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FOREWORD

The financial sector is deemed to be stable when
it is able to smoothly fulfil its core functions, even
amid substantial adverse shocks in the external
or domestic economic and financial environ-
ment. At the same time, financial sector stability
is perceived as a necessary condition for sound
functioning of the real economy. Narodna ban-
ka Slovenska (NBS) contributes to the stability
of the whole financial system in Slovakia, in par-
ticular through its role as the financial market su-
pervisory authority.

Narodna banka Slovenska believes that an im-
portant aspect of its contribution to financial
stability is to keep the public regularly informed
about financial sector stability and about any
trends which could jeopardise that stabili-
ty. Awareness and discussion of such issues is

essential, particularly since financial stability
is affected not only by financial sector institu-
tions, but also by the behaviour of non-finan-
cial corporations and individuals. NBS therefore
publishes a biannual Financial Stability Report
(FSR), the main purpose which is to identify the
principal risks jeopardizing the stability of the
Slovak financial sector and to deal with its re-
silience.

The FSRis intended to provide clear and easy to
follow information about the development of
factors affecting financial stability in Slovakia,
with particular attention paid to the most sig-
nificant risks to stability and the financial sec-
tor’s resilience. The FSR includes a section on
the implementation of macroprudential policy
in Slovakia.
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OVERVIEW

THE GLOBAL ECONOMY HAS PICKED UP, WITH POSITIVE
TRENDS SEEN ALSO IN THE DOMESTIC ECONOMY

Global economic growth in 2017 surpassed ex-
pectations and was higher than in any other
year since the financial and economic crisis. This
trend was also beneficial for the Slovak econo-
my. At the same time, there are also increasing
signs that such a pace of growth may not be
sustainable in the long run. As for what factors
may cause economic growth to cool, the first is
the gradual unwinding of growth-supporting
measures, mainly in the area of monetary poli-
cy in advanced economies. The second reason
is that many economies are close to potential,
and so further, sustainable growth is possible
only through structural factors, such as, for ex-
ample, an increase in labour productivity or de-
mographic growth. This is also the case with the
Slovak economy, which is gradually beginning to
show signs of overheating. The domestic labour
market in particular, there are increasing reports
of skilled labour shortages. The third reason is
the adverse impact of recent protectionist meas-
ures, for example in the area of customs policy.
If these were to escalate further, they could sig-
nificantly impair international trade and conse-
quently curb global economic growth. Given its
openness, the Slovak economy could be highly
vulnerable to these risks.

As REGARDS EXTERNAL EFFECTS ON FINANCIAL STABILITY,
FINANCIAL MARKET RISKS HAVE BEEN MOUNTING FOR

A LONG TIME AND ARE NOW BECOMING EVEN MORE
APPARENT

The most significant risk concerns the poten-
tial overvaluation of assets in equity and bond
markets. This valuation risk applies also to riskier
assets, as seen, for example, in the marked drop
in credit risk premia on corporate bonds. As was
confirmed, however, by financial market devel-
opments in February 2018, a sudden change in
the stance of investors can quickly trigger a wave
of turbulence. Furthermore, there are current as-
pects of global financial markets that increasing-
ly resemble the situation seen before the Great
Recession. In the United States, for example,
there has been a sharp rise in lending to highly
leveraged, often speculative-grade, borrowers.
At the global level, an increasing share of total

investments are being placed in investment
funds, which, however, are exposed to increas-
ing liquidity risk. At the same time, we are see-
ing new and innovative financial products that
enable considerable leveraging, and also highly
speculative investment strategies under which
returns are dependent, for example, on the de-
gree of financial market turbulence.

AMONG THE DOMESTIC FACTORS AFFECTING FINANCIAL
STABILITY, THE MOST SIGNIFICANT IS THE RAPID INCREASE
IN THE INDEBTEDNESS OF HOUSEHOLDS AND FIRMS

The current rate of borrowing by Slovak house-
holds and non-financial corporations (NFCs)
is among the highest in the European Union.
This trend is largely explained by falling interest
rates, which are stimulating credit demand and
simultaneously increasing pressure on financial
companies to address their falling margins by
stepping up their lending or investment activity.
This, however, is making banks and households
increasingly vulnerable to potential econom-
ic headwinds. As recent developments in the
Baltic States have shown, however, the risks ac-
companying rapidly rising private sector debt
can be a major source of instability. This is true
even where the actual level of indebtedness is
relatively low and even in the absence of other
external sources of risk (such as a potential slow-
down in the global economy). The significant
increase in risks related to rapid household debt
growth in conjunction with rising NFC debt is
being pointed out by several international in-
stitutions, including the European Central Bank,
International Monetary Fund, and credit rating
agencies.

EXCESSIVE HOUSEHOLD DEBT GROWTH STEMS FROM

THE PROLONGED TREND OF STRONG HOUSEHOLD CREDIT
GROWTH

For more than six years, annual credit growth
has been higher in Slovakia than in any other EU
country. In that time, the stock of loans has al-
most doubled. In all other EU countries, the pace
of credit growth was far lower. Although it sta-
bilised to some extent from March 2017, credit
growth remains elevated. Debt growth has for
along time been outpacing economic growth
by more than two percentage points. Household
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debt in Slovakia remains below the EU average
in absolute terms, but compared with trends in
other central and eastern European countries,
and taking into account other economic funda-
mentals, it appears to be excessive in terms of
both its growth rate and level. In Slovakia, unlike
in other CEE countries, household debt growth is
resulting not only from a high rate of economic
convergence, but mainly from the sharp decline
in interest rates.

BOTH CURRENT AND EXPECTED TRENDS IN PROPERTY PRICE
DETERMINANTS POINT TO DIMINISHING SCOPE FOR FURTHER
LONG-TERM SUSTAINABLE GROWTH IN THESE PRICES
Property price growth in recent years has been
strongly supported by rising incomes, the in-
creasing availability of credit, and, in particular,
by an upturn in the labour market. Given that the
labour market is showing signs of overheating,
that the credit market is gradually becoming sat-
urated, and that the size of the 25-45 age group
is beginning to decline due to demographic
trends, it may be expected that the scope for
further price growth consistent with economic
fundamentals will gradually diminish. Therefore
if property price growth continues in double dig-
its, it could start to shows signs of excessiveness.
Although that growth slowed in the second half
of 2017, there continue to be risks ahead. One in-
dicator of such risks was the accelerating rise in
offer prices for new builds during the first quar-
ter of 2018, which was related to a marked drop

in supply.

DUE TO THE RISKS ASSOCIATED WITH RAPID DEBT GROWTH,
CHANGES IN REGULATORY LENDING REQUIREMENTS ARE
GRADUALLY BEING PHASED IN

Narodna banka Slovenska has in the past adopt-
ed several measures regulating credit standard
limits, and these have contributed significant-
ly to ensuring the prudential provision of retail
loans. Given, however, the persisting pressure
of low interest rates in the credit market and
the signs that continuing rapid debt growth is
becoming excessive, there is increasing need
for further adjustment of regulatory lending re-
quirements. In international comparison, more-
over, the actual settings of some limits remains
relatively moderate. This concerns mainly loan-
to-value (LTV) ratio limits and the absence of
debt-to-income (DTI) ratio limits. Therefore in
these two areas there will be a gradual further
tightening of regulatory lending requirements

from July 2018. The changes will include a prohi-
bition on the provision of loans with an LTV ratio
exceeding 90% and, within a period of one year,
partial reductions in the share of loans that have
an LTV ratio of more than 80% and in the share of
loans provided to borrowers whose total debt is
more than eight times their annual income.

The adjusted requirements are expected to miti-
gate the risk of debt growth becoming excessive
and to ensure that debt growth is consistent with
economic trends. This concerns not only current
indebtedness, but also maximum potential in-
debtedness, whose growth should not be signif-
icantly higher than household income growth.

ALoNG wiTH HouseHOLDS, NFCs ARE ALSO INCREASING
THEIR INDEBTEDNESS

The ratio of total NFC debt to GDP has been in-
creasing almost without interruption since 2014
and has crept above the median NFC debt-to-
GDP ratio for central and eastern European EU
Member States. A key component of this debt, in
addition to bank loans, is the issuance of securi-
ties. The NFC credit market trends reflect the low
interest rate environment and, even more so, the
prolonged period of stable economic growth.
Although NFC credit growth slowed slightly in
the first quarter of 2018, it remained significantly
above the European average.

The commercial real estate (CRE) market also re-
mained in an expansionary phase, evident both
in strong demand and in robust activity on the
supply side (except in the supply of residential
new builds, which fell). In the office space seg-
ment, the vacancy rate is still high and many
new offices are under development. In contrast
to this trend, the rate of growth in lending to the
CRE sector fell quite sharply. This may have been
due to a decline in the number of new projects
unveiled and to increasing utilisation of other
sources of financing, in particular the issuance of
debt securities.

THE BANKING SECTOR'S RESILIENCE IN TERMS OF SOLVENCY
INCREASED SLIGHTLY

The banking sector has in recent years been
able to compensate for falling interest margins
by significantly increasing lending activity, thus
maintaining relatively stable profitability. After
adjusting for one-off effects, the sector’s aggre-
gate net profit for 2017 was 8% higher year on
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year, and its profit for the first quarter of 2018
was 3% higher year on year. The banking sec-
tor's profitability and provisioning for non-per-
forming loans continue to be among the high-
est in the banking union. Strong credit growth,
however, is creating increasing requirements for
both capital and liquid assets. As regards capital,
the trends are favourable. Banks increased their
aggregate retained earnings ratio and the sec-
tor’s total capital ratio increased moderately in
2017, from 18.0% to 18.6%, slightly below the EU
median. The fact that banks with lower capital
ratios accounted for most of the aggregate rise
was beneficial for financial stability.

The countercyclical capital buffer (CCyB) rate
will be raised from 0.5% to 1.25% from 1 Au-
gust 2018, which is still below the current buffer
guide levels. If that divergence persists, NBS will
consider raising the CCyB rate further.

FROM THE VIEW OF LIQUIDITY RISK, LONG-RUNNING
ADVERSE TRENDS HAVE BECOME MORE PRONOUNCED
Compared with the past, liquidity risk has in-
creased to an elevated level. The rapid rise in
total loans - assets that are predominantly long-

term and illiquid - is to alarge extent funded
by customer deposits. Banks are therefore still
heavily reliant on such deposits remaining sta-
ble and not experiencing any significant out-
flows. Furthermore, the aggregate loan-to-de-
posit ratio is increasing faster in Slovakia than
in any other euro area country. Another factor
accentuating liquidity risk is that national li-
quidity coverage requirements were replaced
with a less strict, harmonised EU-wide liquidity
coverage ratio at the beginning of 2018. This
change has been conducive to a marked drop in
bank’s liquid assets. Liquidity risk is also increas-
ing in the investment fund sector.

THE RISKINESS OF FUND PORTFOLIOS HAS BEEN INCREASED
BY THE LOW INTEREST RATE ENVIRONMENT

In both the pension fund and investment fund
sectors, the share of equity investment in funds’
holdings has continued to increase owing to the
search for yield in the low interest rate environ-
ment. In consequence, however, the risk expo-
sure of funds’investment portfolios is increasing.
Given that interest rates are expected eventually
to rise again, exposure to such increase has been
reduced.
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OVERVIEW

Table 1 Principal risks to financial stability in Slovakia

Area

Risk

NBS regulatory measures and recommendations; references to previous analyses

Risks arising from the external environment

Low interest
rates and the
impact of
accommodative
monetary
policies

Adverse impact on the business models of banks
and insurers; increasing riskiness of pension fund
portfolios. Banks' business models becoming much
more vulnerable as a result of low interest rates

The risk to the sustainability of banks’ business models in the low interest rate
environment was analysed in depth in the May 2017 FSR and November 2017 FSR
The impact on financial stability of digital innovation in financial services was
examined in in the May 2016 FSR

Price bubbles forming in riskier assets. Increasing
market risks in financial institutions’ portfolios

A capital conservation buffer (CCoB) - fully phased in since 1 October 2014

An additional capital buffer requirement applied to O-SIl banks on grounds of their
systemic importance - being phased in between 2016 and 2018

The introduction of a non-zero countercyclical capital buffer (CCyB) rate of 0.5%
from 1 August 2017, rising to 1.25% from 1 August 2018

Macroeconomic
developments
in the domestic
economy and
global economy

Increasing credit risk costs in the event of adverse
macroeconomic developments

A CCoB - fully phased in since 1 October 2014

An additional capital buffer applied to O-SIl banks on grounds of their systemic
importance - being phased in between 2016 and 2018

The introduction of a non-zero CCyB rate of 0.5% from 1 August 2017 in response
to growth in both retail and NFC loans, rising to 1.25% from 1 August 2018

An NBS Decree on the provision of housing loans (the ‘Housing Loan Decree’) - in
force since 1 January 2017

An NBS Decree on the provision of consumer loans (the ‘Consumer Loan Decree’) -
in force since 1 January 2018

Amendments to these decrees - DTl ratio limits and tighter LTV ratios - entering
into force on 1 July 2018

Banks'increasing vulnerability to adverse property
market developments in the event of an economic
downturn

LTV ratio limits for housing loans imposed by the Housing Loan Decree - in force
since 1 January 2017
An amendment to the decree (tightening the LTV ratio limit) - in force since 1 July 2018

EU regulatory
environment

In the context of the EU’s banking union, potential
easing of regulatory rules for bank subsidiaries of
foreign banks in the areas of liquidity, capital and large
exposures

These risks were analysed in depth in the May 2016 FSR and May 2017 FSR

The risk of the impact of the implementation of the
EU minimum requirement for own funds and
eligible liabilities (MREL)

These risks were analysed in depth in the May 2015 FSR and November 2016 FSR
The general impact of higher costs arising from regulatory changes was examined in
the May 2017 FSR

Risks arising from the domestic financial market development

The household sector being weakened by its
increasing indebtedness and therefore heightening

The Housing Loan Decree - in force since 1 January 2017
The Consumer Loan Decree - in force since 1 January 2018

Household the banking sector’s vulnerability to any deterioration | Amendments to these decrees — DTl ratio limits and tighter LTV ratios — entering
indebtedness | in the macroeconomic situation into force on 1 July 2018
The introduction of a non-zero CCyB rate of 0.5% from 1August 2017 in response
to growth in both retail and NFC loans, rising to 1.25% from 1 August 2018
Maturity mismatch between assets and A new legislative framework for the issuance of covered bonds, which may
liabilities positively contribute to the stability of banks'long-term funding - in force since
Liquidity Decline in the volume of liquid assets 1 January 2018

Increase in the loan-to-stable deposit ratio

The risk of maturity mismatch between assets and liabilities was analysed in depth in
the May 2015 FSR

Concentration,
financial
market
interlinkages,
and contagion

Relatively high concentration in (part of) the
portfolio, or higher intra-group exposure, in certain
institutions or funds

A recommendation that banks take a prudential approach to assessing close
economic links between customers and to managing concentration risk in both
lending and deposit businesses

An additional capital buffer applied to the five largest banks on grounds of their
systemic importance - being phased in between 2016 and 2018

Risks related to the linkages between financial institutions were analysed in depth in
the November 2015 FSR

Business
practices
of financial
institutions

Source: NBS.
Note: FSR - Financial Stability Report.

Potential strategic risk from increasing linkages between
financial undertakings and financial brokers

The Housing Loan Act and Consumer Credit Act require financial institutions to
take a prudential approach when cooperating with financial brokers

Potential imbalances resulting from the asymmetric
relationship between financial undertakings and their
customers

In regard to consumer protection, reputational risk is
threatened in the banking and insurance sectors

In 2015 NBS assumed responsibility for the supervision of non-bank lenders and,
at the same time, its competences and supervisory powers in the area of financial
consumer protection were significantly strengthened

The repercussions of these changes were examined in the May 2016 FSR
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T MACROECONOMIC ENVIRONMENT AND FINANCIAL

MARKETS

1.1 GLOBAL ECONOMIC RECOVERY
ACCOMPANIED BY CONTINUING
BUILD-UP OF RISKS AND IMBALANCES
IN FINANCIAL MARKETS

Key trends in the external environment

» The global economic situation is better
now than at any time in the past eight
years.

» Amid a relatively robust recovery, the mon-
etary policy cycle is slowly turning and in-
terest rates are increasing slightly.

» Financial markets, with equity markets at
the fore, experienced turbulence in Febru-
ary and remained somewhat volatile in the
subsequent period.

o The recent financial market turbulence
simply underlines the fact that the greatest
risk to financial stability is a sudden shift
in the stance of investors on the pricing of
risk and assets.

» Following recent steps taken by the US ad-
ministration, the risk of protectionism and
a retreat from globalisation is becoming
more clearly defined.

THE GLOBAL ECONOMIC SITUATION IS BETTER NOW THAN AT
ANY TIME IN THE PAST EIGHT YEARS

Global economic activity growth accelerated
in 2017. As measured by GDP, global activity
increased by 3.8% year on year, its highest rate
since 2011.The world economy gradually gained
momentum during 2017 and recorded particu-
larly strong growth in the second half of the year.
As a result, the actual growth rate surpassed the
original projections. An encouraging aspect of
this recovery is that it is broad-based, occurring
across regions and a majority of countries.

The increase in activity stemmed mainly from
investment demand growth in advanced econ-
omies, and increasing consumption growth in
emerging market economies (EMEs). Compared
with the previous year, international trade began

to pick up significantly. In several countries, eco-
nomic activity was also boosted by the rallying
of commodity markets. This all took place in the
background and resulted in no small part from
a relatively growth-supporting mix of economic
policies, led by accommodative monetary poli-
cies in advanced economies.

The euro area economy also performed bet-
ter than expected in 2017. The euro area’s an-
nual GDP growth in 2017 stood at 2.4%, a rate
that was fully one-third higher compared with
the previous year and the highest in the post-cri-
sis period. All euro area countries experienced
this upward trend, and their growth rates were
converging to a greater extent than before. In
several countries, GDP growth was higher than
originally projected.

Outlooks for the global economy remain
bright for the next one to two years, with
GDP growth during that period expected to
be similar to last year’s level. In the near term,
the global economy is expected to be borne on
the wave of the current increased growth and

Chart 1 Euro area activity and sentiment
indicators
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confidence, with a further impulse envisaged
to arrive in the form of fiscal expansion in the
United States. Actual data for the first months
of 2018, however, have deviated slightly from
such projections. According to monthly statis-
tical data as well as confidence indicators, the
current cycle peaked at the end of 2017. This
is probably most apparent in the euro area.
Whether or not the present situation is a case
of short-term seasonal fluctuation, it may be ex-
pected that the global economy will cool in the
longer term and that growth-supporting cycli-
cal factors will fade, particularly in advanced
economies. After their output gaps close, these
economies will rely for growth on structural
factors such as labour productivity and demo-
graphics, which in their case will probably have
a quite limiting effect.

IN THE BACKGROUND OF THE FIRM RECOVERY, THE
MONETARY POLICY CYCLE IS SLOWLY TURNING

The strengthening economy and return, albe-
it slowly, of inflation rates to target levels is
giving central banks in advanced economies
a long-awaited opportunity to unwind their
unprecedentedly accommodative monetary
policies. This is most apparent in the United
States, where the Federal Reserve has raised
the federal funds rate by a cumulative 150 basis
points. All but one of the rate-hiking decisions
were taken in the last eighteen months. Fur-
thermore, in October 2017, the Federal Reserve
began the process of gradually shrinking its bal-
ance sheet. Although the European Central Bank
(ECB) is still buying securities under its asset pur-
chase programme (APP), the monthly pace of
purchases has been cut to only €30 billion since
January 2018, less than half of its erstwhile high
of €80 billion. Since, according to its forward
guidance, the ECB does not expect any increase
in interest rates until well past the horizon of
the APP, it is assumed that the key ECB interest
rates will not be raised before 2019. This also
corresponds to the path of market interest rates,
which have bottomed out and are rising — very
slowly in the euro area and somewhat faster in
the United States.

FINANCIAL MARKETS, LED BY EQUITY MARKETS, HAVE BEEN
MARKED BY A RETURN TO VOLATILITY

The combination of a sound macroeconom-
ic situation and still highly accommodative
monetary policy lay behind the exceptional

stability observed in financial markets during
2017. Asset prices were free from significant fluc-
tuation and market sentiment was calm, result-
ing in historically low volatility in all significant
asset classes. Equity markets the world over had
a successful year in 2017. The major equity indi-
ces for the United States, Japan, and a group of
emerging market economies climbed by at least
one-fifth. European equities also increased, but
less markedly. Equity markets also began 2018
with impressive figures. Apparently in response
to the stimulus of fiscal measures in the United
States and to peaking confidence among inves-
tors, equity indices rose in January to an extent
not often seen in a single month. In the United
States, equities increased by 6%, and in the EME
world, by more than 8%.

At the beginning of February, however, the
situation in world equity markets changed
dramatically. The general consensus is that this
turnaround may have been triggered by the
news of accelerating wage growth in the United
States, which investors interpreted as a risk of
inflation growth and monetary policy tighten-
ing. After the release of the wage growth data
on 2 February, all equity markets fell sharply,
with many seeing the gains made since the start
of the year wiped out in a few days. For exam-
ple, between 2 and 8 February, the US S&P 500

Chart 2 US equity market trends

50 130
45
125
40-
35
F120
30
25 115

204

!

105

100

6

7
74
74
74
7
74
7
74
74
74
74
74
8-
8-
8]
8-

30.12.20
30.1.20°
30,620
31820
28220
31320
304.20

|
s
>
I

S&P 500 (right-hand scale)
VIX - average

Source: Bloomberg.
Note: Rebalanced index S&P 500 (31 December 2016 = 100).

CHAPTER

NBS

FINANCIAL STABILITY REPORT

may 2018

1

11



index fell by 9% and European Eurostoxx index
dropped by 6 %. Although equity markets subse-
quently stabilised to some extent, they were far
more volatile than they had been during 2017.
On the one hand, this may be seen as a welcome
return to a healthier state of affairs, where price
formation is confronted by contradictory assess-
ments and there is not simply a prevailing op-
timistic consensus. On the other hand, it could
be interpreted as a sign of market instability and
a harbinger of even greater volatility in the fu-
ture.

GLOBAL FINANCIAL STABILITY DEPENDS ABOVE ALL ON THE
SHOCK-ABSORBING CAPACITY OF FINANCIAL MARKETS, IN
WHICH IMBALANCES HAVE BUILT UP

The recent financial market turbulence sim-
ply underlines the fact that the greatest risk
to financial stability is a sudden shift in the
stance of investors on the pricing of risk and
assets. This situation is mentioned mainly in
connection with the possibility of an unfore-
seen rise in inflation, particularly in the United
States (stemming from, among other things, the
potential procyclical effects of fiscal stimulus). If
the inflation outlook were to change, the Feder-
al Reserve would be compelled to respond by
tightening monetary policy to a greater extent
than it currently envisages doing, probably re-
sulting in decompression of term premiums in
the US bond market. Through this risk premia,
which shows elevated cross-country correla-
tion, long-term interest rates would be raised in
other countries, too. This could lead to a broad
reassessment of risk appetite and of exposure
to riskier assets, and consequently to a global
tightening of financial conditions with poten-
tially adverse repercussions for the real econo-
my.

The downside risks to financial markets have
been mounting for a number years owing to
the build-up of several imbalances, partly as
a side effect of loose financial conditions. The
multi-year period of low interest rates and quan-
titative easing has stimulated large increases in
the prices of virtually all financial assets. In the
current situation, the main issue is whether the
prices of these assets are justifiable and consist-
ent with economic fundamentals. Among the
assets most often mentioned in the context of
potential price bubbles are US equities, which
are on an almost uninterrupted nine-year up-

ward trend. Their most prominent index, the
S&P 500, has risen to a level that is 70% higher
than its highest pre-Great Recession level, even
taking into account its declines at the beginning
of this year. That equities are to some extent
overvalued is further confirmed by standard
metrics for identifying mispricing, such as the
CAPE ratio. European equities are more correctly
priced, whether in nominal terms or in relation
to firms’ expected future income. This does not
mean, however, that a bearish turn in US equi-
ty markets would not spread to European and
other markets as a result of heightened market
nervousness.

Several excessive factors are appearing in
bond markets, too. Although the share of
bonds with negative yields has fallen slightly
since the onset of monetary policy normalisation
in advanced economies, it remains around 15%.
In the case of corporate bonds, not only are their
yields low, but also their spreads against risk-free
benchmarks remain compressed. In all credit-rat-
ing segments, whether on US, European or EME
bonds, spreads are located in the lower part of
their historical distribution. Furthermore, favour-
able financing conditions have stoked issuance
activity, and, important to note, the focus of issu-
ers’ credit-rating has shifted to less creditworthy
lenders. It is true that default rates are currently
low also for speculative-grade bonds, but that
could quickly change if interest rates were to be-
gin rising significantly or if macroeconomic con-
ditions deteriorated.

Trends in the leveraged loan market (lend-
ing to speculative-grade or highly leveraged
borrowers) strongly attest to the build-up of
imbalances and increase in risk appetite. In no
year since 2012 has the volume of new loans in
this segment fallen below USD 500 billion, and
last year it stood at almost USD 800 billion, ex-
ceeding the previous all-time high set in 2007.
Although the majority of leveraged loans are
provided in the United States, a significant in-
crease in such lending activity was observed in
other regions in 2017. As well as the easy avail-
ability of credit to risky borrowers, another indi-
cator of the credit cycle’s late phase is that the
credit standards for these loans are far more re-
laxed compared with the standards applied in
the period of rapid risk growth that preceded the
outbreak of the global financial crisis.
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THE INCREASING USE OF THE LEVERAGE EFFECT, THE

RISING SIGNIFICANCE OF NON-BANKS’ ACTIVITIES, AND

THE APPLICATION OF SPECULATIVE, SYNTHETIC DERIVATIVE
STRATEGIES COULD CONTRIBUTE TO THE SPREAD OF
CONTAGION IN THE FINANCIAL SYSTEM

Financial markets are becoming increasingly
vulnerable to shocks, partly because use of
the leverage effect is again becoming signif-
icant. In the past, investors used mainly repo
transactions for this purpose, but after regula-
tory tightening, other ways of establishing the
same effect are increasingly being pursued.
Examples include margin trading and the use
of speculative derivatives in investment funds,
both of which, according to statistics, are show-
ing signs of a rising trend.

The increase in financial market imbalances
may also be caused by increasing investments
in investment funds and in exchange-traded
fund instruments. On the liability side, such ve-
hicles provide customers with a high degree of li-
quidity, while on the asset side, by contrast, they
often invest in less liquid instruments. Hence,
their balance sheets typically show large matu-
rity mismatches. In the event of sudden custom-
er outflows (in response, for example, to market
turbulence), funds would be constrained to fire-
sell illiquid assets in large volumes, thereby fur-
ther exacerbating the original adverse situation.

Furthermore, as was seen in February, finan-
cial markets are susceptible to the spread of
contagion caused by the presence of high-
ly speculative investment strategies. It does
not matter that, compared with the size of the
respective markets, the volume of underlying
assets directly concerned is virtually negligible.
One example is a strategy and the correspond-
ing market products that allowed investors to
bet on the continuation of low volatility. The
popularity of these products has increased mark-
edly, particularly in 2017. The internal mecha-
nism of the strategy itself explains why on 5 and
6 February the VIX implied volatility index for US
equities soared from 15 to 50 points, an increase
far larger than the one that would correspond to
the size of the decline in the equity index. This is
because the initial increase in the VIX, triggered
by equity market concerns, forced investors in
these products into purchasing large volumes of
VIX-linked futures in order to cover open short
positions. This in turn, however, set off a further

rise in the VIX and consequently a dangerous
feedback loop.

RIsKs RELATED TO THE IMPLEMENTATION OF

A PROTECTIONIST AGENDA IN THE UNITED STATES HAVE
RECENTLY BEGUN TO MATERIALISE

Following recent steps taken by the US ad-
ministration, the risk of protectionism and
a retreat from globalisation is becoming
more clearly defined. On 1 March 2018 it was
announced that the United States planned to
introduce tariffs on imported steel (25%) and al-
uminium (10%). Within three weeks these tariffs
were in force, although certain trading partners,
including the EU, were granted at least a tempo-
rary exemption. At around the same time, the
US President directed the government agency
responsible for trade policy to identify a list of
Chinese products on which USD 50 billion worth
of tariffs would be imposed. China responded at
the beginning of April with countermeasures in
the form of tariffs (15% or 25%) on around one
hundred products imported from the United
States. Shortly afterwards, it emerged that the
United States was considering imposing an ad-
ditional USD 100 billion worth of tariffs on Chi-
nese goods.

Theresultingimpact of theimposition of trade
barriers will depend on how many goods and
countries are affected and also on the reac-
tions they trigger among economic agents.
The trade barriers mentioned above are not ex-
pected to have more than a marginal impact on
future economic growth, whether globally or in
the euro area. Although it is widely assumed that
such constraints on free trade will remain within
relatively narrow bounds, the possibility of fur-
ther protectionist measures and countermeas-
ures being taken and escalating into a full-blown
trade war - not only between the United States
and China, but also between other countries and
groups of countries — cannot at present be en-
tirely ruled out. Regardless of their directimpact,
the indirect effects of protectionist price meas-
ures and potential non-price measures could be
very significant in terms of the measures’ overall
impact. Indirect effects here mean the extent to
which expectations about the primary effects
are reflected in financial market sentimentand in
the real economy. In two brief periods following
the announcement of the tariff measures, bouts
of equity sell-offs and a relatively large drop in
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equity prices were observed, suggesting that
investors are highly sensitive to such develop-
ments. In each case, however, equity indices re-
bounded to their original levels, or higher, within
a few trading days.

1.2 THE SLOVAK ECONOMY IS
PERFORMING WELL AND ITS GROWTH
IS EXPECTED TO ACCELERATE
FURTHER, POSSIBLY RESULTING IN ITS
OVERHEATING

Key trends in the domestic environment

« The Slovak economy has been approach-
ing its potential and its output gap is ex-
pected to open gradually in the period
ahead.

« However, signs of overheating in the la-
bour market can already be observed, with
the unemployment rate down to historical
lows and skilled labour shortages gradual-
ly beginning to appear.

THE SLOVAK ECONOMY IS EXPERIENCING GOOD TIMES,
WITH ANNUAL GDP GROWTH EXCEEDING 3% IN EACH

OF THE LAST THREE YEARS. IN THE SECOND HALF OF

2017 GROWTH WAS DRIVEN BY DOMESTIC DEMAND AND,
TOWARDS THE YEAR-END, ALSO BY FOREIGN DEMAND.
GROWTH IS EXPECTED TO ACCELERATE FURTHER IN THE
UPCOMING PERIOD.

In Slovakia and other EU countries, the business
cycle was in an expansionary phase in the sec-
ond half of 2017. All EU countries recorded GDP
growth of more than 1% for the period, and
Slovakia’s growth rate surpassed the average of
both the euro area and the EU as a whole (2.4%
in each case). A business cycle upswing could
therefore be seen both in the domestic economy
and in Slovakia’s trading partners.

Slovakia’s economic growth accelerated
moderately in the second half of 2017, and
towards the year-end it was supported not only
by domestic demand, but also foreign demand.
Household final consumption has in recent
years been a steadily strengthening component
of domestic demand. It is households that are,
through their consumption, making a stable
and significant contribution to domestic eco-
nomic growth. Household demand and con-

sumption is being supported by the favourable
labour market situation, nominal wage growth,
and improving consumer sentiment. As a result,
household consumption growth accounted for
around half of Slovakia’s total GDP growth in the
second half of 2017. After its growth slowed in
the first half of 2017, the investment component
also contributed positively to GDP growth in the
second half of the year, with not only private
investment rising, but government investment
also turning upwards. After falling for the pre-
vious year and a half, government investment
registered double-digit growth, reflecting the
gradual pick-up in the absorption of European
Union funds under the current EU programming
period. Government consumption had a mod-
erately positive impact on GDP growth at the
end of 2017, based mainly on increases in pub-
lic sector wage expenditure and in purchases of
goods and services. The only GDP component
that contributed negatively to overall growth in
the second half of 2017 was inventories. As for
net trade, it made the largest positive contribu-
tion to GDP growth in the fourth quarter, after
stagnating or declining in the three previous
quarters (owing mainly to production overhauls
in the car industry and the consequent drop in
some carmakers’ exports). Therefore, Slovakia
experienced balanced economic growth in the
last quarter of 2017, driven by both domestic
and foreign demand.

Chart 3 Slovakia’s annual GDP growth and
its components (percentages)
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Economic growth is projected to accelerate
further in 2018 and to peak in 2019. Slova-
kia's GDP growth is expected to continue being
supported by both domestic and foreign de-
mand, and the economy’s potential will also be
raised by the upcoming expansion of production
capacity in the car industry.

The Slovak economy was approaching its
potential in late 2017, which means that its
existing production capacity was basically al-
ready fully used. The strengthening of econom-
ic growth in the upcoming period is expected to
result in the opening of a positive output gap
and in gradual overheating of the economy. In
this scenario there is also an increasing build-up
of risks, as part of the economic production and
the jobs created will not be sustainable over the
long term. These factors affect also the financial
and credit markets, given that economic activi-
ties are financed in part through borrowing. Any
future correction of the upward economic trend
may be reflected in falling credit demand as well
as in an increase in non-performing loan ratios.

THE CORPORATE SECTOR IS DOING WELL. EVEN THE
CONSTRUCTION SECTOR AND THE INFORMATION AND
TELECOMMUNICATIONS SECTOR HAVE RETURNED TO
GROWTH, AFTER A YEAR OF FALLING SALES

The business cycle’s expansionary phase is being
reflected in the sales of the non-financial corpo-

Chart 4 Nominal sales in selected economic
sectors (annual percentage changes)
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rate sector, which increased in the second half of
2017 by more than 6% year on year. Sales growth
in that period was most pronounced in the sec-
tors of industry and services. At the same time,
sales increased across economic sectors, includ-
ing in the construction sector and information
and telecommunication sector, where they had
fallen in 2016 following the end of the absorp-
tion of EU funds under the previous program-
ming period. Macroeconomic trends in the sec-
ond half of 2017 stimulated corporate demand
for new credit, which rose during the period as
firms increasingly required credit for both oper-
ating and investment purposes.

THE LABOUR MARKET IS ON AN UPSWING, WITH
UNEMPLOYMENT AT HISTORICALLY LOW LEVELS. SKILLED
LABOUR SHORTAGES ARE BEGINNING TO APPEAR

The number of people employed in Slovakia
at the end of 2017 was higher than at any
other time in the country’s history. Headcount
employment at the year-end was close to 2.4
million. As a corollary, the unemployment rate
at the year-end was at an all-time low of 7.6%.!
Most of the new recruitment in the second half of
the year was in the sectors of industry, trade, and
services. The only sector reporting a drop in em-
ployment has for several years been agriculture,
and last year was no exception in that regard.
The labour market is beginning to show signs of
overheating, with some sectors starting to face
the problem of skilled labour shortages. Employ-
ers are addressing this situation by, among oth-
er things, hiring foreign workers. Last year saw
wages continue to rise, with the average wage
in the economy increasing by 4% year on year.
Increasing labour market pressures and skilled
labour shortages will put upward pressure on
wages in 2018. These factors are also expected
to bolster credit demand among households.

THE PRICE LEVEL INCREASED NOTABLY AFTER THREE YEARS
OF DECLINE

Goods and services prices increased nota-
bly in 2017, and the inflation rate at the end
of the year was close to 2%. The inflation rate
excluding energy actually exceeded 2% in the
second half of the year. Food and services prices
accounted for most of the increase in headline
inflation, but other components also had an up-
ward impact. Energy prices, however, remained
on a downward trend for a fifth successive year.
Inflation was rising in a low interest rate environ-
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ment, and therefore, by the end of the year, some
loans (in particular housing loans and NFC loans)
were being provided, on average, at a negative
real interest rate.

Risks TO THE ECONOMIC OUTLOOK

Risks to the economic outlook are current-
ly quite subdued. Uncertainty surrounding
domestic and foreign political developments,
and its potential escalation, could weigh on
economic sentiment and investment activity,
with adverse repercussions for the economy.
Another risk to the outlook is that the business
cycle may turn downwards earlier than expect-

ed, both in Slovakia and abroad, whether as
a consequence of softening foreign demand
or other factors. Another downside risk to the
foreign demand outlook is the potential esca-
lation of certain geopolitical conflicts. As for
global demand, a downward risk to the outlook
is that some countries may pursue protectionist
policies to an increasing extent. Financial mar-
ket developments earlier in 2018 showed that
a sooner than expected monetary policy tight-
ening by the Federal Reserve or ECB could im-
pair sentiment and global demand, and conse-
quently have an adverse impact on the Slovak
economy.
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2 FINANCIAL SECTOR TRENDS AND RISKS

2.1

Key trends in regard to household debt

« Housing loan growth in Slovakia remains
the highest in the EU, and indebtedness is
elevated.

INCREASING HOUSEHOLD DEBT

» Household borrowing growth is outpacing
economic fundamentals.

o Credit is increasing under upward pressure
from several long-term and one-off factors.

» In order to mitigate imbalances, NBS has
several times adjusted regulatory lending
requirements.

HOUSEHOLD CREDIT GROWTH REMAINED HIGH

The continuing increase in household credit
is among the most notable trends from the
view of financial stability and also one of the
major risks to that stability. Slovakia is the only
EU country in which household credit growth is
almost constantly in double digits. The stock of
loans to households has almost doubled in the

Chart 5 Slovakia has had the highest credit
growth in the EU for more than six years
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past six years. There is a particularly striking gap
between household credit growth in Slovakia
and in other EU countries, with the rate in Slova-
kia far higher than the next highest.

Rapid credit growth has been supported by
strong demand and supply factors. House-
hold credit growth in Slovakia has been support-
ed by an exceptionally benign macroeconomic
environment, and in particular by the gradual
overheating of the labour market. The main fac-
tor behind the strong credit growth is obviously
the low interest rate environment. This is evident
from a comparison of credit growth in Slovakia
and in neighbouring countries. Although the
macroeconomic environment has been improv-
ing in those countries, too, it has not resulted in
such high credit growth as that seen in Slovakia.
It is in the area of interest rates that the situation
in Slovakia has differed, since rates in Slovakia
were among the highest in the region in 2010
and now they are the lowest?.

Banks are playing a key role in the current strong
credit growth. As falling interest rates have com-
pressed their interest margins and thus put down-
ward pressure on their profits, banks have sought
to respond by stepping up their lending activity,
which they have also been encouraged to do by
the currently low default rates. Such a stance may,
however, turn out to be unduly optimistic, par-
ticularly in the event of an economic shock.

Narodna banka Slovenska has repeatedly
pointed out the risks of rapid credit growth
and has also taken measures to mitigate the re-
sulting imbalances. NBS has therefore set limits
on several parameters for banks’lending to house-
holds. Its primary aim in this regard has been to
end undue easing of credit standards, which could
pose a risk to borrowers and banks in the future.
Nevertheless, the banks themselves continue to
bear most of the responsibility for ensuring that
loans are repaid even in stress situations.

The measures taken by NBS to date have suc-
ceeded in moderating credit growth. A 2014
NBS recommendation had a stabilising impact,
particularly on the consumer loan market and to
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a lesser extent on the housing loan market. After
NBS's Housing Loan Decree entered into force in
the first half of 2017, the pace of housing loan
growth moderated. That decree also helped sta-
bilise the property market. Most notably, a fall in
the share of speculative property purchases had
a dampening effect on property price inflation.

At the same time, however, powerful factors
continue support strong price growth. As men-
tioned above, falling interest rates on new loans
have had a marked impact within a relatively
short period of time. In 2016 a statutory cap on
early repayment fees for housing loans was in-
troduced and resulted in major changes in the
credit market. Interest rates fell sharply, and
credit growth consequently accelerated.

In late 2017 and early 2018, household cred-
it growth stabilised to some degree, but re-
mained elevated. A number of factors may
account for this stabilisation. The first factor is
NBS's action on regulatory conditions for retail
lending, since it is assumed that a gradual tight-
ening of credit standards has a dampening effect
on the credit market. The second factor may be
gradual saturation of the credit market. Although
the share of indebted households in Slovakia is
still lower than the EU average, debt penetration

Chart 6 Household debt growth was also
influenced by legislation
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among younger age groups is similar to the EU
level. Given also the demographic weakening of
the younger sections of the population, credit
market saturation may begin to appear in the
medium term.

SELECTED LIMITS ON CREDIT STANDARDS

Although Narodna banka Slovenska has
tightened several regulatory limits on cred-
it standards, credit availability in Slovakia is
above average by international standards.

The first example of this is the LTV ratio limit,
which is set at one of the highest levels in the
EU. Hence, the average LTV ratio for new loans
in Slovakia is the fourth highest in the euro area.

Table A Financial buffer requirements in selected European countries

Required financial buffer after deducting debt Debt service expenditure | Exemption
Country . . . calculated at a stressed | (from new
service expenditure from income .
interest rate loans)
Slovakia MSA + 20% of difference between income and MSA Yes No
Cyprus Living expenses + 20% of difference between income and MSA No No
Portugal” 50% of income Yes 25%
Estonia 50% of income Yes 15%
Lithuania 50% of income Yes 5%
Slovenia 50% of income No No
Hungary 50% of income No No

Sources: ESRB and NBS.

Note: 1) In Portugal, the limit enters into force on 1 July 2018. Exemptions must be justified, for example by the existence of risk mitigation

instruments. MSA — minimum subsistence amount.
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Chart A LTV ratio limits in European

countries (percentages)
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Notes: The chart shows the limits currently in force. In the cas-
es of Portugal and Finland, the limits enter into force on 1 July
2018.

The chart does not show limits for specific loan categories (such
as, for example, foreign currency loans and property investment
loans).

The percentages in the chart show the share of loans that may
exceed the limit.

In Belgium, Malta and Luxembourg, no LTV ratio limits have
been set, but loans with high ratios attract a more stringent cap-
ital charge.

1) As regards LTV ratios in Finland, the collateral element may
include assets other than only immovable property.

Turning to debt service-to-income (DSTI)
ratios, the DSTI ratio limits applied in Slo-
vakia are similar to those in other EU coun-
tries. The regulation of these limits in Slovakia
is virtually alone in the EU in that takes account
of the composition of households - in line
with market practice. As a result, the regula-
tion focuses effectively on higher-risk, mainly
low-income, sections of the population.

Looking at the regulation of total debt-to-
income ratio, the due to enter into force in
Slovakia is relatively moderate by interna-
tional standards. Compared with the DTl ratio
limits applied in other European countries (so
far only a few), the Slovak limits are the most
moderate. Examples of more stringent limits
are to be found in Ireland (4), the United King-
dom (5.7) and Norway (6.7). Exemptions from
the ratio limit are typically applied to 10% of
loans, while in Ireland the exemption for loans
to young people extends to a further 20%.

On the other hand, however, the limits now
adopted in Slovakia have the advantage of
constituting a comprehensive framework of
limits in different areas (income, collateral,
term, regular servicing), which means they
cannot be circumvented and they create a set
of standards to ensure prudential lending.

Table B Slovakia’s incoming DTl ratio limit that is relatively moderate by international standards

Definition Limit General exemption | Exemption for young people
Ireland Housing loan / income 10% 20%
Norway Total debt /income 6.7 20% -
Slovakia Total debt /income 5% 5%
United Kingdom Housing loan / income 10% =

Sources: ESRB, Eurostat and own calculations.

Note: The data show the averages of the individual countries recalculated using the Slovak methodology for different family

sizes and different incomes. LTl ratio — loan-to-net annual income ratio. DT] ratio - total debt-to-income ratio.

Table C Summary of parameters for the provision of housing loans and their riskiness

Loan parameters Figure for Slovakia Trend
LTV Average 76%
ratio | Share of new loans with an LTV ratio > 80% 33%
DTI Average 6.2
ratio | Share of new loans with a DTl ratio > 8 21%
Average term of new loans 26.4 years (b;n(:. ;eians;:)?n
Share of loans mediated by brokers 61% Increasing

Source: NBS.
Note: Data are for the fourth quarter of 2017.
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RISING INDEBTEDNESS REMAINS THE GREATEST RISK TO
FINANCIAL STABILITY

The principal risk is the continuing rise in
household debt, which, moreover, accel-
erated significantly in 2016 and 2017. The
household credit-to-GDP ratio rose continu-
ously between 2002 and 2017, by an average
of 2.1 percentage points per year, and by March
2018 it stood at 39.3%. As Chart 7 shows, this
rate of increase was far higher than that ob-
served in most EU countries. Household debt is
higher in Slovakia than in any other country in
central and eastern (CEE) Europe (including the
Czech Republic, Poland and Hungary, which
border Slovakia). Slovakia’s household debt-
to-GDP ratio is gradually approaching the ra-
tio levels in some western European countries
(in Italy, for example, the ratio stands at 41.8%
of GDP). The Slovak ratio’s average annual in-
crease was notably exceeded in 2009 (when
the rapid pre-crisis rise was compounded by
a slump in GDP resulting from the emerging
crisis), and in 2016 and 2017 (even though
GDP growth in these years was robust). In 2016
the household credit-to-GDP ratio climbed by
3.5 percentage point.

Chart 7 Household credit-to-GDP ratios in
Slovakia and other countries - trend and

simulation (percentages)
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2020. The GDP assumption used in the simulation is based on
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The long-running upward trend in household
debt is increasing the vulnerability of the Slo-
vak household sector. Rising household debt
is making households more vulnerable to a po-
tential deterioration in the macroeconomic sit-
uation. This risk is particularly acute in countries
such as Slovakia, where macroeconomic trends
are relatively volatile. Furthermore, interest rates
are at historical lows and the terms of new loans
are relatively long. Hence there is little scope for
rescheduling the debt of borrowers who get into
financial difficulty.

The vulnerability of the Slovak household sector
is further accentuated by its financial assets-to-
liabilities ratio, which is the lowest in the EU. This
is reducing the capacity of distressed house-
holds to use their reserves for loan repayments.

Household debt growth may create risks for
the financial system and also for future mac-
roeconomic developments. The IMF® points
out that excessive household leverage could am-
plify the decline in GDP in the event of a financial
crisis. It could, moreover, increase the likelihood
of such crisis and so reduce economic growth.

Chart 8 Slovakia has the lowest financial
assets-to-liabilities ratio in the EU
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Chart 9 Household debt-to-GDP ratio
compared with a ratio level corresponding

to economic fundamentals - trend and
simulation (percentages)
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NBS's March 2018 Medium-Term Forecast.

The ratio corresponding to economic fundamentals was estimat-
ed on the basis of a cointegration relationship obtained using
a panel cointingration regression on data from 11 Central and
Eastern EU countries.

According to the IMF’s analysis, household sec-
tor debt begins having a negative impact on
economic growth when it is at relatively low lev-
els, exceeding 30% of GDP. The ratio in Slovakia
is already above 40% and continues to increase
rapidly. According to the IMF, a household debt-
to-GDP ratio of more than 60% should have seri-
ously negative implications.

The risks stemming from debt growth have been
the subject of repeated warnings by internation-
al institutions, including the ECB and the IMF. In
a press release issued on 26 January 2018, the
credit rating agency Standard & Poor’s warned
that it may have to consider downgrading Slova-
kia if retail credit remained on its strong growth
path, which is creating imbalances detrimental
to financial stability.

In previous years, moreover, household debt
growth was significantly higher than the rate
corresponding to economic fundamentals.
That rate was estimated using a panel cointe-
gration regression on data from 11 CEE EU coun-
tries* (Box 3). In other words, household debt
growth was far higher in Slovakia in the years
2014 to 2017 than it was in other CEE countries,
which had similar economic fundamentals. As
Chart 9 shows, the long-running upward trend
in household debt growth has been excessive
in recent years and has significantly heightened
the systemic nature of risk related to household
debt. In order to stem the build-up of such risk
in the future, it is essential to reduce the pace
of household debt growth, at least to the level
found in neighbouring countries.> Even then,
however, the above-mentioned risks arising
from the excessive debt growth to date will re-
main present.

A simulation of the future situation indicates
that any reduction in debt growth must be
predicated on a reduction in retail credit
growth. In relative terms, retail credit growth
eased moderately during the period between
March 2017 and March 2018 (from 13.1% to
11.4%). If, despite that slowdown, the credit
growth rate remained at the March 2018 level
and nominal GDP growth matched the NBS Me-
dium-Term Forecast (i.e. averaging 7% year on
year over the next three years), the debt-to-GDP
ratio would stay relatively high, at around 1.5 to
2.0 percentage points, and rise to around 44% by
the end of 2020. In order to stabilise the debt-to-
GDP ratio, meaning to bring its growth down to
the level of neighbouring countries (for example,
the Czech Republic and Poland), credit growth
must come down to between 7% and 9%. Even
then, however, the rate would still be among the
highest in the EU.

These estimates are contingent on GDP growth
being in line with the NBS Medium-Term Fore-
cast. If GDP growth were lower than projected,
the debt-to-GDP ratio would increase even at
that slower rate of credit growth.
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total retail loans and selected mac-
roeconomic and financial factors is
examined in 11 CEE countries.

In the Czech Republic, for example,
the average increase in year-on-
year household debt growth in

the years from 2014 to 2017 was

1.1 percentage point, and in Poland
it was 0.2 percentage point.

NBS
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THE RISKS OF EXCESSIVELY INCREASING DEBT - THE EXAMPLE
OF THE BALTIC STATES

IN THE PRE-CRISIS PERIOD, THE BALTIC STATES
EXPERIENCED RAPID DEBT GROWTH

The high levels of credit and debt growth that
accompany rising property prices in economic
booms result in a build-up of imbalances and
increase in cyclical systemic risks. After going
too far to some extent, such trends can reverse
and cause losses in both the financial sector
and the real economy. A number of European
countries have experienced this situation in
recent times. From the view of Slovakia, how-
ever, the Baltic States represent a particularly
important example, as they entered the 2007-
2009 financial crisis with low debt ratios but
rapidly rising household credit growth. The
build-up of domestic imbalances in the finan-
cial sector, together with the headwinds from
the global financial crisis, brought on signifi-
cant difficulties for the whole banking sector
as well as the domestic economies.

After 2000 the Baltic States went through a pe-
riod in which their economic growth ranged
from stable to excessive. Between 2000 and
2007 private sector sentiment improved signif-
icantly on the back of stable economic good
times and the countries accession to the EU.
Domestic and international institutions reg-
ularly raised their GDP growth estimates for
the Baltic States,® while the prevailing con-
sensus was that economic growth is sustain-
able and could continue over the long term.
In the pre-crisis period, the government debt
ratios of the Baltic States were the lowest in
Europe (at the end of 2007, the government
debt-to-GDP ratios of Estonia, Latvia and Lith-
uania stood at, respectively, 3.7%, 8% and
15.9%, while the aggregate ratio for the EU
was 57.5%); at the same time, however, pri-
vate sector debt in these countries was rising
sharply. At the beginning of the millennium,
household debt-to-GDP ratios in the Baltic
States were running at or close to single-digit
levels, but between 2004 and 2008 they more

than tripled. Especially Estonia and Latvia saw
the most pronounced increase in private sec-
tor debt, which increased almost to the level of
their GDP (Chart ). The build-up of risks in the
Baltic States was therefore primarily related to
the increase in private sector debt. In Slova-
kia, too, there has also been a prolonged up-
ward trend in household debt, and the current
household debt-to-GDP ratio is similar to the
levels recorded in Latvia and Estonia, and far
higher than the level in Lithuania, before the
trend reversals in these countries.

It was in the 2004-08 period that property
prices began to rise sharply. Their year-on-year
growth rate peaked in 2006 and was already
easing in 2007, before the slump in 2008. Thus
the value of both collateral and assets was in-
creasing, and, as a consequence, the private
sector’s borrowing capacity increased. This
was accompanied by a marked rise in con-
struction sector activity.

Chart A Household debt-to-GDP ratios in
the Baltic States (percentages)
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6 See the stability and convergence
programmes of the individual
countries at http://ec.europa.
eu/economy_finance/econom-
ic_governance/sgp/convergence/
programmes/index_en.htm. Ex-
amples from among international
institutions include the IMF (see
https://www.imf.org/external/
pubs/ft/weo/data/changes.htm)
and the European Commission (see
its Economic Forecasts since 2004).
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Chart B Property price indices in the Baltic
States
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Non-performing loan (NPL) ratios reached his-
torically low levels. The low NPL ratios support-
ed positive perceptions of credit market devel-
opments and reduced risk aversion among
financial institutions, resulting in the easing of

Chart C NPL ratios in the Baltic States
(percentages)
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credit standards. In the pre-crisis years, credit
growth was stoked by strong demand predi-
cated on negative real interest rates and rela-
tively relaxed credit standards.

SIGNIFICANT IMPACT OF THE FINANCIAL CRISIS ON THE
BaLtic STATES

It appears that an excessive increase in debt
(even though the debt was low) caused by
the interlinked impact of the real economy
and financial sector resulted in financial insti-
tutions, in 2007, recognising that residential
property prices, at least in certain segments,
were running ahead of economic fundamen-
tals. At the same time, attention was also fo-
cused on the increasing external and internal
imbalances. As a result, credit standards were
tightened and there was a reversal of the up-
ward growth trends in investment and private
consumption, leading to a shift in income and
profit expectations. In other words, the period
of excessive growth in the Baltic States prob-
ably stopped even before the effects of the
global economic and financial crises hit these
countries.’

On the other hand, in the wake of develop-
ments after 2000, the crisis caught the Baltic
States in relatively vulnerable positions, as
their private sector debt was rapidly increas-
ing, real property prices were overvalued, bal-
ance of payments deficits were substantial,
and economies were quite heavily exposed
to cyclical risks. The onset of the global crisis
in financial markets resulted in a sudden dry-
ing-up of foreign capital inflows. The Baltic
States’ fixed exchange-rate regimes limited
the countries’ scope of response, as the princi-
pal means of maintaining competitiveness lay
in ‘internal’ sources - in other words, reducing
production costs, of which wages are the main
component. This was reflected in the countries’
unemployment rates, which spiked to levels of
around 20%. These factors and deteriorating
sentiment had a substantial downward im-
pact on investment and household consump-
tion, which up to then had been the drivers of
growth but which quickly became the compo-
nents primarily responsible for bringing the
annual rate of change in GDP down to -15%.
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7 Martin, R. (2010), ‘Boom and Bust
in the Baltic Countries - Lessons to
be Learnt; Intereconomics, Vol. 45,
No 4, July/August, pp. 220-226.
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The Baltic States saw their GDP fall to levels
last seen at the turn of 2004-05. In these wors-
ening conditions, the countries’ banking sec-
tors came under pressure. Banks significantly
reined in their lending activity, and liquidity
difficulties appeared in both domestic and for-
eign markets. Leveraged households and
firms began to struggle to service their debts,
and a considerable share of total loans de-
faulted. As a result, non-performing loan (NPL)
ratios went from historical lows to historical
highs within the space of two years. NPL ratios
were lower than 1% in the pre-crisis period,
but in Latvia the average ratio increased to al-
most 16%, and in Estonia it increased to 24%
(Chart). In Latvia, the difficulties led to a run on
deposits, and consequently the country had
to seek international financial assistance from
the EU and IMF. Faced with having to restore
their competitiveness, the Baltic States were
compelled to make extensive savings in the
area of labour costs, to pursue fiscal consoli-
dation and structural measures (especially in
the labour market), to reduce private sector
debt, and to adopt financial stability meas-

’

ures.® It took a long time for the Baltic States
credit markets to recover from the materializa-
tion of risks related to excessive debt growth
and from the unsustainable pace of lending
growth in the pre-crisis period. Household
debt-to-GDP ratio for the countries has fallen
by one-third, and the ratio in Latvia by more
than one-half; even now, ten years on from the
crisis, the ratio is falling moderately. It must
also be noted that the slumps experienced by
the Baltic States occurred even though the na-
tional authorities had taken various measures
to mitigate systemic risks (in Latvia, for exam-
ple, the base interest rate was increased sev-
eral times, a real property transaction tax was
introduced, a 90% upper limit was imposed on
loan-to-value ratios, and income verification
requirements were tightened).’

The crisis revealed the risks and weakness of
the Baltic States’ previous economic growth,
i.e. the unsustainable increase in private sector
debt, the overvalued property prices, and the
inadequacy of measures in the area of finan-
cial stability.

LENDING TO HOUSEHOLDS VIS-A-VIS ECONOMIC FUNDAMENTALS -
AN ECONOMETRIC ANALYSIS

The November 2017 Financial Stability
Report included an econometric model
of trends in the stock of retail loans; this
edition provides an update of that model,
which continues to indicate that the growth
rate of these loans since 2014 has been ex-
cessive.

The updated model differs from the November
2017 model in that the time series runs until
the end of 2017'° and that the explanatory
variables are expanded to include the Har-
monised Index of Consumer Prices. Therefore
the updated analysis of lending to households

in 11 countries' uses the following variables:
GDP; the effective exchange rate; inflation;
residential real estate prices; employment and
unemployment rates; income; and interest
margins.

A panel cointegration estimation was again
used to examine whether a long-run relation-
ship existed between loans and a selected
trio or quartet of economic factors across the
reviewed countries. More or less all the fac-
tors were shown to be suitable for explaining
credit trends. Based on the updated data, it
was possible to estimate 11 possible cointe-
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8 'The experience of macroeconomic
adjustments in the Baltic states,
Monthly Bulletin, Box 2, ECB, Frank-
furt am Main, June 2011.

9 Staehr, K. (2013), Austerity in the
Baltic States during the Global
Financial Crisis, Intereconomics,
Vol. 48, No 5, September/October,
pp. 293-302.

10 Data were also imputed retrospec-
tively for certain indicators which
are not available for a sufficiently
long period for all countries in the
harmonised databases (Eurostat,
SDWECB).

11 Slovakia, Bulgaria, the Czech
Republic, Estonia, Croatia, Hun-
gary, Lithuania, Latvia, Poland,
Romania, Slovenia.
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Chart A Difference between the actual and
estimated stock of retail loans in each of the
countries under review
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Source: NBS, ECB SDW, Eurostat and NBS calculations.

Note: The chart shows the difference for each country calculated
as a simple arithmetic average from the outputs of the individual
estimated cointegration relationships.

2.2 NBS HASTIGHTENED RULES ON
LENDING TO HOUSEHOLDS

CHANGES TO REGULATORY LENDING REQUIREMENTS

Summary of changes to regulatory lending

requirements

» Reduction in the share of loans provided to
borrowers whose total debt is greater than
eight times their annual income.

« Introduction of a complete prohibition on
the provision of loans with an LTV ratio
greater than 90%.

« Phased reduction in the share of loans with
an LTV ratio of between 80% and 90%.

gration equations, again using the fully mod-
ified ordinary least squares (FMOLS) meth-
od and the dynamic ordinary least squares
(DOLS) method.

The outcomes of the cointegration equation
estimates confirm, at least in qualitative terms,
the outcomes reached in the November 2017
Financial Stability Report. Lending to house-
holds in Slovakia is shown to be running ahead
of economic fundamentals, and that gap has
widened since the beginning of 2017.

The changes encompass a reductions in the
shares of loans provided to borrowers who,
given their income, would be excessively in-
debted and loans with high LTV ratios. The
first change consists of phasing in a reduction in
the maximum share of loans provided to high-
ly leveraged borrowers, meaning a borrower
whose total debt (including the loan applied for)
is greater than eight times the borrower’s net
annual income (this is the debt-to-income ra-
tio, or DTl ratio). The second change is a phased
reduction in the maximum share of new loans
that have an LTV ratio greater than 80%. Both
changes will commence from 1 July 2018. As Ta-
ble 2 shows, they will be phased in over a period
of one year so as to avoid having a significant
one-off impact on the credit market. In addition,

Table 2 Phased implementation of changes to regulatory lending requirements from 1 July 2018

Maximum share of new Maximum share of new loans with an
loans with a DTl ratio > 8 LTV ratio in the range 80% to 90%
Q32018 20% 35%
Q42018 15% 30%
Q1and Q22019 10% 25%
From 1 July 2019 5% + 5% upon meeting additional conditions” 20 %
Source: NBS.

Note: 1) The volume of loans with a DTl higher than 8 may exceed 5% of the total volume of new loans (up to 10%) only ifthe loan is a housing loan,
the borrower is not older than 35 years, and the borrower’s income does not exceed 1.3 times the average wage; in such a case, the debt-to-income

ratio may not be greater than 9.
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a prohibition on the provision of loans with an
LTV ratio of more than 90% will be introduced
from 1 July 2018.

REeLATIONSHIP BETWEEN THE DTI RATIO LIMIT AND
EXISTING LIMITS

The current financial buffer requirements and
loan term limits are already setting an im-
plicit DTI ratio limit."? This limit is strictest for
low-income households and increases as house-
hold income rises. This is largely because the fi-
nancial buffer is intentionally stricter for low-in-
come borrowers, who represent the highest
risk. This stems from the fact that the minimum
subsistence amount, which must be deducted
from income in the financial buffer calculation,
is set uniformly, regardless of income level, and
therefore it becomes relatively less significant
as income levels rise. The current measures
are therefore sufficient to prevent low-income
households from becoming overleveraged.

Therefore, under the current regulatory
lending requirements, middle- to high-in-
come households may also become quite
highly leveraged. As Chart 11 shows, in the
case of a two-child household with an average

Chart 10 The DTl ratio limit affects mainly

middle- to high-income households
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Note: The chart shows the implicit DTl ratio limit under limit set-
tings as of 1 July 2018, i.e. an LTV ratio limit of 90% and a financial
buffer requirement of 20%. It assumes that a housing loan con-
stitutes no more than 90% of the borrower’s total debt and that
other sources make up the remaining 10%.

income, the implicit DTI ratio limit is around 8,
which is the same as the regulatory limit. Hence,
the impact of the DTI ratio limit of 8 on two-
child households is greater on those that have
above-average income. In the absence of the DTI
ratio limit, the current applicable limits would
not by themselves be sufficient to reduce the
risk of middle- to high-income households be-
coming overleveraged.

The limit on a borrower’s total debt at eight
times the borrower’s net annual income is
not an absolute cap. Some loans may still be
provided to borrowers whose DTl ratio exceeds
that limit. As mentioned above, there will be
a phased reduction in the share of such loans in
new loans. From 1 July 2018 their share may not
exceed 20%. In the fourth quarter of 2017, the
share of new loans provided to borrowers with
a DTl ratio of more than 8 was 19%, and so the
introduction of the DTl ratio limit is not expected
to have a significant impact. The maximum share
of new loans provided to borrowers with a DTI
ratio exceeding 8 will be reduced to 15% from 1
October 2018 and to 10% from 1 January 2019.
From 1 July 2019, part of this exemption will only
be applied to loans provided to young people.

The primary role of the DTI ratio limit is to
mitigate the risk of excessive debt growth
at a time when interest rates are continuing
to fall and income is growing in conjunction
with increasing risks of overheating in the la-
bour market and economy. The need for such
limit is apparent from a simulation of household
income growth based on the projections con-
tained in the current NBS Medium-Term Forecast
(MTF). If wages grow as projected, the meas-
ures currently in place will be increasingly less
effective and the maximum potential debt will
gradually increase (Chart 11). Such an increase
in borrowing capacity is, however, deemed to
be excessive, since the maximum potential debt
will increase faster than income (the implicit DTI
ratio limit will rise and therefore become increas-
ingly less effective). In 2011, for example, under
current limits, a borrowing couple with an aver-
age income would be able to borrow an amount
up to six times their annual income, but in the
period up to 2020 their borrowing capacity will
increase to around 10 times their annual income.
Therefore, the DTl ratio limit will go a long way to
curbing the accumulation of risks in the future.
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12 The implicit limit for the DTl ratio
is calculated on the basis of the
maximum amount of debt under
the restrictions imposed by the
LTV ratio limit (90%), the financial
buffer requirement (20%), and
the maximum term of the loan.
Account is also taken of the current
level of interest rates on new loans.
Looking at the LTV ratio limit, it
is assumed that a housing loan
constitutes no more than 90% of
the borrower’s total debt and that
other sources make up the remain-

ing 10%.
NBS

may 2018

27



Chart 11 The implicit DTI ratio limit will

become increasingly looser owing to rising
incomes

DTl ratio limit

Implicit DTl ratio limit
w
!

S R R R/ KIIRIS|RJIKAIA

W Couple without children Couple with two children

Source: NBS and SO SR.

Note: The chart shows the implicit DTl ratio limit for average-in-
come households. The simulation of developments in the period
2018 to 2020 is based on the projections of NBS's March 2018
Medium-Term Forecast.

IMPACT ANALYSIS OF CHANGES IN REGULATORY LENDING
REQUIREMENTS

The impact of the tightening of regulatory
lending requirement depends not only on the
settings of the new limits, but on how borrow-
ers respond to them. It may generally be as-
sumed that after limits are tightened, the majority
of applications for loans exceeding these limits
will be approved, but subject to a reduction in
the amount applied for. As regards some of these
loans, however, the loan applicant will decide
not to take out the loan at the reduced amount.
This effect is assumed to be more pronounced
under the application of LTV ratio limits than DTI
ratio limits. The DTl ratio limit can be met by se-

lecting a cheaper immovable property collateral,
while meeting the LTV ratio limit requires some
additional financing regardless of the value of the
collateral. On the other hand, some borrowers af-
fected by the tightening of the LTV ratio limit may
partly offset the reduction in the loan amount with
additional sources of financing. For the purposes
of this analysis, the additional source of financing
is assumed to be a consumer loan. Assuming that
the total instalment remains the same as it would
have been under the higher LTV ratio, a consumer
loan may be used to cover around one-third of the
amount by which the housing loan was reduced
on grounds of LTV ratio tightening. The extent to
which borrowers will avail themselves of this op-
tion is, however, dependent on their preferences
and is difficult to estimate in advance. This impact
analysis is therefore based on three scenarios that
differ in the extent to which borrowers respond to
tighter credit standards (Table 5). It is further as-
sumed that there is certain overlap, extending to
around half of the loans provided, between loans
affected by the tightening of LTV ratio limits and
loans affected by the tightening of DTl ratio limits.

The tightening or regulatory lending require-
mentis expected to cause aretail credit growth
to moderate by between 0.5 and 1.4 percent-
age points. That slowdown stems mostly from
falling growth in housing loans. Consumer loans
will be affected only insofar as they are provided
to highly leveraged borrowers, but such loans
account for a low share of total consumer loans.
Nevertheless, the limit tightening will also be im-
portant for consumer loans, since in its absence
there would be risk of such loans being used to
circumvent the regulatory restrictions. It should
also be added that consumer loans have already
been affected to far greater degree by the tight-
ening of financial buffer requirements under NBS
Decree No 10/2017.

CHAPTER 2

Table 3 Scenario parameters of the impact analysis of changes in regulatory lending standards

Low-impact Probable Higher-impact
scenario scenario scenario
Share of loan applicants who due to LTV ratio restrictions 0% 15% 30%
would decide not to take out the
loan under “ghter credit standards due to DTl ratio restrictions 0% 10% 20%
Share of borrowers who use a consumer loan to offset the
amount by which the loan was reduced due to LTV ratio 30% 15% 0%
tightening
Source: NBS.
NBS
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Table 4 Estimated impact of changes in regulatory lending requirements

Low-impact Probable Higher-impact
scenario scenario scenario
Impact on retail credit growth (after full
phase-in, i.e. at the end of 2019) 05pp 09pp. 14pp.
Impact on household debt-to-GDP ratio
(cumulative impact by 2020) 04pp. 08pp. 11pp.

Source: NBS.

The tightening of regulatory limits is ex- [N e RERTITIE IR AN et
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growth also in absolute terms. These increas- I e TN eR R LT |

es reached historical highs in the first half of [T TETEc s RE TRt G D))
2017, contributing to a marked acceleration in
household debt growth. As mentioned above,
the year-on-year change in the household debt-
to-GDP ratio climbed to 3.4 percentage points
in this period. Although absolute credit growth
has moderated somewhat recently, the simula-
tion suggests that in the years ahead, rapid eco-
nomic growth could result in it picking up, even

42-
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while relative credit growth decreases. As Chart 9 e
shows, however, the measures aimed at tighten-
ing lending requirements are expected to gradu- o

Chart 12 Impact of the tightening of
regulatory lending standards on the Ecce2z22222 22

year-on-year increase in the stock of retail E
loans (EUR billions)

84
o
o
od
od
od
od
od

Mar.2020
June 2020
Sep. 2020
Dec. 2020 -

Mar.20
June 20
Sep. 20
Dec.20
Mar.20
June 20
Sep.20
Dec.20°

Source: NBS.
Notes: The fan shows the range of impacts between the low-impact
4.0 ; ; . .
scenario and higher-income scenario. The most recent data are as at
36 31 March 2018. The scenario simulations cover the period from April
€499 2018 to December 2020. The GDP growth assumptions are based on
32 the projections in NBS's March 2018 Medium-Term Forecast.
3.0
Impact of the
tightening of
254 regulatory credit
standards
Retal crediit ally mitigate the risk of any significant pick-up in
204 growth

absolute credit growth.
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full phase-in of the measures, thus bringing the
pace of debt growth more into line with the sit-
uation in neighbouring countries. On the other
hand, the simulation indicates that, despite the
tightening of credit standards, household debt
growth will be higher than GDP growth, al-
though such a situation is to some extent natural
for an economy gradually converging towards
western EU levels.

Owing to the measures taken, the increase
in the maximum potential debt is expect-
ed to come into line with income growth.
Household indebtedness in Slovakia is grad-
ually catching up with levels in western Euro-
pean countries, with credit penetration and
household debt increasing. In time, however,
credit penetration will reach the levels in oth-
er countries and the debt-to-GDP will stand
at a steadier (maximum potential) level.” The
simulation indicates that in the absence of ad-
ditional measures, the increase in maximum
potential household debt would be around
one-half times greater than income growth.
This is due mainly to the above-described grad-
ually falling impact of the measures adopted
to date on debt growth in conjunction with
wage growth. At the same time, however, the
simulation shows that additional measures will
ensure consistency between households’ max-
imum potential debt growth and their income
growth. Borrowing capacity will increase faster
among lower-income households, while debt
concentration among middle- and higher-in-
come households will be more limited.

2.3 THE SCOPE FOR FURTHER LONG-
TERM SUSTAINABLE PROPERTY PRICE
GROWTH IS FALLING

Risk assessment summary

« Flat prices continue to rise, while showing
signs of stabilising.
The current level of flat prices is slightly
higher than the fundamental price.
Further growth in the fundamental price

of flats is being curbed by demographic
trends and rising household debt.

The commercial real estate (CRE) remains
in an expansionary phase.

THE FIRST QUARTER SAW BOTH NEW-BUILD FLATS AND
EXISTING FLATS INCREASE IN PRICE

New-build prices maintained their strong
growth trend during the first three months of
2018. The year-on-year increase in selling pric-
es stood at 6.6%, and although that figure was
slightly below the average for 2017, the rate of
change in asking prices increased quite sharply
(to 9%, from 6.3% in 2017). The acceleration in
new-build asking prices may have resulted in
buyers gravitating towards cheaper flats, and
therefore the growth trend in selling prices has
moderated slightly.

The weakening of supply-side dynamics in
the new-build market continued in 2018. The
contribution of new builds to supply and the to-
tal number of new builds for sale began to fall in
the second half of 2017, and these trends con-
tinued in the first quarter of 2018. The result was
a substantial drop in supply: the number of new
builds coming on to the market was only half of
the number sold. It may therefore be seen that
property developers are taking a highly cautious
approach by placing mostly smaller projects
on the market or rolling out projects in several
stages or in‘packages’ The limited supply of new
builds could, however, add further upward pres-
sure to prices.

Chart 14 Supply trends in the new-build

market in Bratislava (hnumber of flats)
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Note: The number of new-build flats that came on to the market in
the first half of 2018 was estimated by doubling the figure for the
first quarter of 2018 (the estimated part is indicated by hatching).
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13 The estimation of the impact of
the DTl ratio limit on household
debt was based on granular data
on the income structure and
socio-demographic characteristics
of individual households. The data
were obtained from the European
Union Statistics on Income and
Living Conditions (EU-SILC) for
2016, based on a representative
sample of 5,738 households. The
maximum debt for each household
was determined on the basis of
supply-side and demand-side fac-
tors. On the supply side, households
to which a loan could be provided
were identified. As for the demand
side, the underlying factors
were the approximate average
penetration of household loans in
the EU, with households broken
down by income and age structure.
The demand-side simulation was
therefore based on the assumption
that the share of loans in different
types of household will reach levels
corresponding to the European
average.
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Chart 15 Flat price growth stabilised
(percentages)
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Prices of existing flats maintained their rising
trend in the beginning of 2018. The average
year-on-year increase in these prices was slight-
ly more moderate in the first quarter of 2018
(8%) than in 2017 as a whole (11%). The growth
trend continued in all regions, although in some,
including the capital city, there were signs of it
stabilising. Prices also continued to rise across
virtually all sizes of flats.

THE CURRENT GROWTH IN FLAT PRICES IS BEING STOKED

TO A LARGE EXTENT BY THE BENIGN ECONOMIC SITUATION,
BUT THERE ARE OPPOSING PRESSURES IN THE FORM OF
INDEBTEDNESS AND DEMOGRAPHIC TRENDS

On the one hand, the current growth in flat
prices reflects several factors that can be
considered as fundamentals. These primarily
include the improving labour market situation
and continuing upward trend in average wages.
A simple comparison of the average flat price
and the average wage implies that, by historical
standards, there remains scope for further flat
price growth.

On the other hand, in the context of rising
indebtedness and worsening demographic
trends, the number of households that have

Chart 16 Development in fundamental
price of flats (EUR/m?)
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the financial capacity to buy a flat is increas-
ing at an ever slower pace. Since most flats are
purchased with loans, the main source of de-
mand for flats is among households in the age
group 25-40 which do not yet have a housing
loan. Rising indebtedness among younger age
groups and an incipient demographic decline in
the number of 25- to 45-year-olds are therefore
weighing on potential future demand.

If flat prices continued to increase at their cur-
rent pace, they would gradually deviate from
the fundamental price.' A simulation of credit
growth in the context of demographic projec-
tions indicates that the growth potential for the
fundamental price will diminish in the period
2018-2020. Were flat prices to continue rising at
their current pace, they would be supported to
a gradually lessening extent by fundamentals.

The future path of the fundamental price of
flats will be affected by several factors. The
price potential of flats could, however, increase
due to such causes as further strengthening of
the labour market, accelerating average wage
growth, or Slovak citizens returning to Slovakia
from employment abroad. The price potential
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could be also raised by a further drop in lending
rates. At the same time, however, an increase
in rates could be the main cause of a decline in
demand and, by extension, in the fundamental
price of flats. Also, the price is naturally affected
to a large degree by the size of supply and its re-
sponsiveness to changes in demand.

THE comMERcIAL REAL ESTATE (CRE) MARKET AT THE
TURN OF 2017-18 CONTINUED TO BE SHAPED BY THE
BENIGN ECONOMIC SITUATION AND THE LOW INTEREST RATE
ENVIRONMENT. THE MARKET’S EXPANSIONARY PHASE IS
EVIDENT FROM THE STRENGTH OF DEMAND AS WELL AS
FROM THE ELEVATED ACTIVITY ON THE SUPPLY SIDE
Trends in the residential segment of the CRE
market have been driven largely by the im-
proving macroeconomic conditions. Robust
economic performance underpinned the con-
tinuation of strong demand for new builds, even
despite downward pressure from such factors as
rising prices, increasing constraints on residen-
tial property financing, and a relatively sharp
drop in the supply of new builds. The easing of
supply-side activity is indicative of property de-
velopers’ increasing caution in rolling out new
projects. The combination of strong demand
and subdued supply pushed up prices in the first
quarter of 2018 (for further details, see the sec-
tion on residential real estate).

Other segments of the CRE market remained
in an expansionary phase. Demand for CRE
properties is robust, against a backdrop of good
economic times and a low interest rate environ-
ment. Confidence is high among both end-users
and investors, and vacancy rates are therefore at
historical lows. The vacancy rate for office space
has fallen below 6%, owing partly to the fact that
no new office space came on to the market in the
first three months of 2018. Subsequent months
are expected to see a significant volume of of-
fice space arrive on the market, but much of that
property has already been pre-sold. Although
investment activity was lower in 2017 than its
historical high in 2016, several major property
development transactions are expected to be
completed in the first half of 2018 and it is ex-
pected that the prime yields on these invest-
ments will continue to decrease. The upswing
is also apparent in the substantial number of
properties under development, which is slightly
higher than the 2017 level.

2.4 ALTHOUGH LENDING TO THE NON-
FINANCIAL CORPORATE SECTOR HAS
LOST SOME MOMENTUM, CORPORATE
INDEBTEDNESS IS INCREASING

Key trends concerning NFC credit growth

« The beginning of 2018 brought a correc-
tion in the growth rate of loans to non-fi-
nancial corporations (NFCs), with lower
growth recorded across several categories
of such loans.

» In Slovakia, the NFC debt-to-GDP ratio has
been rising almost continuously during the
past three years, while among other coun-
tries its prevailing trend has been down-
ward.

« The non-performing loan (NPL) ratio for
NFC loans fell to a new post-crisis low in
February 2018, before increasing slightly in
March.

THE INDEBTEDNESS OF THE NFC SECTOR HAS INCREASED
AGAINST A BACKDROP OF FAVOURABLE ECONOMIC
CONDITIONS AND THE LOW INTEREST RATE ENVIRONMENT
The year-on-year rate of growth in total NFC
loans corrected in the first quarter of 2018;
it amounted to 5.3% for the period, almost half
of the historically high rate of 10% recorded in
2017. At the same time, however, this represent-
ed a continuation of a moderating dating back
to the beginning of the second half of 2017. In
the ranking of NFC credit growth rates among
EU countries, the rate in Slovakia came down
gradually from its leading position, but still re-
mained far above the European average.

Credit growth eased in several categories of
NFC loans in 2018. A notable change in corpo-
rate credit dynamics was observed in the annual
growth rate of total short-term NFC loans (with
a maturity of up to one year), which was sizeable
for 2017 as a whole but only marginal for the first
quarter of 2018. At the same time, however, this
loan category historically has the highest vola-
tility. The growth rate of loans to SMEs also fell
sharply, from 9.3% for the first quarter of 2017 to
3.9% for the first quarter of 2018. The main driv-
ers of NFC credit growth continued to be loans to
private NFCs and investment loans.
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Chart 17 Stock of NFC loans (annual
percentage changes)
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The situation in the NFC credit market reflect-
ed mainly the continuing period of stable
economic growth. Macroeconomic conditions
remained conducive to credit growth in the first
months of 2018. Annual growth in corporate
sector sales was similar to its level in early 2017,
amid favourable trends in both domestic and
foreign demand. As reported by banks, the main
factors on the supply side of the market were fa-
vourable perceptions of the economic situation
and the persisting strength of market competi-
tion. This situation was not, however, reflected
in substantial changes in credit standards, with
the only change being a further compression
of interest margins. This compression was not
passed on to interest rates on new loans, which
remained largely unchanged during the period
under review.

Corporate indebtedness' as measured by
the NFC debt-to-GDP ratio has been rising
almost without interruption since 2014. Be-
sides loans from domestic banks, an important
source of NFC financing is the issuance of debt
securities. Their stock has risen sharply in the

Chart 18 Comparison of NFC debt-to-GDP
ratios among EU countries (percentages)
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=== Slovakia
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Source: ECB SDW, EUROSTAT.
Note: The debt calculation is based on domestic banks loans to
NFCs and on NFCs' issuance of debt securities.

last three years, and consequently NFC debt
growth in Slovakia has been among the highest
in the European Union. But while the indebted-
ness of domestic NFCs has increased over the
last three years, median NFC indebtedness has
fallen almost continuously over the same period
in both the EU as a whole and the central and
eastern European (CEE) region. It should also be
noted that even if other components of corpo-
rate debt were included in the calculation, NFC
debt growth in Slovakia would still be among
the highest in the EU. Due to these trends, the
NFC debt-to-GDP ratio in Slovakia exceeded the
median for CEE countries. The rapid increase in
its indebtedness is making the domestic NFC
sector increasingly vulnerable to any future eco-
nomic headwinds.

NFCs’ DEBT SERVICING CAPACITY CONTINUED TO BE
SUPPORTED BY THE BENIGN ECONOMIC SITUATION,
ALTHOUGH THE NON-PERFORMING LOAN RATIO FOR NFC
LOANS INCREASED MODERATELY IN MARCH

The credit quality of the NFC loan book im-
proved further at the beginning of 2018, giv-
en in particular the impact that the economic
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upswing and relatively low debt servicing costs
had on NFCs’debt servicing capacity.

The aggregate NPL ratio for loans to non-fi-
nancial corporations maintained its marked
downward trend in the first two months of
2018. In February the ratio fell to 4.8% (40 ba-
sis points below its end-2017 level). This drop
was supported by continuing long-term trends,
specifically the increasing aggregate stock of
NFC loans and the falling stock of non-perform-
ing loans. The fall in total NPLs was due to the
continuing low default rate, continuing level of
repayment of defaulted NPC loans, and also the
writing-down/off of NPLs.

In March the NPL ratio increased after two
years of an unabated downward trend. It
rose only slightly, however, by 8 basis points, to
4.88%. The main cause was a relatively large in-
crease in the volume of newly defaulted loans in
certain banks’ books of loans to the retail trade
sector. However, loan books for other economic
sectors or market players also saw a levelling-off
or slight increase in the stock of NPLs, which at-
tested to a broad increase in default rates across
economic sectors.

Chart 19 The NPL ratio and default rate for
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Note: The right-hand scale shows the three-month moving aver-
age of the default rate for NFC loans, measured on the basis of the
number of loans. The chart shows the average and interquartile
range across economic sectors.

2.5 LIQUIDITY RISKIN BANKING SECTOR
HAS CONTINUED TO INCREASE

Risk assessment summary

o The maturity mismatch between assets
and liabilities reached an all-time high in
early 2018.

« The stability of short-term liabilities is in-
creasingly important for the banking sec-
tor, but the most stable liabilities (deposits)
are increasing more slowly than loans.

« Current trends in the area of liquidity could
potentially increase domestic banks’ de-
pendence on their parent groups.

THE GROWING MATURITY MISMATCH IS PLACING
INCREASING IMPORTANCE ON THE STABILITY OF DEPOSITS
The ratio of the 12-month liquidity gap to
total assets in the banking sector has been
increasing for a prolonged period, and in the
first quarter of 2018 it reached new historical
highs. The trend of strong growth in long-term
loans and its primary role in amplifying the differ-
ence between the average residual maturity of
assets and liabilities continued at the beginning
of 2018. As a share of the banking sector’s total

Chart 20 Deterioration in selected liquidity
ratios in the Slovak banking sector
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assets, long-term illiquid loans with a maturity
of more than five years increased to almost 40%,
and in some banks these loans constituted more
than half of the balance sheet.

The rapid increase in long-term loans has
also been a leading cause of the rise in the
loan-to-deposit (LTD) ratio and of the relative
decline in the liquidity buffer. Compared with
banking sectors in other EU countries, the sec-
tor in Slovakia is in a relatively fragile position
in terms of systemic liquidity. This stems from
a combination of two risks. The first is the low
ratio of liquid assets to short-term liabilities. The
limited extent to which short-term liabilities are
covered by liquid assets is increasing the impor-
tance of the stability of these liabilities. The more
stable the short-term assets, the less likely will
be the need to use liquid assets. In other words,
if the banking sector has ample, stable, albeit
short-term, deposits at its deposal, the liquid as-
set ratio may be lower. The second risk, howev-
er, is a decline in deposits (i.e. the most stable,
short-term deposits) relative to loans. In 2017
the increase in the LTD ratio in Slovakia was the
highest in the euro area and the third highest in
the EU as a whole. The declining extent to which
deposits are used to fund lending is increasing
the need for largest liquidity buffers.

This risk may be partly reduced in future by the
impact of the new regulatory framework for cov-
ered bonds, which is expected to facilitate the is-
suance of these longer-term sources of funding.
This issue was addressed in greater detail in the
November 2017 Financial Stability Report.

On the other hand, the worsening of liquidity
ratios could result in domestic banks becoming
increasingly dependent on their parent banks
for liquidity.

An increasing LTD ratio is not only an indi-
cator of mounting cyclical risk, but is also
a factor making crises more severe. Several
studies’® have identified relative changes in LTD
ratios as being among the best leading indica-
tors of systemic banking crises. In recent years,
the increase in this ratio in Slovakia has been
among the highest in the EU. At the same time,
however, experience shows that an elevated LTD
ratio has been one of the obstacles to economic
recovery in the post-crisis period.

Chart 21 Decline in retail banks’ liquidity

ratios in the first quarter of 2018
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LiQuIDITY BUFFERS IN DOMESTIC BANKS FELL IN THE FIRST
QUARTER AS A RESULT OF REGULATORY CHANGES

As of 1 January 2018 the national liquidity
coverage ratio in Slovakia was superseded by
the full phase-in of an EU-wide harmonised
liquidity coverage ratio (LCR). Not only did the
harmonised LCR completely end the obligation
of foreign bank branches to comply with the
national ratio, it also became the only binding
liquidity ratio for other banks in Slovakia. The li-
quidity rules under the new ratio are significant-
ly more relaxed than those under the national
ratio.

THE VULNERABILITY OF INVESTMENT FUNDS TO LIQUIDITY
RISK HAS INCREASED

Developments in the investment fund sec-
tor must also be monitored in regard to sys-
temic liquidity. The experience from 2009 of
the impact of the crisis on investment funds
in certain European countries confirmed that
there is liquidity risk associated with wide-scale
redemptions. In this regard, there are two key
factors which suggest that investment funds are
becoming more vulnerable to liquidity risk. The
first is the increasing share of real estate funds
investing in less liquid assets. The second is the
increasing share of investments in equities and
investment fund shares/units; the liquidity of
these investments is similar to that of bonds, but
their volatility is greater and could be a factor
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Chart 22 Increasing vulnerability of
domestic investment funds to liquidity risk,

expressed by the share of different asset
types in NAV (percentages)
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that amplifies redemption risk related to falling
prices in financial markets.

2.6 INASSET MANAGEMENT SECTORS,
THE SHARE OF EQUITY INVESTMENTS
CONTINUES TO INCREASE

EQuITY INVESTMENT GROWTH IN ASSET MANAGEMENT
SECTORS

In 2017 two notable common trends emerged in
the asset portfolios of pension funds in the sec-
ond and third pillars of the pension system’” and
in the asset portfolios of domestic investment
funds.

The first trend was an increase in investments
in equities and investment fund shares/units,
which raised the share of these assets in the
aggregate net asset value of both pension
funds and investment funds. This increase
was a natural continuation of the longer-term
increasing trend in equity holdings, which dates
back to 2012 and is likely to be closely related to
the low interest rate period. In this period, fund
management companies and their customers
have been constrained to seek higher-yielding
investment opportunities, as offered by invest-
ments in equities and investment funds. In 2017

the increase in the equity component of total as-
sets was highest in the sector of SPMC-managed
funds, not only because these funds recorded the
largest year-on-year growth, but because there
was a clear strategy to increase the equity com-
ponent of SPMC funds that have a balanced in-
vestment policy. In PFMC-managed funds, how-
ever, the increase in equity holdings reflected
not portfolio rebalancing, but rather increasing
demand among savers for index funds, which in-
vest solely in equity-oriented investment funds.
Likewise in the investment fund sector, the eg-
uity component rose mainly because investors
were switching from bond funds to mixed funds
and, in addition, because mixed funds increased
their exposure to equities.

The second trend observed in all three sec-
tors was a decline in the duration of fund
portfolios. The year 2017 therefore saw an
end to the prolonged upward trend of the du-
ration variable, which reflected the demand for
higher-yielding bond instruments. This reversal
is most likely explained by fund management
companies’ expectations for a turn in monetary
policy and therefore greater probability of fu-
ture interest rate increases. A smaller duration
means that the downward repricing of interest
rate-sensitive assets in the event of an interest
rate increase should be more moderate. The
funds most affected by this trend reversal were

Chart 23 Duration of the aggregate
portfolio (years)
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again SPMC-managed funds (the third pillar of
the pension system). The average aggregate du-
ration of these funds’ portfolios fell by more than
one-half in 2017. This was the result of a target-
ed reduction in the duration of debt securities
and a relatively large drop in the bond compo-
nent of the funds’ total assets. In the other two
sectors, the duration of debt securities did not
fall directly, but only stopped increasing. Given,
however, the fall in the share of bond holdings,
this levelling-off was enough to bring down the
aggregate duration of portfolios in each sector.

DECREASE IN FUNDS' RISKINESS AS MEASURED BY VVALUE-
AT-Risk (VAR)

In all three fund management sectors, the
average overall risk exposure of funds fell in
2017 on a year-on-year basis. This decrease
stemmed largely from the low volatility that was
observed in all segments of the financial market
in 2017 (volatility reached historically low levels
towards the end of the year). The subdued VaR
also reflected the above-mentioned decrease in
funds’ duration, which had the effect of reduc-
ing the sensitivity of interest rate instruments
to interest rate movements. As a result, interest
rate risk fell across all three reviewed sectors.
Overall VaR came under upward pressure from
equity holdings in both pillars of the pension
system. In these cases, the increase in equity in-
vestments more than cancelled out the impact
of low volatility in equity markets. It should be

Chart 24 VaR in fund management sectors
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institutions or funds are exposed through investments in invest-
ment fund shares/units and in exchange-traded funds.

noted that the early part of 2018 saw a combi-
nation of higher equity exposure and a sharp
rise in volatility, which will have had a consider-
able upward impact on these funds’ equity risk
and overall risk.
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3 FINANCIAL SECTOR RESILIENCE

3.1 SOLVENCY AND FINANCIAL POSITION

OF THE FINANCIAL SECTOR

3.1.1 FINANCIAL POSITION OF THE BANKING SECTOR

Key trends in banks’ profitability

» Leaving aside the impact of extraordinary
income in 2016, banks’ profit for 2017 in-
creased slightly.

« The main factors offsetting the impact of
interest margin compression have been
robust lending activity and low credit risks
costs.

LEAVING ASIDE ONE-OFF EFFECTS, THE BANKING SECTOR’S
AGGREGATE PROFIT INCREASED YEAR ON YEAR
Disregarding one-off effects,’® the banking
sector reported an increase in its aggregate
profit in 2017. The net profit for 2017 was high-
er year on year by 8.1%." Leaving aside extraor-
dinary income, the sector has been able to avoid
any significant decline in profitability over a pro-
longed period, even in an environment of inter-
est margin compression. The net profit for the
first quarter of 2018 extended this trend, show-
ing a year-on-year increase of 2.8%. It should also
be noted that measured against the 2016 profit
including extraordinary income, banks’ net profit
for 2017 is lower by 20%.

The main factor behind the profit growth was
robust lending activity and a slowdown in in-
terest margin compression. Compared with
2016, the highest acceleration of lending growth
was in loans to NFCs. Retail credit growth also re-
mained strong in 2017, albeit slightly lower than
in the previous year. Furthermore, after falling
significantly in 2016, interest rates on retail loans
and NFC loans fell further, but more moderately,
in 2017. In the retail loan book, returns on the
housing loan portfolio almost stopped declining,
while returns on consumer loans continued on
their downward path. Interest income from con-
sumer loans, which in 2016 was the only interest
income to maintain growth, levelled off in 2017 as
banks were no longer able to offset the decline in
returns on these loans, not even with the contin-
uing rapid growth of their consumer loan books.

Chart 25 The credit risk cost ratio and net
default rate (percentages)
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Note: The most recent data are as at 31 March 2018. The credit
risk cost ratio is calculated as the ratio between, on the one hand,
net provisioning for loan losses and net costs of write-offs/downs
and sales of loans for the previous 12 months and, on the other
hand, the average stock of loans for that period. The default rate
denotes the net increase in non-performing loans as a share of the
aggregate average stock of loans over a 12-month period, before
deducting write-offs and sell-offs of NPLs. The default rate for the
first quarter of 2018 for retail loans is adjusted for the impact of
one-off factors (the acquisition of a non-bank company’s portfo-
lio; the confirmed impact of IFRS 9 implementation).

Banks’' profitability was also supported by
a further decline in credit risk costs. The most
marked fall in credit risk costs in 2017 was ob-
served in those costs attached to NFC loans. The
decline was related to a fall in the net default
rate. By contrast, retail credit risk costs increased
moderately, after a long downward trend. This
increase stemmed largely from the fact that
consumer loans accounted for most of the in-
crease in the overall net default rate in 2016. The
positive impact of the low credit risk cost ratio
continued in the first quarter of 2018; however,
due to the fall in the rate of change in the NFC
credit risk cost ratio, aggregate credit risk costs
increased marginally year on year.

Among the national banking sectors in the EU
banking union, the sector in Slovakia continues to
report one of the highest profit rates. In terms of
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aggregate return on equity (ROE), banks in Slova-
kia ranked third in the banking union. The Slovak
sector is also in the good position of having one
of the highest levels of provisioning for NPLs, with
an NPL ratio that is slightly above the median. Its
operational efficiency is around the median.

3.1.2 PROFITABILITY IN OTHER FINANCIAL MARKET
SEGMENTS2®

The insurance sector increased its annual
profit in 2017. The sector’s aggregate net profit
for 2017 increased by 13.1% year on year, while
its gross profit net of one-off items increased by
15.1%. Going forward, the extent to which in-
surers’ investment income covers returns guar-
anteed under life insurance contracts remains
an area of risk after diminishing for a prolonged
period.

In both the second and third pillars of the
pension sector, the aggregate profit of fund
management companies increased in 2017,
while in the investment fund sector the ag-
gregate profit fell. The increase in profits of
PFMCs (second pillar) and SPMCs (third pillar)
stemmed mainly from an increase in the number
of scheme participants. Income from pension
fund performance fees was also an important
factor in the profit growth of SPMCs, but not
among PFMCs, which recorded a modest drop
in this item. The decline in the aggregate prof-
it of investment fund management companies
reflected a drop in extraordinary income, in par-
ticular their income from dividends and from the
reversal of provisions.

3.1.3 SOLVENCY AND LEVERAGE

Key trends in banking sector solvency

» Banks’ solvency increased moderately in
2017.

« Cross-bank differences in solvency dimin-
ished.

» The Slovak banking sector’s total capital ra-
tio remains slightly below the median ratio
for national banking sectors in the EU.

» Going forward, there will have to be further
tightening of dividend policy.

SOLVENCY AND LEVERAGE RATIOS IN THE BANKING SECTOR
HAVE INCREASED SLIGHTLY

The aggregate total capital and leverage
ratios of banks in Slovakia increased mod-
erately in 2017. This resulted mainly from an
increase the sector’s retained earnings ratio.
The last quarter of 2017 saw a further positive
development in that banks with the lowest sol-
vency ratios increased their own funds. On the
other hand, some banks with higher total cap-
ital ratios focused on capital optimisation and
therefore did not further increase those ratios,
with the result that, given the environment of
strong credit growth, their solvency fell. Thus
the cross-bank range of total capital ratios
narrowed in 2017. The aggregate total cap-
ital ratio for less significant banks in Slovakia
increased to 18.4%, drawing closer to slightly
higher ratio for significant banks (18.6%). Nev-
ertheless, the aggregate solvency ratios for the
sector as a whole remain slightly below the EU
median.

As part of their capital optimisation meas-
ures, several banks are continuing to increase
the share of lower-quality items in their capi-
tal structure. Banks' capital structure was in the
past centred on the highest-quality component:
common equity Tier 1 (CET1) capital. Under reg-
ulatory requirements, however, CET1 capital may
be to some extent replaced by lower-quality
components, and banks — especially the largest
ones — have been gradually replacing part of
their CET1 capital in this way. From the end of
2014 to the end of 2017, the aggregate share of
CET1 in total capital for the largest banks in Slo-
vakia fell from 90.6% to 80.5%.

Table 5 Solvency and leverage ratios
(percentages) for the Slovak banking sector

2016 2017
Common equity Tier 1 capital ratio 15.8 16.2
Tier 1 capital ratio 16.2 16.6
Total capital ratio 18.0 18.6
Leverage ratio 8.1 83

Source: NBS.
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structure of the insurance sector
are provided in the November 2017
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Chart 26 Total capital ratio increases were
recorded mainly in banks with the lowest
solvency levels (percentages)
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Chart 27 Solvency ratios are slightly below
the EU median
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In coming years, banks will need to continue
trimming their dividend payout ratios. This is
largely because banks are gradually nearing the
regulatory limit for this ratio, as they come under
increasing capital charges due to the continuing
strength of their lending activity.

IN THE SLOVAK INSURANCE SECTOR, INSURERS’ AGGREGATE
SOLVENCY FELL YEAR ON YEAR, BUT REMAINED SUFFICIENT
TO MEET THE REGULATORY MINIMUM CAPITAL REQUIREMENT
The insurance sector’s solvency capital re-
quirement (SCR) coverage ratio fell in the first
quarter of 2017, but then remained stable to
reach 211% in September. The decline occurred
mainly because some insurers that had previous-
ly been reporting above-average solvency made
sizeable returns of capital to shareholders.

The EU’s new Solvency Il regulatory frame-
work (in force since 1 January 2016) has not
had a significant impact on solvency ratios in
the Slovak insurance sector; it has, however,
had a notable impact on the solvency ratio re-
quirement and on the meeting of the require-
ment. In order to meet the much higher capital
requirement, several insurers have begun to in-
clude the following item in their capital: expected
profits in future premiums (subject to certain con-
tract duration restrictions). This capital compo-
nent entails risks, however, including the risk that
these profits will not be realised or that any losses
arising before the realisation of these profits will
not be covered. From the perspective of the in-
surance sector, these risks are systemic in nature.

3.2 INTEREST MARGIN COMPRESSION HAS
INCREASED BANKS’'VULNERABILITY
TO FUTURE HEADWINDS

Key trends in banks’ vulnerability to head-

winds

» Robust lending activity is offsetting much
of the impact of falling interest margins.

« Less significant banks, however, have far
less capacity to offset interest margin com-
pression.

« At the same time, the fact that loan books
are growing rapidly without interest mar-
gins rising means banks are increasingly
vulnerable to potential headwinds, par-
ticularly in regard to the credit quality of
their lending portfolios.

LENDING GROWTH IS CLOSELY RELATED TO INTEREST
MARGIN COMPRESSION

The banking sector remains under significant
pressure from falling interest margins. In the
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low interest rate environment, the average in-
terest margin in the Slovak banking sector con-
tinued its gradually declining trend in 2017, fall-
ing from 2.57% to 2.34%. The trend moderated
at the end of the year, and then the margin fell
only slightly in the first quarter of 2018, to 2.32%.
A 0.1 percentage point drop in the net interest
margin implies a decline of around 10% in banks’
net profit. Banks have therefore been seeking to
offset the impact of interest margin compression
by stepping up their lending activity. In March
2018 the aggregate net return on loans was
3.2%. At this level of return on new loans, to off-
set the impact of a 0.1% fall in the interest mar-
gin, it would be necessary to increase the stock
of loans by 0 4.5%.

The impact of interest margin compression
is more pronounced among less significant
banks. Although significant banks and less sig-
nificant banks have the same interest margins, it
is more difficult for less significant banks to offset
the impact of margin compression by increasing
lending activity. This is due largely to their high-
er credit risk costs and higher funding costs. Less
significant banks have a higher interest return
on their loan books, which, however, means
that their competitive position in the new loan
market is worse. As a result of these factors, the
aggregate net return on loans in 2017 was only
2.8% among less significant banks, compared

Chart 28 The net return on loans is on
a long-term downward trend (percentages)

Significant banks
Less significant banks

W Bank levy and contributions to the Deposit
Protection Fund M Credit risk cost ratio
Net fee income W Return on loans
Cost of funds rate 4 Netreturn on loans

Source: NBS.

with 3.6% among significant banks. And where-
as significant banks would have been able to off-
set the impact of a 0.1 percentage point drop in
their interest margin with a 4.0% increase in their
loan book, less significant banks would have
required an increase of 6.4% (more than half as
much higher) to do the same.

The medium-term outlook indicates that, at
the current robust level of credit growth, the
banking sector as a whole could experience
a slight drop in profitability. In a macro stress
test covering the years 2018 to 2020, the future
path of banks’ profitability was simulated under
a baseline scenario based on NBS's March 2017
Medium-Term Forecast. The simulation results
show that the level of future profit growth is pri-
marily conditioned by credit risk cost trends. In
the baseline scenario, it is assumed that the NPL
ratio for consumer loans increases moderately
over the simulation period (from 8.1% to 9.8%),
while the NPL ratios for other types of loan re-
main largely unchanged. It is also assumed that
credit growth remains relatively strong, although
the assumption for retail credit growth takes into
account the expected impact of changes in reg-
ulatory lending conditions. In this scenario, the
banking sector’s average annual net profit over
the period 2018-20 is estimated to be 8% lower
than its profit for 2017.

SENSITIVITY TEST RESULTS POINT TO THE FAVOURABLE
IMPACT OF CREDIT STANDARD REGULATION IN CRISIS
SITUATIONS

The increasing vulnerability of banks to po-
tential headwinds is adding to the importance
of credit risk cost trends. The fact that banks are
stepping up their lending in order to compensate
for interest margin compression is significantly
increasing their vulnerability to potential head-
winds. Under the macro stress test simulation,
adverse economic trends make banks more vul-
nerable to losses on their retail loan books than
their NFC loan books. This highlights the impor-
tance of the measures taken by NBS to support
prudential lending to households.

The extent to which the credit quality of the
banking sector’s aggregate loan book may af-
fect the sector’s profit under negative economic
conditions was tested by sensitivity tests using
different aggregate levels of the default rate and
loss given default.
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Credit standards affect two core parameters of
loan books - the default rate and the loss given
default. The aggregate default rate is affected,
among other things, by the debt service-to-in-
come (DSTI) ratio, debt-to-income (DTI) ratio,
and the obligation on lenders to reassess bor-
rowers against a significant top-up of the loan or
astressed lending rate. The loss given default has
been mostly affected by the introduction of an
LTV ratio limit for housing loans. The default rate
is affected in the case of both housing loans and
consumer loans, but the LTV ratio has a direct im-
pact only on housing loans.

A sensitivity analysis of the banking sector’s re-
silience to external shocks under different cred-
it quality parameters for retail loans was carried
out using an adverse stress test scenario.?’ The
aim was to estimate what impact the scenario
would have in the absence of NBS's limits on cred-
it standards. It is therefore assumed that if these
limits had not been introduced, credit standards
would be easier and consequently there would
be higher default rates and higher losses given
default. Since the NBS measures basically capped
LTV ratios at 90%, the scenario assumes that if the
LTV ratio were unlimited, the banking sector’s ag-

Chart 29 Under an easing of credit
standards, the banking sector’s aggregate

loss for the period 2018-20 is estimated to
increase (EUR millions)
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Note: Compared with the original adverse scenario, the adverse sce-
nario with an easing of credit standards assumes that the banking
sector’s aggregate default rate is higher by 1.5 percentage points
and that the loss given default is higher by 10 percentage points.

gregate LGD would be higher by 10 percentage
points. The scenario also assumes that default rates
for both housing loans and consumer loans would
be higher by 1.5 percentage point.

In general, the banking sector’s profitability
and total capital ratio are both expected to
be affected more by an increase in the default
rate than by an increase in the loss given de-
fault. This is probably because the change in the
default rate from its original level is assumed to
be greater than the change in the loss given de-
fault and also because the change in the default
rate affects consumer loans as well.

In the adverse scenario, the banking sector’s
total loss for the three-year stress test period is
estimated to be €400 million. That loss increases
by €90 million under a 10-percentage point in-
crease in the aggregate loss given default and by
more than €200 million under a 1.5 percentage
point increase in the default rate. In combina-
tion, these increases in the default rate and loss
given default are estimated to increase the over-
all loss by €350 million (‘the combined impact’),
almost doubling the loss estimated under the
adverse stress test scenario.

Chart 30 Under an easing of credit
standards, the banking sector’s total capital

ratio is estimated to fall significantly by the
end of 2020 (percentages)
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FINANCIAL STABILITY REPORT

CHAPTER 3
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substantial and long-lasting de-
cline in GDP, low inflation, a large
increase in the unemployment
rate, and uncertainty in financial
markets.

A detailed description of the stress
test exercise is provided in the
Analysis of the Slovak Financial
Sector-2017.
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Chart 31 Under an easing of credit
standards, the decline in the total capital

ratio by the end of 2020 is estimated to be
greater among small and medium-sized

Chart 32 Impact of the sensitivity analysis
on the banking sector’s total capital ratio
at the end of 2020 under the assumption
of a reduced total capital ratio at the end of

banks (percentages)

Adverse scenario with
an easing of credit standards

Adverse scenario

Source: NBS.

Note: Compared with the original adverse scenario, the adverse
scenario with an easing of credit standards assumes that the
banking sector’s aggregate default rate is higher by 1.5 percent-
age points and that the loss given default is higher by 10 percent-
age points.

The chart shows the first and third quartile, minimum, and aver-
age for Slovak banks.

Under the combined impact, the banking sec-
tor’s total capital ratio is estimated to fall to
12.7% by the end of 2020. Although the aggre-
gate decline is not significant, the decline in the
total capital ratios of certain individual banks -
especially small and medium-sized banks - is es-
timated to be more pronounced. That is because
small and medium-sized banks are estimated to
make a loss under the adverse scenario, whereas
larger banks are estimated to continue making
profits (albeit modest). Thus in the case of larger
banks, the combined impact is absorbed by prof-
it, while in the case of small and medium-sized
banks it is absorbed directly by capital.

IN ADDITION TO THE BORROWER-BASED MEASURES,
CAPITAL BUFFERS CONSTITUTE A KEY PART OF
MACROPRUDENTIAL POLICY

Besides taking borrower-based regulatory
measures, NBS has recently increased banks’
capital requirements by introducing different
capital buffers. The buffers applied across the
sector are the capital conservation buffer (CCoB,

2017 (percentages)
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Source: NBS.

Note: Compared with the original adverse scenario, the adverse
scenario with an easing of credit standards assumes that the
banking sector’s aggregate default rate is higher by 1.5 percent-
age points and that the loss given default is higher by 10 percent-
age points.

setat 2.5%) and the countercyclical capital buffer
(CCyB, to beraised from 0.5% to 1.25% from 1 Au-
gust 2018). The purpose of these capital buffers
is to increase banks’ resilience to potential stress
situations. Given that several banks have changed
their dividend policy following the introduction
of these capital buffers, it may be supposed that
some banks would now have lower total capital
ratios if the buffers had not been introduced.

Capital buffers are also important from the
perspective of banks’ sensitivity to potential
adverse developments in the real economy.
According to stress test results, the impact of
lowering the banking sector’s ‘input’ solvency by
1 percentage point is relatively direct. In the ad-
verse scenario not including an increase in the de-
fault rate or in the loss given default, the banking
sector’s total capital ratio is estimated to fall from
13.3% to 12,5%. In the adverse scenario in which
the loss given default is increased by 10 percent-
age points and the default rate by 1.5 percentage
points, the sector’s total capital ratio is estimated
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to fall to 11.9%. The impact is greater on small and
medium-sized banks, which are not able to gen-
erate sufficient profit over the stress test period to
compensate for their capital shortfall.

THe NBS MEASURES RELATED TO CONSUMER LENDING AND
THE RAISING OF CAPITAL BUFFERS IN THE BANKING SECTOR
ARE ESSENTIAL FOR MAINTAINING FINANCIAL STABILITY AT

A TIME OF STRONG CREDIT GROWTH

It is important that the NBS measures related
to the provision of housing loans and consum-
er loans serve to ensure that banks’loan books
are more resilient in times of stress. Given that
recent years have seen substantial loan refinanc-
ing in an environment of falling interest rates,
these measures are believed to be playing a ma-
jor role in ensuring that the impact of potential
future economic headwinds on banks’loan books
will be more moderate than it would be if the
measures had not been taken. The measures are
also mitigating the rising risk related to the pres-
sure that brokers are prone to use easier credit
standards. This impact should also be viewed in
the context of the current steps being taken to
reduce risk in the EU’s banking union, with Euro-
pean Commission focusing attention on the issue
of non-performing loans. The Commission stress-
es the need both to reduce the stock of NPLs and
to prevent their possible accumulation. These is-
sues are addressed by a comprehensive package
that the Commission presented in March 2018.22
It may be concluded, in general, that although
the NBS measures’impact on the credit quality of
retail loan books cannot be quantified precisely,
even a moderate increase in credit risk, in the cur-
rent environment of credit growth and high lev-
els of refinancing, could have a significant impact
on the banking sector’s resilience to an external
shock affecting the domestic economy.

3.3 MACROPRUDENTIAL POLICY
RESPONSIVENESS

Countercyclical capital buffer (CCyB)

« The current setting of the CCyB rate is be-
low buffer guide levels.

- If this divergence persists in the next quar-
ter, NBS will consider raising the CCyB rate.

+ Pre-approved loans are exempted from
NBS's regulatory limits.

THe CCyYB Is DUE TO BE RAISED FROM ITS CURRENT
LEVEL (0.50%) 10 1.25% As FrRoMm 1 AUGUST
2018

The main purpose of the CCyB is to build-
up the resilience of the banking sector as
a whole. The entire concept is based on the
principle that banks should use ‘good times;,
when risk is usually underpriced and cred-
it growth is excessive, to build up their capital
buffers. These capital buffers may then be used
in ‘bad times’ to absorb extraordinary losses.
The expected result is that banks will be better
placed to overcome periods of stress caused by
cyclical factors. As well as having greater capac-
ity to absorb extraordinary losses (the primary
objective), banks will then be able to survive
periods of stress without suffering capital short-
falls such that would curb their lending activity
(a positive side effect).

Table 6 CCyB rates for Slovak exposures

Period of application Rate
1 August 2017 - 31 July 2018 0.50%
1 August 2018 - 1.25%

Source: NBS.

Chart 33 Rising buffer guides for the CCyB
rate, and the CCyB rate decisions of the NBS

Bank Board (percentages)

Crisis

254 \ 2 25
’ 20

2.0

0.5+ ¥ 0.5

0.0 ===t i
M % 1 9 N X P O = N @M oF ¢ O~
S 88 8 8 8 8 5 &5 5 5 5 5 & ©
R R R I I RIRKRIKRKRKRKRRKRRL R
% & % % % 3 3 % % ¥ L L L & ®
8 8888888888848 8 4&

Cyclogram
== Domestic credit-to-GDP, , , gap
~4- Date of NBS decision
-¢— Effective date of NBS decision

Source: NBS.

CHAPTER 3

22 http://europa.eu/rapid/press-re-

lease_IP-18-1802_sk.htm

NBS

FINANCIAL STABILITY REPORT

may 2018

45


http://europa.eu/rapid/press-release_IP-18-1802_sk.htm

At a meeting in April 2018, the NBS Bank
Board confirmed its existing stance on the
CCyB rate and pointed out that if the differ-
ence between the rate and the buffer guides
persisted, it would consider raising the rate
further. Since the strong credit growth trend
continued in late 2017, the main guides for
the setting of the CCyB rate were unchanged
in December 2017. The buffer guides based
on the domestic credit-to-GDP,___, gap and the
Cyclogram stood at, respectively, 1.75% and
2.50 %. Under the current NBS Decision on the
CCyB rate, the rate is lower than these buffer
guides.

In setting the CCyB rate, account is taken not
only of the size and duration of the excessive
credit growth, but also of banks’ loss-absorp-
tion capacity. It is therefore important to consid-
er both the banking sector’s profit and its current
trends, and at the same time the further decline
in gross income that will arise during times of
stress as result of subdued lending activity. Gross
income? generated in the given year is the first
line of defence in absorbing losses. In other
words, a bank will only actually use its capital if
it makes a loss. Credit risk costs (costs related to
provisioning, to the creation of reserves, and to
the sale and write- down/off of claims) naturally
reduce banks’ profits.

The importance of profit to banking sec-
tor stability was clearly demonstrated, for
example, during the Great Recession. The
extraordinary losses recorded by banks in the
years 2008 to 2010 amounted on average per
year to 1.26% of the loan portfolio. Gross in-
come, however, was averaging almost 3% of
total loans, therefore ensuring that the banks
had an adequate buffer. Thus, thanks to high
interest margins, the banking sector managed
to come through the 2008-10 period without
experiencing any significant decline in its total
capital ratio.

CHAPTER 3

In recent years, however, the banking sec-
tor’s gross income relative to its total loans
has been falling, largely owing to interest mar-
gin compression. In 2003 the aggregate ratio of
gross income to total loans stood at 4%, while
in 2017 it fell to around 1.4%. The recent setting
of the countercyclical capital buffer rate reflects
the fact that banks’ profit-generating capacity
has diminished since the financial crisis and that
this first line of defence against potential crises
has been significantly weakened. Furthermore,
current profit trends in the banking sector imply
that the aggregate ratio of profit to total loans
will continue to decrease moderately in the pe-
riod 2018-20. This principally means a decline
in the first line of defence against losses, and it
could be partly offset by capital buffers (Chart
34). This fact should also be taken into account
for the calibration of the CCyB rate.

Chart 34 The banking sector’s profit, credit

risk costs, and CCyB as a ratio to its total
loans (percentages)
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Note: Credit risk costs comprise costs related to provisioning, to the
creation of reserves, and to the sale and write off/down of claims.
They are adjusted for one-off losses unrelated to cyclical factors.

23 Gross income is deemed to be net
interest and non-interest income
less operating costs and regulatory
levy costs.
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THE POSSIBILITIES FOR REDUCING OR FULLY RELEASING
THE COUNTERCYCLICAL CAPITAL BUFFER (CCYB)

The question of reducing or fully releasing
the CCyB is relatively new. Given that the use
of the CCyB as a macroprudential policy instru-
ment has only recently been introduced under
EU law, there is as yet no experience of reduc-
ing or releasing the CCyB in response to banks
making excessive losses in times of stress.
Hence, the literature on this issue is based en-
tirely on theory and is being continuously sup-
plemented and updated.

The NBS Bank Board may by law reduce
the CCyB rate with immediate effect. The
primary purpose of the CCyB is to absorb ex-
traordinary losses in times of stress. Unlike
the decisions that NBS has taken to increase
the CCyB rate, any future decisions to reduce
or release the CCyB will have immediate ef-
fect. This is because the core task of this capi-
tal buffer is to absorb extraordinary credit risk
losses.

Recommendation No ESRB/1/2014** pro-
vides a set of variables that should be re-
ferred to when deciding whether to reduce
or release the CCyB. The ESRB recommends
that, for their decisions on the CCyB rate, Mem-
ber States’ competent authorities monitor
both quantitative and qualitative information.
The ESRB further recommends that they moni-
tor measures of stress in bank funding markets
(e.g. the LIBOR-OIS spread, credit default swap
premia) or measures that indicate general sys-
temic stress (e.g. a composite indicator meas-
uring stress in the national or EU financial sys-
tem). Given the nature of the business model
followed in the Slovak banking sector, these
indicators are neither available nor relevant,
and therefore cannot be referred to when
deciding to reduce or fully release the CCyB.
The effectiveness of financial stress indicators
outside traditional banking sector models is
also questionable. In the case of the dot-com
bubble, for example, banks were not record-

ing credit risk loss on their NFC and household
loan books, despite the exceptional stress in
financial markets.

The Slovak banking sector is being stressed
not by market indicators, but by losses on
loans to households and NFCs. Therefore
any decision to reduce or fully release the
CCyB must be based on current loss trends in
the banking sector. This refers in particular to
credit risk costs, i.e. net provisioning and the
expenses and income related to the sale and
write-off/down of claims. Any decision to re-
duce or fully release the CCyB before the incur-
rence of extraordinary credit risk losses would
be contrary to the reasons for which the buffer
was established.

The CCyB should therefore not be reduced
or released if excessive credit growth is
moderating without the incurrence of ex-
traordinary credit risk losses. Even in this
scenario there remains the legacy risk of ex-
cessive credit growth. In other words, even if
credit standards for new loans are tightened,
banks’loan books will still include riskier loans
provided during the time when standards
were easier. This risk can only diminish with
the repayment of the riskier loans.

This is why the core indicators used for deci-
sions to raise the CCyB rate (the domestic cred-
it-to-GDP, _ . gap and the Cyclogram) will not
be used for decisions to reduce or fully release
the CCyB. A similar position was advanced in
a BIS Working Paper,”® which stated that the
credit-to-GDP gap is not a suitable indicator
for the release phase of the buffer. The ESRB
also recommends that the indicators used for
increasing the CCyB rate should be different
from those used for reducing it.?

Regarding the question of whether to reduce
or fully release the CCyB, NBS is closely mon-
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itoring items related to credit risk costs (the
sum of expenses related to provisioning, to
the creation of reserves, and to the sale and
write-off/down of claims), and also default
rates trends. Whereas the indicators used

Chart A The banking sector’s credit risks costs
as a ratio to its total loans (percentages)
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PRE-APPROVED LOANS ARE EXEMPTED FROM NBS's
REGULATORY LIMITS

The Consumer Credit Act exempts ‘pre-ap-
proved’ loans from NBS’s regulatory limits.
These are loans whose amount is approved by
the bank even before the loan is applied for.
The loans are offered to customers based on
their financial situation, with particular regard
to current account movements and the ser-
vicing of other debts. The offers are binding or
almost binding. Such loans are exempted from
having to comply with DSTI and DTI ratio lim-
its. Given the tightening of regulatory lending
requirements for standard consumer loans and
housing loans, pre-approved loans are becom-
ing increasingly attractive to both banks and
borrowers. There is also the risk that in order to
maintain lending activity levels, banks will ease
credit standards for pre-approved loans. The ag-

for increasing the CCyB rate describe the fi-
nancial cycle, these indicators point to the
emergence of those losses that the increase
in CCyB rate in good times was intended to
protect against.

Chart B Aggregate annual default rate for
loans to NFCs (percentages)
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gregate NPL ratio for these loans was 4.4% at the
end of March 2018.

RisK RELATED TO THE LACK OF REGULATION ON
COMPENSATION FOR NON-FINANCIAL DAMAGE UNDER
MOTOR THIRD PARTY LIABILITY INSURANCE

Recent years have seen an increasing number
of lawsuits in which a party injured in a motor
vehicle accident claims compensation for non-fi-
nancial damage under MTPL insurance. In such
cases, compensation is claimed for loss of dignity
or social standing (through health injury, death,
etc), in addition to any compensation claimed
for direct property damage or health-care costs.
Current legislation, however, does state explicitly
whether or how compensation for non-financial
damage should be included in the payment of
claims under MTLP insurance contracts. Judicial
practice in this area shows various approaches
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both in determining whether to award compen-
sation and in determining how much compensa-
tion to award.

This situation is creating legal uncertainty for the
insurance sector. Given the inconsistency in judi-

cial practice and the lack of statutory regulation,
insurers do not have the information necessary
to produce accurate technical provisions and
then to set premiums at an appropriate level.
This is giving rise to unforeseeable costs in the
insurance sector.
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ABBREVIATIONS

CAPE
CMN
DOLS
DSTI
DTI
EBA
ECB
ESC SDW
EU
EU-SILC
FMOLS
FSR
GDP
IFRS 9
IMF
LCR
LTV
MREL
NAV
NBS
NFC
NPL
MTPL
PFMC
ROE
SCR
SSM
SO SR
SPMC
UPSVaR SR

cyclically adjusted price-to-earnings (ratio)

Real Estate Price Map / Cenovéa mapa nehnutelnosti
dynamic ordinary least squares (methodology)

debt service-to-income (ratio)

debt-to-income (ratio)

European Banking Authority

European Central Bank

ECB Statistical Data Warehouse

European Union

European Union Statistics on Income and Living Conditions
fully modified ordinary least squares (methodology)
NBS Financial Stability Report

gross domestic product

International Financial Reporting Standard 9
International Monetary Fund
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