the first time since
2007 (2.0 percentage points), reaching 65.4%, almost exclusively as a result of a decline in euro de-
posits. This decline notwithstanding, euro deposits again accounted for the major share of currency
and indexed deposits (87.2%), while the US dollar and the Swiss franc accounted for the remaining
share (6.2% and 5.6%, respectively).

Loans granted grew at a faster rate than deposits received, leading, at the end of the year, to a slight
rise in their ratio (Figure 2.23), which exceeded 100%, standing at 100.2%. Large banks again had
the biggest impact on the level of this ratio. This ratio was the highest in this bank group where it
increased additionally to 103.8% during the observed period. In medium-sized banks this indicator
stood at 87.3%, showing a downward trend and in small banks, after trending downwards for the
part three years, this indicator saw a small increase, (82.5%).

Maturity adjustment of bank assets and liabilities

At the end of the first half of 2011, short-term bank liabilities again exceeded short-term bank assets,
while the maturity structure mismatch, measured by cumulative gap?' in the short-term maturity cat-
egory (up to one year) stood at HRK 63.1bn. The mismatch fell by a slight HRK 1.3bn from the end
of 2010 (Figure 2.24) causing the coverage of short-term liabilities by short-term assets to increase
to 76.3% at the end of June 2011.

A small decline in the cumulative short-term mismatch was the result of a somewhat faster growth
in assets with a remaining maturity of up to one year (HRK 4.9bn or 2.5%) than the growth in li-
abilities of the same maturity (HRK 3.6bn or 1.4%). A sharp growth in loans, particularly in the 3 to
12 months maturity category, was sufficient to compensate for the big fall in deposits with banking
institutions (influenced by regulatory changes), while assets with a remaining maturity of up to one
year continued to grow owing to a steady growth in deposits with the CNB. Assets with a remaining

21 This represents the difference between net assets and liabilities with the same period until maturity. A positive gap is the situation
where a bank’s assets exceed its liabilities in a given period and a negative gap is the situation where a bank’s liabilities exceed its
assets in a given period.

42 BANKS BULLETIN 23



PERFORMANCE INDICATORS OF CREDIT INSTITUTIONS

Figure 2.24 Asset and liability maturity match or mismatch,
as at 30 June 2011

100 4 % 35
billion HRK Liabilities/Total assets — right °
80 - Assets/Total assets — right
25
60 |
40 15
20 5
N _ 1
-5
—-20
Il Net balance sheet position (gap) — left
—40 | | | | | -15
Upto1month 1to3 months 3to 12 months 1to 2 years 2 to 3 years Over 3 years

maturity over one year rose slightly (HRK 1.5bn or 0.8%), mostly as a result of an increase in long-
term investments in subsidiaries and associates in one large bank.

At the same time, of bank liabilities with a remaining maturity up to one year, only deposits rose
more significantly, by HRK 6.3bn or 2.8%. Deposits rose the most again in the remaining maturity
category from 3 to 12 months. The increase in giro and current account deposits led to an increase in
deposits with the shortest remaining maturity (up to one month). A fall in the savings with a remain-
ing long term to maturity caused the share of deposits with a remaining maturity up to one year to
increase slightly to 84.9% of total deposits. By contrast, the share of received loans with a remaining
maturity of less than one year fell by 5.3 percentage points (stood at 41.0%) due to a concomitant fall
in loans received from financial institutions with the shortest remaining maturity (up to one month)
and an increase in loans with a remaining maturity of over one year.

Minimum liquidity coefficient

In the first half of 2011, the banks maintained their minimum liquidity coefficients (MLC) above the
prescribed minimum.?> MLC in all banks combined continued to trend downwards slightly. Never-
theless, the required liquidity level was sufficient for surmounting the given stress period.? On 30
June 2010, the minimum liquidity coefficient (MLC) of banks for kuna stood at 1.7 in the period up
to one week and at 1.5 in the period up to one month (Figure 2.25). The MLC for convertible curren-
cies stood at 1.9 in the period up to one week and at 1.3 in the period up to one month.?* Compared
to balance as at 31 December 2010, there was a noticeable increase in the expected inflows and out-
flows in kuna, in contrast with a fall in the expected cash flows in convertible currencies, which is in
line with the said currency restructuring of bank balance sheets.

22 Minimum liquidity coefficient (MLC) is calculated as the ratio of expected inflows (currently negotiable assets included) and the expect-
ed outflows in the last two given periods (up to one week and up to one month). MLC is calculated for kuna, all convertible currencies
combined and for each non-convertible currency individually. MLC has to equal to or greater than 1 on each day for periods of up to
one week and up to one month.

23 Assets and liabilities categories which are taken into account in MLC calculation are adjusted by the prescribed volatility adjustments
or volatility adjustments obtained by the credit institution on the basis of own estimates of volatility adjustments. Only one large bank
used own estimates of volatility adjustments.

24 No bank reported MLC for non-convertible currencies, which has to be calculated if outflows in a non-convertible currency account for
over 1% of the total assets of a credit institution.
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Figure 2.25 Minimum liquidity coefficient, as at 30 June 2011
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All bank groups reported a fall in their liquidity coefficients during the observed period. Of all bank
groups, large banks again reported liquidity coefficients closest to those prescribed and the values
of their coefficients in kuna and in convertible currencies were again on satisfactory levels. A small
decline in the coefficients at the end of June was mainly the result of the expected deposit and loan
repayments to majority foreign owners with the close of the first half of the year, since these cash
flows present estimates for the next month (July). Somewhat higher liquidity coefficients in the first
half of the year were reported by small and medium-sized banks, for convertible currencies in par-
ticular. This was to be expected in view of their predominant reliance on domestic sources of financ-
ing, which was especially true of small banks. The coefficients of medium-sized banks again moved
within the broadest range and fluctuated the most. In this bank group, these changes were also more
pronounced in the case of convertible currencies, largely due to changes in the amount of expected
outflows and/or inflows associated with derivative financial instruments (swaps) during the reporting
months.

The total readily marketable assets of banks stood at HRK 54.8bn at the end of June 2011, account-
ing for 13.8% of the total bank assets. This means that the banks can (based on own assessment)
turn into cash 13.8% of their total assets in four working days, with no major losses. Although the
amount of readily marketable assets was down 3.8% from the end of 2010, mainly as a result of a
fall in deposits with credit institutions in convertible currencies (the effect of regulatory changes in
March 2011), the average value of these assets was up 6.0% from the 2010 average, mainly as a result
of an increase in the kuna share of these assets (deposits with the CNB in particular).

A somewhat more significant strengthening of the kuna part of readily marketable assets in the first
half of 2011 led to a change in the currency structure of these assets, with readily marketable assets in
kuna® at the end of June accounting for 57.4% and assets in convertible currencies for the remaining
42.6% of readily marketable assets. This is an increase in readily marketable assets of 9.1 percentage
points from the end of 2010. These changes did not have a considerable effect on the structure of
highly liquid funds, with deposits with the CNB and T-bills of the Ministry of Finance still accounting
for the bulk of these assets in kuna (HRK 23.5bn or 74.8%). Deposits with credit institutions and

25 It should be noted that, for the purposes of the Decision on liquidity risk management, all foreign currency indexed kuna exposures are
considered exposures in kuna.
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available for sale securities again accounted for the majority of readily marketable assets in convert-
ible currencies (HRK 19.8bn or 84.8%).

In terms of distribution by bank groups, medium-sized banks accounted for the largest share of read-
ily marketable assets in total assets (17.7%). Small banks recorded a slightly lower share (15.1%),
while large banks, as expected, maintained the lowest share of readily marketable assets (13.2%), due
to their faster and simpler access to sources of liquidity.

2.2.6 Currency adjustment of bank assets and liabilities

A characteristic feature of the domestic banking system and bank balance sheets is that there is a very
large share of items in foreign currencies and items in kuna with a currency clause. Approximately
two thirds of assets and liabilities of banks are in foreign currencies or indexed to a foreign currency,
notably the euro. The banks had protected a surplus of foreign currency assets over foreign currency
liabilities (including assets and liabilities in kuna with a currency clause), i.e. a long spot foreign ex-
change position by means of forward agreements, thus reducing their direct exposure to currency risk.
However, indirect exposure, i.e. exposure to currency induced credit risk continued to be very high.

After growing for three consecutive years, the shares of foreign currency assets and liabilities fell in
the first half of 2011, though their level remained higher than their historical minimum at the end
of 2007. On the liabilities side, the foreign currency component rose by a modest 0.3% effectively?,
in contrast with kuna liabilities, which rose by 4.5%. Such a modest growth in foreign currency li-
abilities is the result of growth in received loans, particularly those in Swiss francs?’, while foreign
currency deposits fell by 1.9% effectively, mainly as a result of a decline in corporate euro deposits.
Kuna deposits rose by a considerable 9.1%, mainly as a result of growth in kuna deposits from
domestic sectors, primarily investment funds and households. Kuna deposits of majority foreign
owners also rose considerably, with the kuna component of deposits received from majority foreign
owners reaching 40.0% of total deposits received from majority foreign owners. The high share of
kuna deposits of foreign owners can probably be attributed to regulatory arbitrage associated with
the regulation on minimum foreign currency liquidity.?® On the assets side, the first half of 2011 saw
an increase only in the kuna component (5.9%) while foreign currency assets of banks fell 0.7% ef-
fectively. The fall in foreign currency assets was the result of a significant decline in foreign currency
deposits in foreign banks attributable to a reduction in the prescribed percentage of foreign currency
claims that has to be maintained relative to foreign currency liabilities. High risk aversion, both on
the part of the banks and their clients, led to a sharp increase in the amount of overnight deposits
with the CNB (allocated in kuna) and an increase in kuna cash, driven by the growing need for cash
during the tourist season. Kuna loans granted declined while those in foreign currency rose, mainly
influenced by the growth in foreign currency loans to government units.

26 The exchange rate of the kuna appreciated against the euro and the American dollar by 0.2% and 7.9%, respectively, and depreciated
against the Swiss franc by 3.9% in the first half of 2011.

27 The increase in received loans in Swiss francs can be attributed entirely to one large bank and a loan in Swiss francs it took from its
majority foreign owner to improve currency and maturity match between assets and liabilities while derivative instruments, formerly
used for these purposes, declined.

28 Foreign liabilities and kuna liabilities with a currency clause must be covered by a prescribed percentage of liquid foreign currency
claims. Therefore, the growth in kuna sources from majority foreign owners can probably be attributed to the efforts of banks to reduce
regulatory costs. As majority foreign owners do not have kuna, the domestic banks enter into swap arrangements with them, selling
kuna and purchasing foreign exchange on the spot market and selling foreign exchange and purchasing kuna on the forward market.
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Figure 2.26 Long foreign exchange position of banks,
quarterly averages
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Figure 1.27 Short foreign exchange position of banks,
quarterly averages
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Foreign currency assets stood at HRK 255.7bn at the end of the observed period, accounting for
64.3% of total bank assets. At HRK 232.3bn, foreign currency liabilities were smaller than foreign
currency assets and accounted for 68.0% of total liabilities of banks. The euro accounted for the
major share of foreign currency assets (81.7%). It was followed by the Swiss franc (13.2%) and
the American dollar (4.2%), with the three currencies combined accounting for the bulk of for-
eign currency assets. These currencies also accounted for the bulk of foreign currency liabilities. At
85.2%, the share of the euro in these liabilities was bigger than its share in foreign currency assets.
By contrast, the Swiss franc accounted for 8.7% and the American dollar for 5.2% of foreign cur-
rency liabilities. The difference between foreign currency assets and liabilities (expressed as a share
in total assets) was the highest in large banks (6.6%). It was considerably lower in medium-sized
banks (4.6%) and by far the lowest in small banks (0.4%). As a rule, small banks do not operate with
derivative financial instruments so they use balance sheet items to manage currency risk. By contrast,
large banks use derivative financial instruments to shorten their long balance sheet positions, thus
reducing their currency risk exposure. At the end of the first half of 2011, the net open currency
position® of the banking system was short, standing at 1.9% of own funds, much below the legally
prescribed maximum of 30%.
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In the first half of 2011, the largest number of banks had a net long open position. Most small banks
had a long position, owing to a long position in the euro, which accounts for the largest share of for-
eign currency assets of this group of banks (94.4%). The share of assets in Swiss francs in this group
was low and stood at 1.6%. Assets in Swiss francs accounted for a much bigger share of foreign
currency assets in large banks (14.3%) as a result of the great popularity of loans in this currency,
particularly home loans, in the period up to 2007. Large banks used derivative financial instruments,
arranged with majority foreign owners, to hedge their open spot positions. The share of assets in
Swiss francs in large banks ranged between 10.9% and 25.8% of the total foreign currency assets,
higher shares being characteristic of banks majority owned by Austrian shareholders.

Although direct exposure to currency risk was low owing to the use of derivative financial instru-
ments, indirect exposure to currency risk was very high. A little over 60% of placements and off-
balance sheet liabilities of banks were exposed to currency-induced credit risk and the majority or
almost 85% of these placements and off-balance sheet liabilities were not hedged against this risk,
having been placed to clients with an unmatched foreign currency position. The banks are required
by law to view credit risk by placements in foreign currencies or indexed to foreign currencies in
terms of possible changes in the financial position of the debtor that may arise due to changes in the
exchange rate of the domestic currency against foreign currencies. The banks have to establish an
internal system of monitoring, analysing and assessing whether the foreign exchange position of an
individual debtor or peer groups of debtors is matched and whether their cash flows can be adjusted
to the potential changes in the level of their liabilities towards a bank and total liabilities due to the
effect of changes in the exchange rate.

2.2.7 Interest rate risk in the non-trading book

Unfavourable developments in interest rates may lead to a deterioration in the financial position
of banks. The effect of market interest rates developments on the non-trading book is covered by
explicit capital requirements under the first pillar of the capital adequacy regulatory framework that
is relevant for institutions involved in larger-scale trading activities. By contrast, interest rate risk in
the non-trading book arises from core business activities of banks, with maturity mismatch’® as the
main source of that risk. In line with the regulation on interest rate risk in the non-trading book?!,
the banks are required to calculate the change in the economic value of the non-trading book™, i.e.
its net present value in the conditions of a parallel interest rate shock of 200 basis points. Supervisory
measures are taken against a bank where the change in the economic value of the non-trading book
exceeds 20% of own funds.

29 The net open foreign exchange position of all banks combined was obtained by aggregating individual bank data and netting of indi-
vidual institutions’ opposite sign positions in individual currencies.

30 Repricing risk is the risk to which a credit institution is exposed due to a maturity mismatch (for fixed interest rates) and a revaluation
of interest rates (for variable interest rates) of non-trading book positions.

31 Decision on the management of interest rate risk in the non-trading book (OG 2/2010 and 34/2010).

32 To calculate the economic value, interest rate-sensitive assets and liabilities (derivative financial instruments included) are distributed
into 13 time zones depending on the possibility of interest rate change, with the net position of each zone, i.e. the difference between
the amount of interest rate-sensitive assets and liabilities in that zone, being weighted by a relevant weight. The weights reflect the
effect of interest rate shock and the estimated modified duration of each zone, with longer term zones being assigned higher weights,
which reflect greater sensitivity to interest rate changes. By summing up the weighted amounts by zones, with mutual offsetting of posi-
tive and negative mismatches, the banks arrive at the change in the economic value of the non-trading book. The banks are obligated
to report the change in the economic value of the non-trading book for all major currencies (constituting over 5% of balance sheet
assets) individually.
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Table 2.12 Interest rate risk in the non-trading book, as at 30 June
2011, in million HRK and %

Currency Interest rate type Net position Net weighted position
(before weighting)
Administered interest rate —-16,407.5 —194.6
HRK Variable interest rate 28,225.8 381.9
Fixed interest rate 8,242.2 505.2
Administered interest rate —4,570.9 363.9
EUR Variable interest rate 54,976.7 107.5
Fixed interest rate -48,602.6 -195.0
Administered interest rate 26,937.2 248.3
CHF Variable interest rate —-8,785.3 -32.7
Fixed interest rate —-3,989.3 —346.4
Administered interest rate —820.6 -12.2
usD Variable interest rate 1,107.1 B89
Fixed interest rate -875.5 -4.0
Administered interest rate —6,197.8 -36.8
Other Variable interest rate 3,319.8 -2.0
Fixed interest rate 1,393.9 -18.9
Change in the economic value of the non-trading book 767.4
Own funds 54,185.1
Relative ratio: Change in the economic value of the non-trading book/Own funds 1.4

At the end of the first half of 2011, the change in the economic value of the non-trading book on total
bank level stood at HRK 767.4m or 1.4% of own funds®® (Table 2.12). Since the March 2010 intro-
duction of mandatory reporting on interest rate risk in the non-trading book, the ratio of change in
the economic value and banks’ own funds has been trending downwards and has been moving within
a relatively narrow margin, from the highest 3.1% at the end of the first half of 2010 to 1.4% at the
end of the observed period. The relatively low level of the interest rate risk exposure indicator can be
ascribed to a good match between interest rate-sensitive assets and liabilities across time zones. The
banks distributed the bulk of interest rate-sensitive assets and liabilities into short-term zones (up to
one year) and these were the only zones with significant mismatches. However, low weights assigned
to short-term zones limit the effect of these positions on economic value. As the effect of off-balance
sheet positions on the total net weighted position was low, it can be concluded that there was no need
for any major use of these items as a hedge against interest rate risk.>*

In line with their traditional practice, domestic banks used short-term sources to finance long-term
loans. Despite the significance of long-term lending in bank balance sheets, particularly in home
lending, there were no major mismatches in longer-term time zones. Most household loans and
indeed most bank loans of all categories were made at administered interest rates® which are distrib-
uted into appropriate time zones by the bank according to its own independent assessment®® of the

33 The change in the economic value of all banks combined, and of each bank peer group, was obtained by aggregating individual bank
data which enabled netting of opposite sign positions between individual institutions. The median of distribution of the ratio of change
in the economic value and own funds in banks stood at 2.4%.

34 The data relate to derivative financial instruments, which are used as a hedge against interest rate risk and which are subject to hedge
accounting. However, it is possible that a part of derivative financial instruments in the non-trading book is also used as a hedge against
interest rate risk in the non-trading book.

35 Subject to change based on a decision of a bank’s management board

36 Such an estimate must as a minimum be based on: 1) past changes and frequency of interest rate changes of underlying positions;
2) past changes and frequency of market interest rate changes and their correlation with interest rate changes of underlying positions;
and 3) estimates of other internal (e.g. net interest spread, a credit institution’s business and placement financing strategy) and exter-
nal factors (e.g. reputational risk, competition) which can affect the setting of interest rates.
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probability and frequency of interest rate changes. The banks distributed the largest share of loans
granted at an administered rate into short-term zones, particularly the shortest one (up to 1 month),
which helped achieve a good maturity match between interest-sensitive assets and liabilities of banks.
The banks use administered interest rates and transfer risk to clients to reduce their own direct ex-
posure to interest rate risk. However, indirect exposure may represent a significant source of risk for
the banks and the possibilities for the management of this risk are limited by the competitive position
and the ability of clients to settle their credit liabilities as they fall due in changed circumstances.

Items with administered interest rate accounted for the largest share (51.4%) of the most significant
item of bank assets, loans granted. Loans with a variable interest rates accounted for the next largest
share (39.5%) of loans granted while the share of loans granted at a fixed interest rate was low and
stood at 9.2%. Such a structure of total bank loans granted indicates the importance of the share
of household loans which accounted for the biggest share of bank loans. A little over 90% of these
loans were granted at an administered interest rate. A little over two thirds of corporate loans were
granted at a variable interest rate. The share of loans with variable interest rates rose considerably
from the end of 2010 owing to the growth in loans with variable interest rates to government units
and corporates.

The largest share, or a little over one half of time deposits in bank liabilities, involved time deposits
with a fixed interest rate. Fixed interest rate corporate deposits accounted for 71.3% of corporate
time deposits. Fixed interest rate time deposits of other sectors, except the household sector, also
accounted for a dominant share of these sectors” deposits. Time deposits with an administered inter-
est rate accounted for the largest share of household time deposits (51.7%) while those with a fixed
interest rate accounted for a smaller share (48.3%) of household time deposits. Compared to the end
of 2010, the structure of household time deposits changed visibly in favour of deposits with a fixed
interest rate and at the expense of those with an administered interest rate. At total deposit level, de-
posits with administered interest rates accounted for the largest share of total deposits (60.9%) since
current and giro accounts were predominantly (over 90%) agreed at an administered interest rate.

In the conditions of parallel growth in interest rates, the amount of net weighted position was posi-
tive and had the highest value for items with a variable interest rate. The net weighted position for
items with administered interest rates was also positive while that for items with a fixed interest rate
was negative and reduced economic value. By currencies, the position in kuna proved to be the most
sensitive to interest rate shock. With a parallel shift in interest rates, the net weighted position in kuna
was positive. In contrast with kuna items and items in other foreign currencies, there was a negative
mismatch in most time zones in items in Swiss francs, which means that liabilities were bigger than
assets, so that in the conditions of interest rate growth, the net weighted position in that currency was
negative and reduced the economic value.

The ratio of change in the economic value of the non-trading book and own funds stood at 1.5%
in large banks. In medium-sized banks it stood at a higher 2.1% owing to the lack of sources and
greater mismatches over the longer term but was lower in small banks (0.2%) where mismatches of
different signs were mutually offsetting. At the end of the first half of 2011, the ratio of change in the
economic value of the non-trading book and own funds was below 20% in all banks, with only one
bank operating on the verge of this ratio.
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2.2.8 Capital adequacy

The capital adequacy ratio rose slightly in the first half of 2011, thus continuing its upward trend
from 2009 and 2010. The increase in this rate from 18.78% at the end of 2010 to 18.94% at the end
of the first half of 2011 (Figure 2.28) was mainly due to the growth in loans to domestic government
units which led to a fall in the average credit risk weight and capital requirements. The increase in
the capital adequacy ratio of three large banks largely set the course for the developments in capital
adequacy of all banks. However, most banks (21) reported a fall in the capital adequacy ratio and one
bank reported a fall in this ratio below the legally prescribed minimum of 12%.”

Figure 2.28 Bank capital adequacy ratio
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2008 2009 2010 6/2011

At the end of the first half of 2010, banks’ own funds stood at HRK 54.2bn, a decrease of 0.4% from
the end of 2010. The fall in bank’s own funds was due to the increase in direct equity investment in
financial institutions which, as provided by regulations, reduce own funds. The effect of the growth
of deduction items outweighed the positive effects of increased reserves and retained earnings of
banks. In line with shareholder decisions, the banks distributed the largest share of the 2010 profit to
retained earnings and reserves and as some banks had already included current year profit in the cal-
culation of own funds under audited end-2010 data, in the end-June 2011 calculation, this amount
was only carried over to the item of retained earnings with no effect on developments in own funds.

The increase in investments in financial institutions can fully be attributed to one large bank that at
the same time also issued subordinated instruments. Investments in financial institutions reduced this
bank’s original own funds®® as well as original own funds of all banks combined (1.1%). By contrast,
additional own funds rose by 9.5%, owing to a growth in subordinate instruments in this large bank
and to a lesser extent to a growth in hybrid instruments in small banks. Despite an increase in the
share of additional own funds in own funds, the quality of own funds did not change significantly.
Original own funds, which are the highest quality component of own funds, accounted for the bulk

37 The Republic of Croatia used national discretion, which enables it to prescribe a capital adequacy ratio exceeding the 8% prescribed
by the Capital Requirements Directive. Under the proposed Capital Requirements Directive |V, the prescribed capital adequacy ratio
will be set at 10.5%.

38 One half of the amount of deduction items from own funds is deducted from original own funds and the other half from additional own
funds. Where one half of the amount of deduction items exceeds the amount of additional own funds, the excess amount is deducted
from original own funds.
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of own funds (92.6%) and their capital adequacy ratio stood at a high 17.54%. None of the banks
reported ancillary own funds (for market risk coverage).

At the end of the first half of 2011, the total capital requirements of banks stood at HRK 34.3bn,
down 1.2% from the end of 2011. The fall in the capital requirements was mostly due to a fall in the
component of capital requirements relating to credit risk, credit counterparty and dilution risk and
free deliveries (hereinafter: credit risk). Nevertheless, capital requirements for credit risk accounted
for 89.5% of total capital requirements, thus remaining by far the most significant component of
total capital requirements (Figure 2.31). The capital requirements for operational risk also declined,
by 3.7%, reflecting their decrease in two large banks that use the advanced approach. The share of
capital requirements for operational risk fell to 8.9%, while the share of the least important compo-
nent, capital requirements for market risks (position, currency and commodity) rose to 1.7% of total

Table 2.13 Own funds, capital requirements and capital adequacy ratio of banks, as at 30 June

2011, in million HRK and %

Large banks Medium-sized banks Small banks Total
Amount Share Amount Share Amount Share Amount Share
Own funds 45,248.9 100.0 4,621.2 100.0 4,315.0 100.0 54,185.1 100.0
ORIGINAL OWN FUNDS 44,659.2 98.7 4,079.9 88.3 3,895.4 90.3 52,634.4 97.1
Ef‘e'?ef:&gf:ﬁ'ﬁ&i’:;'&‘g‘gm‘:hares 22,0855 488 37142 80.4 36149 83.8 20,4146 543
Reserves and retained earnings 22,703.6 50.2 430.5 93 372.2 86 23,506.3 434
Other -130.0 -0.3 —-64.9 -14 -91.7 =21 -286.5 -0.5
ADDITIONAL OWN FUNDS 3,047.1 6.7 623.2 135 4323 10.0 4,102.5 76
Paid-up cumulative preferential shares 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Hybrid and subordinated instruments 3,047.1 6.7 623.2 135 454.0 105 41243 7.6
Other 0.0 0.0 0.0 0.0 -21.8 0.5 -21.8 0.0
ELJEI\’}AIDSS?REI\IDDUES[EPHZT\SAT gxlﬁg\‘lf,\l"DOSWN -2,457.3 -5.4 -81.9 -1.8 127 -0.3 -2,551.9 4.7
/c\gglrl;;:)RY OWN FUNDS (for market risk 00 00 00 00 00 00 0.0 00
Capital requirements 28,076.5 100.0 29443 100.0 3,306.3 100.0 34,3271 100.0
SEE?.:B’S gIUS’\}gE/'\QI\TS F;LTE(E:RDEE:JEA};\‘IES 252215 89.8 25124 85.3 2,974.5 90.0 30,708.4 89.5
Standardised approach 252215 89.8 2,512.4 85.3 29745 90.0 30,708.4 89.5
Corporates 10,5221 375 1,028.0 34.9 976.1 29.5 12,526.3 36.5
ofw: Secured by real estate property 1741 0.1 12 0.0 44.0 1.3 62.3 0.2
Retail 12,5343 446 1,267.2 43.0 1,640.9 49.6 15,4424 45.0
of/w: Secured by real estate property 79.9 0.3 515 0.2 31.9 1.0 173 0.3
Other 2,165.1 77 2174 74 3574 10.8 2,739.7 8.0
SETTLEMENT/DELIVERY RISKS 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
P oD i EXCHANGE AND 4239 15 1270 43 232 07 5740 17
ofw: Internal models 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Traded debt instruments 2222 0.8 59.9 20 0.0 0.0 282.1 0.8
Foreign exchange 180.3 06 126 04 231 07 216.1 0.6
Other risks 214 01 54.5 18 0.0 0.0 758 0.2
R ok OLs DING THE PERMITTED 00 00 00 00 00 00 00 00
OPERATIONAL RISK 24312 87 304.9 104 308.7 93 3,044.8 89
Simplified approach 0.0 0.0 115.1 39 280.4 85 3954 1.2
Standardised approach 1274.3 45 189.9 6.4 28.3 0.9 1,492.5 43
Advanced measurement approach 1,156.8 41 0.0 0.0 0.0 0.0 1,156.8 34
Surplus/deficit of own funds 17,1724 - 1,676.9 - 1,008.7 - 19,858.0 -
Capital adequacy ratio 19.34 = 18.83 = 15.66 = 18.94 =
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Figure 2.29 Bank own funds
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capital requirements. The capital requirements for market risks rose considerably (20.7%), due in
almost equal measures to the growth in capital requirements for currency risk, capital requirements
for specific position risk of debt instruments and capital requirements for equity risk. The banks are
obligated to calculate capital requirements for currency risk if their total open foreign exchange posi-
tion increased by the net position in gold exceeds 2% of own funds. Given the low amount of these
positions in large banks, the capital requirements for currency risk varied across periods, depending
on whether or not large banks were obligated to make a calculation. Such developments influenced
the growth in capital requirements for currency risk during the observed period. The growth in capi-
tal requirements for the specific position risk of debt instruments and capital requirements for equity
risk was the result of their increase in one medium-sized bank.

All banks used the standardised approach in the determination of capital requirements for credit risk.
In the calculation of capital requirements for operational risk, the majority of banks (24) used the ba-
sic indicator approach, two banks used the advanced approach and the remaining seven banks used
the standardised approach. No internal approaches were used to calculate capital requirements for
market risks. Nine banks, or all large and medium-sized banks, had to calculate capital requirements
for trading book positions, in contrast to the remaining banks that were not required to do so because
of the insignificant value of their trading book positions. Seven banks did not have to calculate capital
requirements for currency risk.

The capital requirements for credit risk declined by 1.3% from the end of 2010. The weighted expo-
sure amount rose slightly (0.7%) but the fall in the average credit risk weight, from 63.6% to 62.4%,
reduced capital requirements.>® Original exposure grew by 1.3% while growing value adjustments
and provisions and the effects of credit risk mitigation techniques and conversion of off-balance
sheet items led to a considerably slower growth in weighted exposures. The use of credit risk mitiga-

39 The capital requirements for credit risk are obtained by multiplying the credit risk-weighted exposure by 12% (minimum capital ad-
equacy ratio). The credit risk-weighted amount is obtained by multiplying the exposure that is being weighted by relevant credit risk
weights. The exposure that is being weighted is included in the net amount (reduced by value adjustments and provisions) and con-
tains the effects of credit risk mitigation techniques and off-balance sheet items conversion. The use of different credit risk mitigation
techniques such as unfunded credit protection and the financial collateral simple method effectively imply a substitution of weights, so
that individual exposure to an obligor receives a weight of the protection provider (unfunded credit protection), i.e. the weight that the
credit institution would assign in case of a direct exposure to a collateral (financial collateral simple method). In contrast, the financial
collateral comprehensive method allows for a direct reduction in the amount of exposure that is being weighted.
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tion techniques declined somewhat from the end of 2010. Techniques that imply substitution effects
on the exposure (inflows/outflows transferred to other risk weig