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INTRODUCTION

The Group of Banking Supervisors from Central and Eastern Europe
(the BSCEE Group) was established in 1991. The Agreement of the BSCEE Group
was signed during the Stockholm International Conference of Banking
Supervisors (ICBS) in 1996. The BSCEE Group is operating according to its
Agreement and Operational Bylaws that determine its organizational structure
and the rules governing its operations. As of today it is signed by twenty two
member institutions from twenty one member countries: Albania, Austria,
Republic of Belarus, Bosnia and Herzegovina (Banking Agency of the Federation
of Bosnia and Herzegovina and Banking Agency of Republika Srpska, Bosnia and
Herzegovina), Bulgaria, Croatia, Czech Republic, Estonia, Hungary, Latvia,
Lithuania, Macedonia, Moldova, Montenegro, Poland, Romania, Russia, Serbia,
Slovakia, Slovenia and Ukraine. In 2011 the Central Bank of the Republic
of Armenia has applied for membership and has been accepted to the Group.
Armenia will officially join the BSCEE Group as the twenty third member in 2012.

The Chairmanship of the BSCEE Group rotates on annual basis.
In 2011 Mr. Indrit Banka, Director of the Supervision Department in the Bank
of Albania chaired the Group.

In 1996 the Members of the BSCEE Group entered into an agreement
setting out a framework for cooperation and coordination in organizing common
events. The primary role of the BSCEE Group Secretariat is to provide technical
assistance in organizing conferences, leadersi meetings, workshops and training
seminars. The Secretariat also facilitates cooperation among the member
countries, the Basel Committee on Banking Supervision (BCBS) and other
international institutions and organizations in the sphere of banking supervision.
The permanent Secretariat of the Group until 2005 was located at the premises
of the Hungarian Financial Supervision Authority(HFSA) and as of January 2006
is located in Poland, at the KNF T Polish Financial Supervision Authority (PFSA).

According to the previous yearsi practice, the Annual Review of the BSCEE
Group summarizes the developments of the member countries in 2011.
This publication gives an overview of the macroeconomic circumstances
in the twenty one member states, and it describes the banking sector as well as
the supervisory activities. It was prepared on the basis of the information given
by the member countries. The Annual Review also summarizes the main events
of the BSCEE Group, including the workshops co-organized by the Financial
Stability Institute (FSI) and other regional seminars. The 24" Annual
Membersi Conference was organized by the Bank of Albania in Tirana
on April 12 T 14, 2011.

This Annual Report intends to provide in-depth information reflecting
the mission of the BSCEE Group in a detailed and accurate manner regarding
the banking sector of the member countries.

We hope that you will find this publication informative and useful. We are
sure that this will help you become acquainted with our supervisory job in the
Central and Eastern European region, the cooperation among the supervisory
authorities of the member countries and with the Basel Committee.

BSCEE Secretariat

The Secretariat of the Group of Banking Supervisors from Central and Eastern Europe
1 Plac PowstaCc-w Warszawy, 00-950 Warsaw, Poland
tel : +48 22 262 5650 fax: +48 22 262 5158
bscee@knf.gov.pl www.bscee.org
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2011 DEVELOPMENTS IN THE ALBANIAN
BANKING SYSTEM

MACROECONOMIC ENVIRONMENT

After a slowdown of economic growth during the second trimester of 2011,
economic growth in Albania improved, reaching to an average annual growth
of 3.1%. The trade and communication sectors are the main determinants
of economic growth, while the performance of the industry sector has been
volatile. On the other hand, the development of the construction sector has
improved considerably during the second half the year. Indirect indicators
suggest that the contributions of consumption and private investment to
economic growth have been limited. Private consumption was slow due to the
moderate rise in average wage and lower workersi remittances. However, by the
end of 2011, the consumer confidence improved as development in the labor
market is considered to be relatively positive. In December 2011, unemployment
rate indicated 13.29% compared to 13.49% by the end of 2010 mainly due to an
increase by 6.7% in annual terms of employment in the private sector.
Remittances have declined by an average of 0.23% during 2011 as the second
half of the year showed an improvement of remittances by 14% in annual terms
compared to a decline of 11.3% during the first half. The contribution of the
government consumption and trade balance to economic growth has also slowed
down. By the end of 2011, government revenues increased by 1.8% on annual
term compared to 3.8% increase of expenditures. As a result, the fiscal deficit
widened by 20.2% on annual terms reaching to 3.5% of GDP with public debt
peaking to 58.5% of GDP. As at end-2011, current account deficit was estimated
at EUR 1,145 million or 11.98% of GDP, widening by about 0.08 pp versus
year-end 2010. For the same stated period, trade balance deficit was estimated
at EUR 2,106.96 million or 22% of GDP, narrowing by 1.5 pp compared to
year-end 2010. This performance attributes to the dynamics of exports and
imports. At an annual level, exports increased by 7.9% while imports of goods
increased by 10.2%. As a result, by the end of 2011, exports coved 29.6%
of imports compared to an average coverage of 36% during the year.

The average level of annual inflation during the second half of 2011
reached 2.9%, 1.1 percentage points lower than the first half of the year.
Following well controlled financial pressures as well as aiming monetary stimulus
to enhance the economic activity, the monetary policy lowered the repo rate by
0.25 pp in September and November to a level of 4.75%.

DEVELOPMENT IN THE BANKING SYSTEM (INCLUDING
THE ASSETS TOTAL / GDP)

The banking system is the main financial intermediary in Albania and its
role is growing. At end-2011, the assets of the banking system accounted for
about 85% of the Gross Domestic Product (GDP), from about 81% at end-2010.
During 2011, the banking system total assets increased at higher rates than in

The Secretariat of the Group of Banking Supervisors from Central and Eastern Europe
1 Plac PowstaCc-w Warszawy, 00-950 Warsaw, Poland
tel : +48 22 262 5650 fax: +48 22 262 5158
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the preceding year. The banksi asset structure continued to be funded mostly by
householdsi deposits and it focused on lending, primarily, to the private sector.
In 2011, total assets were up ALL 129.54 billion or 13.08%.

At end-2011, loans accounted for about 50% of total banking system
assets and its growth rates accelerated. The credit value increased throughout
the quarters and reached the highest level in the last quarter of the year.
Developments point to higher exposure of the banking system to credit risk, that
is reflected in a higher non-performing loan ratio (18.76% comparing to 13.96%
at the end of 2010). Loan portfolio quality deteriorated for loans to both
businesses and households. On the other hand, the quality of the foreign
currency loan portfolio was more problematic than the national currency one.
Quality indicators for foreign currency loans and national currency loans were
respectively 19.6% and 16.9%, from about 13.8% and 14.4% at end-2010.

The financial profit of the system dropped to All 0.71 billion from All 6.7
billion in 2010. The large increase of loan provisions was a determining factor for
this result.

Deposits from households continue to be the main funding source for
banks in Albania. During 2011, these deposits surged by 13%, although slightly
down compared with a year earlier. Similar to 2010, foreign currency deposits
were main contributors to this growth. Hence, the currency structure of the
deposits is balanced.

At end-2011, Regulation AOn liquidity managementd was amended.
The amendments consisted in the redefinition of some liquid asset components,
increase of the minimum regulatory limit of liquid assets to short-term liabilities
ratio to 25%, start of implementation of two separate limits for the national
currency and foreign currency indicators to the minimum level of 20%.
Banks responded immediately to the decision of the Bank of Albania by
increasing their liquidity levels. At end-December, the liquidity ratio was 33.1%,
compared with 30.6% a year earlier. All banks respected the new regulatory limit
of this ratio. The increase of the total ratio is attributed entirely to the increase in
the foreign currency ratio, a result of measures taken by banks to fulfill the new
regulatory requirement by currency.

THE LEGAL AND INSTITUTIONAL FRAMEWORK OF THE
OPERATION AND SUPERVISION OF FINANCIAL
INSTITUTIONS, NEW DEVELOPMENTS.

LEGAL COMPETENCE OF THE BANKING SUPERVISORY
AUTHORITY IN ALBANIA

Bank of Albania is the supervisory authority of banks, branches of banks
and non-bank financial institutions. It carries out its supervisory role, pursuant to
the Law AOn banks in the Republic of Albaniad, through licensing, issuing of
by-laws, conducting financial analyses of financial data received periodically,
on-site inspections, corrective actions and cooperation agreements with other
supervisory authorities abroad.

The Secretariat of the Group of Banking Supervisors from Central and Eastern Europe
1 Plac PowstaCc-w Warszawy, 00-950 Warsaw, Poland
tel : +48 22 262 5650 fax: +48 22 262 5158
bscee@knf.gov.pl www.bscee.org
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Legal framework development

In the framework of improving and consolidating the legal and regulatory
framework to achieve the main objectives that arise from the banking legislation,
such as maintaining and guaranteeing financial stability of the system, the Bank
of Albania in 2011 completed the drafting of the draft law iOn some amendments
to law no 9662, dated 18.12.2006 i0On Banks in the Republic of Albaniad, which
was approved by the Assembly of the Republic of Albania, by law no 10481,
dated 17.11.2011. These amendments aimed at its further approximation with
European Union directives in the field of banking and financial services as well as
the best international standards and practices on handling and solutions for
problematic banks (such as principles of the Banking Supervision Committee
of the Bank for International Settlement and the International Monetary Fund
on the legal, institutional, and regulatory framework for insolvent banks).

Regulatory framework development

In 2011, new regulations and amendments to some other regulations
on banking supervision were finalized. They target alignment with Basel
Committee standards, EU directives and best practices in the field of banking
regulation and supervision.

New regulatory acts that were approved in this year on banking
supervision are as follows:

f Regulation iOn operational risk managemento, which sets out rules and
qualitative requirements on operational risk management in the activity
of banks and branches of foreign banks, non-bank financial institutions
and savings and loan associations and their unions;

1 Regulation AiOn minimum security requirements at premises where bank
and financial activities are conductedo, which sets out minimum security
requirements for institutions that are licensed by the Bank of Albania to
exercise banking and financial activities, for normal and secure operations.

f Regulation iOn chartered auditors for bankso, which sets out the criteria
and procedures for the approval of the chartered auditor by the Bank of
Albania, the audit content for the purposes of the Bank of Albania, as well
as relations between the chartered auditor for banks and foreign bank
branches and the Bank of Albania.

1 Regulation A0On credit risk managementd, which sets out the rules for the
credit risk management in the activity of banks and foreign bank
branches, the criteria for risk assessment and loan classification and other
activities, as well as calculation of respective provisions.

Important amendments to existing legal acts include the following:

1 Regulation AiOn consumer credit and mortgage credit for householdso and
Regulation AOn transparency for banking and financial products and
servicesd to strengthen the requirements by the supervisory authority
mainly as regards transparency for fees and the methodology for their
calculation; keeping the interest rate calculation methodology unchanged
for the duration of the loan/s; periodic reporting from institutions about
interest rates on deposits and loans; and, applicable fees on all products
and services and their publication by the Bank of Albania, including
maximum limits on compensation in cases of early loan/s pay back, etc;

The Secretariat of the Group of Banking Supervisors from Central and Eastern Europe
1 Plac PowstaCc-w Warszawy, 00-950 Warsaw, Poland
tel : +48 22 262 5650 fax: +48 22 262 5158
bscee@knf.gov.pl www.bscee.org
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! Regulation AOn licensing and activity of banks and branches of foreign
banks in the Republic of Albaniad, which includes the service of safety
boxes, a financial activity that banks and branches of foreign banks in the
Republic of Albania may conduct conform to stipulations of the Civil Code
of the Republic of Albania;

1 Regulation AONn licensing and activity of non-bank financial institutionso on
exemption of banks and branches of foreign banks from the requirements
of this regulation for the approval of money transfer services, when the
institutions have been licensed for payment and money transfer services;

1 Regulation AOn capital adequacy ratiod pertaining to the submission
of requests for banks to weight the risk coefficient to 150 per cent of the
credit in cases when crediting an entity outside the territory of their
activity through a subsidiary, branch or agency. This is an activity that
bears additional potential risks vis-""-vis crediting within the territory of the
Republic of Albania;

1 Regulation AON liquidity risk managemento in relation to taking preventive
measures against negative impacts from recent developments in the
region on our countryfs banking system and stability;

1 Regulation AOn licensing, organization, activity and supervision of foreign
exchange bureausd pertaining to some corrections and additions to
technical and other terms, which have risen during on-site inspections in
these institutions.

MAIN STRATEGIC OBJECTIVES OF THE SUPERVISORY
AUTHORITY IN 2011

! Methodological development

During 2011, work already begun for the revision of the examination
manuals was intensified by adopting the modern concepts of the supervisory
process, based on European standards in this field, especially by improving risk
assessment systems and by further structuring the criteria for the exercise of
supervisory powers under Pillar 11 of Basel framework.

f Human resource development

Further development of human resources has continued even during 2011,
including the recruitment of new staff in response to the needs of the
organizational structure as well as enhancing the training for all staff, aiming that
the adoption of new methodologies was associated with building of the necessary
supervisory capacity for an effective supervision process.

1 Development of regulatory framework and approximation with Directives of
European Union

Continuous approximation with European standards in the area
of regulation remains an important objective, in order to make way for
a comprehensive harmonization of the developments in the banking sector,
as well as in the supervisory area with the European experience. An important
consideration in this regard has been paid for drafting the new regulation
of capital adequacy as a major project initiated in 2010.

The Secretariat of the Group of Banking Supervisors from Central and Eastern Europe
1 Plac PowstaCc-w Warszawy, 00-950 Warsaw, Poland
tel : +48 22 262 5650 fax: +48 22 262 5158
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Bank of Albania has carefully followed the latest trends in the area
of regulation in response to developments in global markets and has started to
work on improving the framework on the bank governance, as a fundamental
condition for ensuring a stable and healthy banking activity.

f Cooperation with international authorities

Work performed during 2011 on the implementation of the strategy
of banking supervision was associated with an intensive cooperation with the
Bank of Italy, in the framework of the twinning project, launched in the last
months of 2010, regarding the areas predicted in this project, such as off-site
and on-site supervision, regulation, reporting and information technology.

Meanwhile, the Bank of Albania has continued close cooperation with other
institutions including the International Monetary Fund International and
the World Bank in strengthening the overall framework of supervisory capacities
to respond with flexibility effects that arise from developments in recent years in
global financial markets.

Year 2011 was characterized by an increased cooperation with USAID,
through financial sector development program in Albania, implemented through
FSVC. It is worth noting that the cooperation with this institution is supposed to
be long and extended in time, until 2015. Also, a wide range of topics to be
treated - based on a detailed calendar - was identified through a proper analysis
of the current staff needs for assistance.

THE ACTIVITIES OF THE BANKING SUPERVISORY
AUTHORITY IN 2011

Banking supervision system in Albania, based in the legal and regulatory
framework aims application and/or development of best policies and practices in
the area of licensing, regulation and supervision of banking/financial services in
the Republic of Albania, to ensure the stability of the entire banking system and
reducing the risk of loss to the depositors.

Licensing, as an integral part of banking supervision in 2011, was dynamic
in response to banking and financial sector developments. Although, the number
of banks that operate in Albania has remained unchanged, Bank of Albania has
granted preliminary approval for the expansion of banksi network. Expansion of
the banksi network within the country continued in 2011, although at low rates
similar to those of previous years. During this year, 10 new bank branches and
agencies were approved and started their activity. In addition, the Bank of
Albania licensed two new non-bank financial institutions in response to their
application to provide financial activities on payment services, money transfer
and factoring.

During 2011 supervision department has strengthen the monitoring of the
banks through

interweaving of off- site and on-site examinations. On site examinations
performed in the during 2011, have primarily aimed at assessing the full risk
profile of banks and other supervised institutions, without leave aside and
examinations initiated as a result of the occurrence of specific phenomena in the
licensed entities. So, in total were conducted six full and two partial examinations
of banks.

The Secretariat of the Group of Banking Supervisors from Central and Eastern Europe
1 Plac PowstaCc-w Warszawy, 00-950 Warsaw, Poland
tel : +48 22 262 5650 fax: +48 22 262 5158
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During 2011, particular care was dedicated to continuous monitoring of the
situation of financial markets, caused by the debt crisis in Europe, by performing
deep analysis on potential impacts of this crisis in Albanian banking system.

The Secretariat of the Group of Banking Supervisors from Central and Eastern Europe
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ORGANIZATIONAL CHART OF THE BANKING SUPERVISORY AUTHORITY

Director

I I I

Credit Risk Supervision Mon-Credit Risk Supervision
Sector Supervision Sector Development Sector
Credit Systemic Small Banks Market Risk Operational Compliance Regulation Ligencing Methodology
Registry Banks and NBFI and Liquidity Risk AML, B Office (3) Office (3) & Analysis
Cffice (3) Supervision Supervision Supervision Supervision Transparency Office (5)
Office (11) Office (6) Office (3) Office (3) Office (5)

Portfolio Managers
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INTERNATIONAL ACTIVITIES OF THE AUTHORITY

Cooperation with foreign authorities also continued during 2011. On the
basis of cooperation agreements with several foreign supervisory authorities, the
necessary information is provided to certain foreign banks that conduct banking
activity in our country. Also following the initiative of the European Central Bank
for the operation of colleges of supervisors of the largest European banking
institutions, representatives of Bank of Albania has taken part in the meetings
organized by the Bank of Greece. Meanwhile, cooperation with foreign authorities
has also included meetings with institutions like the Embassy of the United
States of America or participation in training activities organized by the Spanish
Financial Intelligence Unit in cooperation with General Prosecution Office of the
Republic of Albania.

COOPERATION WITH OTHER SUPERVISORY BODIES
IN ALBANIA

During 2011 Bank of Albania has strengthen its cooperation with General
Directorate for Prevention of Money Laundering, which is the competent
authority for prevention of money laundering and terrorist financing in Albania.
This cooperation is not Ilimited to periodic reporting, regarding the
implementation of the strategic document for the investigation of financial crime,
but also includes joint on- site inspections of banks, joint activities in order to
expand the supervisory capacity and exchange different professional
experiences, training of other subjects etc.

On the other hand, cooperation with various institutions which monitor
specific activities of the financial market, such as Financial Supervision Authority*
and Competition Authority has continued to be effective during 2011.
The cooperation has been focused in the exchange of information and data, in
the compliance with the memorandums of understating that are signed with
these authorities. Furthermore Bank of Albania has carried out three joint
inspections with Financial Supervision Authority, regarding the insurance
company and their relationship with supervision authority.

1 The competent authority for supervision of insurance companies.
The Secretariat of the Group of Banking Supervisors from Central and Eastern Europe
1 Plac PowstaCc-w Warszawy, 00-950 Warsaw, Poland
tel : +48 22 262 5650 fax: +48 22 262 5158
bscee@knf.gov.pl www.bscee.org
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STATISTICAL TABLES

Number of financial institutions (head offices/branches)
(at year-ends)

Type of financial institution 2009 2010 2011

Commercial banks

Branches of foreign credit institutions 2 2 2
Cooperative banks n.a. n.a. n.a.
Banking sector, total: 16 16 16

Ownership structure of the financial institutions
on the basis of registered capital (%)
(at year-ends)

Type of financial institution 2009 2010 2011

Public sector ownership

Other domestic ownership 7.7 7.5 7.2
Domestic ownership total 7.7 7.5 7.2
Foreign ownership 92.3 92.5 92.8
Banking sector, total 100.0 100.0 100.0

Concentration of asset by the type of financial institutions in 2011
(at year-end)

Type of the The first three | The first five
financial institutions largest (%) largest (%)

Commercial banks 61.6 78.4

_Brapches of foreign credit n/a n/a 0.54
institutions

Cooperative banks n/a n/a n/a
Banking sector, total: 57.7 73.4 0.15

The Secretariat of the Group of Banking Supervisors from Central and Eastern Europe
1 Plac PowstaCc-w Warszawy, 00-950 Warsaw, Poland
tel : +48 22 262 5650 fax: +48 22 262 5158
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Return on Equity (ROE) by type of financial institutions (%)

Type of financial institution 2009 2010 2011

Commercial banks 7.79 11.32 6.94
Branches of foreign credit institutions -15.47 -18.49 -63.20
Cooperative banks n/a n/a n/a
Banking sector, total: 4.58 7.58 0.76

Distribution of market shares in balance sheet total (%)

Type of financial institution 2009 2010 2011

Commercial banks 87.88 89.10 90.4
Branches of foreign credit institutions 12.12 10.90 9.6
Cooperative banks n/a n/a n/a
Other n/a n/a n/a
Banking sector, total: 100.0 100.0 100.0

The structure of assets and liabilities of the banking system (%)
(at year-end)

Financial sector

Nonfinancial sector n/a n/a n/a
Government sector n/a n/a n/a
Other

Financial sector

Nonfinancial sector n/a n/a n/a
Government sector n/a n/a n/a
Capital 9.57 9.40 8.67
Other n/a n/a n/a

The Secretariat of the Group of Banking Supervisors from Central and Eastern Europe
1 Plac PowstaCc-w Warszawy, 00-950 Warsaw, Poland
tel : +48 22 262 5650 fax: +48 22 262 5158
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Capital adequacy ratio of banks

Type of financial institution 2009 2010 2011

Commercial banks 16,1* 16,2* 15.6 *
Cooperative banks

Banking sector, total: 16,1* 16,2* 15.6 *
(* - for Basel I; ** - for Basel Il)

Asset portfolio quality of the banking sector
(share of impaired receivables / share of non-performing loans)

Non financial sector 10.48 13.96 18.77
- households 8.21 11.77 15.84
- corporate 12.35 15.49 20.80

*share of non-performing loans

The structure of deposits and loans of the banking sector in 2011 (%)
(at year-end)

T peposis | Loans

Households 86.3 26.3
Government sector 25 3.6
Corporate 11.2 70.1
Other (excluding banks) n/a n/a
Total 100.0 100.0

The Secretariat of the Group of Banking Supervisors from Central and Eastern Europe
1 Plac PowstaCc-w Warszawy, 00-950 Warsaw, Poland
tel : +48 22 262 5650 fax: +48 22 262 5158
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14



2011 DEVELOPMENTS IN THE ALBANIAN BANKING SYSTEM

.TbY hC I[.1bL!

P&L account of the banking sector (at year-ends)

Interest income 62,892.89 69,332.68 73,324.06
Interest expenses 31,530.11 32,350.32 33,689.43
Net interest income 31,362.78 36,982.36 39,634.64
Net fee and commission income 4,640.85 5,353.33 6,110.92
fgtcr;izé”&te?edﬁed SBYE) g 2,070.83 1,857.49 3,830.21
Gross income 38,074.46 44,193.17 49,575.76
Administration costs 21,770.48 23,491.22 24,490.67
Depreciation n/a n/a n/a
Provisions 11,841.48 13,078.47 12,808.44
Impairment on financial assets not

(loans, ...)

Profit (loss) before tax 4,486.80 8,029.12 2,262.07
Net profit (loss) 3,544.50 6,715.13 706.26

* In million ALL

Total own funds in 2011 (in EUR)

Total

Commercial banks 708.79 651.28 57.53
Cooperative banks n/a n/a n/a n/a
Banking sector, total: 708.79 651.28 57.53 n/a

*in million Eur

The Secretariat of the Group of Banking Supervisors from Central and Eastern Europe
1 Plac PowstaCc-w Warszawy, 00-950 Warsaw, Poland
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2011 DEVELOPMENTS IN THE ARMENIAN
BANKING SYSTEM

MACROECONOMIC ENVIRONMENT

In 2011 economic growth in Armenia reached 4.6 percent.
Fastest recovery of the economic activity was seen in the second quarter of the
year (in the third and fourth quarters the figures were 6.5 percent and 5.0
percent, respectively). The economic growth in the first half of the year was 2.7
percent. The growth has been driven mainly by increased outputs in industry and
agriculture.

Chart 1: Economic growth rates, by sector
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Chart 2: GDP expenditure components
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Source: National Statistics Service of Armenia.

During the year industry reported 15.9
percent growth of value added driven by
considerable increase of metals prices in
global markets in the first half of the year
and mounting industrial demand amid
recovering global economy. The highest
growth rates were reported in metal ore
mining, food and beverage sub-branches,
which seems to point to the recovering
demand domestically and globally.

Agriculture reported 13.7 percent y-o-y
growth of value added in contrast to
non-favorable developments reported in this
sector in 2010. The high growth was mainly
determined by 26.6 percent growth in plant
growing. The growth in animal breeding was
0.1 percent.

Construction further reported
a decline, which amounted to 12.3 percent
y-0-y. The volumes of construction by all
sources of financing, except for state budget
and local budgets, have decreased.
The largest shrinkage was reported for
volumes of construction financed by
international loans (41.4 percent), resources
of households (32.2 percent) and
organizations (23.4 percent). The reduced
volumes of construction financed by
international loans were attributable to the
accomplishment of some major construction
projects and pending road construction
projects. The persisting decline in residential
housing points to the sluggishly recovering
household incomes, as the largest part of the
income pays consumption expenditures, still
not creating an investment demand.

The Secretariat of the Group of Banking Supervisors from Central and Eastern Europe
1 Plac PowstaCc-w Warszawy, 00-950 Warsaw, Poland
tel : +48 22 262 5650 fax: +48 22 262 5158
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In 2011 the growth in services reached 3.7 percent y-o-y owing to
increased volumes of retail trade (2.2 percent) and wholesale trade (5.5
percent), pointing out to some trends of recovering private demand and
household incomes.

During 2011 the lending market remained active amidst positive
developments and more optimism about economic environment. Strong lending
growth fuelled a buoyant consumption by almost all sectors of the economy and
households while stimulating aggregate demand and aggregate supply.

Commercial banks and credit organizations, while responding to the
surveys conducted by the Central Bank, stated that they had further eased
lending terms and procedures. The terms and procedures of lending were most
affordable during the first half of the year, and the main contributing factors
included increased competition among banks, easier access to financial resources
and banksi plans to diversify loan portfolio. Reportedly, such sub-branches as
trade, energy and communications were most conducive for lending, whereas
construction and agriculture were considered less enticing in terms of loan
viability.

With a 36 percent increase in bank

Chart 3: Growth of lending to main sectors of lending, the share of non-performing loans

onomy stayed almost unchanged relative to the

previous year and it reached 3.3 percent at

the end of the year. The largest share of

non-performing loans was reported in

agriculture (4.7 percent) and trade (4.2
percent).

The results of the survey conducted
during four quarters of 2011 showed that the
20% | composite  indices trended differently.
10% In particular, Economic Activity Indicator has
0% | increased throughout the year, except for the

Industry Agriculture Construction Services* fourth quarter When |t dropped due to the
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Source: National Statistics Service of

Armenia. by deteriorated estimation of risks
expectation in almost all sectors of the
economy.

In contrast to expectations of businesses about the changes, expectations
of consumers were more optimistic. The Consumer Confidence Indicator has
increased in the course of the first three quarters but tended to fall in the fourth
mainly due to 10.7 percent drop in Future Conditions Index which was driven by
negative expectations of households for future income, major purchases and
employment.

By GDP expenditures structure, the real growth of consumption reached
3.1 percent, which was determined by some increment in real household incomes
and economic activity as a result of rebounded inflow of private remittances and
improved consumer confidence. Moreover, the growth of consumption was
boosted up primarily by increased private consumption (2.4 percent) and public
consumption (5.4 percent). Capital investment has reduced by 11.2 percent

The Secretariat of the Group of Banking Supervisors from Central and Eastern Europe
1 Plac PowstaCc-w Warszawy, 00-950 Warsaw, Poland
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mostly due to the developments in construction. Private investment has
decreased mainly in the second half of the year, which amounted to 5.5 percent,
reflecting the EAl dynamics. Negative developments with public investment are
mainly a product of a state budget deficit-cutting policy.

Chart 4: Public debt and public debt to GDP ratio
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With exports growing faster over
imports as well as reported growth of GDP,
the contribution of net exports to GDP has
been positive.

In 2011, relative to the previous year,
the public debt has grown by 12.4 percent
and reached USD 3708.9 million. The debt to
GDP ratio was 36.2 percent, representing a
slight increase in relation to the previous
year. The debt sustainability indicators
performed positively largely owing to faster
growth rates of exports and economic growth
over debt.

The structure of external public debt
has incurred a change as well. During 2011
the share of concessionary loans in the
structure of public debt further reduced to
reach 57.6 percent. The share of loans with
floating interest rate remained unchanged,
36.6 percent.

Table 1: Qualitative public debt indicators of the Republic of Armenia

-
=

Ratio ' 2005 ! 2006 2007 . 2008 : 2009 @ 2010 : 2011
ng(;Jt)’GDP (limit 22% 19% 16% | 14% | 347% | 351% | 362%
__________________________________ T T T s, 129 104 L 184 00n
Debt/Export 78% (less | 80% (less | 82% (less : 90% (less 227% i 182.1% i 154.0%

indebted) | indebted) ! indebted) ! indebted)

i i | | | | 0 i
Do VISl 4696 (less | 4.2%(ess | 2.9% (less | 3.19% (less | 6% (ess | o0 | 4.2%(ess
P indebted) | indebted) | indebted) : indebted) | indebted) | . (€SS indebted)
__________________________________ T T 77 b indebted) o T T
i | | | | i 0 i
Interesy BXpOrt 4 0,99 (less | 0.79% (ess | 0.6% (ess | 0.7% (less | 2.0% (less | o0 | 2.196 (less
indebted) | indebted) | indebted) | indebted) ! indebted) iné:stse 9 indebted)

i (moderately : (moderately | (moderately
indebted) : indebted) : indebted)

Surce: Ministry of Finance:
(Public Debt Report, 2011).
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Chart 5: Consumer price and imports price
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" The National Statistics Service of Armenia
started a new methodology for calculation of
imports prices in 2007; the 2002-2006
indicators have been estimated by the Central
Bank based on the former methodology for
calculation of imports prices.

Encouraging developments in the
domestic economy in 2011 contributed
positively to the state budget. There has
been a reported increase in collection of
revenues during the year: budget revenues
have grown by more than 12.0 percent y-o-y
and budget expenditures, by 3.0 percent.
As a result, the budget deficit has reduced by
36.8 percent in relation to the previous year
and amounted to AMD 109348.5 million (PIU
funds inclusive). The growth of tax revenues
was again high, 10.1 percent, and the fastest
growth was reported on profit tax, 25.7

percent. In the expenditures structure,
almost all expenditures items posted
increases.

The budget deficit has reduced slightly as a result of surpassing revenues
over expenditures and reached 2.8 percent of GDP from 2.9 percent recorded in
the previous year.
In the first half of 2011 an inflationary environment persisted in Armenia,
fuelled by high prices of food and raw materials in world markets as well as price
increases due to steeply shortened supply of agricultural products. Starting from
the second half, however, the inflation environment began to ease thanks to less
external inflationary pressures, positive developments in agriculture and the lack
of inflationary pressures driven by aggregate demand, making it possible to
maintain the inflation indicator within the confidence band (4.7 percent).

Chart 6: AMD exchange rate versus

Armenian dram
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Based on the 2011 results, the average dram exchange rate versus the US
dollar did not change, making up AMD 372.42 although the last quarter of the
year saw a slight depreciation trend.
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i

DEVELOPMENT IN THE BANKING SYSTEM (INCLUDING
THE ASSETS TOTAL / GDP)

Armenian financial system, which overcame challenges with ease during
the peak of the crisis, continued strong development in 2011.

Armenian banking system® holds 91.1 percent of the financial system
assets. During 2011 banks were highly active in the lending market owing to
trends in recovering real sector of the economy and increased remittances in the
post-crisis period. Banks seeking to stimulate lending to legal persons, a stably
performing AMD/USD exchange rate, and the launch of the Subsidized
Agricultural Lending Program of the Government all further contributed to the
active lending. The trend of faster growth in lending to legal persons over natural
persons persisted during 2011.

In the period under review commercial banks further branched out while
broadening the spectrum of quality services and products, thus increasing
accessibility to the banking services and progressing with the banking culture.

During 2011 assets of banking system posted a rapid growth in line with
the nominal GDP growth, pushing the ratio of banking system assets to GDP up
by 9.6 pp to 54.1 percent at the end of the year (this indicator still lags behind
the respective indicator of ° number of CIS countries). Similarly, the ratio of
banking system loans to GDP has risen by 6.3 pp to 31.6 percent, as a result of
faster growing loans in relation to the GDP growth.

The ratio of bank-attracted
Chart 7: Financial intermediation deDOSitS to GDP has increased by 5.3 pp
and reached 24.5 percent at the end of
the year. Also, the ratio of broad money
/\/ to GDP has increased by 3.5 percent and
/\//\/ amounted to 29.5 percent at the end of
the year.
,\/ In the period under review
statutory capital of the banking sector
has increased by AMD 34.7 billion.
g 3 As a result, the share of non-resident
e participation in the statutory capital has
reduced by 3.8 pp to 75.1 percent at the
end of the year.

Total capital of the banking sector
has grown by 11.6 percent (AMD 37.0
billion) and total assets, by 32.4 percent
(AMD 506.3 billion). The ratio of capital
to assets, a.k.a. the leverage ratio,
has dropped by 3.2 pp and amounted to
17.2 percent.
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2 This refers to the 21 commercial banks functioning in the territory of the Republic of Armenia.
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Chart 8: Foreign participation in Armeniais
banking capital
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Chart 9: Share of 4 largest bank assets,
liabilities and capital in total banking system
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The Herfindahl-Hirschman Index
of Concentration® for some balance sheet
items (assets, liabilities, capital, loans,
and deposits) of the banking system
further denotes a low level of system
concentration, which limits the likelihood
of the impact of risk concentration on the
financial stability.

The shares of capital, assets and
liabilities of 4 largest commercial banks
have contracted by 0.2 pp, 0.3 pp and
1.5 pp and amounted to 37.7 percent,
38.0 percent and 38.3 percent,
respectively.

Banking system financial risks and financial performance

Credit risk
During 2011 lending to the economy has grown by 36.2 percent (26.3
percent recorded in 2010). Despite a marked increase of the bank loans to GDP
ratio in the period under review, it is still low and the number of potential
borrowers is still great. This means that lending could expand while financial
intermediation grow stronger on the back of economic growth, continued
increase in household incomes and further easing of terms of lending.

Chart 10: Annual growth of loan portfolio
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3 The Herfindahl-Hirschman Concentration
concentration (values near to O denote lower concentration).
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In 2011 the growth rate of lending
exceeded the growth rate of total assets
by 3.8 pp. As a result, the share of loans
in total assets has increased by 1.6 pp
and reached 58.6 percent at the end
of the year.

Relative to the beginning of the
year, the share of non-performing loans
(classified as fwatchedo, fisubstandardo,
and fidoubtfuld) has grown by 0.3 pp and
made up 3.4 percent in total loan
portfolio. In the total loan portfolio
structure, the share of non-performing

Index varies between 0 and 1, characterizing the level of
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loans was relatively high in loans
provided to public catering (5.2 percent),
agriculture (4.7 percent) and trade

Chart 11: Share of non-performing loans
in total loan portfolio
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4 The volume of loan investments varies from the volume of loans provided to the economy as it also includes
loans to credit organizations, and deposits, lease, factoring and repo operations.
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Chart 14: Risk weighted assets in bank capital adequacy
ratio, as of 31.12.2011
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The Herfindahl-Hirschman Concentration Index of loan investment
by economic sectors remained unchanged, 0.11, pointing out to the moderate
concentration of loans by sectors of the economy. However, the same indicator
based on a bank average was 0.17 which denotes a relatively higher sectorial
concentration of loans provided by some banks.

In the period under review the ratio of net provisioning against assets loss
to total assets has increased by 0.3 pp and amounted to 0.9 percent at the end
of the year.

The results of credit risk assessment test scenarios showed that the
amount of potential banking system loss has grown a little in relation to the start
of the year, due to faster growing rate of loan portfolio over that of total

regulatory capital.

Chart 15: Balance of bank loans to residents, by
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Liquidity risk

In 2011 the banking system liquidity trended down because of fast
growing rate of loans provided by the banking sector. During the year, however,
the level of liquidity has been roughly twice as high as the minimum
requirement. Relative to the start of the year, the standard of total liquidity has
fallen by 1.6 pp and current liquidity, by 10.7 pp, having reached, respectively,

27.9 percent and 120.8 percent at the end of the year®.
The maturity gap analysis shows
that there has been a noticeable variance

Chart 16: Actual and regulatory banking observed for certain maturities of assets
system liquidity ratio dynamics and liabilities. Specifically, the assets
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596 - 14%  maturity group. Because a negative
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Foreign borrowings of commercial
banks have grown by 62.7 percent and
reached AMD 295.7 billion. The amount
of funds attracted from international

N21 actual ratio

N21 regulatory ratio

N22 actual ratio (right-hand scale)

N22 regulatory ratio (right-hand scale)

financial institutions has doubled,
Chart 17: Assets to liabilities ratio by maturity baskets reaching 37.4 percent of total foreign

borrowings.
400% The main lender countries to the
e banks included Russia (15.7 percent),
250% | Luxemburg (11.9 percent), Germany
200% - (7.2 percent), Netherlands (5.8 percent)
150% 1 and France (4.9 percent). The share
100% 1 of long-term loans amounted to 86.8
ng percent, which turns the likelihood

2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 Of refinancing of those liabilities to almost
zero. There has been a reported
reduction in exposure to the
concentration of banking system
liabilities: during the year the share
of major debt6 in total liabilities dropped
by 0.4 pp to 27.7 percent.

Based on the stress-tests results no liquidity risks are observed, yet there
is likelihood of breaching, by some banks, of the total liquidity and the current

m Up to 180 days (including demand)
181-365 days
1-3years

W 3 years and over

5 The standard of total liquidity is calculated as a ratio of high liquid assets to total assets while the standard
of current liquidity, as a ratio of high liquid assets to demand liabilities; the minimum requirement of these
standards are, respectively, 15 percent and 60 percent.

6 This represents the sum of all liabilities to one person, which individually exceed the 5 percent margin of
total liabilities of a bank, without taking affiliation into account.
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liguidity. Nevertheless, in case of worst possible stress-scenarios, no liquidity
problems will appear in the banking system, and the likelihood of emergence
of risks undermining the financial stability remains low.

The results of the test show that the banking system total and current
liquidity remain above their minimum thresholds.

Chart 18: Major liabilities to total liabilities Chart 19: The number of banks in breach of total
ratio in the banking system liquidity requirement in case of household deposit
runoff

million AMD
The number of banks

500000 35%
18
16
400000 28%
14 A
12
300000 - 21%
10
8 4
200000 - 14%
6 4
4
100000 - 7%
2
0
0 0%

1%

8%
15%
22%
29%
36%
43%
50%
57%
64%
71%
78%
85%
92%
99%

2002
2003
2004
2005
2006
2007
2008
2009
2010
2011

Deposit runoff

Major liabilities (left-hand scale)

Major liabilities to total liabilities ratio (right-hand scale)

Market risks

Foreign exchange risk

During 2011 the Dram fluctuations against other currencies drove the
banking sector to post revaluation gains which amounted to AMD 52 million.
As a result of revaluation, 13 banks incurred losses and 8 banks reported profit.
The banking system generated revenue of AMD 13.7 billion from foreign
exchange transactions.

Relative to the beginning of year, the share of foreign currency loans in
total loans has increased by 4.2 pp while the share of foreign currency deposits
in total deposits has reduced by 0.9 pp, having reached 62.7 percent and 68.7
percent, respectively, at the end of the year. As of end-2011, commercial banks)
Group 1 net position (inclusive of derivative instruments) has been a negative
value, AMD 4.3 billion, which constitutes 1.3 percent of regulatory capital.

In case of worst possible stress scenarios reviewed in this stress-test, bank
losses incurred as a result of foreign exchange risk are estimated to be
insignificant, so the impact of such losses on the financial stability is weak.

Interest rate risk

In the period under review interest rates of both dram and foreign
currency loans have dropped. Especially pronounced was the fall in interest rates
of foreign currency loans, reflecting commercial banksi intention to spur up the
demand for such loans, since foreign currency resources prevail in the structure
of liabilities. Such interest rate falls were also fuelled by an increased competition
among bigger banks, leading to the narrowing of the interest rate spread.

The Secretariat of the Group of Banking Supervisors from Central and Eastern Europe
1 Plac PowstaCc-w Warszawy, 00-950 Warsaw, Poland
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Chart 20: Average interest rates of bank deposits and The gap of average weighted
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Price risk

In the period under review the price risk of the banking system was
estimated to have been rather low. Relative to the beginning of the year,
the share of available-for-sale and trading securities in total assets has reduced
by 1.7 pp to 6.2 percent at the end of the year. Reported decrease of capital
as a result of revaluation of available-for-sale and trading securities amounted
to AMD 856 million (0.3 percent of capital).

Risks associated with real estate price volatility remained well
manageable. Armenian commercial banks further originated mortgages at no
more than 60-80 percent of the loan to value ratio while taking quite a strict
approach in evaluating borrower credibility. Such restrictions are very effective
as they hold back potential risks from real estate price volatilities.

Capital adequacy and profitability

The capital adequacy and profitability indicators of the Armenian banking
system are strong enough in comparison with some East European countries.
High level of profitability and capital adequacy of banks provide cushion for
absorbing risks with its own resources. During 2011, as a result of brisker
lending policy, the growth of risk weighted assets again outpaced the growth
of regulatory bank capital thus driving the capital adequacy ratio of banking
system down by 1.7 pp against the start of the year to 18.3 percent at the end
of the same year (an established minimum requirement threshold is 12 percent).
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Chart 21: Total capital adequacy by banks, as of 31.12.2011
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Chart 22: Profitability ratios in the banking system
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Chart 23: Banking system ROA in selected East European and
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During the year, 4 banks
added a total of AMD 34.7
billion to the statutory capital.
By individual banks, the capital
adequacy ratio was above
12 percent. Commercial banks
remained strongly capitalized;
no violation of the -capital
adequacy requirement has
been committed by commercial
banks.

Profit and profitability
indicators of commercial banks
remained strong thanks
to heightened activity in the
lending market and to the
absence of sharp fluctuations
of the exchange rate of foreign
currency.

In 2011, relative to the
previous year, the banking
systemis profit, calculated
in accordance with Central
Bank requirements’, has grown
by 9.9 percent to have
amounted to AMD 33.2 billion.
In the same reporting period,
19 banks posted profit and
2 banks posted loss.
The profitability figures were as
follows: return on assets,
1.8 percent; return on equity,
9.8 percent.

In the period under
review, relative to the previous
reporting period, gross
revenues of the banking
system have grown by 22.0
percent to have reached AMD
292.3 billion, and gross
expenditures have grown
by 24.3 percent to AMD 249.4
billion at the end of the year.

Overall, in the period
under review, relative to the
previous reporting period,
the share of interest income
and interest expense has

7 The main difference between the Central Bank and IFRS reporting modules is pertinent to the provisioning

of standard assets.
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Chart 25: Banking system income and expense account
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Profit of the banking
system calculated in
accordance with IFRS
amounted to AMD 43.1 billion
in 2011, and in this episode
return on assets was 2.3
percent and return on equity
was 12.7 percent.
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2011 DEVELOPMENTS IN THE ARMENIAN BANKING SYSTEM ‘J

THE LEGAL AND INSTITUTIONAL FRAMEWORK OF THE
OPERATION AND SUPERVISION OF FINANCIAL
INSTITUTIONS, NEW DEVELOPMENTS.

LEGAL COMPETENCE OF THE BANKING SUPERVISORY
AUTHORITY IN THE COUNTRY.

In the supervision and regulation framework stipulated by the law the
Central Bank ensures one of its goals of securing stability, liquidity, solvency and
soundness of the financial system, creating necessary conditions for development
and sound performance of clearing systems, creating proper conditions for
coordinated operation and future development of a fair, transparent and
sustainable securities market, as well as protecting interests
of the investors and consumers of financial services.

Modern developments in real and financial sectors call for the need for
changes in the regulatory framework. In 2011 the Central Bank proceeded with
enhancement of regulatory framework of financial sector.

Changes in the financial system regulatory framework

Legislative changes

In 2011 the National Assembly of Armenia adopted the following
laws drafted by the Central Bank of Armenia Laws AiOn amendments in
the law fiONn Income Taxodo and AON addenda in Civil Code of Republic of
Armeniao.

The purpose of those laws was to solve the taxation and legal issues
arising during the confiscation of collateral.

According to the tax legislation in force prior to amendments, the transfer
of the ownership of the collateral to the bank for further sale was considered as
a sale by pledger, which created obligation of income tax payment.

The bank acting as a tax agent was obliged to pay the income tax at its
own expenses, as the further sale of the collateral would cover neither credit
liability nor the amount of mentioned income tax. Besides, the legislation didnit
clearly define when the difference between the value of confiscated property and
the credit liability is due to be paid to the pledger.

The adopted law defines new taxation mechanisms of natural personsj
income rising from the out-of-court confiscation and further sale of the pledged
property.

According to the law the income of the debtor is the positive difference
between selling price of collateral and credit liability.

It is intended to have three possible options for defining fithe selling
price of the property and selling moment (and hence moment for
returning of excess amount)o.

1) Option 1- The pledged property is sold to third party during six month
period from the day when the ownership of property was transferred to
the bank. In this case as a sale price and moment of selling is
considered the sale date and price of the property by the bank.
When the sale price is unreasonably lower than the market price of the
property, then the market price of the property is considered as the
selling price of the property, except when the property was re-sold to
the previous owner or owneris legal successor.
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2) Option 2- The bank did not sell the property in six months from the
day the property came into its ownership. In this case as a sale moment
and price are considered the last day of six-month period and the
market price at that day.

3) Option 3- According to a contract preliminarily signed by bank and
pledger. In this case the parties can agree that in future in case of
transfer of the ownership to the bank the sale moment and price is
considered the day when the ownership passed to the bank and the
market price at that day.

The above mentioned six-month period doesnit include the timeframe,
when the collateral was arrested within the framework of civil, criminal,
bankruptcy or administrative suite, where pledger or its successor took part.

Laws AONn amendments and addenda in the law AOn Insolvencyo6o
and AONn addenda in the law AONn Compulsory Enforcement of Judicial
Actso00.

The laws define that:

f  The creditor with claims secured with collateral, guarantee or surety
has the right to receive the fulfillment of secured claim regardless
of moratorium. It means that financial organizations or any other
parties have the right to receive fulfilment of their claims from
collateral or means of the parties which provided guarantee or surety,
without having to wait until the end of the insolvency process.

At the same time, for the protection of interests of other participants
of insolvency process two possible options were defined:

- If the party exercises its right for early fulfilment from the collateral
(without having to wait for the end of moratorium), then the party is
not eligible (also in the future) to receive compensation above the
value of collateral from other property of debtor,

- If the creditor does not exercise the above mentioned right, then it
receives the compensation after the moratorium, but from both
collateral and other property of debtor.

Laws AOn amendments in the law AOnNn Circulation of Credit
Information and Activities of Credit Bureausdo and AiOn amendments in
the law fAON Electronic Communicationo.

The presentation of the laws was conditioned by the adoption of
Government decree No. 1768-N fAOn Approving Business Environment
Improvement Program and Annulment of Government Decree No. 97-N January
21, 20100 on December 9, 2010.

According to amendments to the law AOn Electronic Communicationd
providing credit information (debts for telephone bills) concerning their clients to
credit bureaus by the telecommunication operators is not considered as
publishing of private information.

As a result the telecommunication operators will have the right to provide
information on their clients to credit bureau. But this information is not classified
as mandatory information submitted to credit bureau. This means that providing
information is possible only in case of existence of agreement between
telecommunication operator and credit bureau having the telecommunication
operator preliminarily warned their clients that their information might be
provided to credit bureau.

After the adoption of law AOn amendments in the law fiOn Circulation of
Credit Information and Activities of Credit Bureauso the credit bureau is obliged
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to include a note in credit report clarifying which parties provided information
included in credit report taking into consideration the fact that now the credit
bureau is collecting information not only about the customers of financial
organizations, but also of other parties. In the credit report the bureau should
mention that the presented information is based on the information provided by
banks, credit organizations or for example from utility companies. If necessary,
the Central Bank will define the list of information included in the credit report
with the view of ensuring uniformity of the form and content of credit reports
provided by all credit bureaus.

Law AiON amendments and addenda in the lawo, AOn Payment and
Settlement Systems and Payment and Settlement Organizationso,
which defines the minimum total regulatory capital requirement, clarifies the
terms and conditions of creation of payment and settlement systems and
participation to those, clarifies the procedure of the foundation of payment and
settlement unions, the procedures of the delegation of payment and settlement
functions, the licensing procedure for payment and settlement organizations.

The law allows performing money transfers without opening a branch.
The types of payment and settlement services were clarified, and definitions of
latter were brought in compliance with EU legal requirements at the same time
taking into consideration the characteristics of Armenian financial system.
The issues related with taking actions against of payment and settlement
organizations were regulated.

In 2011 the Central Bank of Armenia presented the following draft
laws to the Government of Armenia:

Draft laws AONn amendments in the law AOn Central Bank of
Armeniadoo, AON amendments in the law AON Administrative Violationso

The development of mentioned draft laws is conditioned by transfer of the
functions related to the calculation of the balance of payment, international
investment position and external debt to the Central Bank.

For the execution of the mentioned functions the related state bodies will
assist the Central Bank. For compiling statistics on the balance of payments,
international investment position and external debt the National Statistics
Service (NSS) will provide the Central Bank with non-personal data.

After the adoption of laws the business entities (including non-financial
entities) will be entitled to submit some of the statistical reports to the Central
Bank formerly submitted to NSS.

Regulatory changes

In 2011 the Central Bank developed and revised the following
regulations concerning banking activities:

1. Regulation No 1 fiRegistration and Licensing of Banks and Branches of Foreign
Banks, Registration of Bank Branches and Representative Offices, Qualification
and Registration of Heads of Banks and Branches of Foreign Bankso, where the
following changes were introduced:

U In case of obtaining significant participation, in the documents presented to
the Central Bank the significant participant should mention willingness or
unwillingness to provide financial support in case of deterioration of bankis
financial standing.
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U During their future service the head and members of board of commercial
bank can be invited to the Central Bank for additional interview at the
Central Bank Board meeting with the view of examining the professional
compliance.

U The head (employee) of bankis financial intelligence unit is considered as a
managerial employee, and the qualification and registration procedures
were harmonized with qualification and registration procedures of other
managerial positions.

U The managers and employees subject to registration under the law
0N Investment Fundso (in force from January 9, 2011) were included in the
standard request form for the registration of managers and employees.

U It is intended to create unified electronic database by state bodies
responsible for the registration of charters of legal entities, which can be
used by all interested parties.

U Amendments and addenda were introduced to the list of the documents
presented for registrations, licensing, and registration of branches and
representative offices.

U Amendments and addenda were introduced to the list of documents and
information presented to the Central Bank for receiving consent for
obtaining significant participation.

U The list of the information and documents was defined, which the
organization should periodically present to the Central Bank.

U Procedures were set up for the registration in line with the regulations,
for providing, altering and returning of copies of registration certificates.

U An appropriate form was defined for opening accumulative account in the
Central Bank intended for replenishment of the statutory capital.

U Qualification requirements are defined for the head and members of the
liquidation commission, and in case of the delegation of those functions for
the persons responsible for the fulfillment of the delegated functions.

As a result of those amendments, in case the financial standing of the
bank deteriorates, it will be possible to use the additional financial resources
provided by the significant participants and improve bankis financial standing.
Besides, the registration procedures of the head (employee) of financial
intelligence unit and other managers of the bank will be harmonized; it will be
possible to ensure the requirements of the clauses of the law fiOn Investment
Fundsd, and also procedure for registration of all managers and employees
subject to registration by the Central Bank through unified petition.With the view
of supporting the improvement of business environment in Armenia the
procedure of submitting charters to various parties and bodies by the legal
entities was eased. The amendments will allow ensuring efficient consolidated
supervision through reports (information) periodically submitted to the Central
Bank by financial organizations (the definition of the mentioned requirement was
also conditioned by the necessity of complying to Basel principles).

2. Regulation No 2 fiRegulation of Banking; Prudential Requirements for
Bankingo, where the following changes were introduced:
U The metal accounts are included in the calculation of foreign exchange risk,
which is part of capital adequacy ratio.
U For the standardized gold bars with no less than 999 proof 50 percent risk
weight was defined.
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U The funds attracted through metal accounts (except correspondent
accounts) are subject to reserve requirement in Armenian dram.

U The banks are obliged to keep the whole 12 percent of attracted foreign
exchange funds in Armenian dram as a result of changes to reserve
requirement mechanism, which is aimed at fighting dollarization of the
economy.

U The tangible assets, which were obtained for financial leasing or came into
the ownership of the bank as a result of solution or ending of leasing
contract, are reduced from the core capital of the bank in one year after the
day of their registration in the balance sheet(formerly the period was six
months).

U The funds attracted through overnight contracts signed at credit platform
of NASDAQ-OMX (which are reflected in the correspondent account at the
Central Bank) and deposits in the Central Bank with maturity more than
three working days are excluded from the calculation of highly liquid assets.

U An exception was made from the requirement that the subordinate
borrowings cannot be redeemed prematurely, for the cases when the whole
amount (before the redemption date) is directed to the replenishment
of statutory capital.

U As a result of changes in the accounting some of the articles of the iChart
of Accounts of Banks, Credit Organizations, Investment Companies,
Investment Funds and Investment Fund Managerso (new chart of accounts)
it was necessary to adjust the structure of the components of economic
prudential ratios, which resulted in following changes:

A In the structure of N1 prudential requirement from credit risk were
excluded the securities obtained through repo agreements and
differences of foreign exchange swaps, and were included securities sold
through repo agreements, the interests receivable from foreign exchange
swaps and differences from revaluation. The securities obtained through
repo agreements and liabilities for capital tools obtained through repo
agreements were included in interest and capital risks.

A The securities obtained through repo agreements, which according to
chart of accounts will be accounted in off-balance, will continue to be
included in the highly liquid assets for the calculation of N2 prudential
requirement. The repo agreements are not excluded from the total assets
any more.

A For the calculation of the foreign exchange prudential requirements in the
structure of foreign exchange position without derivatives the off-balance
(forward) part of foreign exchange swap will be included.

The purpose of those changes was to regulate the calculation of capital
adequacy, liquidity and reserve prudential requirements, issues related to leasing
activities, when the leasing contract is solved prematurely and the bank has to
find a new leaser. The mentioned changes will allow increasing the efficiency
of risk assessment and mitigation and supervision of financial institutions.

3. Amendments and addenda were introduced in Regulation No 3 fBanks}
Reports; Submission and Publication of Banksi Reportsd, according to which
the reporting forms and guidelines for filling them in were brought in
compliance with the changes in Regulation No 2 fiRegulation of Banking;
Prudential Requirements for Bankingo. The sectoral structure of the indicators
included in reporting Form No 6 fiReport on credit investments, accounts
receivables and investment securitieso was changed. The purposed structure is
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necessary for the precise calculation of financial intermediation in the GDP
with FISIM method (Financial Intermediation Services Indirectly Measured).
The sectoral breakdown used in the report was performed according to second
edition of fiStatistical Classification of Economic Activitieso.

. The regulation iOn Opening and Running of Unallocated Metal Accountso was
adopted by the Central Bank Board, which is aimed at defining the procedures
of opening and running unallocated metal accounts, the allowed transactions
with unallocated metal accounts and restrictions on such transactions.

Particularly it was defined that:

U The unallocated metal account is a demand or term account, which can be
opened for individuals and legal persons. It is intended for accounting
non-cash gold (only 999.5 and 999.9 proof), at the same time only the
weight and proof of are stated.

U The metal accounts are not considered as bank deposits and are not
guaranteed.

U For opening and running unallocated metal accounts the banks should
obtain consent of the Central Bank through presenting appropriate internal
legal acts and other documents.

U The banks can withdraw or add funds to metal accounts through non-cash
transfer of gold from metal account in the same bank or in other bank or
through buying (selling) gold from bank. No other transactions can be
carried out through metal accounts except those stated above, including
lending on metal accounts, withdrawal or adding of non-financial funds
from/to metal accounts.

. In the regulation fiOn the Minimum Requirements Imposed on Financial

Institutions in the Field of Combating Money Laundering and Terrorism

Financingd amendments were introduced according to which the

responsibilities of the head (employee) of the bankis financial intelligence unit

cannot be delegated to the head (employee) of bankis internal audit.

. New edition of Resolution N-39 fiOn Approval of the Procedure of Election

of Independent Audit Company by Banks Operating in Republic of Armeniao

was approved, which clarified the requirements imposed on the party
conducting audit of financial and economic activity. In particular it was
defined:

U At least 5 years of experience in auditing of banks or insurance companies.
Moreover, the requirement of the experience in auditing of banks or
insurance companies does not apply to internationally recognized audit
companies (10 best audit companies).

U The audit company agrees to take part in trilateral meeting between bank,
audit company and Central Bank for the discussion of the results of the
external audit with the invitation of the Central Bank and by the agreement
signed with the bank.

U The same responsible auditor cannot conduct the audit of the financial and
economic activity of the same bank, if he continually conducted the audit of
financial and economic activity of that bank during the 3 financial years
preceding the given financial year.

. The regulation AOn Providing State Registration Information of the
Organizations Registered by the Central Bank to the State Revenue
Committeeo, the purpose of which is to implement fione windowo principle and
also regulate the process of the providing of information to the State Revenue
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Committee (SRC) by the Central Bank. The main principles of the regulation

are:

U For issuing tax identification number (TIN) the Central Bank provides online
the following information to SRC: the complete name of the organization,
the legal type of the organizations, number of registration certificate, date
of registration, location of registration, types of activities, the addresses
of the locations of operation, the passport data and telephone numbers
of the director and chief accountant, the method of the creation of the
organization (through founding or reorganizing).

U After receiving the mentioned information SRC provides online to the
Central Bank TIN of the organization and the name of tax office serving the
organization.

U The Central Bank also provides to SRC information on giving consent
of termination of the activity or liquidation of financial organization.

. The Central Bank Board adopted regulation iOn Merger of Bankso, the purpose

of which is to enable the Central Bank to assess the impact of the merger on

the financial standing of the preserved organization and also to disclose
possible risks and efficiently supervise the process. The regulation
fiOn Merger of Bankso defines:

U The scope of information, the terms, forms and procedures of its submission
to the Central Bank for receiving preliminary consent for merger contract.

U The documents and information presented for the approval of merger
contract.

U The procedure of presenting approved transfer deed and documents to the
Central Bank for registering newly approved charter or the amendments
and addenda to charter of preserved organization.

U The procedure of publishing the merger announcement.

. The iRequirements for the Voluntary Funded Pension Depositis Contractd were
approved by the Central Bank Board, the purpose of which is to ensure
efficient operation of fivoluntary funded pension depositd pension scheme and
the protection of depositorsi rights in this field. The decree defines the
minimum requirements for voluntary funded pension depositis contract,
in particular:

U The bank stipulates in the contract the procedures and conditions of the
deposit, the maturity, terms, conditions of calculation and payment of
pensions/interests, as well as taxation principles and procedure of the
transfer of pension funds or part of them to insurance company with the
view of signing an annuity contract.

U Non-payment of periodical payments by depositors is not considered as
violation of contract and cannot lead to penalties, fines or any other
consequence for the depositor.

U The transactions with pension deposit are carried out in Armenian dram.

U The pension deposit cannot be pledged as a guarantee for the execution
of a liability.

10. The Central Bank Board approved the regulation iOn the Forms, Submission

Terms and Periodicity of the Reports Submitted to the Central Bank by the
Banks in Liquidation Processo, amendments and addenda were introduced to
regulation AOn Publishing Information on Activities of Liquidation Commission
of the Banks and Credit Organizations in Liquidation Processt and to the fiList
of Documents Presented to the Central Bank for Receiving Preliminary
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Consent for Liquidation of a Bank by the Decision of the Board and

Liguidation Permissiond.

U The list of documents and information required for the preliminary consent
for self-liquidation of banks and for permission for self-liquidation was
clarified.

U The terms, procedures and forms of the reports submitted to the Central
Bank by the liquidation commission (trustee) on the process
of self-liquidation (liquidation).

U The list, publishing procedures and forms of the information published by
liguidation commission on liquidation process were amended.

The above mentioned decrees ensure the completeness of the
self-liquidation (liquidation) processes of the banks, which will contribute to the
protection of rights and legal interest of the debtors as a result of self-liquidation
(liquidation) process, disclosure of possible risks and their efficient supervision,
and also to the transparency of the self-liquidation (liquidation) process carried
out by liquidation commission.

11. The Central Bank Board approved fiThe Chart of Accounts for the Banks,
Credit Organizations, Investment Funds and Investment Fund Managers
operating in the territory of Republic of Armeniad and fAiThe Application
Instruction of the Chart of Accounts for the Banks, Credit Organizations,
Investment Funds and Investment Fund Managers operating in Republic
of Armeniag, as a result of which:

U Instead of separate chart of accounts for banks, credit organizations and
investment companies a unified chart of accounts was implemented.

U With the view of ensuring more precise and comprehensive classification of
the accounts in banksi and credit organizationsi chart of accounts the four
digit accounts were substituted with five digit accounts.

U The securities obtained through repo agreements were moved to
off-balance, as the risks and benefits of the securities obtained through
repo agreement are not transferred to the party obtaining the securities,
and according to IFRS the asset cannot be accounted in balance sheet,
if the transfer of the risks and benefits of the asset did not occur.

U The foreign exchange swaps should be accounted in off-balance in
accordance to the accounting principles of other derivative instruments.

U AiUnrecognized interest incomed was excluded, as according to IFRS the
interest of the assets accounted in balance sheet should be accrued and
recognized as income regardless whether the asset becomes classified or
not.

U Following the requirements of IFRS that non-current assets for trade
should be accounted separately from other assets, for those assets
separate accounts were implemented in the chart of accounts.

U The accounting methods were changed for all those accounts that should
be measured at amortized cost using effective interest rate method.

U Number of accounts were added, which lacked in charts of accounts in
force, due to number of issues revealed in current chart of account.

Based on the fact that the charts of accounts of banks and credit
organizations did not comply with the IFRS requirements new chart of accounts
was introduced to address those incompliances. It is expected that as a result
of changes the comprehensive implementation of IFRS compliant accounting at
financial organizations will be ensured.
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12. As a result of adoption of iThe Chart of Accounts for the Banks, Credit
Organizations, Investment Funds and Investment Fund Managers operating
in  Republic of Armeniadé and fiThe Application Instruction of the Chart
of Accounts for the Banks, Credit Organizations, Investment Funds and
Investment Fund Managers operating in the territory of Republic of Armeniao
number of legal acts were adjusted:

U Regulation No 3 fiBanksi Reports; Submission and Publication of Banks)
Reportsd, Regulation No 15 fiReporting Forms of Credit Organizations,
Their Submission and Publishingd, Regulation No 2 fRegulation
of Banking; Prudential Requirements for Bankingd, Regulation No. 14
fiRegulation of Activities of Credit organizations; Prudential Standards for
Activities of Credit Organizationso. The guideline tables were excluded from
Regulation No 3.

U Regulation on oClassification of Loans and Receivables, and Loan Loss
Provisioning in Banks operating in Republic of Armeniad, which
fiUnrecognized interest incomed was excluded from, as interest from
non-performing assets should continue to be accrued and recognized as
income, according to IFRS.

13. With the view of defining and regulating the process of changing the type
of activities carried out credit organization (to be registered and licensed as a
bank) arising from the provisions of the law AiOn Credit Organizationso the
Central Bank introduced amendments and addenda to number of legal acts.

U Regulation No 1 fRegistration and Licensing of Banks and Branches
of Foreign banks, Registration of Bank Branches and Representative Offices,
Qualification and Registration of Heads of Banks and Branches of Foreign
Bankso,

A For receiving preliminary consent for changing the type of activities the
credit organization parallel to business plan should present to the Central
Bank the calculation of prudential ratios for the last two months in
accordance with Regulation No 2 and documents about the participants.

A The preliminary consent of the Central Bank to the request assumes
preliminary consent for receiving banking activity license and consent for
significant participation in newly established bank.

A For licensing purposes the credit organization should present to the
Central Bank all documents indicated in Regulation No 1 required for
licensing and registration, and all needed documents for branches and
representative offices.

A In case of sufficient statutory and total capital the presence of funds in
accumulative account at Central Bank is not required.

U Regulation No 8/03 filnformation Disclosure by Banks, Credit Organizations,
Insurance Companies, Insurance Brokers, Investment Companies, Central
Depository and Money Transfer Clearing Companieso:

A The credit organization is required to publish information about the
decision of changing the type of activities, on the date of receiving
preliminary consent of the Central Bank and also publish the approximate
date for applying for banking license.

A The credit organization should publish this information in its own website,
media, at own premises and through e-mail.

Reforms of the regulation framework come out of the necessity to provide
solutions to the new challenges rising in light of the new developments in the

financial system. The Central Bank identifies system risks and challenges
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affecting the sustainability and development of Armenian financial system,
carries out research and proposes institutional and legal solutions thereto.
The Central Bank keeps track of the trends and developments, as well as the
new technologies emerging in global financial markets, and provides respective
suggestions where their introduction and implementation is feasible.

MAIN STRATEGIC OBJECTIVES OF THE SUPERVISORY
AUTHORITY IN 2011

Individual departments (mainly Financial Supervision Department) of the
Central Bank perform off-site and on-site inspections of the financial institutions
aimed at identification of acceptable risk level for the financial system
participants, combating money laundering and terrorism financing, protection
of financial system consumer rights, compliance of financial system performance
to regulatory framework and etc.

In 2011 on-site and offsite inspections of the Central Bank Financial
Supervision Department focused on the following areas:
internal control system,
risk management system,
integrity of corporate management principles,
assessment of asset quality,
transparency,
IT sector,
compliance with the requirements relating to safe and sustainable business
operation,
risk level of reinsurance,
organization and control of Prospectus and/or Trade Prospectus registration
procedures,
! control over protection of transparency, integrity and consistency of
information subject to dissemination by reporting issuers,
f control over compliance of the business operations carried out by persons
propounding public offerings of securities with the provisions of legislation,

E NI I

= —a

f issues on prevention of operations by non-licensed entities,
f combat against money laundering and terrorism financing,
T quality of rendered services,

f consumer rights protection,

1 other.

The Secretariat of the Group of Banking Supervisors from Central and Eastern Europe
1 Plac PowstaCc-w Warszawy, 00-950 Warsaw, Poland
tel : +48 22 262 5650 fax: +48 22 262 5158
bscee@knf.gov.pl www.bscee.org

38



2011 DEVELOPMENTS IN THE ARMENIAN BANKING SYSTEM

THE ACTIVITIES OF THE BANKING SUPERVISORY

AUTHORITY IN 2011

In 2011, the Financial Supervision Department performed 235 on-site

inspections.

Table 2. On-Site Inspections and Workload of the Supervisors

Indicators | 2009 | 2010 | 2011 ‘
Number of Supervisors in the Financial Supervision Department 82 83 84
Total assets of commercial banks, credit organizations, insurance AMD AMD AMD
companies, securities market participants and pawn shops (annual 1.250 1.580 2.047
average) trillion trillion trillion
Average work load per supervisor of the Financial Supervision AMD AMD AMD
Department 15.2 19.0 24.4
billion billion billion
Number of inspections performed during the year, including: 539 380 235
Comprehensive inspections in banks 5 7 7
Targeted inspections in banks 29 24 13
Comprehensive inspections in credit organizations 3 6 6
Targeted inspections in credit organizations 3 2 1
Comprehensive inspections in insurance companies 4 3 3
Targeted inspections in insurance companies 4 8 -
Insurance broker companies 1 1 -
Insurance agents - - 38
Investment companies 8 4 4
Other participants of financial market(exchange offices,
pawnshops, payments system organizations and other) 490 325 163

Compared with previous year,

in 2011 the number of infringements

relating to legislative issues dropped in total number of infringements identified
during on-site and off-site inspections performed by the Central Bank Financial

Supervision Department.
of penalties also decreased.

Compared to the previous year,
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Table 3. Infringements of Financial Institutions and Penalties in 2011

. . Payment
Commercial Credit Insurance Y

Indicators Pawnshops system

banks organizations companies

Companies*

Area of Violation
Accounting 36 18 3
Asset classification norms 20 9 4
Legislation 364 133 191 76 2
Prudential standards 2 3 14
Incompliance with
instructions
Reporting delays 5 4 7
Inconsistent data 53 6 146 54
Total regulatory capital 1 6
Credit register 51 18
Indicators Commercial Cr_edit. Insuran_ce Pawnshops Psi/ysTeer:t
banks organizations companies Companies:
Penalties
Revocation of License 2
Fines imposed on
organization 238 13 215 43
Fines imposed on
managers )
Penalty 1
Warning 404 21 192 19 2
Revocation of manageris
professional qualification
license
Termination of license 15
Cessation

* QOrganizations implementing payment instruments, carrying out money transfers, processing
settlement documents and performing clearing operations.
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ORGANIZATIONAL CHART OF BANKING SUPERVISORY
AUTHORITY

Financial system supervision and regulation in the Central Bank is mainly

performed through the following hierarchy (in the ascending order):

1. Structural Subdivisions. The main subdivisions responsible and assisting
to supervision and regulation of financial system are: Financial Stability
and Development, Financial System Regulation, Financial Supervision,
Statistics, Legal and Financial Monitoring Center®,

V Standing committees: Implementation of the financial system
supervision and regulation functions is supported by the Central Bank
Council and Licensing and Supervision Committee.

V The Central Bank Council is a consulting body under the Central Bank
Chairman, members of which are the Central Bank Chairman, the
Central Bank Deputy Chairman and heads of the divisions. As a rule,
the Council regular sessions are convened once in every two weeks,
but not less than once in a month. The Council sessions may be
attended by the Central Bank Board members. The issues that will be
discussed by the Council members during the session are in advance
shared with the Central Bank Council.

2. Members of the Licensing and Supervision Committee are the Central
Bank Chairman (Committee Chairman), the Central Bank Deputy
Chairman (Committee Deputy Chairman), Head of the Central Bank
Financial Supervision Department, Head of the Central Bank Financial
System Stability and Development Department, Head of the Central
Bank Financial System Regulation Department and Head of the Central
Bank Legal Department. Licensing and Supervision Committee functions
through sessions, which shall be convened upon necessity, but not less
than once in a week.

3. The Central Bank Chairman is the highest rank official of the Central
Bank. The Chairman is responsible for the fulfillment of the objectives of
the Central Bank set forth by the fiLaw on the Central Bank of RAO.

4. The Central Bank Board is the highest governance body of the Central
Bank. The Board adopts normative and individual decisions. The Board
is comprised of the Chairman of the Central Bank, his deputy and five
members. A Board member of the Central Bank is responsible for
carrying out duties reserved for him in the areas specified by the
Central Bank Board. Sessions of the Central Bank Board shall be
convened as a rule once in two weeks, but, no less than once a month.

Upon necessity working groups can be established within Central Bank.

8 For details of objectives and functions of departments responsible for financial supervision and regulation
please visit the Central Bank website www.cba.am.
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Chart 26: Organizational chart of Central Bank of Armenia
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Chart 27: Organizational chart of Financial System Stability and
Development Department
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Chart 28: Organizational chart of Financial System Regulation

Department
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Chart 29: Organizational chart of Financial Supervision Department
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INTERNATIONAL ACTIVITIES OF THE AUTHORITY

In 2011 Central Bank continued multilateral and bilateral cooperation with
international and foreign organizations.

In 2011 the Central Bank continued cooperation with International
Monetary Fund, Bank for International Settlements, Financial Stability Institute,
Joint Vienna Institute, central banks of Switzerland, Russian Federation, ltaly,
Lithuania, France, Germany, Netherlands, Kazakhstan, Poland, Czech Republic,
Austria, central bankers training center at Bank of England, International
Organization of Securities Commissions and other institutions. Topics covered in
training courses, conferences and seminars on exchange of work experience,
conducted by the above mentioned institutions, related to financial stability and
actual issues related to banking, insurance, securities market participant
regulation and supervision. The Central Bank employees also visited central
banks of other countries, in order to get acquainted with their experience.

The Central Bank in cooperation with Federal Reserve System of USA,
central banks of Netherlands and France, German Bundesbank, Toronto Center of
Canada, National Bank of Poland and also with Eurasian Economic Community
organized 10 courses in Armenia including 6 regional courses, which were
attended both by Armenian and foreign specialists. Within the scope of Eurasian
Economic Community 4 courses were conducted on fiCompany ratings and credit
register at central bankso, fiAccounting of capital investments and fixed asset
renovationo, fiStudy of money laundering and terrorism financing combating
systemo and filnternal audit and control in Central banko. USA Federal Reserve
System conducted fiConsolidated supervisiond training and Toronto Center
organized fiLeadershipo course.

The Central Bank employees participated in annual meetings, forums,
banking and financial conferences, firound tabled sessions, consultations,
exhibitions and on-job seminars, where they presented reports and speeches.

It is worthwhile to mention the EGMONT group committee and working
group meeting(Oranjestad, Aruba), European banking and financial forum
(Prague, Czech Republic), fiMandatory private pension system reformso
international conference held by NASDAQ-OMX (Tallinn, Estonia), German-
Armenian Fundis board meeting (Frankfurt, Germany), conference of members of
Financial consumer protection and financial education network (Toronto,
Canada), Meeting of the Central Bank Governorsi Club of the Central Asia, Black
Sea Region, and Balkan Countries (Istanbul, Turkey), meeting of European
Council Anti-Money Laundering and Combat Against Terrorism Financing
MONEYVAL committee (Strasburg, France),annual meeting of Governors and
Deputy Governors of IMF and WB Netherlands subgroup countries (Limassol,
Cyprus), board meeting of Interstate Bank (Moscow, RF), 11th board meeting of
heads of securities supervision bodies of CIS countries (St. Petersburg, RF), 14th
plenary session of Eurasian Anti-Money Laundering and Combat Against
Terrorism Financing group (Moscow, RF), conference on fiCorporate Governance
of South-European banksd held by European Reconstruction and Development
Bank (London, UK), annual meeting of the Bank of International Settlements
(Basel, Switzerland), seminar discussion on fiFinancial Inclusion for Central Asia,
the Caucasus, and South Asiad held by Asian Development Bank (Urumgi, PRC),
discussion organized by Georgian National Bank on fiCapital Market
Developmento (Tbilisi, Georgia), annual meeting of the International Monetary
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Fund and the World Bank Board of Governors (Washington DC, USA), Annual
meeting of central banks (Madrid, Spain), global forum of pension systems
organized by International Organization of Pension Supervisors and Organization
for Economic Co-operation and Development (Cape Town, South African
Republic).

During 2011 within the scope of technical assistance by IMF and World
Bank the Central Bank hosted number of missions on supervision and financial
issues, monetary policy and statistics.

With the view of expanding business connections and negotiations the
Central Bank hosted World Bank independent assessment group, Fitch Ratings
experts, EBRD delegation, delegation of Chinese Development Bank for
discussing possible directions of Chinese-Armenian cooperation and joint
investment programs, delegation of Black Sea Trade and Development Bank for
presenting 2011-2014 midterm strategy and business plan, delegation of French
development agency led by South Caucasian regional manager Pascal
Grangereau and other delegations.

During 2011 the Central Bank organized number of business meetings,
working sessions, a firound tabled and a conference. On 11-15 of July 2011 19th
Plenary session of Egmont Group of Financial Intelligence Units was held in
Yerevan. 290 delegates from 99 countries attended the session. On 20-23 of
April 2011 President of the De Nederlandsche Bank Nout Wellink visited Yerevan,
where he had a lecture on fiModern trends of supervision architecture within or
outside the structure of the central bankso. On 24th of May former Minister of
Labor and Social Security of Chile Jose Piflera visited Central Bank with a lecture
on pension reforms.

In 2011 the Central Bank continued the process of signing agreements and
memorandums of understanding (MOUs) with other central banks within the
framework of the intergovernmental committees.

On 4th of October 2011 Central Bank and German Federal Financial
Supervisory Authority (BaFin) signed memorandum of understanding on
fiCooperation in Banking Supervisiono.

On 18th of October in St. Petersburg, Russian Federation agreement on
fiMain principles of foreign currency regulation and foreign currency policy in CIS
countrieso was signed.

In 2011 preliminary works were carried out for signing memorandum of
understanding between the Central Bank of Armenia and Financial Supervision
Agency of Poland.

COOPERATION WITH OTHER SUPERVISORY BODIES IN
THE COUNTRY

The Central Bank of Armenia is the mega-regulator of Armenian financial
sector. It implements regulation and supervision of all financial organizations in
the country.

For more information, please see:
http://www.cba.am/Storage/EN/publications/Fin-stab/fin_ham_zarg_11.pdf
http://www.cba.am/Storage/EN/publications/Fin-stab/fin_stab_11 engq.pdf
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STATISTICAL TABLES

Number of financial institutions (head offices/branches)
(at year-ends)

Type of financial institution 2009 2010 2011

Commercial banks®

Branches of foreign credit institutions X X X
Cooperative banks X X X
Banking sector, total: 22 21 21

Ownership structure of the financial institutions
on the basis of registered capital (%)
(at year-ends)

Type of financial institution 2009 2010 2011

Public sector ownership2 0% 0% 0,37%
Other domestic ownership3 35,0% 32,5% 31,6%
Domestic ownership total 35,0% 32,5% 32,0%
Foreign ownership4 65,0% 67,5% 68,0%
Banking sector, total: 100,0% 100,0% 100,0%

Concentration of asset by the type of financial institutions in 2011
(at year-end)

Type of the The first three | The first five HHI
financial institutions largest (%) largest (%)

Commercial banks 29,2% 46,2% 0,068
Branches of foreign credit

S X X X
institutions

Cooperative banks X X X
Banking sector, total: 29,2% 46,2% 0,068
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Return on Equity (ROE) by type of financial institutions (%)

Type of financial institution 2009 2010 2011

Commercial banks 3,4% 10,3% 9,8%
Branches of foreign credit institutions X X X
Cooperative banks X X X
Banking sector, total: 3,4% 10,3% 9,8%

Distribution of market shares in balance sheet total (%)

Type of financial institution 2009 2010 2011

Commercial banks 100,0% 100,0% 99,6%
Branches of foreign credit institutions X X X
Cooperative banks X X X
Other® X X 0,37%
Banking sector, total: 100,0% 100,0% 100,0%

The structure of assets and liabilities of the banking system (%)
(at year-end)

Financial sector 32,0% 24, 7% 26,1%
Nonfinancial sector 54,8% 60,6% 60,7%
Government sector 8,2% 9,7% 8,1%
Other 5,0% 5,0% 5,1%
Financial sector 23,0% 26,8% 29,7%
Nonfinancial sector 48,1% 43,9% 46,0%
Government sector 5,1% 5,2% 4,0%
Capital 21,0% 20,4% 17,2%
Other 2,8% 3,7% 3,1%
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Capital adequacy ratio of banks

Type of financial institution 2009 2010 2011

Commercial banks** 28,4% 22,2% 18,3%
Cooperative banks X X X
Banking sector, total:** 28,4% 22,2% 18,3%

(* - for Basel I; ** - for Basel II)

Asset portfolio quality of the banking sector
(share of impaired receivables / share of non-performing loans)

Non financial sector 4,80% 3,06% 3,38%
- households 5,76% 4,40% 3.47%
- corporate 4,57% 2,56% 3,34%

Source: OeNB, unconsolidated data; NPL of domestic business.

The structure of deposits and loans of the banking sector in 2011 (%)
(at year-end)

T Deposits | Loans

Households 59,8% 35,1%
Government sector X X
Corporate 40,2% 60,0%
Other (excluding banks) X 4,9%
Total 100,0% 100,0%
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P&L account of the banking sector (at year-ends)

Interest income
Interest expenses
Net interest income

Net fee and commission income

Other (not specified above) operating
income (net)

Gross income
Administration costs
Depreciation

Provisions

Net provisions on financial assets (loans,
securities, other assets)

Profit (loss) before tax

Net profit (loss)

Source: OeNB, unconsolidated data in EUR bn.

211 579
97 606
113 973
28 530

30018

172 520
96 479
13 440

38 773

23 882
15 818

282 985
121 928
161 056
40 062

44 429

245 548
127 161
16 938

20 583

80 863
62 760

Total own funds in 2011 (in EUR)

Cooperative banks

Banking sector, total:

Panarmenian Bank OJSC is not included. The latter was established in 2011 is an enterprise development
bank whose the only shareholder is the Central Bank of Armenia. Data presented in tables don't include the

679 536 619 276
X X
679 536 619 276

Panarmenian Bank, except of table 2 and table 5.

Out of banks operating in the RA the only public bank is the Panarmenian

60 259
X

60 259

351 868
163 343
188 525
46 140

51 280

285 945
144 814
18 789

36 402

85 923
66 537

Type of financial institution el Tier 1 Tier 2 Tier 3°
Capital

Commercial banks

Include banks whose more than 50% of shares are owned by residents legal and natural persons.

Include banks whose more than 50% of shares are owned by non residents legal and natural persons.

Include only the Panarmenian Bank.

Households loans include consumer and mortgage loans. The share of non performing loans is calculated as
the ratio of the sum of watched, substandard and doubtful loans to the sum of standard, watched, substandard
and doubtful loans. Loans classified as loss, wich are provisionned fully were held-off balance sheet and are

not included in the calculation.
Excluded leasing and factoring.

As of 30/12/2009 EUR/AMD=542.23
As of 30/12/2010 EUR/AMD=481.16
As of 30.12.2011 EUR/AMD=498.72
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2011 DEVELOPMENTS IN THE AUSTRIAN
BANKING SYSTEM

MACROECONOMIC ENVIRONMENT

The robust recovery of the Austrian economy recorded in 2010 continued
well into the first half of 2011, resulting in a comparably high annual growth
rate, which at 3% clearly exceeded the euro area average. While early in the
year, economic growth mainly relied on exports and on the downturn in the
inventory cycle, investment and domestic demand were the key drivers for the
remainder of 2011. With the debt crisis intensifying, growth weakened
considerably in the second half of 2011; in the fourth quarter, real quarter-on-
quarter GDP contracted slightly.

The slowdown in growth recorded at the end of 2011 was mainly
attributable to the weak international environment. Leading indicators point to a
slight improvement in economic activity in the first half of 2012, both at a global
level and in Austria, which means that a recession is unlikely. Nevertheless,
growth in Austria is expected to come to no more than 0.7% in 2012, reflecting
the external macroeconomic environment as well as fiscal consolidation
measures. In line with the expected recovery of the international economy and
the return of confidence, growth is assumed to accelerate to 1.6% in 2013
(OeNB economic outlook for Austria, December 2011).

HICP inflation in  Austria

Contributions to Real GDP Growth climbed from 2.2% to 3.7% from
in Austria December 2010 to April 2011 and
Quarter-on-quarter growth in %; contributions to growth in remained at hlgh levels until
percentage points (seasonally adjusted) December 2011 (3 4%) .
2 The acceleration of overall inflation
] until March 2011 mainly resulted
ﬂ\ﬁ\r\; from energy and food price
0 18 —e | = developments, while later price
increases were exclusively caused by
8 rising prices for services. For 2011
oY as a whole, HICP inflation in Austria
Q1 Q2 O3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Ccame to 3.6% and was thus above
2009 2010 2011 the euro area average and higher
B Consumption Bl Changes in inventories than the Comparable rates in
Net exports (including statistical discrepancy) Germany and Italy. The OeNB

= GDP Investment . . . . .
expects inflation in Austria to decline
Source: Eurostat. markedly to 2.4% in 2012 and to

decrease to below 2% in 2013.

The Austrian labor market performed extraordinarily well in 2011, posting
excellent figures in international comparison. At 4.1% (Eurostat definition) for
2011 as a whole, the Austrian unemployment rate was the lowest among all EU
countries; developments in youth unemployment were also relatively positive.
Employment grew strongly in 2011, with changes in job vacancies being the only
indicator of slight labor market deterioration in the course of the year. The sound
economic recovery, favorable trends in employment as well as tax increases
(petroleum tax) caused tax revenues to rise substantially in 2011.
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Cuts in social transfers as well as the weak rise of public sector wages and
pensions contributed to keeping expenditure growth relatively low. For this
reason, Austria was able to achieve a better deficit ratio than that defined as its
target in its 2011 Stability Programme, posting a general government budget
balance of T2.6% of GDP. At the same time, the government debt ratio rose to
72.2%. As the euro area sovereign debt crisis intensified, the yield spreads of
Austrian government bonds against the corresponding German bonds widened.
Standard & Pooris downgraded Austriais long-term rating to AA+.
These developments, together with the requirements related to the debt brake
established in the fall of 2011, led the federal government to adopt a
comprehensive consolidation package in the spring of 2012. This package
envisages cumulative savings of EUR 26.4 billion to be reached by 2016;
two-thirds of this volume are to be gained through measures on the expenditure
side.

2011 DEVELOPMENTS IN THE AUSTRIAN BANKING SYSTEM

Austria recorded another large current account surplus of EUR 5.9 billion
(2010: EUR 8.6 billion) in 2011. While trade in goods resulted in a deficit of
around EUR 7 billion, services posted a EUR 14 billion surplus, which was
attributable to the traditionally profitable travel and tourism industry as well as
to other services categories. The balance on current transfers, which mainly
reflects public sector transactions T such as EU contributions 7T closed with a
deficit of around EUR 2 billion. Cross-border income produced a surplus of just
under EUR 1 billion.

DEVELOPMENT IN THE BANKING SYSTEM (INCLUDING
THE ASSETS TOTAL / GDP)

In the wake of the renewed tensions that gripped the international
financial markets by mid-2011, the conditions underpinning the Austrian financial
system have worsened progressively, thereby placing the countryis financial
stability at increased risk. A slight decrease in operating income paired with
rising expenses that were driven (among other factors) by write-down
requirements caused a significant decline in the profitability of Austriais banking
sector in 2011.

After having increased during the first half of the year, capital adequacy
ratios continued to improve slightly thereafter, although capitalization remained
below peer levels.

Despite heightened macroeconomic and political risks, Austrian banksp
subsidiaries in Central, Eastern and Southeastern Europe (CESEE) again
accounted for a substantial share in the total earnings of their parent banks.
Nevertheless, further improvements in efficiency are required and should be
pursued.

Austrian banksb foreign claims on euro area countries which were most
severely hit by the sovereign debt crisis was further reduced in 2011 and
remained low by international comparison.

Despite the challenging international environment, Austrian banksi liquidity
situation improved slightly in 2011, an outcome attributable to banksi early
efforts to reduce their net funding gaps.

Although the level of new foreign currency lending was low in recent years,
the substantial volume of outstanding foreign currency loans still constitutes a
risk factor for domestic banks. While the measures implemented by the Swiss
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National Bank have curbed the appreciation tendency of the Swiss franc for the
time being, the volatile market environment is exerting pressure on the
repayment vehicles often used to back foreign currency loans.

In light of the difficult environment they encountered in 2011 T a condition
exacerbated by the continued uncertainty in international markets T Austrian
banks must take steps to permanently strengthen their capital base, further
improve their liquidity situation and enhance the sustainability of their business
models. Published in March 2012 by the FMA and the OeNB, the fiSupervisory
guidance on the strengthening of the sustainability of the business models of
large internationally active Austrian banksd was another decisive move in that
direction.

In 2011 unconsolidated total assets of the Austrian banking system
increased slightly in comparison to the previous year to EUR 1.014,3 bn.
Due to a stronger rise of GDP the banking assets to GDP ratio reduced somewhat
to approximately 337%.

2011 DEVELOPMENTS IN THE AUSTRIAN BANKING SYSTEM

THE LEGAL AND INSTITUTIONAL FRAMEWORK

OF THE OPERATION AND SUPERVISION OF FINANCIAL
INSTITUTIONS, NEW DEVELOPMENTS.

LEGAL COMPETENCE OF THE BANKING SUPERVISORY
AUTHORITY IN AUSTRIA

The FMA is an independent, autonomous and integrated supervisory
authority for the Austrian Financial Market, established as an institution under
public law. It is responsible for the supervision of credit institutions, payment
institutions, insurance undertakings, pension funds, staff provision funds,
investment funds, investment service providers, credit rating agencies and stock
exchanges, as well as for prospectus supervision. The FMA is also responsible for
monitoring trading in listed securities to ensure that it is carried out properly and
for monitoring issuersi compliance with information and organization obligations.
Further tasks include combating the unauthorized provision of financial services
and taking preventive action against money laundering and terrorist financing.
The FMA is an integral part of the European System of Financial Supervisors
(ESFS) and represents Austria in the relevant European institutions, closely
cooperating with the network of supervisors and actively contributing to its work.

In accordance with its statutory mandate, the tasks of the Banking
Supervision Department of the FMA include in particular the performance of
licensing, authorization and notification procedures, the performance of
supervisory procedures, the official supervision of intra-bank models,
commissioning the OeNB to carry out on-site inspections, officially monitoring
action taken by the credit institution to remedy shortcomings, the interpretation
of the law with regard to banking supervision, collecting and analyzing qualitative
information, evaluating analysis results with respect to official measures and the
involvement in legislation related to banking supervision, sending departmental
representatives to international bodies, supervising branches and representative
offices of foreign credit institutions as well as cross-border supervision within the
scope of the Consolidating Supervision concept.
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MAIN STRATEGIC OBJECTIVES OF THE SUPERVISORY
AUTHORITY IN 2011

The FMAls main strategic objects in the field of banking supervision for
2011 were:

1 The quality and effectiveness of the operative banking supervision are
sustainably strengthened.

1 The operative banking supervision is prepared for changes resulting from
recent amendments to the Capital Requirement Directive.

1 The FMA is actively contributing to the developments concerning the
supervisory system at the European level.

f  The cross border cooperation with other banking supervisory authorities in
the context of Consolidating Supervision is further developed.

T Necessary measures concerning conclusions of relevant market
developments are timely implemented.

f Measures concerning a strong crisis management are set and the
implementation of the Recovery and Resolution Directive is prepared.

THE ACTIVITIES OF THE BANKING SUPERVISORY
AUTHORITY

In 2011, the banking supervisory authority made use of its right to
demand information from credit institutions in about 384 cases. Apart from these
formal ad-hoc information requests the FMA based its decisions on various
sources such as the credit institutionis financial statements, the reports of
auditors and state commissioners, as well as on standardized meetings with the
management of numerous credit institutions, the so called management talks.
Another important source of information is the on-site inspections and analyses
conducted by the OeNB. In 2011, the OeNB conducted 43 on-site inspections on
behalf of the FMA.

As banking supervisor the FMA is also responsible for granting, extending
or withdrawing licenses. In 2011 the FMA granted three new licenses, extended
ten existing and revoked nine licenses.9 Two license applications had to be
refused due to formal deficiencies.

If there is a risk of a credit institution being unable to fulfill its obligations
to its creditors and customers, the FMA may take appropriate measures.
In particular, it may prohibit the distribution of capital or profit, appoint a
government commissioner, dismiss the managers or prohibit the continuation of
business operations. On one occasion in 2011, the FMA had to apply these
measures.

9 Extending a license means to allow an existing credit institution to conduct additional banking business.
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ORGANIZATIONAL CHART OF THE BANKING SUPERVISORY
AUTHORITY
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INTERNATIONAL ACTIVITIES OF THE AUTHORITY AND
COOPERATION WITH OTHER SUPERVISORY BODIES

The FMA consistently strives to nurture and further expand on dialogue
with other supervisory authorities, particularly those in Central, Eastern and
South-Eastern Europe. To this end, bilateral meetings were held in the various
areas of supervision and at different levels. These meetings focused on such
issues as the exchange of information on supervised institutions and groups
engaging in cross-border activities. In 2011, meetings were held with banking
supervisors from Hungary, Romania and Slovenia, and with insurance
supervisors from Moldova, Romania and Macedonia.

Furthermore, the FMA was represented at the 24th annual conference of
the Group of Banking Supervisors from Central and Eastern Europe (BSCEE) in
Tirana, Albania. This event looked at the role of the banking system and banking
supervision in terms of financial stability and at Basel I1l. The FMA was appointed
as the chair of this conference for 2012, a role to be fulfilled by Michael Hysek,
who heads the Banking Supervision Department.
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COOPERATION WITH OTHER SUPERVISORY BODIES IN
THE COUNTRY

In handling official activities related to supervision, the FMA must, as far
as possible, draw on analysis and inspection results as well as the results of the
expert opinions prepared by the OeNB during model approval procedures, in
addition to using information from third parties or from the respective bank.
This collaborative setup calls for intensive, timely coordination between the two
institutions.

This reconciliation process is supported by a database, the joint
information system. Various reporting data, relevant information available from
the FMAIls supervisory activities as well as data and results of OeNB analyses are
filed in this database.

Moreover, a Financial Market Committee is established at the Federal
Ministry of Finance to foster cooperation and the exchange of views, and to
provide advice on financial market and financial stability issues. The committee
has one member each from the FMA, the OeNB and the Federal Ministry of
Finance and meets at least once every quarter. The committee discusses national
legal and overall financial market policy issues, and discusses the Austrian
position on drafts of European legislation. Moreover, the Financial Market
Committee also coordinates action during financial crises; in this function, it acts
as the domestic standing group established in line with the 2008 Memorandum of
Understanding.

OTHER RELEVANT INFORMATION AND DEVELOPMENTS

Sustainability package

In November 2011, the OeNB and the FMA presented a principle-based set
of measures that aims at strengthening the sustainability of the business models
of the three largest internationally active Austrian banking groups. The guidance
is based on the following three pillars of sustainability-enhancing measures:

1. Strengthening the self-reliance of subsidiaries.
2. Increasing the risk bearing capacity of large parent banks further.
3. Setting up of group recovery and resolution plans.

This balanced set of measures aims at strengthening financial stability
both in Austria and in the host countries (above all in CESEE). It will promote
sustainable growth and help avoid pronounced boom-bust cycles, thus
strengthening the three Austrian banking groupsi conservative and retail-focused
business models.

Foreign currency lending

Owing to the risks inherent in and the systemic relevance of foreign
currency loans and loans with repayment vehicles, the FMA believes that there
must be a more significant reduction in the risks arising from banking
transactions with regard to the total volume of foreign currency loans granted to
households. To this end, the FMA published an extension of the related FMA
Minimum Standards in 2010. In 2011, on-site inspections focused on banksj
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compliance with these standards. Also, the FMA regularly monitors how the stock
of foreign currency loans develops and if new foreign currency loans are
extended to private households.

Moreover, the FMA published - jointly with the OeNB and the Austrian
Federal Economic Chamber - an information folder concerning the risks involved
in foreign currency loans.

2011 DEVELOPMENTS IN THE AUSTRIAN BANKING SYSTEM
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STATISTICAL TABLES

Number of financial institutions (head offices/branches)
(at year-ends)

Type of financial institution 2009 2010 2011

Commercial banks

Branches of foreign credit institutions 29 30 30
Cooperative banks 613 606 597
Banking sector, total: 855 855 824

Source: OeNB, unconsolidated data.

Ownership structure of the financial institutions
on the basis of registered capital (%)
(at year-ends)

Type of financial institution 2009 2010 2011

Public sector ownership 10.5 11.5 10.6
Other domestic ownership 68.3 68.7 68.1
Domestic ownership total 78.8 80.2 78.7
Foreign ownership 21.3 19.2 21.3
Banking sector, total: 100.0 100.0 100.0

Source: OeNB, unconsolidated data.

Concentration of asset by the type of financial institutions in 2010
(at year-end)

Type of the The first three | The first five HHI
financial institutions largest (%) largest (%)

Commercial banks 39.6 49.2 729.6
_Brapches of foreign credit 70.3 772 3.4475
institutions

Cooperative banks 39.8 55.1 823.4
Banking sector, total: 28.9 36.5 390.5

Source: OeNB, unconsolidated data.
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Return on Equity (ROE) by type of financial institutions (%)

Type of financial institution 2009 2010 2011

Commercial banks -0.1
Branches of foreign credit institutions n.a. n.a. n.a.
Cooperative banks -0.1 6.6 4.3
Banking sector, total: 0.1 5.8 1.6

Source: OeNB, unconsolidated data.

Distribution of market shares in balance sheet total (%)

Type of financial institution 2009 2010 2011

Commercial banks 64.2 62.3 61.3
Branches of foreign credit institutions 1.1 1.2 1.2
Cooperative banks 34.7 36.6 37.5
Other - - -
Banking sector, total: 100.0 100.0 100.0

Source: OeNB, unconsolidated data.

The structure of assets and liabilities of the banking system (%)
(at year-end)

Financial sector

Nonfinancial sector n/a n/a n/a
Government sector n/a n/a n/a
Other

Financial sector

Nonfinancial sector n/a n/a n/a
Government sector n/a n/a n/a
Capital n/a n/a n/a
Other n/a n/a n/a

A breakdown of the whole balance sheet into these categories is not possible because only for loans and
deposits this structure is given (see later table)
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Capital adequacy ratio of banks

Type of financial institution 2009 2010 2011

Commercial banks** 12.2 13.2 13.4
Cooperative banks** 13.7 134 13.7
Banking sector, total**: 12.8 13.2 13.6

Source: OeNB, unconsolidated data.
(* - for Basel I; ** - for Basel Il)

Asset portfolio quality of the banking sector
(share of impaired receivables / share of non-performing loans)

Non financial sector
- households n.a. n.a. n.a.

- corporate n.a. n.a. n.a.
Source: OeNB, unconsolidated data; NPL of domestic business.

The structure of deposits and loans of the banking sector in 2010 (%)
(at year-end)

T Deposits | Loans

Households 71.6 40.8
Government sector 4.1 9.3
Corporate 16.8 42.4
Other (excluding banks) 7.6 7.6
Total 100.0 100.0

Source: OeNB, unconsolidated data; only domestic business
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P&L account of the banking sector (at year-ends)

Interest income 32.8 26.9 28.2
Interest expenses 24.0 17.8 18.6
Net interest income 8.8 9.1 9.6
Net fee and commission income 3.6 4.0 3.8

Other (not specified above) operating

income (net) B 58 el
Gross income 17.9 19.7 19.2
Administration costs 9.5 9.7 10.0
Depreciation 0.6 0.6 0.5
Provisions 8.5 3.3 5.7
Impairment on financial assets not
measured at fair value through profit and

o ! X n.a. n.a. n.a.
loss / Provisions on financial assets
(loans, ...)
Profit (loss) before tax 0.4 4.8 2.2
Net profit (loss) 0.04 4.2 1.2

Source: OeNB, unconsolidated data in EUR bn.

Total own funds in 2011 (in EUR)

Type of financial institution gizzl Tier 1 Tier 2 Tier 3
Capital

Commercial banks 51.8 40.7 12.7
Cooperative banks 36.3 28.1 9.5 0.3
Banking sector, total: 88.1 68.8 22.2 1.1

Source: OeNB, consolidated data in EUR bn.
Total own funds before deductions; Tier capital after deductions
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2010 DEVELOPMENTS IN THE BANKING SYSTEM OF THE REPUBLIC OF BELARUS

2011 DEVELOPMENTS IN THE BANKING SYSTEM OF
THE REPUBLIC OF BELARUS

MACROECONOMIC ENVIRONMENT

In 2011, worsening external imbalances in the beginning of the year had a
key influence on the economic development of Belarus, resulting in the continued
high domestic demand under the influence of a number of adverse external
factors, including an increase in import prices on natural gas.

Current external economic imbalances contributed to the development of
instability in the domestic foreign exchange and deposit markets, a significant
reduction in the national currency exchange rate, and acceleration of inflation
processes.

GDP increased in comparable prices by 5.3% on the previous year (in
2010 7 by 7.6%). Inflation in the consumer market stood at 8.7%, compared
with 9.9% in 2010.

DEVELOPMENT OF THE BANKING SYSTEM (INCLUDING
THE ASSETS TOTAL / GDP)

As at January 1, 2012, the banking sector of the Republic of Belarus
included 31 operating banks and 138 branches. Foreign banks ran 9
representative offices in the territory of the country.

Foreign capital participated in the authorized capital of 26 banks, including
nine wholly-foreign owned banks. As at January 1, 2012, the non-residents}
share in the aggregate authorized capital of the Belarusian banks amounted to
14.54% (in 2011 7 by 24.22%). The share held by the State Committee on
Property of the Republic of Belarus in three banks exceeded 50% of the
authorized capital.

In 2011, the banksi aggregate authorized capital grew by 130%,
amounting to BYR27.65 trillion as at year-end 2011 or EUR2.6 billion in
equivalent.

In the period under review the banking sectoris assets increased by
103.4%, amounting to BYR257.4 trillion (EUR24.0 billion in equivalent) and the
assets/GDP ratio rose from 59.7 to 66.2%.

In 2011, the banksi profits amounted to BYR3.1 trillion, exceeding 1.8
times the profit made in 2010. The banking sector yielded return on assets'® to
the tune of 1.65% (as at January 1, 2011 T 1.7%) and return on the regulatory
capital to the tune of 14.9% (as at January 1, 2011 7 11.8%).

10 Profit after taxation is used in the calculation of this indicator.
The Secretariat of the Group of Banking Supervisors from Central and Eastern Europe
1 Plac PowstaCc-w Warszawy, 00-950 Warsaw, Poland
tel : +48 22 262 5650 fax: +48 22 262 5158
bscee@knf.gov.pl www.bscee.org

63



2010 DEVELOPMENTS IN THE BANKING SYSTEM OF THE REPUBLIC OF BELARUS

THE LEGAL AND INSTITUTIONAL FRAMEWORK OF THE
OPERATION AND SUPERVISION OF FINANCIAL
INSTITUTIONS, NEW DEVELOPMENTS

In the year under review, the work on improving the regulatory legal
framework that regulates the banking supervision sphere, bringing it into line
with international standards, legislation requirements, and practical application
experience continued.

Amendments and modifications to the regulatory legal acts of the National
Bank regulating the formation of special reserves and secure functioning
requirements were introduced. Additional restrictions on banksi participation in
the authorized capital of commercial organizations were imposed.
Uniform amounts of secure functioning requirements for operating and newly
established banks were defined.

Pursuant to recommendations on the methodology for conducting
inspections of banks and non-bank financial institutions by the National Bank and
risk level assessment, the procedures for performing inspections in all significant
aspects were improved, as well as new directions of the above-mentioned
activities were defined. The mechanism of assessing the level of each risk, capital
adequacy, profitability (income), and the quality of bankis management based on
the assessment of quantitative and qualitative influence factors was developed.

The procedures for implementing measures to improve the financial
condition or reorganization taken by banks and non-bank financial institutions
were updated and brought into line with practical experience and prevailing
economic situation in the country.

Recommendations on organizing the risk management system in banks
given the international best practices, generalized in the documents of the Basel
Committee on Banking Supervision, the European Banking Organization, and
other quality standards for risk management were drawn up.

LEGAL COMPETENCE OF THE BANKING SUPERVISION
AUTHORITY IN THE REPUBLIC OF BELARUS

In the Republic of Belarus the supervisory functions are entrusted to the
central bank of the country T the National Bank which incorporates the Banking
Supervision Directorate, a special supervisory unit.

In carrying out banking supervision in the Republic of Belarus the National
Bank performs the following functions:

1 development of secure functioning requirements and other prudential
requirements for the banks to ensure the banking systemis stability and
soundness;

f state registration of banks and licensing of banking;

! development of relevant secure functioning requirements and corporate
governance standards with a view to maintaining stability and
soundness of the banking system;
development of rules and procedures for banking operations;
on-site inspection of a bank and evaluation of its operational risks;
revealing the infringements of banking legislation;

= —a —.
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f determination of the rules of publication and contents of information
which is published in order to assess the degree of reliability of banks
and non-bank financial institutions;

! analysis of banksi reports;

1 regulation of the foreign capitalis access to the banking system of the
country;

T monitoring of the banking sectorfs risks; and

f regulation of banksi reorganization and liquidation.

Also, the system for guaranteeing the repayment of funds attracted by
banks from natural persons exists in the Republic of Belarus. Natural personsj
deposits guarantee fund is created at the expense of monthly irrevocable
contributions that are made by banks licensed to accept deposits from natural
persons and are accumulated by the Agency on the Guaranteed Repayment of
the Natural Personsi Deposits.

MAIN STRATEGIC OBJECTIVES OF THE SUPERVISORY
AUTHORITY IN 2011

In 2011, goals and objectives of banking supervision were determined by
the need to ensure a stable functioning of the banking sector and protect the
interests of depositors and other banksi creditors. Their implementation was
associated with the improvement of prudential requirements and supervisory
procedures, increase in the level of all components of the supervisory process
(pre-supervision under the state registration of banks and banking licensing, the
current supervision, including off-site and macroprudential supervision, and
inspection).

THE ACTIVITIES OF THE BANKING SUPERVISORY
AUTHORITY IN 2011

In the year under review, the banking sector was faced with an adverse
impact of a significant reduction in the exchange rate of Belarusian ruble, a sharp
acceleration of inflation, the uncertainty in the domestic foreign exchange
market, the outflow of the householdsi funds in the national and foreign
currencies, monetary policy tightening, growth in the proportion of clientsb
problem assets, as well as the decrease in the international ratings.
These factors greatly complicated the conditions of banksi activities and their
compliance with the secure functioning requirements.

Continuous monitoring of the negative tendencies and increased risks of
banksi activities was carried out as part of the off-site supervision. For the
purpose of identifying the reasons, grounds, and circumstances contributing to
the breaches of prudential requirements, working meetings with the banks}
executive bodies were held, measures of supervisory response were taken,
necessary recommendations were submitted to the banksi supreme management
bodies (supervisory boards). The cooperation of the National Bank with audit
organizations and the Association of Belarusian banks was reinforced.

In 2011, the National Bank conducted 21 unscheduled inspections of banks
and their structural units on various aspects of banking activities. Based on the
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results of inspections the acts, which reflected the violation of legislation
regulating banking activities, and statements on the level of risks assumed by
banks, the adequacy of internal control system, and the quality of bank
management were drawn up. Recommendations to remedy the deficiencies
revealed, instructions to eliminate violations were submitted to banks, as well as
measures stipulated by legislation on administrative offenses were applied in
case of necessity.
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ORGANIZATIONAL CHART OF THE BANKING SUPERVISORY AUTHORITY
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INTERNATIONAL ACTIVITIES OF THE AUTHORITY

The National Bank is endeavoring to establish and develop contacts and
exchange of information with foreign banking supervisory authorities.
Cooperation with those countries in which representative offices of the Belarusian
banks are located and whose banks established subsidiaries and representative
offices in the Republic of Belarus is of particular interest.

In 2011, 16 bilateral agreements with foreign banking supervisory
authorities were in force.

In the year under review, the National Bank was aided, in the course of
technical assistance from the IMF, in the development of risk-oriented
supervision.

COOPERATION WITH THE OTHER SUPERVISORY BODIES
IN THE REPUBLIC OF BELARUS

In carrying out banking supervision functions, the National Bank of the
Republic of Belarus cooperates on a regular basis with the Ministry of Finance of
the Republic of Belarus, the Ministry of Internal Affairs of the Republic of Belarus,
the General Prosecutoris Office of the Republic of Belarus, the State Control
Committee of the Republic of Belarus, the State Customs Committee of the
Republic of Belarus, financial intelligence units, and tax authorities.

OTHER RELEVANT INFORMATION AND DEVELOPMENTS

More detailed information on the developments in the banking sector and
banking supervision in the Republic of Belarus can be found on the official
website of the National Bank of the Republic of Belarus (www.nbrb.by/engl/).
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2011 DEVELOPMENTS IN THE BANKING SYSTEM OF THE REPUBLIC OF BELARUS

STATISTICAL TABLES

Number of financial institutions (head offices/branches)
(at year-ends)

Type of financial institution 2009 2010 2011

Commercial banks
Branches of foreign credit institutions
Cooperative banks

Banking sector, total 32 31 31

Ownership structure of the financial institutions
on the basis of registered capital (%)
(at year-ends)

Type of financial institution 2009 2010 2011

Public sector ownership 72,4 71,7 84,5
Other domestic ownership 1,2 1,0 0,9

Domestic ownership total 73,6 72,7 85,4
Foreign ownership 26,4 27,3 14,5
Banking sector, total 100,0 100,0 100,0

Concentration of asset by the type of financial institutions in 2010
(at year-end)

Type of the The first three | The first five HHI
financial institutions largest (%) largest (%)

Commercial banks 69,22 79,42 21,94

Branches of foreign credit
institutions

Cooperative banks - = -

Banking sector, total: 69,22 79,42 21,94

Return on Equity (ROE) by type of financial institutions (%)

Type of financial institution 2009 2010 2011

Commercial banks 8,93 11,77 14,87
Branches of foreign credit institutions - - -
Cooperative banks - - -

Banking sector, total: 8,93 11,77 14,87
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Distribution of market shares in balance sheet total (%)

Type of financial institution 2009 2010 2011

Commercial banks 100.0 100.0 100.0
Branches of foreign credit institutions

Cooperative banks

Other

Banking sector, total: 100.0 100.0 100.0

The structure of assets and liabilities of the banking system (%)
(at year-end)

Claims on general government 4,8% 4,1% 5,5%
Claims on economic entities* 60,4% 54,9% 48,1%
Claims on natural persons 19,3% 17,9% 12,6%
Claims on the National Bank 4,2% 14,8% 22.2%
Claims on banks 3,7% 2,7% 3,0%
Claims on non-residents 4,9% 3,5% 7,3%
Other assets 2,6% 2,1% 1,3%
Central government funds 11,7% 8,7% 4,6%
Local government funds 2,8% 2,5% 2,5%
National Bank funds 10,2% 21,9% 7,3%
Economic entities' funds* 19,8% 18,1% 26,1%
Natural persons' funds 21,8% 18,0% 19,5%
Banks' funds 4,3% 2,9% 3,1%
Funds received from non-residents 12,2% 13,5% 19,3%
Other liabilities 17,2% 14,5% 17,6%

* Economic entities - non-bank financial institutions, commercial and non-profit non-financial enterprises
and organizations, individual entrepreneurs.

Capital adequacy ratio of banks

Type of financial institution 2009 2010 2011

Commercial banks 19,8%** 20,5%** 24, 7%**
Cooperative banks - - -

Banking sector, total: 19,8% 20,5% 24,7%

(* - for Basel I; ** - for Basel Il)
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Asset portfolio quality of the banking sector
(share of impaired receivables / share of non-performing loans)

Non financial sector 4,49% 3,71% 3,68%
- households 5,60% 4,80% 4,59%
- corporate 0,99% 0,52% 0,47%

The structure of deposits and loans of the banking sector in 2010 (%)
(at year-end)

T T reposis | Loans

Households 40,3 20,6
Government sector 14,6 0,7
Corporate 42,0 75,3
Other (excluding banks) 3,1 3,4
Total 100,0 100,0

P&L account of the banking sector (at year-ends)

Interest income 2098,2 2640,3 2126,7
Interest expenses 1428,6 1607,7 1481,5
Net interest income 669,6 1032,6 645,2
Net fee and commission income 350,5 451,4 280,5

Other (not specified above) operating

. -602,7 -753,9 -415,7
income (net)

Gross income 238,6 364,0 364,6
Administration costs 175,0 163,4 140,4
Depreciation 3135,3 4073,6 7517,0
Provisions 353,7 529,5 349,1
Impairment on financial assets not

measured at_ fair valqe thrc_Jugh profit and 897 98.4 632
loss / Provisions on financial assets

(loans, ...)

Profit (loss) before tax 264,0 431,1 285,9
Net profit (loss) 2098,2 2640,3 2126,7
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Total own funds in 2010 (in EUR)

Type of financial institution gizzl Tier 1 Tier 2 Tier 3
Capital

Commercial banks 3464,53 2865,03 607,14
Cooperative banks - = - -

Banking sector, total: 3464,53 2865,03 607,14 0,06

The Secretariat of the Group of Banking Supervisors from Central and Eastern Europe
1 Plac PowstaCc-w Warszawy, 00-950 Warsaw, Poland
tel : +48 22 262 5650 fax: +48 22 262 5158
bscee@knf.gov.pl www.bscee.org

72



2011 DEVELOPMENTS IN THE BANKING SYSTEM OF THE FEDERATION OF BOSNIA AND A’

HERZEGOVINA

2011 DEVELOPMENTS IN THE BANKING SYSTEM OF
THE FEDERATION OF BOSNIA AND HERZEGOVINA

MACROECONOMIC ENVIRONMENT

According to the preliminary estimates', the nominal value of the GDP for
Bosnia and Herzegovina (B&H) in 2011 was 25.950 billion KM, which represents
a nominal increase of 5,6%, compared to the year 2010. According of estimate
by Central Bank of Bosnia and Herzegovina GDP/ per capita in 2011 amounted to
6.758 KM for Bosnia and Herzegovina. An analysis of the composition of the
Industrial Output Index in B&H, December 20112, relative to December 2010,
reveals that all three sectors that comprise industrial production T mining,
manufacturing industry and supply of electric power, gas and water T recorded
output increases by 4,9% , 6,5% per cent and 16,3%, respectively.

The annual rate of inflation recorded in December 2011 in B&H was 3,1%
and it was 40 basis points higher than the annual inflation in the Euro area,
and 10 basis points higher in comparison with the EU27. In neighboring
countries, the annual inflation rate was mainly lower than in BH, except in
Serbia, where inflation of 7.0 per cent was recorded. Inflation rate was lower by
1.1 percentage point in Slovenia, 1.0 pp in Croatia and by 0.3 pp in Macedonia
and Montenegro, respectively.

The composition of the Consumer Price Index in B&H shows that the price
levels in December 2011, in annual terms, were caused both by increases in
prices of goods and also of services. Namely, prices of goods increased by 2.8
per cent, and service prices by 3.2 per cent. Consumer Price Index in B&H
indicated that the price level in December 2011, in annual terms, were recorded
for alcoholic beverages and tobacco T 8.9 per cent, transportation by 6.9 per
cent and in communication-related services T by 5.3 per cent. The average net
wage, relative to September 2011, was 14 KM, or 1.7 per cent, greater in FBH,
13 KM, or 1.6 per cent in RS and 14 KM, or 1.7 per cent in Brcko District.
The average December 2011 net wage in annual terms in FBH, RS and Brcko
District was 0.9 per cent, 2.1 per cent and 2.9 per cent higher, respectively.

The number of employees in B&H in December 2011 amounted to 693.734
persons; out of that number 439.743 are employed in the FB&H, 237.923 in RS
and 16.338 people in the Brcko District.

The ceiling for insured deposits scheme under the auspices of the Deposit
Insurance Agency was 35,000 KM and it applied exclusively to physical persons,
with 25 banks participating in the deposit insurance.

As of end-Q4 2011, total deposits were 13 billion KM, which constituted an
increase of 185.6 million KM or 1.4 per cent in comparison with the preceding
quarter, while the increase was 470 million KM, or 3.8 per cent in annual terms.
In terms of currency structure, deposits in KM accounted for almost entire
deposit increase, so the share of these deposits rose to 53.5 per cent in

11 Estimates of Central Bank of Bosnia and Herzegovina which are in use as preliminary data till publishing of

BH Agency of statistics official GDP
12 For all statistic macroeconomic environment in B&H, source is - Central bank of B&H, Bulletin 4, 2011

(January - December)
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December 2011. Deposits of the government sector were 1.46 KM billion and
their share in total deposits was 11.2 per cent, which was 1.3 percentage points
lower relative to the end of the preceding quarter. Total deposits of the
nongovernmental sector were 11.53 KM billion in December 2011 and increased
by 280.5 million KM, or 2.5 per cent relative to the preceding quarter, while in
annual terms these deposits increased by 672.8 million KM, or 6.2 per cent.

The spread between lending and deposit interest rates of commercial
banks in BH was 7.26 percentage points in December 2011, which was 17 basis
points lower relative to September. In December 2011, the difference between
lending interest rates of commercial banks in BH and twelvemonth EURIBOR was
5.53 percentage points, which was 8 basis points lower relative to the end of the
preceding quarter, and this was due to the decline of lending interest rates in BH,
as well as to the declining interest rates in the Euro area.

DEVELOPMENT IN THE BANKING SYSTEM (INCLUDING
THE ASSETS TOTAL / GDP)

The performance of the banking sector of the Federation of BiH in 2011,
as in the previous two years, was under the impact of the global economic crisis
and recession, and positive changes in the first half of year slowed down due to
the events in the euro zone, the escalation of the debt crises, which also had an
effect on the slowing down of the economic growth and the deterioration in the
macroeconomic conditions in BiH. Although, the growth and the development of
the banking sector is stagnating, and foreign financing sources have a decreasing
trend, it is estimated that the stability, security and the liquidity of the entire
system are satisfactory, and in 2011 recorded are some positive changes, of
which the most important are: reviving of the credit activities and a slight
increase of loans, continuous increase of citizens saving deposits, improvement
of profitability in the majority of banks and consequently the strengthening of
capital base, and slowing down of the negative trends in the asset quality
segment.

As of 31.12.2011, there were 19 banks (18 banks with majority private
ownership and one bank with majority state ownership) with banking license
issued in the Federation of BiH, of which two banks were under provisional
administration. As of 31.12.2011, the number of employees in banks slightly
decline (0,2%) in comparison to the end of 2010.

Aggregate balance sheet of the banking sector, as of 31.12.2011,
amounted to 15,2 billion KM, 1% or 115 million KM higher than at the end of
2010. Capital of banks in the Federation of BiH, as of 31.12.2011., amounted to
2,1 billion KM. In 2011, capital increased by 3% or 63 million KM in comparison
to 2010, while the changes in core and supplementary capital influenced the
changes in the structure of regulatory capital. The core capital increased by 5%
or 85 million KM, and participation from 76% to 80%, supplementary capital
decreased by 4% or 22 million KM which caused the decline of the participation
from 24% to 20% . The core capital growth is a result in most part of the
inclusion of the realized profit for 2010 in the amount of 49 million KM in the
retained profit and reserves. Capital adequacy rate of the banking system, as of
31.12.2011, was 17,1%, which is still much more than the minimum prescribed
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by the law (12%), representing satisfactory capitalization of the entire system
very strong basis and foundation to preserve its safety and stability.

Further strengthening of capital base will be priority task in majority of
banks as it has been the case so far, especially in the largest banks of the
system, which is necessary to strengthen stability and safety of both banks and
the entire banking system, especially due to changes in business and operating
environment under which banks in the Federation operate, because of the global
financial crisis expansion to the area of our country and adverse effects this crisis
may have on the banking sector and the entire economy of BiH.

As a concenquence of the indirect impact of the crises on real sector, in
banking sector there has been a deterioration of the loan portfolio and increase
of the reserve expenses for loan losses, which had a significant impact on the
downfall of the profitability of all banks.

The main focus of all of the Agency's efforts have been directed towards
capital strengthening of banks, improvement of their credit policies and their
consistent implementation in practice, raising prudency at maximum possible
level in terms of credit risk management that is still very dominant in our
environment, as well as liquidity risk, as well as to strengthen capacities for
potential crisis management. Along with the mentioned, the Agency has been
continuously giving incentives to banks, especially those that are dominant in the
system to strengthen their financial potentials and through additional special
support by their foreign parent-banks.

The slight credit growth from the last three quarters of 2010 continued in
2011, which is encouraging and is an indicator of the intensifying of the credit
activities of banks. After the growth of 4% or 432 million KM, as of 31. 12. 2011
the loans reached the amount of 10,4 billion KM. In the structure of banksi
balance sheet liabilities from the aspect of the most significant balance sheet
categories, deposits in the amount of 11,05 billion KM and participation of 72,8%
are still the dominant source of financing for banks in the Federation of BiH. The
structure of assets, as well as the structure of sources, had slight changes
related to two key assets items: increased participation of loans from 66,2% to
68,6% and a decrease of cash funds from 29,5% to 28,8%.

According to the data from the financial report which shows the success of
the banks performance, that is the income statement for 2011, at the level of the
banking sector in the Federation of BiH realized is a positive financial result T
profit in the amount of 84 million KM.

Liquidity of the banking system in the Federation of BiH is still good, with
satisfactory participation of liquid assets in total assets and coverage of short
term liabilities by liquid assets. However, since the financial crisis is still present
worldwide which has an adverse reflection to the banking systems of certain
European countries, and since majority of banks in FBiH are owned by the
European banking groups that provide financial support to our banks through
deposit and credit funding, it is estimated that liquidity risk still needs to be
under enhanced supervision. It may be concluded that the liquidity of the
banking system of FBiH is still assessed as satisfactory.
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THE LEGAL AND INSTITUTIONAL FRAMEWORK OF THE
OPERATION AND SUPERVISION OF FINANCIAL
INSTITUTIONS, NEW DEVELOPMENTS.

LEGAL COMPETENCE OF THE BANKING SUPERVISORY
AUTHORITY IN BOSNIA AND HERZEGOVINA

1. Decision on changes and additions to the Decision on the minimum standards
for managing the banks' capital (AOfficial Gazette of the Federationfi, number
70/11);

2. Decision on changes and additions on minimum standards for managing the
credit risk and banks asset classification (AOfficial Gazette of the Federationfi,
number 70/11 and 85/11);

3. Revised text of the Decision on minimum standards for managing the credit
risk and banks asset classification (AOfficial Gazette of the Federationf,
number 85/11);

4. Decision on changes and additions to the Decision on minimum standards for
managing the banks risk concentration (AOfficial Gazette of the Federationf,
number 46/11 and 70/11);

5. Decision on changes to the Decision on reporting forms which the banks
submit to the Banking Agency of the Federation of BiH (AOfficial Gazette of
the Federationi, number 70/11 and 01/12);

6. Decision on changes and additions to the Decision on minimum volume, form
and content of the program and reports about economic and financial audit of
the banks (AOfficial Gazette of the Federationfi, number 85/11);

7. Decision on changes to the Decision on temporary measures for restructuring
of the credit liabilities of the individuals and legal entities in the banks
(AOfficial Gazette of the Federationfi, number 01/12);

8. Decision on the minimum standards for managing the externalization
(AOfficial Gazette of the Federationfi, number 01/12);

9. Decision on minimum standards for managing the information systems in the
banks (AOfficial Gazette of the Federationfi, number 01/12);

10. Decision on changes to the Decision on unified manner for accrual and
reporting of the effective interest rate on loans and deposits (AOfficial Gazette
of the Federationfi, number 46/11);

11. Decision on changes and additions to the Decision on determining the fees of
the Banking Agency of the Federation of BiH (AOfficial Gazette of the
Federationi, number 46/11);

12.Decision on changes to the Decision on conditions and procedure in issuing
the license for operations and other approvals to the macro credit
organizations (AOfficial Gazette of the Federationfi, number 46/11);

13. Decision on fees which the microcredit organization pay for performance to
the Banking Agency of the Federation of BiH (AOfficial Gazette of the
Federationi, number 46/11);

14.The Decision on the changes to the Decision on conditions and procedure for
issuing and revoking the approval to the leasing company (AOfficial Gazette
of the Federationfi, number 46/11);

15. Decision on changes and additions to the Decision on fees which the leasing
companies pay to the Banking Agency of the Federation of BiH (AOfficial
Gazette of the Federationfi, number 46/11);
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16. Decision on changes and additions to the Instructions for licensing and other
approvals of the Banking Agency of the Federation of BiH (AOfficial Gazette of
the Federationi, number 46/11);

17.Revised version of the Guidelines for licensing and other approvals of the
Banking Agency of the Federation of BiH (AOfficial Gazette of the Federationfi,
number 46/11);

18. Changes and additions to the Guidelines for changed manner for establishing,
recording and reporting the reserves for loan losses (December 2011);

19. Manual for supervision of the leasing companies (December 2011);

20. Manual for offsite examiners (January 2012).

Legal competences of FBA:

1. Issuance of license for establishment and work of banks, micro-credit
organizations and leasing companies, issuance of license for changes of
organizational system of banks, micro-credit organizations and leasing
companies, type of activity and approvals for appointment of their managing
staff;

2. Supervision of banks, micro-credit organizations and leasing companies,
undertaking of measures in accordance with law;

. Revoking work license from banks, micro-credit organizations and leasing

companies in accordance with law;

4. Administration or supervision of bank rehabilitation and liquidation process
and initiation of bank bankruptcy procedure;

5. Adoption of sub-legislation regulating work of banks, micro-credit
organizations and leasing companies;

6. Evaluation of conditions and issuance of approval to banks for the next issue

w

of shares;

7. Implementation of actions in the support of anti-terrorist activities related to
banks;

8. Taking all such actions as may be appropriate, which may include the

blocking of customer accounts in any bank or banks within the jurisdiction of
the Federation Banking Agency, in order to prevent the funding of activities
which are, or which threaten to be, obstructive of the peace implementation
process as pursued under the aegis of the General Framework Agreement for
Peace in Bosnia and Herzegovina and requiring the Central Bank of Bosnia
and Herzegovina to open a special reserve account; requiring the banks in
which accounts are blocked under item, aforesaid and transfer criminal funds
to the safe keeping of the Central Bank of Bosnia and Herzegovina, or one of
its main units and undertake numerous actions related to above mentioned
issues including revocation of banking licenses and other kinds of
authorizations.
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MAIN STRATEGIC OBJECTIVES OF THE SUPERVISORY
AUTHORITY IN 2011

Banking Agency of the Federation of BiH (hereinafter: FBA), in 2011, set up the
following priorities:

1. Continue implementing activities, from the scope of its authority, to
consolidate supervision on state level;

2. Take measures and activities within its powers to overcome and mitigate
adverse effects to the banking sector of the FBiH caused by the global
financial crisis;

3. Proceed with a continues supervision of banks through on-site and off-site
examinations, focusing on targeted examination of dominant risk
segments of banking operations, which will make supervision more
effective, in regard to:

- persist on capital strengthening of banks, especially those recording
outstanding assets growth,

- continue permanent monitoring of banks, primarily those with systemic
importance to development of credit activities with the highest
concentration of savings and other deposits in order to protect
depositors,

- continue a systematic monitoring of banks' activities in prevention of
money laundering and terrorism financing and improve cooperation
with other supervisory and examination institutions,

- maintain continuity in payment system examinations,

- continue working on further development of regulation based on the
Basle Principles, the Basle Capital Accord, and the European Banking
Directives, as part of BiHis preparation to join the European Union,

- establish and expand cooperation with home country supervisors of the
investors present in the banking sector of the FBiH, and other
countries in order to have more effective supervision,

- continue improving cooperation with the Banks Association in all
banking performance segmentsorganization of counseling and
professional assistance in the area of implementation of banking laws
and regulations, advancement of cooperation in regard to professional
development, proposed changes of all legislative regulations.

4. Work on continuous education and training of staff.

THE ACTIVITIES OF THE BANKING SUPERVISORY
AUTHORITY IN 2011

The FBA, in 2011, among other things, implemented the following activities:

1. continuous monitoring through a continuous process of on-site and off-site
examination, monitoring of financial condition of banks in order to
synchronize and coordinate activities to preserve the stability of banking
sector;

2. taking measures anticipated by laws and other regulations within the
scope of its authority;
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3. further implementing of the Strategy to Introduce Basel Il - filnternational
Convergence of Capital Measurement and Capital Standardso;

4. development and advancement of the regulatory framework in accordance
with the law, development trends of generally acceptable international
principles and standards, as well as recommendations made by the
international bank supervision institutions;

5. strengthening of banks capital, enhancement of their lending policies and
their consistent implementation in practice, raising prudency to the highest
possible level;

6. the focus of supervision was on dominant risk segments such as credit
risk, capital risk, and liquidity risk;

7. further cooperation with domestic and foreign global and other institutions,
as the International Monetary Fund (IMF),European Central Bank (ECB),
the World Bank, Group of Banking Supervisors of Central and Eastern
Europe (BSCEE) and others, as well as with supervisory authorities from
home countries of parent banks that in the FBiH have their banks-
subsidiaries;

8. In cooperation with the IMF, Central Bank of Bosnia and Herzegovina
and the Banking Agency of the Republic of Srpska, continued
implementation of the project "stress tests" for assessing resistance
to crises of banking system, as well as conducting mentioned project at
fimicro leveld in order to receive aggregate data for banks capital and
financing needs, individually through banks.
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ORGANIZATIONAL CHART OF THE BANKING SUPERVISORY AUTHORITY
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INTERNATIONAL ACTIVITIES OF THE AUTHORITY

Within the bilateral cooperation, in the reviewed period the FBA realized
cooperation through a regular exchange of information and bank supervision T
members of the foreign banking groups which have subsidiaries in both entities
in BiH, with the banking regulators: Slovenia (participation in the supervisory
colleges); Turkey (through regular exchange of information on the quarterly
bases, information on the banking groups and their subsidiaries in FBiH, as well
as the annual reports about the supervisory reviews and evaluation process);
and Croatia (regular exchange of information with the National bank of Croatia).

The FBA participated, as beneficiar, in Project called AStrengthening macro
and micro-prudential supervision in EU candidates and potential candidatesf.
The Program has successfully completed by the end of 2011, in terms of
exchange of experience, knowledge, and cooperation in field of banking
supervision between the Program user, and the central banks of Euro system.

COOPERATION WITH OTHER SUPERVISORY BODIES IN
BOSNIA AND HERZEGOVINA

The FBA has established cooperation with many supervisory bodies and
other institutions in our country (e.g. Memorandum of Understanding with:
Central Bank of Bosnia and Herzegovina, Deposit Insurance Agency of B&H,
Insurance Companies Supervision Agency, Intelligence-Security Agency of B&H
and other domestic institutions).

OTHER RELEVANT INFORMATION AND DEVELOPMENTS

The participation and cooperation in the Project of the World Bank BiH in
regard to consumer protection T users of the financial services, with their expert
advice performed was the Diagnostic review of the consumer protection and
financial literacy in the banking services and the micro financing sector in BiH.
Based on that, performed was a comparison with the good practices in the EU
and other countries, and given were key findings and recommendations.
There followed a financial literacy in BiH survey. In compliance with the Action
plan and its revision continued are the activities of the authorized institutions
included in the implementation of this project, which covers, among other issues,
the development of the new legislation, which would define the consumer
protection segment T users of the financial services.

The Secretariat of the Group of Banking Supervisors from Central and Eastern Europe
1 Plac PowstaCc-w Warszawy, 00-950 Warsaw, Poland
tel 1 +48 22 262 5650 fax: +48 22 262 5158
bscee@knf.gov.pl www.bscee.org

81




2011 DEVELOPMENTS IN THE BANKING SYSTEM OF THE FEDERATION OF BOSNIA AND
HERZEGOVINA

STATISTICAL TABLES

Number of financial institutions (head offices/branches)
(at year-ends)

Type of financial institution 2009 2010 2011

Commercial banks
Branches of foreign credit institutions
Cooperative banks

Banking sector, total:

Ownership structure of the financial institutions
on the basis of registered capital (%)
(at year-ends)

Type of financial institution 2009 2010 2011

Public sector ownership

Other domestic ownership 5,0 7,0 10,3
Domestic ownership total 5,61 8,1 12,7
Foreign ownership 93,9 91,9 87,3
Banking sector, total: 100.0 100.0 100.0

Concentration of asset by the type of financial institutions in 2011
(at year-end)

Type of the The first three | The first five HHI
financial institutions largest (%) largest (%)

Commercial banks 59,75% 74,55% 1.544
Branches of foreign credit

institutions

Cooperative banks

Banking sector, total:
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Return on Equity (ROE) by type of financial institutions (%)

Type of financial institution 2009 2010 2011

Commercial banks 0,00 -6,15 4,77
Branches of foreign credit institutions
Cooperative banks

Banking sector, total:

Distribution of market shares in balance sheet total (%)

Type of financial institution 2009 2010 2011

Commercial banks

Branches of foreign credit institutions

Cooperative banks

Other

Banking sector, total: 100.0 100.0 100.0

The structure of assets and liabilities of the banking system (%)
(at year-end)

Financial sector

Nonfinancial sector n/a n/a n/a
Government sector n/a n/a n/a
Other

Financial sector

Nonfinancial sector n/a n/a n/a
Government sector n/a n/a n/a
Capital n/a n/a n/a
Other n/a n/a n/a
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Capital adequacy ratio of banks

Type of financial institution 2009 2010 2011

Commercial banks 16,1* 16,2* 17,1*
Cooperative banks

Banking sector, total:
(* - for Basel I; ** - for Basel II)

Asset portfolio quality of the banking sector
(share of impaired receivables / share of non-performing loans)

Non financial sector
- households 39,2 43,6 69,61
- corporate 35,2 39,0 71,70

The structure of deposits and loans of the banking sector in 2011 (%)
(at year-end)

T T peposis | Loans

Households 56,2 48,5
Government sector 7,2 1,2
Corporate 29,2 49,8
Other (excluding banks) 7,4 0,5
Total 100.0 100.0
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P&L account of the banking sector (at year-ends)

Interest income 918.692 856.528 866.684
Interest expenses 396.702 325.773 294.557
Net interest income 521.990 530.755 572.127
Net fee and commission income n/a n/a n/a

Other (not specified above) operating

) n/a n/a n/a
income (net)
Gross income 816.015 859.328 888.667
Administration costs 248.716 242.690 250.783
Depreciation n/a n/a n/a
Provisions 237.596 386.102 189.809
Impairment on financial assets not
measured at fair value through profit and

o ' : n/a n/a n/a
loss / Provisions on financial assets
(loans, ...)
Profit (loss) before tax 6.396 -94.219 98.996
Net profit (loss) 807 -102.976 83.632

*In thousands of KM

Total own funds in 2011 (in EUR)

Total own
Type of financial institution funds Tier 1 Tier 2 Tier 3
(for CAR)

Commercial banks 1.067.186 847.250 239.230
Cooperative banks

Banking sector, total:
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2011 DEVELOPMENTS IN THE BANKING SYSTEM
IN REPUBLIKA SRPSKA OF BOSNIA AND
HERZEGOVINA

MACROECONOMIC ENVIRONMENT

Economic movements in 2011 were more dynamic than in the two
preceding years and therefore trend of economic recovery after the 2009
recession may be said to have continued. The positive dynamic that started 2010
was maintained in the first half of the year, and at that time there were
prospects for achievement of even higher growth rates. However, a number of
internal and external factors negatively affected growth in the second half of the
year. Internally, the lack of fiscal policy coordination was caused by delays in
adoption and execution of the budgets, which negatively impacted confidence
inimplementation of economic policies and discouraged market participants from
more extensive economic activities. Externally, mid-year there were negative
shocks related to dangerous financial turbulences in the Euro Area, and oil prices
suddenly rose at the same time. With regard to net external demand, the
positive impulse to the GDP, as had been the case in 2009 and 2010, did not
materialize. Despite continued rise in exports during the year, imports of goods
(and services) increased considerably more in absolute terms, which constituted
a negative contribution to the overall GDP. In this way, economic growth was
again structured as before the crisis, with exclusive reliance on domestic
demand. With respect to personal consumption (on the basis of available
indicators T retail sales and final consumption for calculation of VAT), a recovery
occurred and it was estimated that, following two years of stagnation, personal
consumption again approached the level attained in 2008. Due to
implementation of restrictive measures in terms of budgetary expenditures, the
government sector could not contribute more to total economic activities. Yet it
was evident that implementation of some externally financed capital investments
intensified in 2011, along with an increased inflow of foreign direct investments,
all of which should contribute to a general increase in investment.

On the output side, available data suggests an increase in industrial output
which was simultaneously a foundation for other service activities.
The construction sector also exhibited signs of consolidation, after serious losses
and reduced activities during the recession. However, agriculture was severely
affected by unfavorable weather conditions (draught), which resulted in
considerable damages and economic losses. The estimated real 2011 GDP
growth was 1.6 per cent, which was lower relative to earlier expectations and
forecasts of over 2 per cent. The causes of lower growth were shocks which
unexpectedly impacted the domestic economy, but also the lack of an adequate
reaction and insufficient adjustment. Unlike previous years, in 2011 the economy
was exposed to more pronounced inflationary pressures, which also negatively
affected overall economic activities. Such inflationary trends were taken into
consideration for estimation of real growth.
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DEVELOPMENT IN THE BANKING SYSTEM

Basic indicators of the banking sector operation as of 31.12.2011:

A

A

Total balance sheet amount was OY 6,638.7 million with growth rate of
11% if compared to 31.12.2010.
Cash funds (OY 1,180 million) were 20% out of total assets. Out of total
banksi cash funds an amount of 20% was in accounts abroad. They were
mainly free cash funds not placed into loans mostly because of problems
that banks had in finding quality clients and projects in the domestic
banking market, while banks could use them for current liquidity when
needed.
Total gross loans (OY 4,149.4 million) increased by 5%, and loans to
citizens by 4% if compared to 31.12.2010.
Share of past due loans in total loans was 6.68%, which was a decrease
by 1.97 percentage points in comparison with the year 2010.
Share of NPLs i.e. non-performing loans (loans classified into higher risk
categories) in the total loan portfolio decreased from 17.14% to 11.46%.
The NPLs level calls for an additional attention and prudence. Positive
trend of capital strengthening in RS banks in 2011, and growth of capital
planned in 2012 should be a guarantor of keeping RS banking sector
secure.
Total reserves calculated for coverage of potential credit and other losses
under regulatory requirement decreased by 13% if compared to the
previous year, while rate of coverage of classified assets by reserves
amounted to 8.7% (as of the end of 2010 it was 10.6%).
Deficient amount of reserves considering regulatory requirement,
representing balance between reserves under regulatory requirement and
value correction and reserves under IAS, amounted to OY 15.2 million.
Deposits (OY 4,009.2 million) were a basic source of funding of banks}
operation, and their share was 70%. In 2011 deposit decreasing trend
from 2009 and 2010 was stopped and the level of deposits recorded an
increase of 6% in comparison with the end of 2010.
Based on deposit maturity structure an amount of 56% represented short-
term deposits with a growth rate of 6%, while an amount of 44% were
long-term deposits with a growth rate of 6% if compared to the end of
2010. Trend of growth in citizensi deposits continued in 2011, and as of
31.12.2011 the amount was larger by 14%.
Share of citizensi deposits in total deposits increased from 39% to 42%.
Total capital (KM 78.3 million) increased by 10% in comparison with the
amount as of 31.12.2010.
Based on the ownership structure, shareholdersi capital was 98% private,
while share owned by Republika Srpska amounted to 2%. In the private
capital structure share of foreign capital amounted to 83%, while domestic
capital amounted to 17%.
Core capital (OY 592.3 million) increased by 5% in comparison with the
previous zear, and the law defined a parameter to measure a maximum
exposure of banks to loan and other risks concentrations.
Banking sector of Republika Srpska was liquid and able to meet all its
obligations in due terms. All banks met prescribed requirements for
liquidity maintenance.
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A At the level of the total banking sector a positive financial result was
achieved in an amount of OY 58.3 million (as of 31.12.2010 a loss of OY
21.3 million was generated).

A Nine banks generated net profit in a total amount of OY 58.9 million, while
one bank had a current loss in an amount of OY 0.59 million.
The Agency has kept requesting from banks not to allocate profit to

dividend payment, but to use it to strengthen their own capital bases.

Total assets to GDP: 0,80.

THE LEGAL AND INSTITUTIONAL FRAMEWORK OF THE
OPERATION AND SUPERVISION OF FINANCIAL
INSTITUTIONS, NEW DEVELOPMENTS.

LEGAL COMPETENCE OF THE BANKING SUPERVISORY
AUTHORITY IN RS AND BH

In April 2011 the Law on Modifications and Amendments to the Law on
Banking Agency of Republika Srpska came into force, by means of which an
Ombudsman for Banking System was established within the Agency as an
autonomous and independent organizational unit with a goal to efficiently
promote and protect rights and interests of physical persons being beneficiaries
of financial services.

Coming into force the Law on Accounting and Audit of Republika Srpska
with supporting regulation introduced an obligation to implement International
Accounting Standards (hereinafter: IAS) and International Financial Reporting
Standards (hereinafter: IFRS) in business records maintenance and financial
report development. Also, banking regulation reform already commenced under
the Strategy for implementation of fAlnternational Agreement on Capital
Measurement and Standardso (Basel I1) contributed to the decision to accept, as
a transitional solution, a partial modification of the Agencyis regulation and
reporting basis. The goal of such modifications was to create preconditions for a
more complete implementation of IAS and IFRS keeping regulatory requirements
for credit and other losses provisioning. The modifications were applied as of
31.12.20012 and should be applied further on continuous basis.

MAIN STRATEGIC OBJECTIVES OF THE SUPERVISORY
AUTHORITY IN 2011

The Agencyis main strategic objective is to maintain sound and stable
banking system of Republika Srpska, as well as to improve its safe, quality and
legal operation. In that sense the Agency will continue exercising intensified
monitoring of credit risk in banks, primarily from the aspect of adequacy of
provisioning for potential loan loss, banksi capital adequacy, intensified off-site
examination of banksi current liquidity, as well as strengthening transparency of
business operation in banks and other financial organizations, maintaining
confidentiality into banking system etc.

Strategically the Agency is commited to a complete harmonization of the
banking regulation with European Union provisions and international standards
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for banking operation, which are to be observed primarily into EU Directives
48/2006 and 49/2006, and filnternational Accord on Capital Measurement and
Standards T Basel 1160 thus the Agency, in its activities to improve regulation,
strengthen the system, and reinforce staff competence, focused on the following
areas:

A Introduction of A International Accord on Capital Measurement and
Standards A T Basel Il through the project of technical assistance to BiH
financial sector - Partnership for Advancing Reforms in Economy T PARE,
under auspices of USAID. In 2009 a working group, consisting
of representatives of entity banking agencies and CBBH, started drafting a
new legal and regulatory framework based on implementation
of fundamental approaches to Basel Il (standardized approach for credit
and market risk, and basic indicators and standardized approach for
operational risk), developing new action plans in accordance with precisely
determined deadlines for activities in each segment and staff education on
continuous basis, etc.

A Strengthening Macro and Micro-Prudential Supervision Project in Candidate
and Potential Candidate Countries under auspices of European Central
Bank and funded by EU with a goal to familiarize users of the program
with EU banking regulation and good supervisory practices (with emphasis
on Home-Host Supervision), as well as with development of European
legislation and improvements planned in bank supervision.

A Establishment and development of international cooperation with bank
supervision authorities in other countries.

A Cooperation with supervisors of EU mother banks whose subsidiaries are
operating in RS.

A Carrying out stress tests (in cooperation with CBBH, Banking Agency of
Federation BiH - FBA and IMF Technical Mission in BiH, the Agency carried
out a series of stress tests applied to soundness of banking sector, the
last one using financial data as of 31.03.2010. Based on IMF parameters
for the region, those tests indicated a solid soundness and stability of RS
banking sector).

ACTIVITIES OF THE RS BANKING AGENCY IN 2011

Applying complete legal regulation and enactments prescribed the Agency
through its Off-Site Examination Department in continuity supervised and
analyzed operation of financial organizations based on decade, monthly and
quarterly reports complying with the law, international accounting standards, and
provisions of the Agency. Also, in accordance with the 2011 Supervision Plan the
Agency performed overall and targeted on-site examinations of financial
organizations.

Agency also established Ombudsman for protection of financial services
users.
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ORGANIZATIONAL CHART OF THE BANKING SUPERVISORY
AUTHORITY
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STATISTICAL TABLES

Number of financial institutions
(at year-ends)

Type of financial institution 2009 2010 2011

Commercial banks
Branches of foreign credit institutions
Cooperative banks

Commercial banks 10 10 10

Financial institutions, total 10 10 10

Ownership structure of the financial institutions on the basis of assets total

Public sector ownership

Other domestic ownership 3,6 4,7 5,2
Domestic ownership total 3,6 4,7 5,2
Foreign ownership 96,4 95,3 94,8
Financial institutions, total 100.0 100.0 100.0

Concentration of asset by the type of financial institutions

Type of the The first three | The first five

financial institutions largest (%) largest (%)

Commercial banks 62,1 82,3 1.608
Branches of foreign credit ) ) i
institutions

Cooperative banks - = -

Financial institutions, total
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Return on Equity (ROE) by type of financial institutions (%)

Type of financial institution 2009 2010 2011

Commercial banks -4,6
Branches of foreign credit institutions - - -
Cooperative banks - - -

Financial institutions, total

Distribution of market shares in balance sheet total (%)

Type of financial institution 2009 2010 2011

Commercial banks 94,5 95,5 95,8
Branches of foreign credit institutions - - -
Cooperative banks - - -
Other* 5,5 4,5 4,2

Financial institutions, total 100.0 100.0 100.0
*Microcredit organizations and Leasing

The structure of assets and liabilities of the banking system (%)
(at year-end)

Financial Sector

Nonfinancial Sector 62 61 59

Government 5 6 13*

Other 6 8 6
Total: 100.0 100.0 100.0

Financial Sector

Nonfinancial Sector 38 42 39

Government 18 11 25

Capital 9 13 14
Total: 100.0 100.0 100.0
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Capital adequacy ratio of banks

Type of financial institution 2009 2010 2011

Commercial banks 15,8* 16,9* 17,3*
Cooperative banks - - -

Financial institutions, average
(* - for Basel I; ** - for Basel Il)

Asset portfolio quality of the banking system
(share of impaired receivables)

Non financial sector
- households 37,4 53,4 60,5
- corporate 28,0 45,8 52,3

The structure of deposits and loans in 2011 (%)
(at year-end)

T T reposis | Loans

Households 51,2 39,6
Government sector 24,6 13,2
Corporate 14,7 46,5
Foreign 9,5 0,7

Other (excluding banks) 51,2 39,6
Total 100.0 100.0
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P&L account of the banking sector (at year-ends)

Interest income 166.972 158.711 166.190
Interest expenses 72.018 64.362 62.863
Net interest income 94.955 94.349 103.327

Net fee and commission income - - -

Other (not specified above) operating
income (net)

Gross income 315.204 233.905 229.053
Administration costs 92.488 98.721 104.078

Depreciation - - -

Provisions - - -

Impairment on financial assets not
measured at fair value through profit and

o . . 59.695 69.806 20.073
loss / Provisions on financial assets
(loans, ...)
Profit (loss) before tax 12.114 34.131
Net profit (loss) 8.569 (10.898) 29.812

Total own funds in 2011 (in EUR)

Type of financial institution Tot_al Tier 1 Tier 2 Tier 3
Capital

Commercial banks 396.348 302.836 101.277 7.765

Cooperative banks - = - -

Financial institutions, average 396.348 302.836 101.277 7.765
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2011 DEVELOPMENTS IN THE BULGARIAN
BANKING SYSTEM

MACROECONOMIC ENVIRONMENT

In 2011 real GDP increased by 1.7 per cent on a yearly base. Net exports
had a major contribution to the growth. During the year growth rate in exports of
goods and services remained high in real terms, rising in total by 12.8 per cent.
Imports of goods and services accelerated in real terms from 2.4 per cent in
2010 to 8.5 per cent in 2011.

Household demand contracted by 0.6 per cent in real terms in 2011 after
the relative stabilization of consumer demand in 2010. The unfavourable
international environment had an adverse effect on expectations for economic
recovery and especially for improving labour market conditions. The data
confirmed these concerns: the economy started to slow, while employment
continued to fall. These were the main factors for the subdued household
consumer spending.

The downward trend in fixed capital investment (in real terms) continued
over 2011. Investments in fixed assets (gross fixed capital formation) decreased
in real terms by 9.7 per cent (contributing negatively to the real GDP growth of
2.2 percentage points).

Gross value added produced in economy went up by 1.8 per cent in real
terms. Industry in which value added posted a growth of 9.1 per cent had the
major contribution. Weak domestic demand had a negative effect on services.
After growing by 4.4 per cent in 2010, value added in the services sector fell by
0.1 per cent in 2011. A more significant decrease had retail, transport, hotels
and restaurants and culture, sports and entertainment sectors. The information
services and professional activities, and scientific research, administrative and
ancillary activities sectors, which were relatively less affected by the global crisis,
contributed most to the value added growth.

In 2011 labour market situation of the total economy continued to
deteriorate. Employment fell by 4.2 per cent against a drop of 4.7 per cent in
2010. While in 2010 industry jobs fell most significantly, in 2011 those in
services (mainly retail, transport, hotel and restaurant) had a more significant
drop, and the rate of decrease in employees in the industrial sector moderated.

The unemployment in 2011 slightly increased on 2010, though it remained
at a relatively stable level of 11.2 per cent.

International energy and food price dynamics which had a sizeable effect
on inflation in 2010 continued to play a key role for the consumer price rises in
Bulgaria in 201113. Average annual inflation was 3.4 per cent (3.0 per cent in
2010), and end-year inflation declined to 2.0 per cent (4.4 per cent a year
earlier).

In 2011 the total current and capital account balance was in surplus of
EUR 855.3 million (2.2 per cent of GDP) against EUR 84.9 million deficit (-0.2 per
cent of GDP) in 2010. The fall in trade deficit contributed most to this
improvement. In 2011 the deficit totalled EUR 1974.6 million, a nominal
decrease of EUR 789.0 million on the previous year.

13 Analysis based on HICP data.
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In 2011 the nominal growth rate of exports (30.0 per cent) continued to
outpace that of imports (21.2 per cent), resulting in a decrease in negative trade
balance. All commodity groups contributed to the export growth. All import
groups (by use) also grew positively.

Preliminary balance sheet data show that the positive direct investment
inflow into Bulgaria in 2011 came to EUR 1341.2 million (3.5 per cent of GDP),
from EUR 1208.5 million (3.4 per cent of GDP) in 2010. The relatively low net
figure over the last two years reflected fewer attracted funds and intercompany
loan repayments.

The balance of payments financial account deficit grew to EUR 1194.3
million in 2011. Transactions of resident banks, which increased their foreign
assets by EUR 695.8 million and reduced their external obligations by EUR
1204.5 million over the review period contributed most significantly.
Increased household propensity to save and reduce consumption coupled with
confidence in banks significantly boosted deposits. Enjoying high liquidity, banks
further cut their gross external debt by EUR 1202.5 million (its share of total
gross external debt falling from 18.5 per cent in December 2010 to 16 per cent
in December 2011).

Gross external debt fell in 2011 by EUR 1666.8 million and amounted to
EUR 35.4 billion (91.9 per cent of GDP) as of December.

As a result of all external current, capital and financial transactions, the
BNB international reserves rose by EUR 158.7 million in 2011 (valuation
adjustments excluded). Given the change in the international foreign reserves on
the BNB Issue Department balance sheet, including revaluation adjustments,
they rose by EUR 372.1 million.

DEVELOPMENT IN THE BANKING SYSTEM

Major financial indicators of credit institutions and the banking system
remained stable. In 2011 the capital base and liquid assets increased and the
profit amounted to EUR 242 million. Growth was reported in attracted funds,
loans and assets of banks. The increased non-performing exposures against the
background of slow credit growth limited banks' opportunities to generate
additional revenue from core operations. In 2011 the major factors behind lower
return from operations were lower interest income from loans and financial
instruments unlike the previous two years when the major reason was the high
impairment costs incurred.

Asset quality

In 2011 the quality of assets continued to worsen at a much slower growth
rate than that reported in 2010. The annual growth of classified exposures was
limited to 13.7 per cent, with the classified portion of corporate loans increasing
by 13.0 per cent. The economic situation impacted also the quality of household
exposures. In 2011 the total amount of non-performing loans (over 90 days)
rose by 30.2 per cent and their relative weight in the gross loan portfolio of the
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banking system (excluding those to credit institutions) reached 14.97 per cent*’.
The net non-performing loans (over 90 days) to net loans ratio® increased to 9.6
per cent. The ratio was calculated by reducing the gross value of these loans by
impairment costs.

By the end of 2011 the amount of provisions accumulated in the banking
system in the form of impairment costs and specific provisions for credit risk was
adequate. The amount of impairments on loans under the International
Accounting Standards, specific provisions for credit risk and capital surplus
(i.q. the capital in the system over the required regulatory minimum) came to
103.5 per cent of the gross value of non-performing loans past due over 90 days.
Assessing the the amount of provisions and coverage degree it should be taken
into account that the banking system and individual credit institutions maintain
high the level and quality of collateral on extended loans which affect the amount
of impairment costs and specific provisions for credit risk.

Profitability

In 2011 banks' profitability was impacted by credit risk. By the end of
2011 the banking sector reported an audited profit of EUR 242 million: down by
EUR 64 million (21.0 per cent) compared with 31 December 2010. As a result the
ROA went down to 0.63 per cent. The return on balance sheet equity and
reserves (RO0) followed a similar dynamics and by the end of 2011 amounted to
4.93 per cent. The results for 2011 reflect the lower level of net interest income
(by EUR 24 million or 1.6 per cent on the previous year) due mainly to lower
income interest on problem and newly extended loans. On the other hand, higher
interest income reported on individual portfolios of financial instruments failed to
offset the lower interest income from banks' core operations. Interest
expenditure remained close to that reported by the end of 2010: EUR 1.1 billion.
Solvency

The amount and quality of the capital position remained at levels providing
possibilities for expanding the banking intermediation. Total capital adequacy of
the banking sector reached 17.55 per cent by end-December, a value more
favourable than that reported a year earlier. Tier one capital, the most
qualitative part of own funds, strengthened and by the end of 2011 the tier one
ratio reached its peak since the start of the crisis (15.73 per cent). The increased
equity was a result of the effect of two groups of factors: the sustained ambition
of credit institutions to maintain higher minimum level of primary capital and to
adhere to a more conservative policy in distributing profit (dividends), as well as
to continued proactive supervisory requirements. These factors were a
prerequisite to increase the system's capital surplus.

Liquidity

Within 2011 the liquid assets ratio ranged between 247126 per cent, with
low lending growth being among the factors behind the maintenance of adequate
liguidity. The annual growth rate of liquid assets exceeded that of liabilities and
by the end of the period liquid assets ratio rose to 25.53 per cent. Liquid assets

14 Mechanical comparison should be avoided in international analysis of the relative weight of loans past due
over 90 days indicator in the banking system gross loan portfolio. It should be considered in the context of
the structure of balance sheets of individual banking systems. For example, there are no sizeable portfolios
of instruments for trade which are sensitive to market impairment (including also those triggered by debt
crisis) in the structure of the Bulgarian banking system balance sheet. In contrast to some European
banking groups and systems banks in Bulgaria did not suffer losses from these portfolios. Concurrently, EU
leading banks maintaining a low share of non-performing loans incurred losses from debt securities which
then required their recapitalisation.

15 The non-performing loans (over 90 days) to credit portfolio ratio reports the gross value of loans, i.e.
it includes the risk that has been already reported in the income statement through impairment.
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increased by EUR 0.7 billion (9.4 per cent) to EUR 8.6 billion in the review
period.

Market structure

In 2011 the number of credit institutions in Bulgaria increased from 30 to
31. Banking systemis assets grew by EUR 1.5 billion (4.1 per cent), with their
growth rate matching that of attracted funds. The assets of the five largest banks
comprised 51.8 per cent of systemis balance sheet figure by end-2011. The ratio
of banking sector assets to GDP for end-2011 was 101.9%.
Foreign presence

On an annual basis, the share of EU subsidiaries decreased to 69.6 per
cent. Concurrently, domestic banks continued to be more active market
participants and in 2011 they increase their market positions by 4.2 percentage
points to 23.5 per cent of banks' assets. The shares of the remaining institutions
(banks outside EU and foreign bank branches from and outside the EU) did not
experience significant changes.
Products and distribution channels

For end 2011 there are 51 points of sale (branches, offices, representative
offices and remote workstations), 75 ATMs and 879 POS terminals per 100 000
population.

THE LEGAL AND INSTITUTIONAL FRAMEWORK OF THE
OPERATION AND SUPERVISION OF FINANCIAL
INSTITUTIONS, NEW DEVELOPMENTS.

LEGAL COMPETENCE OF THE BANKING SUPERVISORY
AUTHORITY IN BULGARIA

The Bulgarian National Bank (BNB) is responsible for the supervision of
credit institutions and maintenance of the banking system stability in Bulgaria.
The cornerstones in its supervision policy are the protection of depositorsi
interests, and saving the capacity of credit institutions in providing credit to
domestic business and consumers. Within these policy landmarks and trying to
off-set effects from recent sovereign debt crisis, in 2011 the Banking Supervision
Department continued also harmonisation of the national legal framework to
changing prudential requirements in EU, and convergence of practices in the
supervision of banks.

At the beginning of the year, amendments to Ordinance No 9 on the
Evaluation and Classification of Risk Exposures of Banks and the Allocation of
Specific Provisions for Credit Risk were adopted, in order to alleviate capital
burden on banks, without adversely affecting accrued to date and required future
capital buffers. In the second half of 2011, it was worked out and introduced a
package with legislative amendments arising from the EU Capital Requirements
Directive (so-called package CRD IIl), in force as of 31-December-2011.
The amendments affected Ordinance No 8 on Capital Adequacy of Credit
Institutions and imposed relevant update of reporting templates of credit
institutions (COREP).

The regulatory framework was further updated taking into account
amendments to the said CRD or particular guidelines, issued by the European
Banking Authority (EBA). Since the beginning of 2011 updated national
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guidelines on stress testing and management of concentration risk with banks
are in force which should be further taken into account under the Supervisory
Review Process. As regards the corporate governance framework, guidelines on
remuneration were introduced. They define certain reference points and
application requirements to be considered in remuneration policy of banks that
as a matter of fact should be risk- and result-oriented for a longer term.
Moreover, the EBA recommendations on Liquidity Cost Benefit Allocation (LCBA)
were adopted. They provide principles to credit institutions for working out or
improving current practices or already available allocation mechanisms for costs
and benefits associated with liquidity and liquidity risk management.
As the Bulgarian banking system is dominated by foreign subsidiaries and
branches, implementation of the LCBA-guidelines should be examined in the
context of cross-border effects and financial stability.

In response to recommendations issued by the European Systemic Risk
Board (ESRB) regarding observed practices of foreign currency lending across
the EU, at the end of the year BNB prepared and sent to banks clarifications on
their application, taking into account economic and financial conditions in the
country. The said recommendations should raise banksi awareness on risk
implications with foreign currency lending that turned out to be a problem for
some EU member states, and that emphasise on improving lending in foreign
currency, particularly to unhedged borrowers, as well as on related aspects of
liguidity management.

During the year, amendments to the supervisory reporting framework
were made, that will require more detailed information on banksi condition.
The update was focused on capital adequacy, reporting on large exposures,
liguidity monitoring and liquidity risk management. Changes of reporting
undertaken should address further needs of harmonisation in financial
information for supervisory purposes at EU level.

MAIN STRATEGIC OBJECTIVES OF THE SUPERVISORY
AUTHORITY IN 2011

The strategic objectives of the Banking Supervision are:

 effective micro-prudential supervision of credit institutions and the broader
macro-prudential goal of maintaining stability of the banking system;

assessment of the strength and resilience of banks and the banking system
to identify emerging risks for individual firms and the broader impact on
financial markets and the financial system as a whole;

 to verify compliance with the specific banking provisions for which it is
responsible, among which should be highlighted, along with those relating to
the financial situation and solvency of the institutions, those relating to
customer protection and transparency vis-""-vis the market;

f  to strengthen operative banking supervision and cross-border cooperation
within supervisory colleges; to deliver timely and well reasoned risk
assessments on local bank subsidiaries within the joint risk assessment and
decision process related to EU banking groups presented in Bulgaria;

 participation in the work of European Banking Authority, implementation of
EU directives, guidelines and recommendations in order to ensure the
harmonized interpretation and application of EU legislation.
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THE ACTIVITIES OF THE BANKING SUPERVISORY
AUTHORITY

During 2011, BNBis efforts in on-going banking supervision were placed in
streamlining regular of-site monitoring of banks and on-site inspections for
delivering timely and well reasoned assessments. In the main, they were aimed
at updating individual financial and risk profiles, and to evaluate management of
credit institutions.

During the on-site inspections particular attention was paid on the
management of credit and liquidity risk, and assessment of the level of capital
adequacy. During the year, mostly full-scope supervisory inspections were
carried out, including evaluation of market and operational risk, and some
particular Pillar 1l risks, e.g. concentration risk, interest rate risk in banking
book. Sixteen inspections were conducted during the year. Outcomes of the
supervisory reviews show that banks have a satisfactory credit and liquidity risk
management. Credit institutions demonstrated viability, backed by well
preserved solvency and liquidity buffers.

Four of the supervisory inspections carried out during the year were
devoted to examination of internal capital adequacy assessment process (ICAAP)
with banks, which were assessed as satisfactory.

Main priority in the area of macro-prudential analysis was the assessment
of the resilience of the banking sector in terms of the recent sovereign debt crisis
in EU. For this purpose, on-going monitoring of financial or regulatory
parameters of the system as a whole, and of individual credit institutions was
performed during the year. Main focus of supervisory macro analysis was
identification of possible early risksi symptoms or cross-border spill-over effects.
Complementary data were collected on the financial situation of certain foreign
parent institutions or banking groups domiciled in countries experiencing fiscal or
sovereign debt problems, and that carry out business in Bulgaria.

Based on the EBA common framework for sustainability of banks to
shocks, a national stress test was conducted (April-June 2011). Although credit
institutions in Bulgaria did not fall within the scope of the pan-European stress
test, resilience of the system and banks to credit risk was tested using
the otop-down approachfi. The assessment of the sensitivity was focused on
interest rate and market risks by implementing the obottom-up approacho.
Joint application combines specific advantages of both approaches and utilizes to
facilitating dialogue with institutions on credit risk, which is the main risk for the
system. During the year, also stress tests on liquidity of credit institutions were
carried out, which together with stress test exercises on credit risk were in aid of
the countercyclical policy of BNB.

Besides of banks, also monitoring of non-banking financial institutions was
carried out. Within the registration procedure and the established reporting
framework, financial data of leasing companies, factoring and other lending firms
were observed in the context of financial stability. As a whole, condition of this
particular segment of credit market is corresponding with the trends in the
banking sector.

In 2011, BNB supervisory staff was carrying out further oversight activities
in monitoring and assessing adherence of credit institutions and non-bank
financial institutions to rules and practices of combating money laundering,
terrorist financing and financial crimes. Certain requirements for supervision of
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cash payments were improved in order to strengthen this type of control done by
BNB.

ORGANIZATIONAL CHART OF THE BANKING SUPERVISORY
AUTHORITY

Banking Supervision Department

Deputy Governor

Director
General
. . Macro- Credit Special Legal Services
Supervmon Policy prudential Institutions Supervision and
Directorate Analysis Supervision Directorate Administration
and Strategy Directorate Directorate
Directorate

INTERNATIONAL ACTIVITIES

The published draft proposal for a new regulatory package (so-called CRD
1V), introducing the new capital framework (Basel I1l) for banks in EU, launched
a series of discussions at European level, which required active exchange of
expert opinions. BNB representatives continued their participation in EC- and EU-
Council committees and working groups, and contributed to the elaboration of
the EU legal acts, of which the amendments to above mentioned CRD were of
main importance. Also for purposes of convergence, in 2011 the BNB staff was
actively collaborating with colleagues from other national supervisory authorities
and supported the joint efforts with the European Supervisory bodies to develop
common supervisory standards and countercyclical measures, aimed at
maintaining a safe and adaptive banking sector, for sound credit institutions and
banking groups.

BNB was exchanging regular information within the work of the relevant
standing committees and working groups of EBA and ECB for monitoring financial
stability in the EU, where strengthening the financial stability mechanism is an
important objective.

With regards to the supervision on cross-border banking groups, BNB
continues participation in supervisory colleges. During 2011, BNB was attending
to work at 11 colleges of line supervisors. In general, exchange of supervisory
information was sufficient but there is still space for improvement, e.g. to discuss
and assess in advance decisions or measures to be imposed that might have
cross-border effects. Under the coordination of consolidating authorities, joint
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risk assessments of banking groups with subsidiaries operating in the country,
were performed. Upon these assessments, joint decisions on the capital
adequacy on consolidated level were reached, topical issues and lessons learnt
from supervision of cross-border banking groups were discussed, and follow-up
actions for further cooperation were outlined.

Within the EU supervisory cooperation, steps were undertaken for
convergence of supervisory practices in preventing money laundering, terrorist
financing and fraud. In order to improve efficiency and effectiveness of
measures, significant work was done in several areas: i.e. drafting a document
for supervisory cooperation for monitoring on group level with regard to
measures undertaken against money laundering; training of banks and financial
institutions; amendments of Directive 2005/60/EA on the prevention of the use
of the financial system for the purpose of money laundering and terrorist
financing.

During 2011 BNB was providing technical assistance to supervisory
authorities in non-EU-countries. Last November, the two-year EU-funded
Twinning project with financial supervisory authorities of Montenegro as
beneficiaries was successfully completed. This really comprehensive project was
led by the Bulgarian National Bank, in cooperation with the Financial Supervision
Commission of Bulgaria and De Nederlandsche Bank. Project outcomes should
contribute to the preparation of Montenegro for the negotiation process with the
EC.

BNB participated also in the three-year programme of technical
cooperation with the Central Bank of Egypt, from 2009 to 2011 and under the
leadership of ECB, which was focused on the effects of the implementation of the
Basel Il capital framework. There were two study visits of Egyptian experts to
BNB, which were aimed at addressing certain topical issues of implementation
associated with supervisory capital requirements and future changes in the
capital framework incorporated in the Basel Il accord.

COOPERATION WITH OTHER SUPERVISORY BODIES IN
BULGARIA

In order to meet its commitments and following the tasks pertaining to the
function of the Financial Stability Advisory Council, in 2011 the BNB was
supporting periodical meetings of the Minister of Finance, the Governor of BNB
and the Chair of the Financial Supervision Commission. Upon Councilis agenda,
relevant information and reports on the financial stability in the country were
delivered, as well as on the condition of the financial sector and on cross-border
effects observed at EU-level.

BNB continued also cooperation and communication with other national
authorities engaged in the fight against financial crime and money laundering,
especially at the Multidisciplinary Task Force for Prevention of ML and TF, or
some other multidisciplinary working groups and ad-hoc temporary working
groups. The active collaboration and exchange of information with respect to
cross-border financial crime between the institutions provided greater efficiency
in preventing and detecting transactions involving dirty money.

There was an intense cooperation between BNB and other relevant
national institutions for elaborating the National Strategy on measures for
preventing money laundering in the Republic of Bulgaria during 2011-2015, as
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well as a large-scale project for strengthening the analytical capacity of
administration with regards to euro funds corruption risk. The National strategy
includes an up-to-date assessment of national environment and formulates a
number of measures, i.e. within the international cooperation and information
exchange, monitoring and effective decision-making, legislation elaboration,
increasing prevention effectiveness, effective investigation, access to necessary
information and property confiscation.

During the year, BNB and the Deposit Insurance Fund in Bulgaria (DIFB)
collaborated on issues of discussion at EU level regarding improvements sought
in the EU framework on Deposit Guarantee Schemes. Bearing in mind recent
trends on credit markets, and as usual, supporting the activity of the DIBF;
further efforts were placed in order to update regularly exchanged information.
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STATISTICAL TABLES

Number of financial institutions
(at year-ends)

Type of financial institution 2009 2010 2011

Commercial banks
Branches of foreign credit institutions 6 6 7
Cooperative banks = - -

Banking sector, total: 30 30 31

Ownership structure of banks on the basis of assets total

Type of financial institution 2009 2010 2011

Public sector ownership 1.27 1.86 2.44
Other domestic ownership 14.60 17.41 21.06
Domestic ownership total 15.87 19.27 23.50
Foreign ownership 84.13 80.73 76.50
Financial institutions, total 100.0 100.0 100.0

Concentration of asset by the type of financial institutions

Type of the The first three | The first five HHI
financial institutions largest (%) largest (%)

Commercial banks 35.41 51.77 95.46
_Bra_nches of foreign credit 3.83 453 454
institutions

Cooperative banks - - -
Banking sector, total: 100

Return on Equity (ROE) by type of financial institutions (%)

Type of financial institution 2009 2010 2011

Commercial banks 8.95 6.55 4.93
Branches of foreign credit institutions - - s
Cooperative banks - - -

Banking sector, total: 8.95 6.55 4.93
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Distribution of market shares in balance sheet total (%)

Type of financial institution 2009 2010 2011

Commercial banks 94.9 95.17 95.46
Branches of foreign credit institutions 5.1 4.83 4.54
Cooperative banks - - -
Other - - -
Banking sector, total: 100.0 100.0 100.0

The structure of assets and liabilities of the banking system (%)
(at year-end)

Cash in hand, balances with central banks 9.02 9.94 9.92
Loans and advances to credit institutions 10.45 10.39 10.83
Loans and advances to customers 71.09 68.84 67.73

Financial assets at fair value through profit
or loss, held-to-maturity investments,

available-for sale assets and investments 6.68 8.06 8.60
in associates, subsidiaries and joint

ventures

Tangible assets and Intangible assets 2.23 2.12 2.06
Residual assets 0.52 0.65 0.84
Total assets 100.00 100.00 100.00
Amounts owed to credit institutions 20.33 17.95 12.74
Amounts owed to customers 61.31 63.93 69.31
Debts evidenced by certificates 0.85 0.81 0.67
Residual liabilities 1.53 1.08 1.15
Provisions 0.10 0.10 0.11
Subordinated liabilities 2.56 2.53 2.54
Equity (including valuation adjustments ) 12.25 12.77 12.86
Profit or loss for the financial year 1.06 0.81 0.62
Total liabilities and equity 100.00 100.00 100.00

Note: The common way to present information about the banking sector assets/liabilities is not the
aggregated balance sheet. In Bulgaria banks use FinRep reporting framework since the beginning of 2007
and the data presented here are based on annual reports of credit institutions.
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Capital adequacy ratio of banks

Type of financial institution 2009 2010 2011

Commercial banks 17.04** 17.39** 17.55**

Cooperative banks -

Banking sector, total: 17.04** 17.39** 17.55**
(* - for Basel I; ** - for Basel Il)

Asset portfolio quality of the banking sector
(share of impaired receivables / share of non-performing loans)

Net Non-performing loans past due
over 90 days (excl. those to credit
institutions) as a % of net loans (excl. Anls oz =\lelt
those to credit institutions)
Note: Total loans of banks are Net loans (gross loans minus impairment expenses).

The structure of deposits and loans of the banking sector in 2011 (%)
(at year-end)

T T eposits® | Loans’

Households" 47.7 27.2
Government sector 2.8 0.9

Corporate® 21.1 48.1
Foreign® 19.2 10.8
Other® 9.2 13.0
Total 100.0 100.0

! Data refer to ESAI95 sectors S.14 Households and S.15 Non-profit institutions serving households.

2 Data refer to ESAI95 sector S.13 General government (S.1311 Central government, S.1313 Local
government and S.1314 Social security funds).

% Data refer to ESA95 sector S.11 Non-financial corporations.

* Data refer to ESAI95 sector S.2 Rest of the world.

® Data refer to ESAI95 sector S.12 Financial corporations (monetary financial institutions, other financial
intermediaries, financial auxiliaries, insurance corporations and pension funds).

®In accordance with the requirements of Regulation ECB/2008/32, in the liability side, instrument deposits also
includes loans and repurchase agreements.

"In accordance with the requirements of Regulation ECB/2008/32, in the asset side, instrument loans includes
also claims on deposits and repurchase agreements.

Source: Other monetary financial institutions
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P&L account of the banking sector (at year-ends)

Interest income 2,633,280 2,592,565 2,572,113
Interest expenses 1,183,238 1,101,200 1,104,396
Net interest income 1,450,042 1,491,365 1,467,718
Net fee and commission income 375,734 388,186 401,789

Other (not specified above) operating

) 16,025 19,768 24,283
income (net)

Gross income 1,938,858 2,012,102 2,003,886
Administration costs 861,768 865,598 887,673
Depreciation 114,641 116,069 115,921
Provisions -8,738 5,913 10,003
Impairment on financial assets not

measured _at_ fair valqe thrc_Jugh profit and 547,444 680,999 711,964
loss / Provisions on financial assets

(loans, ...)

Profit (loss) before tax 428,514 344,955 279,296
Net profit (loss) 384,475 306,573 242,277

Total own funds in 2011 (in EUR)

Type of financial institution Lo Tier 1 Tier 2 Tier 3
Capital

Commercial banks 4,711,853 4,221,899 489,957

Cooperative banks - = - -

Banking sector, total: 4,711,853 4,221,899 489,957 =
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SYSTEM

MACROECONOMIC ENVIRONMENT

Gross domestic product of the Republic of Croatia held steady in real terms
in 2011, after falling by 1.2% in 2010 and by even higher 6% in 2009. Of all the
other Central and South Eastern European countries, Croatia's economic
dynamics in the period after the breaking up of the crisis was the worst, as seen
in particular in Croatia's slower exports of goods compared to these other
countries. Total economic activity held steady in 2011. The labour market was
marked by further unfavourable developments, with falling average employment
and rising unemployment rate. The average administrative unemployment rate in
2011 reached 17.8%, and the internationally comparable Labour Force Survey
unemployment rate stood at 13.5%. Nominal gross and net wages rose in 2011,
while real wages fell slightly.

Import prices pushed inflation up. However, its growth was slowed down
by weak growth and unfavourable expectations related to economic
developments, reduced employment and unemployment growth.
Import pressures on prices were due primarily to an increase in the prices of
energy and raw materials on the global markets. The average annual rate of
consumer price inflation in Croatia rose from 1.1% in 2010 to 2.3% in 2011.
Inflation acceleration was particularly evident in food products.

Current account deficit narrowed slightly, mostly due to good results in
tourism. The negative balance on an annual level thus stood at EUR 0.4bn
(-1.0% of GDP). The weakening of economic activity, coupled with a fall in the
current account deficit diminished the need for foreign financing. However, net
capital inflows (changes in international reserves excluded) stood at EUR 1.7bn,
which is an increase of 27.5% compared to 2010. The largest share of direct
equity investment involved debt to equity transactions of several foreign-owned
companies, while investments into new projects fell by one third from the
previous year. The debt to equity conversion had a significant impact on the
gross external debt balance, that fell by EUR 0.7bn and stood at EUR 45.7bn or
99.6% of GDP. However, if the said transactions and cross-currency changes are
excluded, the debt rose by EUR 0.7bn with the banks and the central
government increasing foreign liabilities the most. Private non-financial
companies also increased their debt, while public enterprises and non-banking
financial institutions reduced their liabilities towards foreign creditors.

Unfavourable developments in public finance continued for the third
consecutive year. The government ensured almost the entire amount needed to
finance the deficit through new borrowing, thus boosting further fast growth in
general government debt that reached HRK 156.0bn (45.7% of GDP) last year.
Worsening of foreign investors' risk perception regarding Croatia in 2011 and the
widening of the negative gap in relation to new EU member states negatively
influenced the price and availability of foreign financing. Further increase in the
global risk premium led to further worsening of the conditions for foreign
financing for Croatia.

In 2011, the central bank continued to pursue the policy of stable nominal
exchange rate of the kuna against the euro, as the main precondition for creating
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low inflation in Croatia and for maintaining total financial stability. In addition to
maintaining the stability of the exchange rate, in 2011 the CNB also supported
high monetary system liquidity in an effort to ensure more favourable conditions
for financing and faster recovery of the domestic economy. Poor demand and
absence of investments, coupled with the growth in the share of irrecoverable
loans and steady large demand of the government for financing, weakened the
prospects for any considerable recovery in loans to companies and households.

2011 DEVELOPMENTS IN THE CROATIAN BANKING SYSTEM

DEVELOPMENTS IN THE BANKING SYSTEM

At the end of 2011, there were 37 credit institutions operating in the
Republic of Croatia: 31 banks, one savings bank and five housing savings banks.
Compared to the end of 2010, the number of credit institutions fell by one as a
result of compulsory winding up proceedings initiated in one bank and withdrawal
of this bank's authorisation. Banks accounted for 98.1% and savings banks for
1.9% of the total assets of credit institutions. The total assets of credit
institutions stood at HRK 414.8bn and accounted for 121.6% of GDP. There were
21 majority foreign-owned credit institutions at the end of 2011 which accounted
for 90.8% of the total assets of all credit institutions. Three credit institutions
were in majority state ownership and their assets accounted for 4.5% of the total
assets of all credit institutions. The remaining 13 credit institutions were in
majority ownership of domestic shareholders and their assets accounted for
4.7% of the total assets of all credit institutions. At the end of 2011, credit
institutions employed 22,305 persons.

A slight heightening of credit activities led to increased dynamics of assets
growth and had a favourable impact on the business results of banks in 2011.
Compared to the pre-crisis period, the rate of assets growth was relatively low,
and so were indicators of return, reflecting uncertainties in the environment and
further growth in credit portfolio losses. Exchange rate effects excluded, bank
assets grew by 2.5% in real terms with bank assets of large banks growing the
fastest, as a result of an increase in the sources from majority foreign owners.
Of the domestic sources, household deposits were the only category that rose,
though at a much slower rate compared to the previous year. The increase in
corporate loans had a key impact on total loans growth, with the largest share of
these loans being used for working capital and existing liabilities financing.
The household sector was again very cautious as regards consumption and
borrowing, with the loans to that sector falling for the third consecutive year.
The level of new credit activity was not sufficient to halt deterioration in the
quality of loans. As a result, the share of partly recoverable and fully
irrecoverable loans rose to 12.4%, while the banks' risk aversion remained
elevated. In search of less risky clients, the banks turned increasingly to
government units and public enterprises as well to other big clients.

Heightened credit activity led to stabilisation in net interest income and an
increase in bank profit. Lower expenses on loss provisions, as the main generator
of profitability growth, also boosted profits. The return on assets rose to 1.2%
and the return on capital to 6.9%. The ability of capital to cover potentially
increased operational risks increased additionally from the previous vyear.
The capital adequacy ratio rose to 19.6% as a result of a significant decline in
the average weight for credit risk and the ensuing lower capital requirements for
credit risk. The average weight for credit risk declined as a result of an increase
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in the share of low-risk exposures to central governments and central banks,
with a considerable share of this increase being attributable to increased use of
credit risk mitigation techniques, particularly the use of government guarantees.

THE LEGAL AND INSTITUTIONAL FRAMEWORK

OF THE OPERATION AND SUPERVISION OF FINANCIAL
INSTITUTIONS, NEW DEVELOPMENTS.

LEGAL COMPETENCE OF THE BANKING SUPERVISORY
AUTHORITY IN CROATIA

Among CNB tasks regulated by the Act on the Croatian National Bank is
the exercise of supervision and oversight of credit institutions and credit unions
in accordance with the Credit Institutions Act and the Credit Unions Act, the
fundamental acts governing the conditions for the establishment, operation and
dissolution of these institutions, as well as supervision of their operation.
The main objectives of supervision exercised by the CNB are to maintain
confidence in the Croatian banking system, and promote and safeguard its safety
and stability.

Supervision of credit institutions consists of several coordinated activities
aimed at verifying whether credit institutions (banks, savings banks and housing
savings banks) operate in compliance with risk management rules, provisions of
the Credit Institutions Act and regulations adopted under that act, other laws and
regulations governing the carrying out of financial activities, their own rules, and
professional standards and rules. In addition to supervision, the CNB exercises
oversight of the implementation of the Act on the Croatian National Bank,
regulations adopted under that act, and the implementation of other laws and
regulations for which it is competent.

The CNB exercises supervision of credit institutions by:

1 collecting and analysing prescribed reports and other reports and
information;

! ongoing monitoring of the lawfulness of operation of credit institutions, by
carrying out on-site examinations of credit institutionsi operations; and

! imposing supervisory measures in order to take actions at an early stage
to improve the safety and stability of credit institutionsi operation and to
eliminate any detected illegalities.

The CNB exercises supervision of credit unions in a similar manner.

Other supervisory bodies in the Republic of Croatia that operate in the
area of financial system supervision are the Ministry of Finance and the Croatian
Financial Services Supervisory Agency. These bodies are responsible for
regulation and supervision of non-banking financial services.

MAIN STRATEGIC OBJECTIVES OF THE SUPERVISORY
AUTHORITY IN 2011

The methodology of the process of CNB supervision was slightly modified
in 2011 to make it compatible as much as possible to European supervisory
guidances. The previously used CAMELS methodology was thus replaced by a
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new Methodology for the risk assessment of credit institutions. Under this
methodology, each credit institution is assigned a risk profile assessment that is
based on an assessment of the following components of the business of credit
institutions: credit risk, market risk, operational risk, liquidity risk, interest rate
risk in the non-trading book, earnings, capital, balance sheet developments, risk
assumption and strategy and corporate management. The basic added value of
the new methodology (in addition to risk assessment introduced by new
subordinate legislation, most notably the operational risk and interest rate risk in
the non-trading book) lies in the division of assessment to the quantitative and
the qualitative component for each individual segment covered by this
methodology, i.e. in the determination of the effect of the level of exposure to an
individual risk on the one hand and the quality of management of the relevant
risk on the other hand, on total risk assessment.

Over the past few years, the CNB was active in the adjustment of the
prudential reporting system for the purposes of supervision, including financial
reporting of credit institutions (FINREP, Consolidated Financial Reporting
Framework) and reporting on the capital adequacy of credit institutions (COREP,
Common Reporting Framework). Though lower in volume since most of the
adjustment had been completed in 2010, the adjustment of the system of
reporting of the CNB on the business of credit institutions with EU directives and
guidelines continued into 2011. The bulk of new reporting had been implemented
in 2010 so that in 2011 only system improvements were made, mainly those
relating to the introduction of reporting on currency risk on a daily basis and IT
development and testing of reporting records whose implementation is expected
in 2012.

THE ACTIVITIES OF THE BANKING SUPERVISORY
AUTHORITY IN 2011

Based on changes in European legislation and plans for the necessary
changes to the domestic legal framework regulating the operation of credit
institutions, in 2011, the CNB implemented the provisions of CRD Il into the
domestic legal framework. In the last quarter of 2011, the CNB took the
necessary steps and organised working groups for the implementation and use of
CRD 1V, which was submitted into legislative procedure by the European
Commission in 2011. This Directive will be implemented in the Croatian
regulations and the Regulation will be directly applicable in the banking system
of Croatia from the moment of its accession to the EU. The authorities of the
newly-established European Banking Authority (EBA) will fully enter into force
with the accession to the EU. Following the signing of the Accession Treaty with
the EU, CNB Prudential Regulation and Bank Supervision Area staff actively
joined in the work of EBA as observers.

In 2011, the CNB stepped up its activities in the field of consumer
protection policy and set up a Consumer Protection and Market Competition
Department within the Prudential Regulation and Bank Supervision Area.
In addition to the internal activities associated with the organisational set up and
recruitment of new staff, great efforts were also exerted in dealing with
consumer complaints in the field of banking and financial services.
These activities are planned to assist the CNB in collecting sufficient information
that will, together with information obtained from individual consumer
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complaints, be used to amend the existing and draft new legislation, bearing in
mind the role of the CNB in the activities related to the implementation of EU
legislation.

In 2011, the CNB continued its activities on the analysis of data on due
but unpaid receivables and credit risk quality. Monthly data on due but unpaid
receivables of credit institutions and data on rolled over and restructured
placements were analysed in 2011. Special attention in the area of prudential
analysis was paid to internal capital adequacy assessment reports (ICAAP
reports), submitted to the CNB for the first time by credit institutions in
accordance with subordinate legislation.

All the tasks planned under the CNB strategic guidelines relating to on-site
examination were completed in 2011. The emphasis was placed on core tasks
that include on-site examination of credit institutions, with a particular focus on
asset quality control and credit risk management and value adjustments and
provisions for bad placements. In addition, on-site examinations in 2011 focused
on the process of granting of placements, including the assessment of the
methodology of client creditworthiness analysis and internal scoring/rating
systems used in the process of placement granting. Special attention was also
paid to the process of subsequent placement monitoring with a particular
emphasis on early warning indicators of increased credit risk and their
integration in the framework of placement distribution process.

Until the date of accession of the Republic of Croatia to the EU, the CNB is
responsible for the protection of market competition in the market of banking
and financial services provided by credit institutions. Since CNB's responsibility in
the area of market competition will be transferred to the Croatian Competition
Agency as of the date of accession, further steps were undertaken towards
drafting a memorandum of understanding with this Agency.

In the area of licensing, a number of applications were processed and
different decisions and approvals were given to the banks. One bank, for which
also a decision to initiate compulsory winding up proceedings was issued, had its
authorisation withdrawn.

Under the Act on Amendments to the Credit Unions Act that was enacted
in 2011, credit unions are also allowed to conduct payment transactions for their
members and to receive monetary deposits from unions and chambers of trades
and crafts and non-refundable funds from international institutions. At the end of
2011, there were 22 credit unions operating in the Republic of Croatia.
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ORGANISATIONAL CHART OF THE BANKING SUPERVISORY
AUTHORITY

The activities of supervision of credit institutions are organised within the
Prudential Regulation and Bank Supervision Area. At the end of 2011, the
Prudential Regulation and Bank Supervision Area numbered 120 employees.

Organizational chart of the Prudential Regulation and Bank Supervision Area:
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INTERNATIONAL ACTIVITIES OF THE BANKING
SUPERVISORY AUTHORITY

The guidelines and instructions of the European Banking Authority place an
even bigger emphasis on the strengthening of the role of the college of
supervisors on the European level, thus prompting enhanced CNB cooperation
with foreign supervisors, particularly as regards joint assessments of the risk of
business operations of banking groups and the adequacy of the allocated
amounts of capital for individual group members.

In 2011, the CNB signed a memorandum of understanding in the field of
supervision of the group of credit institutions with the Turkish supervisory
authority, and memoranda of understanding in the field of supervision of housing
savings banks, where the activities of the college of supervisors had already
begun, with the Austrian supervisory authorities. Based on signed memoranda of
understanding and for the purpose of improving cooperation with foreign
supervisors, in 2011 CNB representatives participated in workshops and/or
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colleges of supervisors relating to the supervision of banking groups that include
domestic credit institutions.

In 2011, the CNB delivered to consolidating supervisors the main findings,
conclusions and recommendations of on-site examinations of domestic credit
institutions that are members of banking groups. Within the framework of
cooperation with foreign supervisors, the CNB is responsible for the drafting of
the Supervisory Risk Report, i.e. the annual risk assessment of the domestic
credit institution, which serves as an element for making the final Joint Risk
Assessment decision and for a joint decision on the required amount of capital of
a banking group. In 2011, the CNB continued to co-operate with the Austrian
supervisory authority on the preparation of a Supervisory Newsletter that deals
with the business of domestic banks in majority ownership of Austrian banks.

2011 DEVELOPMENTS IN THE CROATIAN BANKING SYSTEM

COOPERATION WITH OTHER SUPERVISORY BODIES IN
CROATIA

Under the provisions of the Act on the Croatian National Bank and the
Credit Institutions Act, the CNB enters into memoranda of understanding in the
field of banking supervision with domestic and foreign supervisory bodies.

The CNB entered into the following agreements with other supervisory
bodies in the Republic of Croatia:

f Agreement on co-operation between the Croatian National Bank and the
Croatian Financial Services Supervisory Agency.

! Agreement on co-operation and exchange of information in the area of
anti-money laundering and combating of terrorism financing.

1 Agreement on co-operation in the area of protection of market competition
in the banking and financial services market with the Croatian Competition
Agency.

1 Agreement on co-operation with the Office for Money Laundering.

1 Memorandum of understanding regarding financial crisis management with
the Ministry of Finance and the Croatian Financial Services Supervisory
Agency.

OTHER RELEVANT INFORMATION AND DEVELOPMENTS

For further information on CNB supervision activities and regulations
governing CNB supervision, please visit CNB website at www.hnb.hr.
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STATISTICAL TABLES

Number of financial institutions (head offices/branches)
(at year-ends)

Type of financial institution 2009 2010 2011

Banks

Savings banks 2 1 1
Housing savings banks 5 5 5
Banking sector, total: 39 38 37

*Data refer to credit institutions operating in Republic of Croatia (RoC): banks, savings banks and housing
savings banks. There are no branches of foreign credit institutions operating in RoC.

Ownership structure of the financial institutions
on the basis of registered capital (%)
(at year-ends)

Type of financial institution 2009 2010 2011

Public sector ownership

Other domestic ownership 4,9 54 4,9
Domestic ownership total 9,0 9,7 9,4
Foreign ownership 91,0 90,3 90,6
Financial institutions, total 100,0 100,0 100,0

Concentration of asset by the type of financial institutions
(at year-end)

Type of the The first three | The first five

. S HHI
financial institutions largest (%) largest (%)

Banks* 56,3 76,0 1 400,4
Housing savings banks 57,5 100,0 2400,4
Banking sector, total: 55,3 74,5 1348,8

*From this table onwards, data for savings banks are included in line Banks.
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Return on Equity (ROE) by type of financial institutions (%)

Type of financial institution 2009 2010 2011

Banks

Housing savings banks 13,5 3,9 2,2

Banking sector, total: 6,4 3,9 6,9
*ROAE

Distribution of market shares in balance sheet total (%)

Type of financial institution 2009 2010 2011

Banks 98,3 98,3 98,1
Housing savings banks 1,7 1,7 1,9
Banking sector, total: 100.0 100.0 100.0

The structure of assets and liabilities of the banking system (%)
(at year-end)

Financial sector 13,5 14,6
Nonfinancial sector n/a 59,4 59,9
Government sector n/a 12,7 13,9
Other* 14,5 11,5
Financial sector 10,2

Nonfinancial sector n/a 52,5 52,4
Government sector n/a 1,9 2,0
Capital n/a 13,8 134
Other* n/a 21,6 22,7

* includes non-residents

Capital adequacy ratio of banks

Type of financial institution 2009* 2010** 2011**

Banks 16,4 18,8 19,6
Housing savings banks 16,3 20,3 19,9
Banking sector, total: 16,4 18,8 19,6

* Modified Basel | (Basel | plus higher risk-weights for claims from clients with unmatched FX position)
** Basel Il
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Asset portfolio quality of the banking sector
(share of impaired receivables / share of non-performing loans)*

Non financial sector
- households 5,8 7,8 8,6

- corporate 12,9 18,1 20,1

*share of partly recoverable (risk category B) and fully irrecoverable (risk category C) loans

Bank loans are classified into risk categories A, B and C pursuant to the Decision on the classification on
placements and contingent liabilities of banks (OG 17/2003, 149/2005 and 74/2006) and from March 2010
onwards pursuant to the Decision on the classification on placements and off-balance sheet liabilities of

credit institutions (OG 1/2009, 75/2009 and 2/2010).

The structure of deposits and loans of the banking sector in 2010 (%)
(at year-end)

T T peposis | toans

Households 56,6 43,9
Government sector 1,8 10,8
Corporate 15,8 42,1
Other (excluding banks)* 25,8 3,2

Total 100.0 100.0

*excluding domestic banks, including non-residents

P&L account of the banking sector (at year-end)*

Interest income 22 830 21 215 21779
Interest expenses 13279 10 251 10 184
Net interest income 9551 10 964 11 595
Net fee and commission income 2983 3209 3008
iCr:tCr:)(?]r1 ((an((:]te%pecified above) operating 2761 1479 1472
Gross income 15 295 15 652 16 075
Administration costs 6 643 6 643 6 810
Depreciation 940 940 887
Provisions 61 -75 10
Impairment on financial assets not

(loans, ...)

Profit (loss) before tax 4196 4 303 4680
Net profit (loss) 3278 3451 3804

*in million HRK
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Total own funds in 2011 (in EUR*)

Type of financial institution Vil Tier 1 Tier 2 Tier 3
Capital

Banks 72859 6 669,0 616,9
Housing savings banks 74,1 61,3 12,8 0,0
Banking sector, total: 7 360,0 6 730,3 629,7 0,0

*HRK/EUR 7,53042
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2011 DEVELOPMENTS IN THE CZECH BANKING
SYSTEM

MACROECONOMIC ENVIRONMENT

Economic growth in the Czech Republic continued in 2011, following its
renewal in 2010, but the growth rate was slower. Real economic growth for the
year as a whole was 1.7%. This was mostly due to net exports, whereas the
other components ceased to be the drivers of domestic economic growth in the
second half of the year.

Economic growth was fostered by improved export opportunities as world
trade gradually emerged from the recession and financial crisis. The economy
maintained its previous yearis growth in 2011 Q1, but Q2 already saw a
slowdown in economic growth due also to a deeper decline in household and
government consumption. Following a temporary improvement in spring 2011,
the tensions in the global financial markets again started to grow.

Inflation rose slightly for the second consecutive year. The average
inflation rate in 2011 was 1.9%, up by 0.4 percentage point on a year earlier.
The pick-up in inflation was chiefly due to rising global commodity and food
prices and domestic administered prices. At the year-end, food prices reflected in
advance the increase in the reduced VAT rate, which took place at the start of
2012.

The appreciation trend of the korunais exchange rate against the euro and
the dollar continued into 2011. The average CZK/EUR exchange rate appreciated
from 25.3 in 2010 to 24.6 in 2011. The average CZK/USD exchange rate
appreciated as well, from 19.1 in 2010 to 17.7 in 2011. At the end of the year,
however, the exchange rate depreciated owing to the escalation of the euro area
debt crisis.

The current account deficit decreased moderately during 2011, to 2.9% of
GDP. In absolute terms it reached CZK 109.1 billion. The current account deficit
reflected mainly the trade balance where the surplus increased in 2011.
As in previous years, the financial account showed a surplus in 2011. The surplus
reached CZK 87.9 billion, which was, however, CZK 86.4 billion less than a year
earlier.

The improvement in the labour market came to an end at the end of 2011,
due to a slowing economic growth. The average registered unemployment rate
decreased by 0.4 percentage point compared to 2010, to 8.6%. Growth in the
average nominal wage in the economy was modest in 2011, slowing to 2% in
Q4. The end of the year saw a convergence of wage growth in the private and
public sectors. The average real wage rose by a mere 0.3% for the entire 2011.
Aggregate labour productivity has been rising for the second year, although its
growth rate is slowing. It was up by 1.4% compared to a rise of 4.5% a year
earlier.

The measures taken to reduce the public finance deficit led to a decrease
to CZK 117.9 (3.1% of GDP) under ESA95 methodology. The government debt-
to-GDP ratio increased again in 2011, totalling 41.2% at the end of the year.

The Czech National Bank had responded to both the current and expected
economic developments by maintaining its key interest rates at the level set in
May 2010. The two-week repo rate remained at 0.75% throughout 2011, the
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discount rate was also unchanged at 0.25% since August 2009, and the Lombard
rate was flat at 1.75%.

DEVELOPMENT IN THE BANKING SYSTEM

As of 31 December 2011, the Czech banking sector consisted of 44 banks
and foreign bank branches. The structure of the banking sector is stable.

The Czech banking sector was sound, well capitalised and had enough
liguid funds in 2011. The sector continued to generate profit.

The sector was growing, the assets of the banking sector increased by
6.9% to CZK 4,476.5 billion in this period.

The rate of growth of the banking sector was higher compared to the
previous year. This was reflected in a larger volume of the banking sectoris
receivables, which account for a substantial part of its balance-sheet assets.
The dynamic development was recorded in lending to individuals, although its
annual growth rate decreased to 5.0% at the end of 2011, and the total value of
such loans exceeded CZK 1,009 billion. Loans for house purchase, which rose by
6.1% year on year and amounted to more than CZK 773 billion, accounted for
nearly 78% of all loans provided to individuals. Of this, mortgage loans for
housing recorded an annual increase of 9.0% at the end of 2011, accounting for
more than 65% of all loans to individuals. Consumer credit amounted to CZK
196.1 billion and decreased by 1.6% y-o0-y. Loans to resident non-financial
corporations started to grow in 2011, up by 6.1% y-0-y to CZK 828.2 billion.

The banking sector was profitable in 2011. It generated net profit of CZK
53.5 billion, which was, however, 3.2% lower than a year earlier. Profit from
financial activities of CZK 162.1 billion, particularly from interest profit, which
increased by 4.4% year on year and accounted for nearly 68% of profit from
financial activities, was the main source of net profit. Profit from fees and
commissions which rose by 1.4% to CZK 39.0 billion was another source.
Total administrative expenses grew by 6.0% to CZK 66.1 billion. At CZK 10.1
billion, aggregate income tax increased by 0.7% year on year.

Credit risk has recently been the most significant risk in the Czech banking
sector. Non-default loans accounted for 94.8% of the investment portfolio at the
end of 2011. The value of all default receivables increased by CzZK 2.8 billion
(2.1%) to CZK 145.5 billion owing to the reduced ability of non-financial
corporations and individuals to repay their obligations. The share of default
receivables in total investment portfolio liabilities was 5.2% and falling at the end
of 2011.

In 2011, domestic banksi activities continued to focus mostly on domestic
clients. The share of transactions with non-residents and the share of foreign
currency activities were relatively low. The exposure of the banking sector to
territorial and foreign exchange risk was assessed as limited in 2011, too.
Operations on foreign markets are usually executed by other entities from the
financial group to which the domestic bank belongs. Transactions with
non-residents are significant mainly on the interbank market, particularly as
regards derivatives transactions.

The Czech banking sector had enough liquid funds and the liquidity sub-
indicators were stable during 2010 as usual. Quick assets were up by 10.0% year
on year, reaching CZK 1,202.9 billion. Sufficient primary funds are available to
finance the loans of the banking sector.
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The capitalisation of the banking sector was sufficient at the end of 2011.
The capital adequacy ratio slightly decreased to 15.26% as a result of a rise of
4.9% in the regulatory capital of the banking sector to CZK 303.5 billion. Tier 1
increased to CZK 282.0 billion, thanks mainly to retained earnings. In 2011, a
partial repayment of subordinated debt in several banks again led to a decrease
in additional capital (Tier 2). Tier 1 traditionally has a dominant position within
the banking sectoris capital, accounting for nearly 93% of total regulatory
capital. The capital requirements of the banking sector were CZK 159.1 billion at
the end of 2011, showing annual growth of 6.7%, or CZK 10.0 billion.

All banks were compliant with the set minimum capital ratio of 8% during
2011.

The depth of banking intermediation as measured by the ratio of total
bank assets to GDP has been increasing in the Czech Republic since 2006.
It stood at 117.5% at the end of 2011, 3.3 percentage points higher than in the
same period of 2010.

2011 DEVELOPMENTS IN THE CZECH BANKING SYSTEM

THE LEGAL AND INSTITUTIONAL FRAMEWORK OF THE
OPERATION AND SUPERVISION OF FINANCIAL
INSTITUTIONS, NEW DEVELOPMENTS.

LEGAL COMPETENCE OF THE BANKING SUPERVISORY
AUTHORITY IN THE CZECH REPUBLIC

In accordance with Act No. 6/1993 Coll., on the Czech National Bank, the
Czech National Bank is the integrated supervisor of the financial market in the
Czech Republic. The CNB therefore supervises the banking sector, the capital
market, the insurance industry, pension funds, credit unions, bureaux-de-change
and payment system institutions. The CNB lays down rules safeguarding the
stability of the banking sector, the capital market, the insurance industry and the
pension scheme industry. It systematically regulates, supervises and, where
appropriate, issues penalties for non-compliance with these rules.

MAIN STRATEGIC OBJECTIVES OF THE SUPERVISORY
AUTHORITY IN 2011

In 2011, the CNB worked to implement the rapidly changing EU rules for
the financial market and modify the regulatory framework in the Czech Republic.
The CNBis activities included mainly cooperation with the Ministry of Finance and
other state administration bodies in the preparation of new legislation. The CNB
prepared a number of decrees and official information documents for the
individual sectors of the financial market and explanatory opinions on the
application of regulatory requirements by financial market participants.

2011 brought a major change in the institutional environment for financial
market supervision in the EU, as the European System of Financial Supervision
(ESFS) commenced its activities on 1 January 2011. The CNB made an active
contribution to cooperation between supervisory authorities within this system
and sought support for its visions of financial market supervision among other
members.
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In 2011 the CNB was very active within the new EU supervisory
framework. At the beginning of 2011, the three new European Supervisory
Authorities (ESAs) T the EBA, ESMA and EIOPA T and the European Systemic
Risk Board (ESRB) launched their activities. The CNB does not regard the gradual
transfer of more powers from national supervisors to the new European
authorities as sound, mainly because of concerns of separation of powers and
final responsibility for the functioning and stability of the domestic financial
market. The CNBis priorities also include limiting the increase in excessive
European regulation and reducing the administrative burden on national
supervisors and financial institutions. The CNB promoted its goals by actively
participating in the ESRB and the ESAs and as part of cooperation with the
Ministry of Finance in the EU policy committees and with the supervisory
authorities of EU Member States.

2011 DEVELOPMENTS IN THE CZECH BANKING SYSTEM

THE ACTIVITIES OF THE BANKING SUPERVISORY
AUTHORITY IN 2011

The conduct of financial market supervision involves a range of activities
encompassing licensing and approval proceedings, fulfiiment of information
duties, on-site and off-site supervision, international cooperation and so on.
Following the integration of financial market supervision into the CNB, these
processes are gradually being united and unified.

Supervision of credit institutions involves supervision of banks, foreign
bank branches, building societies and credit unions. The main analytical
instrument employed in off-site surveillance is regular comprehensive analyses of
the financial condition of individual entities and the sector as a whole.
An analysis of the credit institutions sector is produced quarterly. The observance
of prudential limits is monitored on a monthly basis for all credit institutions.

Early warning information is assessed every month, which helps to identify
potential negative tendencies in the financial indicators. Branches of foreign
banks from EU countries are assessed under a simple regime?®.

Ratings dividing banks into five categories according to their financial
condition and management quality are prepared for internal CNB supervisory
purposes twice a year.

Banking supervision was performed under the standard regime in 2011.
The CNB concentrated T in connection with the persisting problems in the world
economy T mainly on the quality of credit portfolios, provisioning, and sufficiency
of banksi capital to cover potential losses, and banksi liquidity and overall
performance. An extraordinary daily reporting duty, covering quick assets and
exposure to entities within the group, was re-introduced for selected entities.
Extraordinary monitoring of the situation of building societies continued in
connection with changing conditions for building savings.

Supervision of the credit union sector proceeded in 2011 in compliance
with the approved plan of activity under the standard regime. It focused in
particular on assessing the current situation and developments in individual
credit unions and on resolving their regulatory problems.

16 Primary responsibility for supervision of foreign bank branches lies with home country supervisors. In the
case of branches of foreign banks from EU Member States, the CNB monitors their liquidity and compliance
with the obligations in the Act on Banks.
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The on-site examination work is based on an annual plan of activity
building primarily on outputs from the internal analytical system of risk
assessment of supervised entities, information obtained during continuous
off-site surveillance and on-site examinations and last but not least on the
requirements of foreign regulators. In addition to on-site examinations, the
supervisory work includes approving advanced methods for calculating capital
requirements. Because of linkages between financial markets, cooperation with
foreign regulators is systematically being stepped up. The managers of the
examined entities are notified of the findings of examinations by means a report,
on the basis of which remedial measures are imposed. The implementation and
observance of such measures is systematically monitored. In justified cases, the
CNB opens administrative proceedings with the relevant entities based on the
examination results.

Both comprehensive and partial examinations as well as information-
gathering visits were conducted in the credit institutions sector in 2011.

Five on-site examinations were launched or conducted in banks in 2011.
In addition to two comprehensive examinations in large banks, one of which was
launched in 2010, partial examinations were conducted. Moreover, six
examinations in credit unions were conducted in 2011.

2011 DEVELOPMENTS IN THE CZECH BANKING SYSTEM

Number of on-site examinations by type
Market risks

ICAAP Credit risk . .= . Operational risk IS/IT risk AML/CFT

liguidity risk
Banks 2 3 2 3 2 3
Credit uniol 2 4 3 0 0 6

ORGANIZATIONAL CHART OF BANKING AUTHORITY

The organisational chart of financial market supervision in the Czech National Bank
as of 31 December 2011

Bank Board
Miroslav Singer Mojm?r Hampl Vladim?r Tomgzk Lubom?r L2zal Kamil Jan§lek Pavel Feg§bek Eva Zamrazilov§
Governor Vice-Governor Vice-Governor Bank Board member | Bank Board member | Bank Board member Bank Board member
[ [ |
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International Co-Operation Supervision Department Department Enforcement Department
Department
561 586 571
Financial Market Prudential Supervision . . I
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International Cooperation ; .
) . Professional Care Securities and Regulated
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INTERNATIONAL ACTIVITIES OF THE CZECH NATIONAL
BANK

The Czech National Bank is very active in the area of international
cooperation.

f Cooperation between European financial market supervisory authorities
focuses mainly on activities in the new supervisory authorities. One of the
ESAs is the European Banking Authority (EBA). CNB representatives were
actively involved in EBA activities at the level of the Board of Supervisors,
the Management Board, standing committees and working groups. A CNB
representative was also appointed a member of the EBA Management
Board and Chairman of the Standing Committee on Regulation and Policy.
The ESAs also include the European Securities and Markets Authority
(ESMA). CNB representatives were involved in ESMAls activities at the
level of the Board of Supervisors, standing committees and groups,
actively contributing to ESMAls outputs. The third ESA is the European
Insurance and Occupational Pensions Authority (EIOPA), in which CNB
representatives were actively involved at the level of the Board of
Supervisors, standing committees and working groups. The CNBis
activities in the Joint Committee of European Supervisory Authorities (JC)
focus mainly on the individual sub-committees.

T In 2011 CNB representatives were actively involved in the activities of the
new European Systemic Risk Board (ESRB) at the level of both the General
Board (where the CNB Governor and another Bank Board member
participated) and the Advisory Technical Committee (ATC) and its
permanent sub-structures T the Analysis Working Group (AWG) and the
Instruments Working Group (IWG).

1 Within the European Central Bank structures, the CNB participates in the
Financial Stability Committee (FSC). It actively contributes to the works of
many groups and the Payment and Settlement Systems Committee
(PSSCQC).

f Cooperation with the EU Council and its structures consists mainly in
proposals and opinions for Czech representatives (the ECOFIN Council, the
Economic and Financial Committee T EFC, the Financial Services
Committee T FSC). Anti-money laundering measures are debated in the
Moneyval Committee. CNB proposals are discussed in the Working Party
on Financial Services (SAPA).

1 As regards other international institutions and associations, the CNB was
involved in the IMFis Financial Sector Assessment Program (FSAP); a CNB
representative participates in the work of the Committee on Financial
Markets (CFM T OECD); the CNB is represented in the Basel Consultative
Group of the Basel Committee on Banking supervision, which mainly
discussed liquidity issues; the Czech National Bank is a member of the
IAIS, IOPS and I10SCO (the International Association of Insurance
Supervisors, the International Organization of Pension Supervisors, the
International Organization of Securities Commissions) and attends their
meetings and participates in their activities.

! The CNB is also very active in cooperation with partner supervisory
authorities. In 2011, CNB representatives regularly participated in
meetings of eight supervisory colleges for the most important banking
groups in the Czech banking sector. The CNB also took part in meetings
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concerning potential future cooperation between relevant national

supervisors as regards the financial stability of the banking groups Erste,

Raiffeisenbank, Volksbank and Soci®t® G®n®rale.

f The CNB participated in meetings of coordination committees for the
supervision of insurance companies in groups, which focused above all on
preliminary approval of internal models under Solvency Il. It signed a
memorandum of understanding within a supervisory college for the French
insurance group AXA.

In the capital market, the CNB continued to work in partnership with other
supervisory authorities on the basis of IOSCO and ESMA (CESR) multilateral
memoranda of understanding.

The CNB also cooperated closely with financial market supervisors from
Central and Eastern Europe. This cooperation involved exchange of information
and coordination of opinions between national supervisory authorities in the
region, especially from the perspective of host supervisors of subsidiaries of
foreign financial groups.

2011 DEVELOPMENTS IN THE CZECH BANKING SYSTEM

COOPERATION WITH OTHER SUPERVISORY BODIES IN
THE CZECH REPUBLIC

The CNBis activities include cooperation with the Czech Ministry of Finance
and other state administration bodies. The CNB works in close cooperation with
the Czech Ministry of which has primary responsibility for preparing laws in the
financial market area. It thus acts in accordance with the agreement on
cooperation in the preparation of draft national legislation concerning the
financial market and other regulations concluded between the CNB and the
Ministry of Finance in May 2006.

OTHER RELEVANT INFORMATION AND DEVELOPMENTS

In 2011, the CNB performed its regular half-yearly stress-testing of banksf
loan portfolios. The stress-testing methodology is gradually being refined on the
basis of experience gained since 2009. Two rounds of stress tests (the other is
prepared in cooperation with the Ministry of Finance) assessed banksi resilience
to adverse economic developments using data as of 31 December 2010 and 30
June 2011. Eight and nine selected banks respectively which have received
approval to use the special IRB approach for calculating the capital requirement
for credit risk, or which are in the process of IRB pre-validation by the CNB, took
part in the testing. The loan portfolio stress-testing project consists in assessing
the impact of pre-defined economic scenarios on the loan portfolios, P&L and
liquidity of sector-important banks. In the two rounds, a baseline scenario was
prepared, identical to the official CNBis macroeconomic forecast, and one or two
adverse scenarios simulating economic slowdowns of various strength.
These scenarios were transformed into average percentage increases in
probability of default, exposure at default and loss given default in the most
important segments of the loan portfolio. The aggregate results of the two
rounds of stress testing confirmed good resilience of domestic banks.
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In addition to these bottom-up tests, the CNB conducts quarterly stress
tests of the banking sector (top-down tests). The results are regularly published
on the CNB website.

The latest update was prepared in May 2012; the results were published
on 16 June 2012, using data as on 31 March 2012.
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STATISTICAL TABLES

Number of financial institutions (head offices/branches)
(at year-ends)

Type of financial institution 2009 2010 2011

Commercial banks 87.6 88.3 88.0
Branches of foreign credit institutions 12.1 11.2 11.4
Credit unions 0.3 0.5 0.6
Other n.a. n.a. n.a.
Banking sector, total: 100.0 100.0 100.0

Ownership structure of the financial institutions
on the basis of registered capital (%)
(at year-ends)

Type of financial institution 2009 2010 2011

Public sector ownership

Other domestic ownership 0.2 0.6 0.9
Domestic ownership total 2.9 3.5 3.9
Foreign ownership 97.1 96.5 96.1
Financial institutions, total 100.0 100.0 100.0

Return on Equity (ROE) by type of financial institutions (%)

Type of financial institution 2009 2010 2011

Commercial banks 19.3
Branches of foreign credit institutions n.a. n.a. n.a.
Credit unions -0.01 -2.27 5.38
Banking sector, total: 25.0 21.0 18.8
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Distribution of market shares in balance sheet total (%)

Type of financial institution 2009 2010 2011

Commercial banks 87.6 88.3 88.0
Branches of foreign banks 12.1 11.2 114
Credit unions 0.3 0.5 0.6
Other n.a. n.a. n.a.
Banking sector, total: 100.0 100.0 100.0

The structure of assets and liabilities of the banking system (%)
(at year-end)

Financial sector (loans and advances) 10.5 11.3 10.4
Nonfinancial sector (loans and advances) 48.6 48.9 48.8
Government sector (loans and advances) 1.7 1.7 1.7
Other 39.2 38.1 39.1
Financial sector (deposits) 10.5 10.7 11.2
Nonfinancial sector (deposits) 59.0 60.3 58.9
Government sector (deposits) 7.6 7.0 7.0
Capital 7.8 8.2 8.1
Other 15.1 13.8 14.8

Note: Banking sector = commercial banks + bank foreign branches

Capital adequacy ratio of banks

Type of financial institution 2009 2010 2011

Commercial banks 14.11 15.52 15.27
Credit unions 14.80 12.21 12.07
Banking sector, total: n.a. n.a. n.a.

(* - for Basel I; ** - for Basel Il)
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Asset portfolio quality of the banking sector
(share of impaired receivables / share of non-performing loans)

Non financial sector
- households 4.1 5.2 5.0

- corporate 7.9 9.0 8.2

Note: Banking sector = commercial banks + bank foreign branches; share of receivables in default
(substandard, doubtful and loss) by sector.

The structure of deposits and loans of the banking sector in 2010 (%)
(at year-end)

| Deposis ] loans

Households 61.2 50.1
Government sector 10.9 2.9
Corporate 241 37.9
Other (excluding banks) 3.8 9.1
Total 100.0 100.0
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P&L account of the banking sector (at year-ends)
Income statement of the banking sector
Absolute indicators
(data as of the given date; in CZK millions)

1. Financial & operating income and expenses 168 409 157 376 162 090
1.1 Interest income 174 434 166 962 172 316
1.2 Interest expenses 71161 61 655 62 391
1.3 Dividend income 9623 5859 7578

1.4 Fee and commission income 46 756 48 369 50 011
1.5 Fee and commission expenses 10 314 9 876 10 950

1.6 Realised gains (losses) on financial assets and liabilities

not measured at FV through profit or loss, net e i 1112
t1r.87d$13|,nr?e(tlos;ses) on financial assets and liabilities held for 4399 11 016 1149
e o e T
1.9 Gains (losses) from hedge accounting, net -330 -208 51

1.10 Exchange differences, net 7 480 -3 097 8 388
ﬁellé g??;é!or?st(es) on derecognition of assets other than 580 18 233

1.12 Other operating income 2880 3339 3044
1.13 Other operating expenses 3949 4324 4 359
2. Administration costs 60 455 62 381 66 047
2.1 Staff expenses 31103 31603 33776
2.2 General and administrative expenses 29 352 30 777 32271
3. Depreciation 7442 6 926 6 826
4. Provisions 4 -258 706

5. Impairment 29 792 22 535 25 506

5.1 Impairment on financial assets not measured at fair value

through profit or loss 2B 89 22 LY 28 250

5.2 Impairment on non-financial assets 3219 218 255
6. Negative goodwill immediately recognised in profit or loss 0 0 0

7. Share of the profit or loss of associates and joint ventures 0 0 3

8. Profit or loss from noncurrent assets and disposal groups 61 -157 405
;Ig’)otal profit or loss before tax from continuing operations (1 - 70 778 65 636 63 413
9. Tax expense 11 038 9980 10 092
10. Profit (loss) after taxation, total 59 740 55 656 53 321
10.1 Profit (loss) from continuing operations after taxation 59 740 55 656 53 321
10.2 Profit (loss) from discontinued operations after taxation 0 0 0
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Total own funds in 2011 (in EUR)

Type of financial institution el Tier 1 Tier 2 Tier 3
Capital

Commercial banks 11763551 10929522 1188648
Credit unions 107 175 100 958 6217 0
Banking sector, total: 11870726 11 030480 1194 865 0

Note: Banking sector = commercial banks + credit unions.
Note: EUR = 25.80 CZK as at 30 December 2011

The Secretariat of the Group of Banking Supervisors from Central and Eastern Europe
1 Plac PowstaEc-w Warszawy, 00-950 Warsaw, Poland
tel 1 +48 22 262 5650 fax: +48 22 262 5158
bscee@knf.gov.pl www.bscee.org

131



2011 DEVELOPMENTS IN THE ESTONIAN BANKING SYSTEM

2011 DEVELOPMENTS IN THE ESTONIAN BANKING
SYSTEM

MACROECONOMIC ENVIRONMENT

Growth prospective of the world economy deteriorated and global risks
increased in 2011 as a whole. The confidence of both consumers and producers
started to drop in the European Union since the end-summer of 2011, having an
affect also on the exporting industry of Estonia. According to the data of
Statistics Estonia, the GDP of Estonia increased by 7.6% in 2011 compared to
the previous year, but the slowdown in economic growth in the last quarter 2011
is an important factor worth mentioning. Economic growth slowed abruptly in the
year-end due to the deterioration of external environment: the GDP increased
4.5% in the last quarter 2011 compared to the same period 2010 (economic
growth of 2.3% in 2010). The growth perspective of Estoniais most important
trading partners worsened significantly in the second half of 2011. The last
quarter witnessed thus the slowdown in export growth of processing industry
goods, especially due to the drop in export of computers and electronic
equipment and optical appliances. In 2011, export of goods and services
increased by 25% and import by 27%. The rapid growth in the export of
computers and electronic equipment and optical appliances in the first 3 months
affected external trade the most. The ratio of net exports to GDP was 4.9%.
This ratio was positive for the 3rd year in a row, though in experienced a decline
in comparison with 2010 (6.7% in 2010). Due to the recovery of import of goods
and services, the surplus of the current account balance was smaller in 2011 as a
whole than in previous year, accounting for 3.2% of GDP (3.6% of GDP in 2010).
In 2011, the consumer price index increased in comparison with the last yearis
average by 5%, driven by the increase in prices of food and non-alcoholic
beverages, energy, thermal energy and heating, and motor fuel (the average
consumer price index increased by 3% in 2010). The average unemployment
rate was 12.5% in 2011 (16.9% in 2010). In 2011, the average number of
active persons was 609,000, being 38,000 (6.7%) more than a year ago.

DEVELOPMENT IN THE BANKING SYSTEM (INCLUDING
THE ASSETS TOTAL / GDP)

As at 31 December 2011, there were 7 locally authorized credit institutions
and 10 branches of foreign credit institutions operating in Estonia. The ratio of
banking sectorfs total assets to GDP was 116%.

Estonian banking market is still very concentrated. The aggregate market
share of 4 major banks T Swedbank AS, AS SEB Pank, Nordea Bank Finland Plc
Estonian Branch and Danske Bank A/S Estonian Branch T by loan volumes
totalled 92%. The market share of foreign credit institutions increased on the
account of major credit institutions T Swedbank AS, AS SEB Pank and Danske
Bank A/S Estonian Branch. The aggregate market share of Swedbank AS, AS SEB
Pank and Danske Bank A/S Estonian Branch decreased in total by 2.27% by the
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end of 2011 (the drop of 2.44% in 2010). Writing off of substantial problematic
loans in 2011 contributed to the decrease in the volume of loan portfolios.

Total assets of credit institutions decreased by 6% in 2011 and totalled
18.5 billion euro as at 31 December 2011. Asset volume decrease was mostly
driven by amortization in loan portfolio, causing the balance of combined loan
portfolio to decrease by 5% by the end of the year (decrease of 6% also in
2010). The combined loan portfolio of credit institutions amounted to 14.2 billion
euro at the end of 2011, accounting for 77% of total assets. This share remained
virtually unchanged compared to 2010.

Similarly to 2010, the quality of loan portfolios of credit institutions
improved in the end of 2011 and the total volume of overdue loans decreased,
both in absolute figures and as a share of the whole loan portfolio. The decrease
was especially remarkable in case of long-term loans overdue, i.e. loans overdue
for more than 90 days. Loans overdue for more than 90 days formed 4.6% of the
combined loan portfolio of credit institutions at the end of 2011 (6.1% of the
combined loan portfolio at the end of 2010). The volume of long-term loans
overdue dropped due to write-offs, restructuring and the selection of better risk
classes. In 2011, credit institutions decreased their valuation reserves; this
occurred generally in conformity with changes in quality parameters of loan
portfolio. The drop in valuation reserves was mostly driven by the improved
quality of companiesi loan portfolios due to better ratings and the write-off of
problematic loans. The coverage with valuation reserves of long-term loans
overdue reached 86% (85% coverage of loans overdue for more than 90 days as
at 31 December 2010).

At the end of 2011, the total volume of resources of credit institutions
totalled 16.4 billion euro, decreasing by 6% in a year. Resources decreased
mostly due to the drop in the volume of loans received from foreign credit
institutions. Consequently, the share of external institutional borrowing also
decreased significantly by the end of 2011. While these loans accounted for 39%
of total resources at the end of 2010, their share decreased to 29% by the end of
2011. Funds received from foreign credit institutions, primarily from parent
companies of Estonian credit institutions, decreased due to the fact that loan
demand in Estonia was low in 2011 and the increase in client deposits continued
to be strong. The share of client deposits increased and accounted for 71% of
total resources of credit institutions at the end of 2011 (60% at the end of
2010). Due to the drop in the volume of composite loan portfolio and significant
increase in the volume of deposits, the ratio of loans to deposits continued to
improve in 2011: from 141% at the end of 2010 to 122% at the end of 2011.

While credit institutions earned significant losses in 2009 due to high cost
of valuation reserves, then both 2010 and 2011 ended with profits both on solo
and consolidated basis. Credit institutions earned the profit of 657.6 million euro
on solo basis and 534.2 million euro on consolidated basis (56.3 million euro and
93 million euro respectively in 2010).

As at 31 December 2011, the composite capital adequacy of credit
institutions on solo basis was 18.61% (22.07% in 2010). Consolidated capital
adequacy of banking groups was 19.56% at the end of 2011 (16.25% in 2010).
The capital structure of the banking sector is relatively simple and primarily
based on Tier 1 capital. Tier 1 capital remained on an adequate level both on solo
and consolidated basis throughout the year: Tier 1 capital was on solo basis
17.66% and on consolidated basis 18.70% at the end of 2011 (16,43% and
12,66% respectively at the end of 2010). The biggest risk in the banking sector
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is the credit risk: assets weighted with credit risk accounted for about 80% of all
positions converted into risk-weighted assets at the end of 2011.

THE LEGAL AND INSTITUTIONAL FRAMEWORK

OF THE OPERATION AND SUPERVISION OF FINANCIAL
INSTITUTIONS, NEW DEVELOPMENTS.

LEGAL COMPETENCE OF THE BANKING SUPERVISORY
AUTHORITY IN ESTONIA

Pursuant to the Financial Supervision Authority Act, one of the tasks of the
FSA in developing the regulative environment is to make proposals for the
establishment and amendment of Acts and other legislation concerning the
financial sector and related supervision, and participate in the drafting of such
Acts and legislation. According to the Financial Supervision Authority Act, the FSA
must approve draft legislation regulating supervised entities or the activities of
the FSA or having otherwise an effect on the achievement of objectives of
financial supervision. In 2011, the legislative activities of the FSA were focused
inter alia on the supplementary regulation of activities of financial mediation
companies, including those supervised by the FSA. The contribution of the FSA
depended on the importance of regulated area and on its potential effects on the
development and smooth functioning of the financial sector.

MAIN STRATEGIC OBJECTIVES OF THE SUPERVISORY
AUTHORITY IN 2011

The approval of the new strategy for financial supervision (20117T2015) by
the Supervisory Board was an important milestone for the FSA. This new
strategy outlines three main operational goals for the coming years: to increase
the supervisory capacities of the FSA; to foster cooperation partnerships; and to
increase the role of the FSA in providing advice and guidance to consumers of
financial services.

THE ACTIVITIES OF THE BANKING SUPERVISORY
AUTHORITY IN 2011

One of the most important supervisory actions that the FSA performed in
2011 in the banking sector was the assessments made under the capital
adequacy framework Pillar 2 T one of the elements of the Basel Il framework of
prudential norms T in respect of capital adequacy procedures of banks and of
their capital needs. We analysed the reports on Internal Capital Adequacy
Assessment Process (ICAAP) submitted by banks and issued supervisory
assessments. We presented our assessments to all credit institutions operating in
Estonia; as to cross-border banking groups, we presented our assessments to
supervisory authorities of parent banks, so that they could prepare their
supervisory assessments of groups. In 2011, the FSAls supervisory assessments
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focused mostly on such qualitative issues as corporate governance, intra-group
outsourcing of operations, quality of internal audit and other internal control
mechanisms, as well as strategy and issues related to stockholders.
The capitalization level of Estonian credit institutions is adequate pursuant to the
assessments and sufficient for meeting regulative standards. The performance of
stress testing in credit risk area continued to be high on the agenda in the
supervision of banking sector, in order to evaluate the resistance of banks and
the adequacy of their capital base in case of potential exposure to credit risk
under prudential scenarios.

In the supervision of investment services offered by credit institutions, the
FSA focused on controlling the implementation of the Securities Market Act in
2011. The supervision focused especially on the evaluation of the adequacy of
organizational solutions in providing investment services. The control covered
also the question how the obligations accompanying the evaluation of service
adequacy were performed when offering investment services to customers.
The presentation in financial services adverts of obligatory information to
customers was also evaluated.

In 2011, the FSA continued to focus on the quality assessment
of depository services provided by credit institutions to investment and pension
funds. On-site inspections evaluated the compliance of credit institutions with
legislation as well as assessed the solutions that should ensure that a credit
institution is independent from the fund management company and acts only in
the interests of its unit holders.

The Secretariat of the Group of Banking Supervisors from Central and Eastern Europe
1 Plac PowstaEc-w Warszawy, 00-950 Warsaw, Poland
tel 1 +48 22 262 5650 fax: +48 22 262 5158
bscee@knf.gov.pl www.bscee.org

135




2011 DEVELOPMENTS IN THE ESTONIAN BANKING SYSTEM

ORGANIZATIONAL CHART OF THE BANKING SUPERVISORY
AUTHORITY

The activities of the EFSA are managed and organized by the Management
Board, which consists of four members (Mr. Raul Malmstein, Mr. Andres
Kurgp»ld, Mr. Kaido Tropp and Mr. Kilvar Kessler) and is simultaneously the
management body and the administrative body. The Management Board has
competence over the organization of all activities of the EFSA and making
decisions related to the financial supervision.

SUPERVISORY BOARD

MANAGEMENT BOARD

Head of Prudential Supervision Business Conduct Market Supervisicn and
| Communications Division Supervision Division Enforcement Division

Head of Prudential Policy and Administrative Services
et ! i Legal Departmem
Husman Resources Firancial Reporting Department
Division
— Internal Auditor

Coordmator of Inter-
natianal Cooperation

Consumer Education

L ;
Specialest

Assistant to
" the Chairman
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INTERNATIONAL ACTIVITIES OF THE AUTHORITY

Estonia as an EU member state is a part of the common financial services
market and its financial stability depends directly on its cooperation with other
EU member states, especially with Nordic countries. The FSA can influence the
development of European supervisory practices and policy primarily through its
participation in the work of European financial supervisory authorities.

In 2011, representatives of the FSA were members of 51 different
committees or working groups and participated in 78 meetings of these
committees or working groups. Participation of officials of the FSA in various
working groups is based on the principle of feasibility, i.e. on the extent to which
the working group is related to the Estonian market and on the importance of
various issues in the context of the European Union.

In addition, the FSA participates in the work of supervisory colleges.
In 2011, the FSA took part in supervisory colleges of credit institutions groups
Citadele, Danske, DNB, Marfin, Nordea, SEB, Snoras and Swedbank where the
cooperation is pursued by regular meetings between related supervisors.
The work in colleges includes regular information exchange, development of
common supervisory evaluation, performance of common on-site inspections and
adoption of joint decisions in various group-based cases.
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STATISTICAL TABLES

Number of financial institutions (head offices/branches)
(at year-ends)

Type of financial institution 2009 2010 2011

Commercial banks
Branches of foreign credit institutions 12 11 10

Banking sector, total: 19 18 17

Ownership structure of the financial institutions
on the basis of registered capital (%)
(at year-ends)

Type of financial institution 2009 2010 2011

Public sector ownership

Other domestic ownership 1.8 2.0 2.9
Domestic ownership total 1.8 2.0 2.9
Foreign ownership 98.2 98.0 97.1
Banking sector, total: 100.0 100.0 100.0

Concentration of asset by the type of financial institutions in 2011
(at year-end)

Type of the The first three | The first five HHI
financial institutions largest (%) largest (%)

Banks 77.4 90.3 2,589.9

Return on Equity (ROE) by type of financial institutions (%)

Type of financial institution 2009 2010 2011

Banks -31.7 37.5

Distribution of market shares in balance sheet total (%)

Type of financial institution 2009 2010 2011

Commercial banks 73.1 71.1 69.9
Branches of foreign credit institutions 26.9 28.9 30.1
Banking sector, total: 100.0 100.0 100.0
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Capital adequacy ratio of banks

Type of financial institution 2009 2010 2011

Commercial banks 22.2 ** 22.1** 18.6 **
Cooperative banks

Banking sector, total: 22.2 ** 22.1 ** 18.6 **

(* - for Basel I; ** - for Basel Il)

Asset portfolio quality of the banking sector
(share of impaired receivables / share of non-performing loans)

Non financial sector
- households 4.4 5.0 4.3
- corporate 7.7 8.5 5.9

The structure of deposits and loans of the banking sector in 2011 (%)
(at year-end)

T Deposits | Loans |

Households 40.4 50.1
Government sector 6.2 3.0
Corporate 46.8 43.1
Other (excluding banks) 6.6 3.8
Total 100.0 100.0
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P&L account of the banking sector (at year-ends)

Interest income

Interest expenses 557 260 232
Net interest income 270 323 395
Net fee and commission income 125 133 130

Other (not specified above) operating

. 131 101 407
income (net)

Gross income 1132 866 1213
Administration costs 246 249 269
Depreciation 12 11 11
Provisions -24 -8 4
Impairment on financial assets not

measured _at_ fair valu.e thrqugh profit and 798 223 10
loss / Provisions on financial assets

(loans, ...)

Profit (loss) before tax -579 56 660
Net profit (loss) -579 56 657

Total own funds in 2011 (in EUR)

Type of financial institution Vil Tier 1 Tier 2 Tier 3
Capital

Commercial banks 1573987143 1494024345 79962 798

Cooperative banks

Banking sector, total: 1573987 143 1494024345 79962 798 0
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2011 DEVELOPMENTS IN THE HUNGARIAN
BANKING SYSTEM

MACROECONOMIC ENVIRONMENT

In 2011, Hungarian economy experienced a slight recovery, as real GDP
grew by 1.7%, mainly pulled by manufacturing and agriculture on supply side,
while particularly pushed by exports on demand side. Sectors influenced by
practically stagnating consumption and negative investment activities remained
sluggish. Unemployment rate was 10.9% in average and 10.6% in Q4 2011,
markedly falling during the year, backed mainly by more flexible labour market
regulation, while activity rate increased. Corporate bankruptcy ratio continued to
grow, partially due to administrative measures. (Companies which didnit meet
the reporting requirements were deleted from company register.)
Some segments of car and house markets have shown moderate signs of
temporary recovery due to administrative measures (taxation, final repayment).
However, second half faded in serious global fears on financial markets and
growth prospects globally, and supplemented with sovereign debt problem in the
eurozone. These developments influenced negatively the Hungarian
macroeconomic situation and the future prospects at the end of the year.

2011 has shown further fiscal consolidation efforts, as the fiscal balance
was +4.3% (surplus) of GDP by ESA-95 standards after -4.2% in 2010, mainly
due to reform of the pension system. General government debt decreased by 0.8
percentage points to 80.6%, while much more in volume terms, as HUF
depreciated in Q4 2011 significantly pushing higher the foreign currency
denominated debt. Debt financing conditions (bond spreads, country risk and
downgrading to non-investment grade) have been stressed by rather external
and partially domestic factors that have already pushed to initiate negotiations
with IMF/EU on a Precautionary Credit Line or a Stand-By Arrangement.
External balances improved in 2011, as the external financing capacity surplus
peaked at 3.6% of GDP, foreign reserves of Magyar Nemzeti Bank (National Bank
of Hungary, hereinafter MNB) reached 37.7 billion EUR by end-year more than
10% increase year on year. Monetary policy is highly restricted by financial
stability aspects, less by inflation trends, thus the MNB had to raise its official
base rate to 7% from 6.5% as of 21 December 2011.

DEVELOPMENTS IN THE BANKING SYSTEM

The unfavourable trends in banking sector continued in 2011. Due to low
demand for credit and still tightening credit standards the loan stock contracted
by more than 10% in real terms. Banking sectoris total assets slightly increased
in nominal terms because of the HUF weakening, but the total assets/-GDP ratio
fell from 105.2% to 102.4%. The CHF, in which the 42% of loans were
denominated, appreciated 14.9% during 2011. The EUR, which had 28% share in
outstanding loan volume appreciated by 11.6%. FX volatility had a considerable
impact on credit quality, inasmuch the share of loans with more than 90 days
arrears increased up to 11.5%.
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The banking sector increased the share of local funding. The deposits grew
by 5%, and the loan to deposit ratio decreased from 165% to 157% during
2011. The opposite trend of loans and deposits allowed the banks to pay back a
part of their foreign liabilities.

During 2011 there were some legal actions which affected the banking
sector. At the end of June the eviction moratorium was substituted with a quota
system, which allowed the banks to clear to some extent their balance sheet
without putting significant pressure on the property market. In the final
repayment scheme the households had the opportunity from September 2011 to
February 2012 to repay their outstanding FX loans at a preferential foreign
exchange rate. The 30% of the losses, stemming from the difference between
the actual and the preferential exchange rate, was deductable from bank tax, but
the rest caused significant losses to the lenders.

The banking sector met notable losses in 2011. The primary reason of this
fact was the high proportion of non-performing loans and impairment necessity.
The final repayment scheme also caused losses for the sector.. The distribution
of the losses was unequal, thus banks with massive losses needed capital
injections. Owners provided sufficient amount and good quality capital, and this
with the supplementary effect of the reduction in risk weighted assets left the
sectorfs capital adequacy ratio unchanged at 13%.

2011 DEVELOPMENTS IN THE HUNGARIAN BANKING SYSTEM

THE LEGAL AND INSTITUTIONAL FRAMEWORK

OF THE OPERATION AND SUPERVISION OF FINANCIAL
INSTITUTIONS, NEW DEVELOPMENTS.

LEGAL COMPETENCE OF THE BANKING SUPERVISORY
AUTHORITY IN HUNGARY

Change of the HFSAls constitutional status

An important step before assigning decree-issuing rights to the HFSA was
the elevation of its status to constitutional organ. By modification of the relevant
pieces of legislation, the HFSAis president is entitled to issue decrees in a specific
range of topics. A decree issued by the HFSA president is at the same level as a
ministerial decree in the hierarchy of laws. Based on this mandate, 28 decrees
were issued in 2011.

The new European Financial Supervisory System and the HFSA

In November 2010, the European Union established the European System
of Financial Supervisors (ESFS). Having entered into effect on 1 January 2011,
the new European financial supervision system encompasses a two-pillar
structure comprising a micro-prudential and a macro-prudential supervision part.

Micro-prudential supervision is the responsibility of the three newly
established European Supervisory Authorities (European Banking Authority
(EBA), European Insurance and Occupational Pensions Authority (EIOPA),
European Securities and Markets Authority (ESMA)) and the national supervisory
authorities of Member States.

Macro-prudential supervision is directed by the European Systemic Risk
Board (hereinafter ESRB), a body established simultaneously to the organizations
discussed above.
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As an integrated supervisory authority, the HFSA participates in the work
of all three European Supervisory Authorities (hereinafter ESAs) and the ESRB.
This puts significant additional workload on the HFSA and required the
transformation of its activities accordingly.

Both the HFSA and MNB actively joined the new European system of
micro-level and macro-level supervision. This is both an opportunity and a
responsibility, as it requires the HFSA to participate in European regulatory
efforts. One task of national authorities is to have the specific features of the
domestic financial system manifested in European-level analysis, proposed
regulations and supervisory guidelines. Second, national authorities also exercise
control over the operation of European institutions and bodies of micro and
macro-supervision. What adds additional importance to this is that the principal
objective of the new European supervisory structure is to establish harmonized
regulatory requirements and supervisory practices at EU level implemented by
national authorities. In order to enable national authorities to represent a
common standpoint in their messages to the European authorities of micro and
macro-supervision, they must address the risks of the Hungarian financial
system regularly and comprehensively within the domestic Financial Stability
Board.

In 2011, the HFSA cooperated with EBA in the EU-level stress test and
recapitalization exercise. The OTP Bank T leading bank of the Hungarian credit
institutionis sector T passed the stress test, achieving good results. As the bank
fulfilled the capital requirement determined by the EBA recommendation,
No measures were necessary for capital increase.

2011 DEVELOPMENTS IN THE HUNGARIAN BANKING SYSTEM

MAIN STRATEGIC OBJECTIVES OF THE HFSA IN 2011

The HESA(s strateqgy

The objective of the Hungarian Financial Supervisory Authorityis activities
and its fundamental responsibilities are specified in the HFSA Act.
Its responsibilities and the statutory mandates assigned to the HFSA are detailed
in sector-specific laws that regulate financial institutions and markets. All these
are presented in a concise form in the HFSAis Mission Statement. For the sake of
transparency, the HFSA published its key medium-term objectives in a document
titled AiThe HFSAls Strategyd. These objectives serve the efficient, targeted and
consistent fulfilment of the HFSAjs tasks set out in laws and prescribed directions
for its actions.

The HESA(s strateqgic objectives

The HFSA prepares theme-specific strategies for each area of operation
(e.g. consumer protection) and assigns priority to the fulfiilment of strategic
objectives when elaborating its work plan.

1. Expansion and targeted application of the HFSAis regulatory role,
establishment of a transparent, rapidly responding prudential regulatory
system that benefits the public.

2. Active Hungarian participation in European regulation and supervision.
This is an interest and basic responsibility of the HFSA as the Hungarian
financial intermediation system is highly open and embedded into the
European environment.
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3. Strengthening the role of proactive, risk-based supervision; monitoring the
risks, risk management and stress resistance of supervised institutions in
addition to compliance.

4. To ensure that the domestic implementation of new risk-based
international regulatory systems is carried out in a well-prepared, efficient
and timely manner, regarding Basel Ill in banking, and Solvency Il in the
insurance sector.

5. Cooperation in the ongoing development of the framework and means of
macro supervision and in the timely identification of financial systemic
risks in order to mitigate or eliminate factors that are often interrelated
and convey systemic risks, and to improve the efficiency of financial
supervision.

6. Further reinforcement and powerful representation of financial consumer
protection, and in order to restore consumer confidence shaken by the
financial crisis, using new means of handling violations of consumer
interests such as the Financial Arbitration Board or the financial consumer
protection consulting network.

7. Improvement of the HFSAis efficiency, performing its tasks as an
independent, strong and integrated supervisory authority.

2011 DEVELOPMENTS IN THE HUNGARIAN BANKING SYSTEM

THE ACTIVITIES OF THE BANKING SUPERVISORY
AUTHORITY IN 2011

Risks treated as priorities for banking supervision in 2011

Credit risk

The HFSA assigned priority to project loans, small and medium enterprise
loans and lending to construction industry and property development firms in
2011. Regarding the management of credit risks, the HFSAis comprehensive
inspections mainly scrutinized the recording and evaluation of collaterals held by
institutions, the management and monitoring of restructured portfolios and the
inspection of collection processes.

Profitability and capital risk

In the course of ongoing supervision, the HFSA paid special attention to
the proper choice of business strategy for 2011, the careful budgeting of
expected revenues, expenditures and capital position, the prudent identification
and assessment of relevant profitability and capital risks, and the establishment
of an adequate capital buffer.

Liquidity

HFSA continuously monitors the liquidity of credit institutions. Based on
the last year liquidity position of the banks and to prepare the banking system
for the new Basel and CRD liquidity requirements, the HFSA and the MNB
commonly initiated to set up new regulatory measures and liquidity minimum
requirements, which has been introduced in 2012 in a Governement decree.
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Protection of financial consumers

The financial crisis had a negative impact on a number of consumers and
households. Therefore, in 2011 managing the legal and informational asymmetry
between consumers and service providers became an even more urgent task for
the HFSA. The HFSA identified it as an additional risk that the payment
willingness of certain groups of consumers was decreased by news in the media
suggesting the Ilaunch of government-backed debtor rescue programs.
The limited financial literacy of Hungarian retail customers is a significant
problem, thus the HFSAis consumer protection role had also to be extended to
financial literacy improvement.

There were 683 consumer protection measures taken by the HFSA in the
banking sector last year.

The Financial Arbitration Board

Established on the HFSA managementis initiative, the Financial Arbitration
Board (hereinafter FAB) began to operate in July 2011 and has fulfilled all
expectations so far. During the six months of its operation last year, the FAB
acted upon 1200 claims pertaining to financial consumer disputes, which far
exceeds the total number of cases managed annually by the former national
arbitration network of commercial chambers. With the FABis help, consumers can
settle their disputes with service providers quickly, efficiently and free of charge.
Several significant financial organizations already issued a general declaration
of submission at the FAB, committing to subordinating themselves to FAB
proceedings and, if no agreement is reached in the process, to the FABis
resolution. The binding resolutions, recommendations and agreements published
on the FABis website provide guidance to financial institutions regarding their
cooperation with consumers.

Methodological development

In 2011, methodology developments were carried out regarding both
on-site and off-site supervision and changes were made to the organization of
work.

In 2011, new, modern inspection manuals were drafted for the on-site
inspection of credit cooperatives, investment enterprises, banks and banking
groups. The new manuals are in line with current legal provisions.

As a permanent task, the risk indicators of our risk assessment system
used by the supervisors were modified in order to better reflect the risks of the
supervised institutions.

On-site and off-site supervision

The HFSA performs prudential supervision, market supervision and
employs the toolsets of consumer protection (off-site and on-site) to monitor on
an ongoing basis the activities and processes of money and capital market
institutions, pension, healthcare and voluntary self-support funds, insurers
(financial institutions), and the so-called financial infrastructure institutions
(regulated market, central counterparty, central repository). The purpose of
continual supervision is to detect risks in a timely manner and to manage them
appropriately.

The HFSA is required to carry out on-site inspections at the supervised
institutions regularly, Depending on type and operational form of the given entity
the frequency of on-site inspections vary from 1 to 5 years. During 2011,
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6 on-site inspections at large banking groups, 11 at small- and medium-sized
banks, 31 at credit cooperatives were carried out by the authority.

2011 DEVELOPMENTS IN THE HUNGARIAN BANKING SYSTEM

Law enforcement measures

The HFSA took 513 law enforcement measures regarding banks in 2011
(there were 201 resolutions concluding supervisory inspections, from which 22
finished with imposing fines).

Money market licensing

In 2011, one new specialized credit institutionand one new payment
institution entered the market. One merger took place in the banking sector and
four mergers were completed in the savings cooperative sector. The 2011 saw
only one cross-border merger, the result of which sees one institution continue
operations in Hungary through a branch office. Furthermore, two payment
branch offices launched operation in Hungary in 2011.

For savings cooperatives, the employment of pawnbrokers remained an
important source of revenue. The unusually high number of licensing requests
received by the HFSA in relation to pawnbroker contracts and contract
modifications is a clear sign that many savings cooperatives use such
arrangements.

In 2011, fewer intermediation licensing requests were submitted to the
HFSA than in the previous year. It is apparent that many of the companies
licensed since October 2010 deemed their operations unprofitable and returned
their operating license for independent intermediation to the HFSA. However, the
number of companies possessing a licence for independent intermediation did not
decrease significantly. Currently 755 such companies are in business in Hungary.
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ORGANIZATIONAL CHART OF THE HFSA
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