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Introduction

The credit boom of the new millennium, followed by
a sharp recession in most Central European countries
from 2009 onwards, contributed to a marked increase
in NPL' portfolios around the region. Credit growth was
halted by global liquidity shocks resulting in a reduced
willingness to lend by European banks and their
corresponding financial institutions, but the general
economic downturn also lead to reduced demand

for financing. Many local banks faced continuous
deterioration of their loan books and lack of fresh
lending making NPL ratios deteriorate significantly.

Nevertheless countries in the CE region differ in many
aspects in terms of NPLs. Generally, development of
NPLs is driven by declines in GDP, previous overheated
credit growth and its structure, a rise in unemployment,
and a decline in property prices. We believe there are
other unique factors in the current economic downturn,
such as: the overall liquidity concern of the banking
sector; the issue of sovereign debts; local issues like

a high proportion of FX indebtedness or the introduction
of banking tax, which, in one way or the other, all
contributed to the evolution of the NPL portfolios in
some of these countries. In our white paper study
covering Poland, the Czech Republic, Slovakia, Hungary,
Croatia, Slovenia, Serbia, Romania and Bulgaria we try
to provide a high level overview of recent developments
of local economies and reveal main differences in
portfolio issues, which might also result in different
approaches in remediation.

We hope with the second edition of this white paper
we can provide readers with updated useful insights
into, and comparative analyses of, the NPL markets in
our region. Our aim is to provide regular information
on developments of the NPL market of our region. We
would also be happy to receive your feedback which
you can discuss with your Deloitte contact, or with any
of our experts listed in the back of the paper.

1 In line with generally accepted terminology, we define non-performing loans (NPLs) as loans overdue by

at least three months (90 days past due or “DPD")



Recent evolution of key NPL metrics

In the aftermath of the economic crisis, signs of a fragile Real GDP change (2010 - 2012)
economic recovery were visible in the CEE region in
2011, as six countries out of the analyzed nine could
struggle out of recession or show higher GDP growth. 4%
Naturally, this moderate recovery gave a glimmer of
hope for economic actors that the NPL situation might
improve. However, these optimistic expectations were
shattered in 2012 when all nine countries, without 1% -
exception, posted trimmed growth rates or even slid back
to a double-dip recession due to resurgent agitation.
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was a stagnation in the Czech Republic and a meager
abatement in Slovakia. In the seven countries with still Source: EIU

climbing NPLs the average NPL ratio increase was 2.1%
point from 2011 to Q3 2012, while the NPL volume
thrived by EUR 5.3 bn altogether in the corresponding
period.

As the above described resurgent economic turmoil
and the entailed exacerbated NPL situation prove,

the worst might not be behind us and therefore studies
like this to provide insights to current developments
and to propose possible solutions and remedial tools
to banking portfolio headaches still have, or even

an amplified relevance.

Evolution of key NPL metrics (2010 Q3 2012)
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Overview of the evolution of NPL
portfolios

Our analysis shows a fairly strong correlation Among the countries in our study, the NPL ratio of
between total loans to GDP as an indicator of debt the banking sector is currently the lowest in the Czech
financed advanced spending and NPLs. There are Republic. While NPL growth seems to be leveling out in
three exceptions: the Czech Republic, where, despite the Czech Republic, Poland and Slovakia, there is still no
the relatively high level of loans to GDP, NPL ratios sign of a peak in cases of the other six countries where
are lower; and Romania and Serbia, where relatively the share of NPLs are growing further.

low debt penetration still developed significant non
performing portfolios.

Total loans to GDP and NPL ratio
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If we only consider pre crisis lending growth as Banks are struggling with repossessed properties with
a driver of NPL portfolios’ evolution beyond 2008, limited or no alternative usage and NPL portfolios are

the relationship is even more evident. NPL volumes at usually property heavy.
least doubled in all countries since 2008.

Loans to GDP growth, subsequent NPL growth and NPL volumes (EUR mn)
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** Q2 2012 NPL data for Romania
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Falling property prices heavily impacted LTV ratios.
Average prices in Romania are now close to 2006
levels again after experiencing a 76% increase in just
two years prior to the crisis. Czech and Slovak property
price bubbles were less severe and their landing seems
to be softer as well while in case of Poland we cannot
talk about a bubble but only a 20% price increase from
2006 to 2008, the same 20% plunge in 2009 and

a gradual meltdown since then. On the other hand
Hungarian property prices were rather flat over the last
few years and it was not the fall of property prices that

Property price indices

made LTV ratios skyrocket but rather the depreciation
of the local currency that resulted in CHF mortgage
loans significantly exceeding the value of the underlying
property. No significant price movements were
registered in Croatia and Slovenia, whereas Bulgaria
showed a bubble similar to the Czech Republic and
Slovakia with a bit bigger amplitude, a higher peak
at 150%, a 40% points plummeting in 2009 and

a continuous abatement since then. The most unique
pattern is shown by Serbia where property prices still
stand at app. 160% of their values in 2006.
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NPLs — what next?

Restructuring of loans is on the agenda in all countries
rolling over problematic pre workout cases — obviously
with different emphasis. Restructuring can be a useful
tool to remedy the debtors’ situation; however statistics
(where available) indicate that restructured loans have

a significantly higher chance to become non performing
again. The proportion of restructured loans becoming
non-performing again is app. 30% while an additional
30% of restructured loans is becoming past due up to
90 days again. This shows that banks’ restructuring
moves are not necessarily successful either as they are
done too late, or do not provide enough headroom for
the debtor. As a result the build-up of NPL portfolios are
delayed through restructuring cases time and again to
adjourn the problem (ever-greening’) and immediate
decline of ratios is not expected.

some countr
profit levels:

tax has a
banks. In

posting o

Banks in Central Europe were mostly successful in
maintaining profitability during the crisis. However in

ies banks suffered significant decline in

In Hungary provisioning related to high and
unremittingly growing NPL ratios, the massive early
repayment and the prolonged extraordinary banking

major impact on the profitability of local
addition a new transaction tax will be

introduced from 2013.

The Romanian banking system witnessed a steep
decline during 2010, with a net loss of around EUR
100 million after a period of 12 years of continuous

f net profits, partly as a result of a 57%

increase in NPL provisions. The decline continued

during 2011 when the annual loss was EUR 180

Looking at the relative NPL growth rates in our countries
since 2007 we again see the preeminence of Poland,
Slovakia and the Czech Republic. NPL ratios of these
countries all seem to have peaked already.

million, while H1 2012 losses were EUR 43 mn.
Provisions in H1 2012 were around EUR 340 mn,
which is a bit lower than the corresponding data of
2011. The market share of loss making banks surged

from 21.9% in 2011 to 44.6% in 2012, while only

In other countries peak NPL rates are still ahead of 21 banks
us. In Serbia, NPL ratio is high (around 20%) and still
thriving, however, due to the already high basis in Q4
2007 (app. 11%) the relative growth is not so robust.
Croatian NPL ratios are still on a steady rise mainly

spurred by a woefully high unemployment around

800
20% implying a 300% relative growth since Q4 2007.
Nonetheless, the most contaminated countries are 700 |
Hungary, Bulgaria, Romania and Slovenia. In Hungary, o
on the corporate side no sign of a turnaround has been
seen in the portfolio deterioration hence NPL ratio may 500 -
rise further. Concerning retail loans the launch of debtor
assistance programs may help slow down the further 400 T
deterioration in portfolio quality. In general, the bulk 300 |
of portfolio quality problems derive from FX lending
and significant depreciation of the Forint. In Bulgaria 200
and Slovenia, FX rates are not to blame for poor "

1 L

and still deteriorating portfolio quality but structural

out of 41 could record profits.

Relative NPL ratio growth

——

problems in the economy such as the heavy leverage Q407 Q408 Q409 Q410 Q4 Q312
of the corporate sector in Slovenia. In Romania, RON _ _ ‘
depreciated significantly against both EUR and CHF in Croatia slovenia = Czech Republic
the crisis and its aftermath as well which could not be Hungary == Poland = Slovakia
offset by feeble economic fundamentals. Serbia == Romania Bulgaria
Source: Deloitteanalysis
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+ After many profitable years the Slovenian banking Detailed data sheets for banks in the region are

sector was first in the red in 2010 with a loss of EUR included in the appendices.

100 mn and a ROE of minus 2.4%, but in 2011

performance deteriorated further with a loss of EUR Nevertheless, capital adequacy ratios in all countries are
436 mn and hence a plummeting ROE to minus sound, partly as a result of capital increases by mother

12.5%, which execrable performance was attributable banks.
to increasing impairment and provisioning costs.

According to the Bank of Slovenia, in 2012, due to

almost EUR 1.5 bn impairment and provisioning costs,

net loss of the banking sector amounted to EUR 664

mn; ROE decreased to around minus 16% while ROA

was minus 1.4%.

ROA of the banking sector (2007 - Q3 2012)
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Remedial tools

Current NPL levels are not sustainable. High NPL's are
holding back economic recovery as lending activity is
hindered with capital locked down and banks with high
NPL tend to charge higher interest rate to cover losses.
Banks strengthened their internal workout functions and
actively looking for solutions that provide the highest
recovery without further losses to the balance sheet.
Nevertheless the large numbers of workout cases
overload in house workout capacities.

Regulators continuously support recovery efforts by
amending legal requirements and, as a result, recovery
conditions have been improved over the last decade

in most of these countries. The World Bank monitors
development of recovery conditions on an annual
basis?. According to its database, the highest recovery
rates in a formal insolvency procedure are currently in
the Czech Republic, Slovakia and Slovenia, Hungary

is in the middle, while Poland, Croatia, Romania and
Bulgaria provide lower returns. The lowest returns can
be achieved in Serbia but in a comparably shorter time,
and Bulgaria also has to be mentioned as a laggard,
since it is the only country out of the analyzed nine
where recovery conditions could not improve but even
deteriorated during the observed period.

Development of recovery conditions (2004 to 2012)

Given the relatively large share of foreign banks in

the region, establishment of state supported “bad

loan banks” (as in Germany or Spain) and state
recapitalization of the banking sector did not happen in
CE and is not expected in the near future. Governments’
intervention might still be necessary if risks are already
at the macro banking level. Such intervention can

be in the form of state owned asset management
companies taking over certain, dedicated distressed
portfolios such as the scheme implemented in Hungary.
In Hungary, the Government launched the National
Asset Management Company in spring 2012 that

aims to take over mortgage properties from distressed
private debtors, where such proceeds shall be used by
the debtor to pay down the underlying debt while and
the previous owner can stay in the property as a lessee.
Albeit initial operations were a bit wobbly acquiring

a mere 1700 properties by the end of November 2012,
plans for the future are still considerably optimistic of
purchasing an overall 15 and 25 thousand properties by
the end of 2013 and 2014,
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Note: The CZ 2004 point is not displayed for illustrative reasons, since its time data is 9.2 years (net recovery rate is 15.4%).

2 Doing Business 2012, Word Bank. Resolving Insolvency.
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Banks are also active in addressing issues related to their
non-performing loans. Property developments are being
taken back by the banks and warehoused for better
times, but this usually does not solve the valuation issue
and also puts extra burden on the banks in terms of
property management tasks, or by the obsolescence of
unfinished projects.

Outsourcing is especially frequent in Poland, where

a few large debt collection players with sufficient
funding capabilities dominate the outsourcing
market and banks also have the habit of passing over
receivables with DPD above 90 days.

Disposal of retail unsecured NPL portfolios are also

fairly common in these countries. Apart from Poland
and Romania where larger collection firms operate with
available funding this usually involves rather smaller
tranches of mainly unsecured retail older receivables
(EUR 5 to 10 mn face value) which are put to the market
fairly frequently. At the same time, mortgage NPL
transaction market is pretty much frozen in every
country of our study.

Non performing corporate loans are rather dealt with
on a case by case basis by the internal workout teams
of banks. When it comes to portfolios, the number of
actual transactions is reducing significantly. This is partly
caused by the usually larger ticket sizes, which in most
cases would require an international investor to step

in with sufficient funding as selling banks willingness

or capability to refinance portfolio deals are generally
limited. Also, lack of transactions can also be reasoned
by difference in pricing.

10

“There are a number of activities and a number
of assets on the balance sheet which are likely to
generate continuing losses and which need to be
separated from the healthy bank. In that sense it
is a good bank, bad bank split. Accepting that
and facing up to the reality would be the right
way forward.”

Sir Mervyn Allister King — Governor, Bank of England
(House of Lords, March 6, 2013, related to Royal Bank of Scotland)

As a more sophisticated approach towards

the management of non-performing loans several
banks started considering the separation of their good/
core and bad/non-core portfolios. Technical setup of
these units can range between a specialized internal
department to a fully separated individual legal entity,
potentially transferred within the banking group.

A number of objectives can support such strategies:

+ Ring fencing of the bad non-core portfolio from
other assets of the bank;

+ Cleaning the balance sheet of the operational bank
thereby improving risk weighted asset and capital
adequacy;

Improving workout efficiency by setting up dedicated
teams for winding up the NPL portfolio and;

+ Measurability of collection activity;
Freeing up management time;
+ Transparency in reporting; and

+ Funding and taxation implications.



In-house Distressed Asset
Vehicle: establishment of

a RE vehicle within group to
repossess RE assets

In-house Non-Core Unit /
Bad Bank

Full legal separation:
Non-Core Bank / Bad Bank

operating model

Easier to include assets
from across Bank Group’s
operations

Less uncertainties for staff
and less HR disturbance

No legal separation at outset
may limit exit possibilities in
future

Requires adoption of project
management techniques

Pros Cons Examples
Simplest to adopt «  Market discipline reduced + UniCredit
Flexibility on internal «  More difficult to enforce + AIB
operating model roactive and rigorous

’ ’ S roach ’ " Loyds
Management model most PP
similar to normal banking
operations
Less uncertainties for staff
and less HR disturbance
Easier to provide with distinct,  + Rearrangement of accounting  « Citibank
independent leadership and and external reporting RES

HSH Nordbank

“Hard” market message

Enhances ability of “good”
bank to focus on the future
with no distractions

Increases attractiveness of
the “good bank” for the exit

Might result in short term
capital release

Most complex: full legal and
operating separation and
detailed project focus required
at outset

More difficult to combine
assets and/or businesses from
different originating units/
jurisdictions

Potential motivation issue
needs to be addressed by
proper incentivization system

+ Nordbanken

+ Swedbank

» Northern Rock
+ West LB

+ Hypo Real Estate

Restructuring Central Europe Evolution of NPLs
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The separation of good/core and bad/non-core
portfolios is a complex exercise, requiring the heavy
involvement of the management. Some of the key
considerations during such separation are the following:

12

Portfolio selection: Depending on the selected
portfolio (bad/non-performing or non-core assets)
the accounting, tax and legal implications might
be different. In case of core/non-core separation,
asset and liability products also need to be treated
differently.

Legal method of separation: There are various legal
solutions to separate good/bad, core/non-core assets
(internal separation, portfolio outsourcing, portfolio
assignment, transfer of business units, de-merger

of business units) implying different consolidation,
capital and operational consequences.

Accounting / funding: Different separation solutions
might have different consolidation / deconsolida-
tion and capital implications (there are solutions
potentially resulting in capital release).

Tax: Certain methods of portfolio transfer might
imply VAT/CIT issues. Stamp duty issues might arise
in case of transferring RE backed portfolios. Certain
solutions might require the revaluation of the port-
folio, which might have immediate provisioning
implications. Transfer pricing implications of funding
non-performing or non-core portfolios should also
be carefully investigated.

+ Operations: In case of legal separation, operational
interlinks are in the focus of the regulators in
relation to consolidation / deconsolidation. The key
challenges to be dealt with are interlinks and data
protections. In case the separated portfolio is
transferred, data migration needs to be carefully
planned and implemented.

+ HR: Clear and timely communication to employees
is critical in retaining them throughout the transi-
tion period. Incentive scheme needs to be aligned
with the run-down strategy in order to avoid value
deterioration.

« Timing and communication: The time needed
to complete the transaction largely depends on
the method of transfer. In case the method is
subject to regulatory approval, the process is more
time-consuming. A comprehensive and coherent
communication strategy is key to ensure both
internal) and external support.




Poland

Evolution of key metrics since the last issue of the study:

Macro ‘ 2011 ‘ 2012 ‘ Change (% point)
GDP (% real change pa) 4.3% 2.0% -2.3% Q!
Consumer prices (% change pa; avg) 4.2% 3.7% -0.5% [ )
Recorded unemployment (%) 12.4% 12.8% 0.4% o
Budget balance (% of GDP) -1.7% -3.7% -2.1% Q!
Public debt (% of GDP) 53.4% 53.8% 0.4% o
Banking sector ‘ 2011 ‘ 2012 ‘ Change (%)
Retail loans (PLN mn) 530,209 531,397 0.2% o
Corporate loans (PLN mn) 264,293 272,105 3.0% o
NPL volumes 2011 Q3 2012 Change (%)

Retail NPLs (PLN mn) 38,448 39,843 3.6% o
Corporate NPLs (PLN mn) 27,261 31,122 142% @!
NPL ratios 2011 Q3 2012 Change (% point)
Retail NPL ratio 7.3% 7.5% 0.3% ()
Corporate NPL ratio 10.3% 11.3% 1.0% [ ]

Key ratios 2011 Q3 2012 Change (% point)
CAR (%) 13.1% 14.1% 1.0% o

ROE (%) 16.1% 14.5% -1.6% o
ROA (%) 1.3% 1.2% -0.1% o

L/D (%) 116.1% 113.7% -2.4% o

FX share of lending (%) 34.4% 32.1% -2.3% o

Restructuring Central Europe Evolution of NPLs
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In alignment with all other countries of the study,
Poland also saw deteriorating figures in 2012.

Real GDP growth was halved in 2012 from 4.3% to
2.0% contributing to a 2.1% points thrive in the budget
deficit which is now above the stipulated 3%, however,
reined demand entailed a moderate 0.5% point
decrease in inflation. Unemployment and public debt
climbed slightly.

Retail lending was frozen while corporate lending could
also post only an anaemic gain.

Retail NPL volumes increased by 3.6%, while corporate
NPL outstanding surged by 14.2%.

Corporate NPL ratio was already higher and grew
further by a percentage point, while the lower retail
NPL ratio hardly budged.

CAR augmented by a percentage point to 14.1% and
L/D decreased moderately but it is still well above
100%. As per profitability, both ROE and ROA were
curtailed, however, these are still the second highest
values behind the Czech Republic amongst the nine
countries of the study. FX share of lending dwindled by
2.3% points from a comparably low level of 34.4%.

Poland, the most solid economy in the CEE region is still
growing, at a pared pace though.

The Polish economy grew by 2.0% in 2012, halving

the pace of growth compared to 2011 (4.3%).

The main reason for this is the considerably weaker
domestic demand which was the main impetus for
growth throughout the crisis but which, in all likelihood,
will not be able to spur the economy in 2013 and

50 as it did before and consequently quasi the same
growth rate of 1.7% is forecast for 2013. Net export is
the major component that can significantly contribute
to growth, however, the economic situation of
Germany (buying around 27% of Polish exports) is para-
mount just like the health of the euro zone which slid
into recession in 2012. Inflation (average 3.7% in 2012)
was hardly above the target range of NBP (1.5%-3.5%)
due to short term upward inflationary pressures such as
high global commodity and fuel prices but forecast to
stay well in the target range in the upcoming years.

14

GDP and consumer prices
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After an exemplary budget deficit of 1.7% in 2011,
2012 saw a 2 percentage points higher 3.7% which is
the highest in the past years and exceeds the Maastricht
limit. Level of public debt was 53.8% in 2012 (53.4%
in 2011) which are all well below the Maastricht
criterion. As for public debt, the constitution sets a limit
on public debt of 60% of GDP and other laws impose
severe restrictions on budgetary freedom if public debt
exceeds 55% of GDP. Current-account deficit was 3.5%
in 2012 and is forecast to remain around this level in
the following years.

In alignment with all emerging currencies PLN weak-
ened precipitously in the crisis but strengthened back
to much calmer levels after the global turmoil. Q4 2011
and May 2012 saw higher rates again but aside from
these temporary turbulences PLN was pretty stable.
CDS spread of Poland plunged to end-2012 to around
80 bps which is close to pre-crisis levels and far below
highest mid-crisis values of 400 bps.

Unemployment rate is still one of the major sources of
concern since it has been on the rise for long arriving
t0 12.8% in 2012 and is forecast to creep further in
2013, however, EIU forecasts a significant improvement
from 2014 to 2016. Average real wages could hardly
budge (0.2% growth) in 2012 but are forecast to be
able to climb gradually, even if really moderately, in

the following years.

Concentration is not a real issue in the Polish banking
sector as top 10 banks possessed 57% of total assets
in 2011. Notwithstanding, PKO and Pekao, the two
leading players stood for almost a quarter of total
assets and the proportion is even higher if equity and
profits are observed.

Overall lending is still increasing in Poland but the pace
has been trimmed back significantly. After the relatively
subdued 5.8% y/y growth of 2009, lending could gain
by 10.9% and 14.6% in 2010 and 2011 respectively,
however, Q3 2012 loans outstanding was only 1.6%
higher than the end-2011 values.

Another crucial change can be observed in the distribu-
tion of new loans taken by companies and households,
since while retail lending grew much more dynamically
in 2009-2010, in 2011 and 2012 corporate lending
took the baton as the main impetus for lending growth.

Unemployment and real wages
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4 30
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Banking sector of Poland has been well capitalized
for long with no considerable volatility, as the CAR

of the banking sector was 13.1% as of Q4 2011 and
14.1% as of Q3 2012. ROE numbers, however, are
even more astounding, as achieving 16.1% as of Q4
2011 and 14.5% as of Q3 2012 in these troublesome
times is simply stellar compared to peer countries.
Out of the nine countries comprised in our study only
the Czech Republic can be proud of higher ROE values,
18.3% as of Q4 2011 and an astonishing 22.2% as
of Q2 2012. Overall profit of the banking sector was
a record high EUR 3.6 bn in 2011 and Q1-Q3 2012
profit was EUR 2.9 bn.

Provision coverage ratio of NPLs stood around 70%

in 2010 and 2011 which reflects a prudent attitude in
comparison e.g. with Hungary or the Czech Republic
where the corresponding ratios were 45% and 49.4%
in 2011.

FX share of lending has not been disconcertingly high
or growing dynamically in Poland since it was 25%

in 2007 and 32.1% as of Q2 2012. Decomposing

the overall loan portfolio of the banking sector it is
visible that FX share of lending has been significantly
higher in the retail segment than in the corporate
segment, fuelled by CHF denominated mortgage
lending. Indeed, as the chart depicts there were periods
when CHF lending was prevalent but was later subdued
by PLN lending and also some EUR lending, which

has also been on the wane recently. It also has to be
mentioned that there are much less risks inherent in
EUR lending compared to CHF lending in Poland since
Polish economic performance correlates much severely
with that of the Eurozone than that of Switzerland.
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Residential property prices catapulted in 2006 by
increasing over 50%, were dithering around 10 000
PLN per square meter during 2007-2009 and only

the end of 2009 could bring a significant decrease of
around 15%. Since then prices have been trending
further downwards even if at a moderate pace.
Pursuant to a recent simulation of NBP even a relatively
strong further decline (10% which can be deemed

a strong price fall in the Polish market) in residential
property prices would not result in a significantly
increased vulnerability of banks via the unfavourable
revaluation of collateral base of the housing loan port-
folio. The government's “First family home"” programme
was phased out by end-2012, hence a factor which
provided a support for housing prices was eliminated.
One compensating factor could be the “Home for

the young" programme which is scheduled for
mid-2013 the latest.

Overall NPL volumes picked up significantly in 2009,
gaining 85% within a year. 2010 and 2011 saw
subsiding increases of 21% and 7.5% respectively, while
they seem to perk up again as Q1-Q3 2012 brought
an 8% increase which could have finally resulted in

a rise over 10% for entire 2012. Overall NPL volume
growth was driven by retail NPLs in 2010-2011 but
corporate NPLs seem to have taken the baton since
they thrived by 14% in Q1-Q3 2012 while retail NPLs
grew by only 4% throughout the same period. For
comparison, retail NPLs increased by 37% and 13%
in 2010 and 2011, respectively, whereas the corre-
sponding data for corporate NPLs was 6% and 1%.
In summary, Polish banking sector was afflicted by
an overall NPL volume of around EUR 17.3 bn (PLN
71 bn) as of September 2012 out of which EUR 9.8
bn (57% proportion) was retail and EUR 7.5 bn (43%
proportion) was corporate.

Corporate NPL ratio melted 2% points from 12.3% to
10.3% between Q2 2010 and Q4 2011 but regained
1% point to arrive at 11.3% at Q3 2012 which chimes
together with the statement above that corporate
lending has been the main impetus for recent NPL
volume growth. Pursuant to NBP analyses, corporate
portfolio deterioration was mainly attributable to large
companies, especially in the construction industry. Retail
NPL ratio is considerably lower with no measurable
volatility, as it was in the 7.2%-7.5% range between Q3
2010 and Q3 2012.

Residential property prices
11000
10000 [
9000 [
8000 [
7000
6000 [

5000

Source: BIS

NPL volume (PLNths)
50000
40 000
30000 [
20000 [

10000

W Corporate
[ Retail

Source: NBP

NPL ratios

14%
12% |
10% |-

8% I

6% |
4% |

2%

A @ & ®© & © 9 © O 0O 9O 9O N N N N A oaNn
'LQQ ’LQQ ’190 ’\9Q ,190 $ ’LQQ ,&Q $ ’LQ\ '\9\ ’]9\ ,&\ ’LQ\ ’LQ\ ’\9\ ,]9\ ’»Q\ Q "9\
S S S S I S e S SO < S O A S i S\

=== Corporate
= Retail

Source: NBP

Restructuring Central Europe Evolution of NPLs 17



Poland has a buoyant NPL market with four active Polish debt collection market 2011 (nominal value, PLNm)
players in debt purchase in 2011, Kruk, Best, Kredyt

Inkaso and Ultimo. The market leader is Kruk both in Zggg . 6112

terms of purchased debt and outsourced debt. The debt 5000 - 5025
collection market is dominated by the aforementioned 4000 | EEEE

top four players since in 2011 they possessed 72% 3000 3955
in the debt purchase submarket (Kruk stood for 26% 2000 ¢ Jell a0 1025 773 625

itself) and 43% in the outsourced debt submarket (Kruk 1000 - i
accounted for 38%). Stemming from this vivid debt 0 Kruk Best  Kredytinkaso ~ Ultimo  Centrum  E-Kancelaria ~ EGB  Pragma Inkaso Others

Finansowe BPS Investments

collection market, NPLs of banks are actively managed

via recurring sales of non-performing exposures. B Purchased debt

¥ Outsourced debt

Albeit NPL volumes are the highest in Poland amid Source: Kruk
the nine countries of the study (induced, of course, by

size matters as well), they have been actively managed

by the vivid NPL secondary market bolstered by the solid
macroeconomic performance. Notwithstanding, recent

slower economic growth, widening budget deficit

and increasing unemployment provide a tailwind for

deterioration in household budgets which may lead to

frictions in disposable incomes and hence lower than

assumed repayments.

18



Czech Republic

Evolution of key metrics since the last issue of the study:

Macro ‘ 2011 ‘ 2012 ‘ Change (% point)
GDP (% real change pa) 1.7% -1.2% 29% @
Consumer prices (% change pa; avg) 3.9% 3.6% -0.3% [ )
Recorded unemployment (%) 13.2% 12.8% -0.4% o
Budget balance (% of GDP) -3.1% -5.0% -1.9% Q!
Public debt (% of GDP) 41.2% 44.9% 3.7% o
Banking sector ‘ 2011 ‘ 2012 ‘ Change (%)
Retail loans (CZK mn) 1,008,965 1,044,983 3.6% o
Corporate loans (CZK mn) 828,055 844,376 2.0% o

NPL volumes 2011 Q3 2012 Change (%)

Retail NPLs (CZK mn) 54,291 58,569 7.9% Q!
Corporate NPLs (CZK mn) 67,876 62,713 -7.6% Q!
NPL ratios 2011 Q3 2012 Change (% point)
Retail NPL ratio 5.4% 5.7% 0.3% ()
Corporate NPL ratio 8.2% 7.4% -0.8% o

Key ratios 2011 Q3 2012 Change (% point)
CAR (%) 15.0% 15.7% 0.7% o

ROE (%) 18.3% 20.9% 2.6% o
ROA (%) 1.2% 1.4% 0.2% o

L/D (%) 79.1% 75.5% -3.6% o

FX share of lending (%) 22.2% 22.1% -0.1% o
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Czech macro data were not reassuring but the banking
sector performed relatively well in 2012.

The Czech Republic slid back into a double-dip recession
by shedding 2.9% points of real GDP growth which
contributed to the 1.9% point widening of the budget
deficit and consequently a 3.7% points augmentation

in public debt. Consumer prices and unemployment
gravitated at a moderate pace.

Retail and corporate loans could perform a nominal
increase, however, both shrank in real terms.

Retail and corporate NPL stocks showed inverse
movements, as retail NPLs thrived by 7.9%, corporate
NPLs contracted by 7.6%. Chiming together with NPL
volume trends, retail NPL ratio increased, while that of
corporate was on the wane.

As per key ratios of the banking sector, all indicators
shifted to a positive direction, even if slightly in some
cases. The already robust CAR of 15% further solidified
by 0.9% point, profitability ratios also improved from
already reassuring bases, ROE surpassed the stellar 20%
level reinforcing the Czech banking sector as the most
profitable one out of the nine.

There has been significant differences between GDP
components of the Czech Republic since the crisis, as
export have propelled growth while domestic demand
has been dampened. The Czech economy is particularly
export oriented, having one of the highest export/GDP
ratio (above 75%) in the EU and hence being exposed
to economic shocks in core export markets such as
Germany and other Eurozone countries, but also Asia,
especially China. Domestic demand was subdued by
depressed household consumption, fiscal tightening and
falling fixed investments.
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Due to the aforementioned unfavourable circumstances
GDP shrank by 1.2% in 2012 after growing by 1.7%

in 2011. The near future does not appear to be better
either since further fiscal stabilisation measures such as
indirect tax increases and public sector wage cuts are
expected to curb domestic demand and the prospects
of export are also gloomy with the continuing recession
of the Eurozone and the weakened performance of
Germany, the Czech Republic's main export country,
buying around 30% of Czech export. Consequently,
only an anaemic 0.2% growth is forecast for 2013 and
a bit more solid 1.8% gain in 2014. Albeit VAT increases
restrained the budget deficit, they exerted an upward
inflationary pressure which resulted in the inflation
going marginally beyond the target band of 1-3% to
3.1%, in which it was moving for three consecutive
years from 2009 to 2011. Nonetheless, it is forecast to
be muted again gradually in the following years, going
back to the target range with values of 2.7% and 2.3%
in 2013 and 2014, respectively.
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The budget deficit amounted to 4.8% of GDP in

2010, was reduced to 3.1% in 2011 but swelled

again to 5% in 2012 owing to the unsatisfactory

fiscal consolidation of the government, formerly
planned mainly on the revenue side via —inter alia- VAT
increases. However, additional VAT rises are imposed
from 2013, furthermore the government approved
amendments to encourage fiscal prudence. As a result,
the deficit is forecast to decrease under the stipulated
3% and achieve 2.7% by 2014. Public debt was 45%
in 2012 and projected to stay around these levels in
the following years causing scarce financing problems
for the Czech Republic. The current-account showed

a slight deficit of 1.6% in 2012 and forecast to flatten
out at this extent in the forthcoming years.

The koruna weakened 25% against the euro in

the turbulence of the crisis from EURCZK 23 to 29,

but began to appreciate dynamically after it and has
been stabilised in the EURCZK 24-26 range since

the beginning of 2010. CDS premium of the Czech
Republic catapulted from pre-crisis 50 bps to 350 bps
in most depressed days of the crisis, but assuaged back
then and has been dithering around 100bps except for
a temporary surge to 200 bps in 2011 year end.

As per EIU data, unemployment rate has been between
8-9% since 2009 and forecast to hardly budge and

stay at the 8.6% level of 2012 in the following years
likewise. Keeping unemployment in the aforementioned
range in such tumultuous times can be recorded as

an achievement, since unemployment rates of all other
analysed CEE countries of our study have been above
the Czech values, except for Romania.

Banking sector of the Czech Republic is stable, shored
up by reassuring macroeconomics. The sector is
overwhelmed by foreign owners as around 97%

of banking assets are controlled by foreign entities.
The top 3 players dominate the market since they
possess 57% of assets. Their major shareholders are
KBC, Erste Group and Société Générale. One specialty
of the Czech banking system is the traditionally low
LTD ratio. Among the nine analysed counties of our
study only the Czech Republic and Slovakia had LTD
ratios below 100% as of June 2012, 75% and 89%,
respectively. These characteristics make Czech and
Slovak subsidiaries very precious for their mother banks,
particularly in times of liquidity frictions. For instance,
the Czech National Bank aroused concerns during

the crisis if domestic resources would be transferred to
finance parent groups.

Unemployment and real wages
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The volume of corporate loans peaked in Q4 2008 with
an amount of CZK 847 mn, then decreased by almost
CZK 80 mn to Q2 2010 but has been thriving for nine
consecutive quarters with an average quarterly growth
of 1% to arrive to CZK 844 mn in Q3 2012, basically
back to the Q2 2008 peak, hence it took 15 quarters to
climb back and bombard pre-crisis volume levels again.

Retail lending shows a smoother pattern with practically
no volatility. Although growth rates have been pared,
no quarter has shown negative growth so far, however,
Q1-Q3 2012 performed only a tepid 0.7% average
quarterly growth which could be an early warning of
disappearing impetus for future gain. Growth is still
driven by mortgage loans, as due to favourable lending
conditions both new loans and refinanced mortgage
loans spur growth. Mortgage loans accounted for 77%
of retail loans in Q3 2012, while consumer credit stood
for 19% and the remaining 4% was for other loans,
which distribution has been consistent for a longer
period. In Q4 2011 total outstanding of retail loans
surpassed CZK 1000 mn and stood at CZK 1030 mn in
Q3 2012.

The profitability of the Czech banking sector has been
rock solid for long and weathered even the crisis
without disconcerting decrease, staying above 20%

in most turbulent periods as well. Although Q2-Q4
2011 had seen ROE under 20% for three quarters in

a row, it could pick up again to 22.2% in Q2 2012 and
stayed above 20% in Q3 2012 as well. Having said

the above, it is not surprising that the Czech Republic
has the highest ROE amongst the nine countries in our
study. CAR of the Czech banking sector has been above
a reassuring 15% since Q3 2010, and stood at 15.7%
as of Q3 2012, which was the second highest value
behind Croatia (20.2%) among the nine countries of
the study.

Property prices decreased remarkably due to the crisis,
however, Q1 2010 could provide a support against
further fall at 135% and prices have been faltering
around these levels since then. Owing to former
prudent lending attitude of banks, average LTV ratio

of housing mortgages was 56.7% as of March 2012,
which is a good figure and implies that the value of

the underlying collateral is sufficient to secure the claims
of banks.
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Both corporate and retail NPL volumes thrived
dynamically during 2008-2010, especially in 2009,
when overall NPL volume grew by 65%, composed of

a 51% retail and a 75% corporate NPL volume increase,
respectively. During the Q1 2011-Q3 2012 period
overall NPL volume could not climb further as growth

in retail NPLs was offset by the shrinkage in corporate
NPLs, in combination with write-offs of default loans.
As of Q3 2012, total NPL volume was CZK 121 mn with
almost an equal distribution between corporate (CZK 63
mn) and retail (CZK 58 mn) NPLs.

The crisis severed corporate and retail NPL ratio, as
corporate NPL ratio shifted gears and skyrocketed from
mid-2008, while retail NPL ratio was also increasing
steadily, however, at a slower pace. Corporate NPL ratio
had almost tripled when arrived to its peak of 9.1%

in Q3 2010 and has been melting down since then,
standing at 7.4% as of Q3 2012. Albeit retail NPL ratio
was rising more moderately than corporate NPL ratio,

it seems not be able to decrease for long, dithering
around 5.6-5.7% since Q3 2010. NPL coverage ratio
has been around 50% which can be deemed as a lower
ratio in comparison with parsed peer countries of our
study.
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Slovakia

Evolution of key metrics since the last issue of the study:

Macro ‘ 2011 ‘ 2012 ‘ Change (% point)
GDP (% real change pa) 3.3% 2.2% -1.1% o
Consumer prices (% change pa; avg) 3.9% 3.6% -0.3% [ )
Recorded unemployment (%) 13.2% 12.8% -0.4% o
Budget balance (% of GDP) -4.8% -4.7% 0.1% o
Public debt (% of GDP) 43.3% 48.4% 5.1% Q!
Banking sector ‘ 2011 ‘ 2012 ‘ Change (%)
Retail loans (EUR mn) 17,249 18,757 8.7% o
Corporate loans (EUR mn) 15,535 15,235 -1.9% [ ]

NPL volumes 2011 Q3 2012 Change (%)

Retail NPLs (EUR mn) 819 815 -0.5% o
Corporate NPLs (EUR mn) 1,253 1,065 -15.0% @1
NPL ratios 2011 Q3 2012 Change (% point)
Retail NPL ratio 4.7% 4.4% -0.3% o
Corporate NPL ratio 8.1% 6.9% -1.1% o

Key ratios 2011 Q3 2012 Change (% point)
CAR (%) 13.4% 15.8% 2.4% Q!
ROE (%) 6.9% 11.2% 4.3% Q!
ROA (%) 0.7% 1.2% 0.5% Q!
L/D (%) 90.6% 90.9% 0.3% o

FX share of lending (%) 1.6% 1.7% 0.1% o




Although real GDP growth recoiled by a third, some
heartening data were also marked in 2012 in Slovakia.

Beyond the 1.1% point shrinkage in real GDP growth,
another disappointing data is the 5.1% points increase
in public debt buoyed by the 4.7% budget deficit in
2012. Consumer prices and unemployment somewhat
subsided.

Retail loans could thrive by 8.7% while corporate loans
contracted at a moderate pace.

Retail NPL volumes remained quasi the same whereas
corporate NPLs plunged by 15% abating strains

in banks' balance sheets. Further portfolio quality
deterioration seems to have been arrested as both retail
and corporate NPL ratios decreased.

CAR gained by 2.4% points to almost 16% while both
ROE and ROA improved markedly arriving to the 3rd
place amid analysed countries.

/D remained practically the same around 90%, whereas
FX share of lending is not an issue having euro as
the national currency.

Having an economic growth model based on

the expansion of the export through FDI, Slovakia is
especially dependent on external demand of durable
good and hence highly exposed and vulnerable to
external shocks. Main trading partners of Slovakia are
Germany and the Czech Republic whose economic
performance is vital in light of the aforementioned.
Germany has evaded recession so far but shows signs of
weakening, whereas the Czech Republic slid into a 1.2%
recession in 2012.

GDP growth decelerated to 2.2% in 2012 from 3.2%

in 2011 due to weakening external demand from

the Eurozone and dented domestic demand due to

the government's drive for fiscal consolidation. As woes
concerning the Eurozone are feared to remain and
dampened domestic demand is also expected to stay as
a restraining factor of growth in the short run, the same
moderate growth of 1.7% is forecast for 2013 and

only a tepid acceleration of a 3.1% gain is projected for
2014. Inflation was 3.6% in 2012 fuelled mainly by food
price inflation but forecast to assuage timidly to 3.1%
by 2014.

The crisis blew a massive hole on the state budget as
deficit was 2% in 2008 and elevated to around 8%

in 2009-2010. It was abated to 4.7% by 2012 and
forecast to subside further to 3% in 2013-2014 but
much depends on the implementation of supplementary
austerity measures aimed at cost-cutting in 2013.
Stemming from the aforementioned, Slovakia is
undergoing an excessive deficit procedure under EU
rules. Public debt lags deeply behind EU average of
83% with its value of 48.4% as of 2012 and forecast
to remain at these levels in the following years as well.
Current-account balance was quasi zero in 2011, but

a 2% surplus was marked in 2012 which is projected to
dwindle back to 0.8% by 2014.

Being the member of the Eurozone, Slovakia is not
exposed to external shocks on its local currency like
almost all other CEE countries in our study and hence
foregoes several problem factors which afflict numerous
CEE countries with an own national currency. On

the other hand, Slovakia has a restrained room for
monetary policy manoeuvres and thus a limited ability to
respond to external impacts. CDS premium of Slovakia
peaked above 300 bps in late 2011 (higher than in

the midst of the crisis in 2009) but has fallen to around
100 bps recently.
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Unemployment soared form 7.7% in 2008 to 13.2% in
2011, posing a massive threat to the Slovak economy.
2012 brought a meagre meltdown to 12.8% and

a further gradual, even if moderate, decrease is
projected for 2013-14 arriving to 11.2% in 2014.
Average real wages decreased again in 2012 (by
0.7%) after the 1.7% shrinkage of 2011, nonetheless,
a lacklustre recovery is forecast for the following years.

Banking sector of Slovakia is dominated by the top 3
players who possess over 55% of total assets while in
case of the top 5 the ratio is 74%. There is no state-
owned bank amongst the top 5 but sizeable banking
groups stand behind the top 5 as follows in order: Erste
Group, Intesa Sanpaolo, Raiffeisen, KBC and UniCredit.

After a significant overall lending growth of 19% in
2008, the crisis hit Slovakia in 2009 and trimmed back
lending dynamics. Average yearly lending growth was
a bit above 5% throughout 2009-2011, spurred solely
by retail lending (average yearly growth of 11%) as
corporate lending came to a standstill and could not
grow in the observed period. During Q1-Q3 2012
lending thrived merely by 2.7% composed of a 6.2%
gain in retail lending and a 1.2% decrease in corporate
lending.
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One clear message of the chart is that retail lending
surpassed corporate lending in terms of volumes
during the analysed period. At the beginning of 2008
the proportion of retail loans amounted to 43%,
whereas in Q3 2012 this proportion was already 54%.

The Slovak banking sector is soundly capitalised with

a CAR of 15.8% as of Q3 2012. Capital adequacy has
been on the rise for long owing to —inter alia — retained
profits (46% of 2011 profits were retained) and NBS’
prudent corresponding recommendations. ROE data
highlight that the banking sector still performs relatively
well, however, former high returns have been pared.
The fluctuation of ROE can be explained by the variation
of provisions and thus net profit. For instance, Q1-Q3
2011 provisions were altogether EUR 147 mn but Q4
2011 saw provisions to skyrocket to EUR 261 mn which
is 78% more in the sole fourth quarter than in the first
three quarters. Besides the extremity of Q4 2011, H1
2011 profit was EUR 431 mn while H1 2012 profit was
EUR 275 mn, also implying a harsh fall of 36%.

Pursuant to LTV ratios, residential real estate prices
peaked in Q2 2008 and started to decrease then
buoyed by the downward pressure owing to the crisis,
however, the slope of the downtrend has been getting
lower, what is more, some tepid gain was recorded in
Q3 2012.

Overall NPL volumes reached EUR 2 bn in Q3 2010,
remained at this level till Q4 2011 and some slight
meltdown could be observed in Q1-Q3 2012. Retail NPL
volumes have been teetering around EUR 800 mn since
Q1 2010 with no considerable volatility. Q2 2012 saw
the lowest level (EUR 750 mn) since Q1 2010 and might
have given a glimmer of hope for further retail NPL
contraction, however, Q3 2012 data increased back

to EUR 815 mn again. Corporate NPLs seems to have
topped out in Q3 2011 (EUR 1,25 bn) and have been
trending downwards since then arriving to EUR 1.05 bn
in Q3 2012.
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Slovakia is in the fortunate situation, unlike most other
CEE countries, that both retail and corporate NPL ratios
are gravitating, even if only at a moderate pace. Retail
NPL ratio hit its highest value of 5.8% in Q1-Q3 2010
and has been receding sedately since then to 4.4% in
Q3 2012. Corporate NPL ratio culminated in Q4 2010
at 8.2% and has abated to 6.9% by Q3 2012, shedding
a bit more than a percentage point throughout 7
quarters, so the pace has been staid in this case as well.
As a result of the above retail and corporate NPL ratio
movements, overall NPL ratio peaked at 6.9% in Q3
2010 and dwindled to 5.3% in Q2 2012.

Having said all of the above, NPL ratios of the Slovak
banking sector are much lower than those of most
other CEE countries (out of the 9 countries analysed in
our study, only the Czech Republic has an even lower
NPL ratio) since being member of the Eurozone and
not having a vulner