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FOREWORD

The year 2017 saw several positive develop-
ments. Global economic activity picked up
significantly, supported by activity in both ad-
vanced and emerging market economies. A key
driver of that growth was rising investment de-
mand. In the euro area, GDP growth reached its
highest level for ten years.

Although the Slovak economy did not expand
markedly, it did maintain a stable growth rate of
3.4%. The largest contributor to GDP growth was
domestic demand. An exceptionally favourable
labour market situation was reflected in Slovak
household consumption, which recorded its
strongest growth of the post-crisis period. Con-
sumer prices began to climb after three years
of decline. The average annual inflation rate for
2017 stood at 1.4% and thus drew significantly
closer to the average inflation rate in the euro
area as whole (1.5%).

Euro area inflation was lower than the optimal
rate for the economy and lower than the medi-
um-term objective under the ECB’s monetary
policy. As a result, the ECB's Governing Council
left the key ECB interest rates unchanged and
decided to continue with its asset purchase
programme (APP), part of the non-standard
monetary policy toolkit. In response to the eco-
nomic upturn, however, the Governing Council
did make a notable adjustment to its forward
guidance, with no information about a possible
future cut in policy rates. At the same time, the
Governing Council decided that the APP would
continue at a reduced monthly pace. This may
be seen as a significant juncture in the post-
crisis development of the euro area’s monetary

policy.

In Slovakia, the benign macroeconomic situ-
ation and low interest rate environment were
conducive to retail lending growth, which re-
sulted in household indebtedness being higher
here than in any other central or eastern Europe-
an country. The upward path of macroeconomic
indicators implied a reduction in the direct risks

to financial stability. On the other hand, the rapid
rise in private sector leverage increased the vul-
nerability of households to any future economic
downturn. In order to mitigate these risks, NBS
responded by raising the countercyclical capital
buffer rate and by laying down prudential re-
quirements for the provision of housing loans; it
later stipulated minimum requirements for con-
sumer loans, too.

One of the central bank'’s key tasks is to ensure
the smooth functioning of payment and settle-
ment systems. As regards TARGET2-SK, the Slo-
vak component system of the ECB’s TARGET2
settlement system, there was a break in trend in
2017 when both the number and value of trans-
actions processed by the system were lower
compared with 2016. A significant TARGET2-re-
lated event in 2017 was the migration of Slova-
kia's two central securities depositories and their
members, as well as NBS, to TARGET2-Securities,
a new technical platform ensuring smooth set-
tlement of cross-border securities transactions.
The Slovak Interbank Payment System (SIPS)
also experienced change in 2017, as NBS put
a new, architecturally streamlined version of this
retail payment system into operation in Novem-
ber. Both the number and value of transactions
that SIPS processed in 2017 were higher year on
year.

Another of the central bank’s tasks is to regulate,
coordinate and oversee currency circulation in
Slovakia. The difference between the value of
euro cash that NBS put into circulation and with-
drew from circulation (the cumulative net issu-
ance) between 1 January 2009, when Slovakia
adopted the euro, and the end of 2017 exceeded
€12 billion.

In value terms, banknotes make up far more of
the net issuance than do coins, but in terms of
the number of currency units, the positions are
reversed. In accordance with its tasks as a mem-
ber of the Eurosystem, NBS commissioned the
production of €50 banknotes of the new ES2

FOREWORD

NBS
ANNUAL REPORT
2017



FOREWORD

series and euro circulation coins of several de- Narodna banka Slovenska reported a net profit
nominations in 2017. It also issued four precious-  of €127 million for 2017. As in the previous year,
metal collector coins, as well as a €2 commemo- the largest component of the profit was interest
rative coin featuring the 550th anniversary of the  income on bonds. Under a decision of the NBS
establishment of the first university in the terri- Bank Board, the entire 2017 profit was set off

tory which is now Slovakia. against losses from previous years.
WA
R
March 2018 Jozef Makuch
Governor
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AND FINANCIAL
DEVELOPMENTS




T MACROECONOMIC DEVELOPMENTS

1.1 THE EXTERNAL ECONOMIC
ENVIRONMENT

1.1.1 GLOBAL TRENDS IN OUTPUT AND PRICES
Compared with the previous year, 2017 was
more favourable for the global economy. After
two years of slowdown, global GDP growth ac-
celerated to around 3.7%' (from 3.2% in 2016).
This pick-up was based on recoveries in invest-
ment, manufacturing and trade, on the continu-
ation of favourable financial conditions, and on
supportive economic policies. At the same time,
a broad spectrum of economies were gathering
momentum, leading to greater business cycle
synchronisation. As regards the contributions
to global growth acceleration from different
groups of countries, advanced economies had
the largest impact and their economic growth
was higher than expected. Emerging market
economies (EMEs) also contributed positively,
with commodity exporters benefiting from ris-
ing commodity prices.

The majority of advanced economies reported
an increase in growth. In the United States, the
economy strengthened, as the improving labour
market situation and solid growth in real income
further stimulated private consumption. It was
investment demand, however, that provided the
largest boost to growth, as both infrastructure in-
vestment and equipment investment picked up
strongly after falling in the previous year. Easy fi-
nancial conditions remained in place in the Unit-
ed States, contingent on the terminating accom-
modative monetary policy. During the course of
the year, the US Federal Reserve thrice raised the
target range for the US federal funds rate; further-
more, in October, the US central bank embarked
on a balance sheet normalisation programme
under which it will gradually reduce its securi-
ties holdings by decreasing the reinvestment of
the principal payments received from these se-
curities. Going forward, the direction of the US
economy will be shaped by these steps, together
with the most extensive tax reform in 30 years,
passed at the end of last year. The euro area also
supported global economic growth. Although
domestic demand eased, the economy benefited
from a strengthening of exports and softening

of import growth. The economy continued to be
supported by the ongoing accommodative mon-
etary policy stance. The United Kingdom, on the
other hand, had a dampening effect on global
growth, as the country’s economic activity in-
creased more moderately than at any time in the
past five years. The slowdown was caused mostly
by private consumption, with households reining
in their spending in an environment of rising in-
flation and falling real income. Given the height-
ened uncertainty surrounding the country’s fu-
ture relations with the EU, it was surprising to see
investment demand accelerating. Weakening of
the pound supported exports, and with import
growth easing, net trade had a positive impact
on economic growth. In response to an accelerat-
ing headline inflation rate, the Bank of England
raised its policy rate for the first time in 10 years.

Turning to emerging market companies the in-
crease in their aggregate growth was driven by
China. After six years of declining growth, the
country’s economy accelerated in 2017 and
comfortably exceeded the growth target for
the year. This performance, however, stemmed
largely from cyclical factors whose impact will
gradually fade. Economy activity was boosted
by an expansionary fiscal stance in the form of
additional spending and tax cuts aimed at sup-
porting demand and employment growth. Fur-
thermore, infrastructure investment (mainly in
transportation) compensated for declining ca-
pacities in coal and steel production. Efforts to
rebalance the country’s economy were apparent
in the political decision not to set a growth tar-
get beyond the 2020 horizon and to focus more
on financial stability. Russia’s economy returned
to growth after two years of a recession brought
on by falling oil prices and Western-imposed
sanctions. As a result, it made a strongly positive
contribution to global GDP growth. By contrast,
the Indian economy weighed on global growth,
with an expansion that was more modest than
in previous years owing to the lagged effects of
the November 2016 demonetisation and effects
of the July 2017 goods and services tax reform.

Global consumer price inflation accelerated in
2017, with the headline rate responding most
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notably to energy commodity prices. In other
words, energy prices, which were on an upward
trend throughout the year after falling in 2016
in year-on-year terms, had the largest impact on
global inflation. Food prices also supported the
headline rate’s increase. For advanced econo-
mies, the average annual inflation rose from
0.8% in 2016 to 1.7% in 2017, but core inflation
remained flat. Across emerging market econo-
mies, on the other hand, headline inflation mod-
erated from 4.3% to 4.1%.

Global commaodity prices increased in 2017. Look-
ing at the rise in energy commodity prices, the av-
erage oil price increased by more than 20%, year
on year, in response to global demand, falling
inventories in the United States, and the OPEC+
agreement to limit oil production. Metal prices
surged on strong growth in the Chinese construc-
tion and manufacturing industries, and they were
also buoyed by the bright outlook for the global
economy. Average food commaodity prices fell in
year on year terms, owing to elevated global in-
ventories and the effects of good weather.

1.1.2 THE EURO AREA

The euroarea’sannual GDP growth accelerated to
2.3% in 2017, significantly higher than its rate in
2016 (1.8%). While all components had a positive
impact on overall growth, private consumption

Chart 1 Euro area GDP and its

components (annual percentage changes;
percentage point contributions)
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Source: Eurostat.

and investment made the largest contributions.
Private consumption was supported by a favour-
able labour market situation, while investment
benefited from easy financing condition in the
form of relaxed credit standards, and from an up-
turn in corporate profits. Exports were boosted
by the broad global economic recovery. In con-
trast to 2016, net trade had a positive impact on
growth. Export growth was higher in 2017 than
in the previous year and import growth was low-
er. The economy’s upswing was reflected in the
labour market, with unemployment falling from
10.0% at the end of 2016 to 9.1% a year later.

Average annual HICP inflation in the euro area
rose to 1.5% in 2017, up by 1.3 percentage points
on the previous year. The headline inflation rate
in December 2017 was 0.3 percentage point
higher year on year, at 1.4%. Among HICP com-
ponents, energy commodity prices had the larg-
est impact on the inflation rate during the year
through their pass-through to energy price in-
flation, which initially eased and then increased
slightly in the second half of the year. Food price
inflation also accelerated towards the end of the
year. Core inflation (measured by the HICP ex-
cluding energy and unprocessed food) acceler-
ated gradually until October and then remained
steady. Its average rate for 2017 was 1.1%, up
from 0.8% in 2016.

Chart 2 Contributions of components to

HICP inflation (percentage points)
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Source: Eurostat.
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The euro appreciated significantly against the
US dollar over the course of 2017. The exchange
rate’s path reflected investor preferences, the
monetary and economic policy settings of major
world economies, geopolitical developments,
and the euro area’s growth and inflation out-
looks. The euro’s exchange rate against the dol-
lar stood more than 14% stronger at the end of
2017 than at the beginning of the year.

1.2 MACROECONOMIC DEVELOPMENTS
IN SLOVAKIA

Slovakia’s GDP at constant prices increased in
2017 by 3.4% after increasing by 3.3%in 2015.This
increase was driven by domestic demand and net
exports. The component that recorded the largest
drop in growth was government consumption.

The labour market was favourable in 2017, thus
continuing its trend of previous years. Employ-
ment as defined in the ESA 2010 increased in 2017
by 2.2%, year on year, following its rise of 2.4% in
2016. Most of the new jobs were added in the in-
dustry and services sectors. The unemployment
rate fell from 9.7% at the end of 2016 to an all-time
low of 8.1% at the end of 2017. Average annual
nominal wage growth in 2017 was robust (4.6%).
Wages grew in all sectors apart from the informa-
tion and communication technology sector.

In the balance of payments for 2017, the current
account showed a deficit of €1.8 billion (€1.2 bil-
lion in 2016) owing mainly to a decline in the
trade surplus.

The average annual HICP inflation rose to 1.4%
in 2017, after recording a negative rate of -0.5%
in 2016. All HICP components contributed to
the headline rate’s acceleration, with food prices
having the largest impact.

1.2.1 PRICE DEVELOPMENTS

After three years in negative territory, the average
annual HICP inflation rate rose to 1.4% in 2017.
The acceleration was mostly attributable to exter-
nal factors that passed through to food price infla-
tion, notably in its acceleration in the second half
of the year. Modest increases were also observed
in services inflation and in non-energy industrial
goods inflation. As for energy inflation, its nega-
tive year-on-year rate moderated in 2017.

Agricultural commodity prices were increasing
throughout the year, with the largest rises re-
corded by prices of oils, fats and milk. This trend
passed through to processed food price inflation
with a slight lag. The year-on-year increase in
that component peaked at the end of 2017. Food
inflation also came under upward pressure due
to the fading of the impact of the January 2016
reductions in VAT on selected foodstuffs. Food
prices contributed almost 1.4 percentage point
to the average inflation rate in 2017 and were
therefore the most significant inflationary factor.

Compared with 2016, oil prices in euro increased
strongly on average in 2017 and this trend trans-
lated into higher fuel prices. In contrast to 2016,
when they were one of the key factors behind
the low/negative inflation environment in both
Slovakia and other euro area countries, oil prices
had an upward impact on the headline inflation
rate in 2017. As a result of low wholesale prices
of gas and electricity in 2016, consumer gas and
electricity prices were reduced in January 2017.
With fuel prices rising and regulated energy pric-
es falling, average annual energy inflation was
less negative in 2017 than in 2016 (-2.5% versus
-3.5%).

The annual rate of increase in import prices from

euro area countries accelerated slightly. The
pass-through of imported inflation to non-ener-

Chart 3 HICP components (annual percentage
changes)
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Chart 4 Contributions of components to

the acceleration of the HICP inflation rate
between 2016 and 2017 (percentage points)
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gy industrial goods inflation resulted in a moder-
ate rise in the latter. As for services inflation, it
came under upward pressure from the strong la-
bour market and from household final consump-
tion. In summary, demand-pull pressures and
a robust domestic side of the economy gradually
came to the forefront of inflation developments.

1.2.2 GROSS DOMESTIC PRODUCT

Slovakia’s real GDP increased in 2017 by 3.4%
year on year (after rising by 3.3% in 2016). The
increase in GDP growth was driven by domestic
demand, and in particular by household con-
sumption. Net trade also made a positive con-
tribution. Nominal GDP for the year amounted
to €85 billion, which was 4.7% higher compared

Chart 5 Real and nominal GDP (annual
percentage changes; constant prices)
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Source: SO SR.

with 2016. This strong growth, however, was
partly the result of price developments. The GDP
deflator, under upward pressure from increases
in consumer, producer, import and export prices,
rose by 1.3% year on year (after being negative in
each of the years from 2014 to 2016).

GDP - THE EXPENDITURE SIDE

Domestic demand increased by 2.8%, which was
a marked improvement on its decline of 0.3%
in 2016. The driver of this growth was domestic
consumption supported by an improving labour
market situation. Investment also increased year
on year, by 3.2% (albeit largely due to a base ef-
fect, with investment having fallen by 8.3% in
2016). Fixed investment spending did not show

Table 1 GDP based on the expenditure approach (annual percentage changes; constant prices)

2016 2017
Q1-Q4 Q1 Q2 Q3 Q4 Q1-Q4

Gross domestic product 3.3 3.1 34 3.5 35 3.4
Final consumption of households and

non-profit institutions serving households 2.7 33 34 39 37 3.6
Final consumption of general government 1.6 -0.5 -0.1 0.0 1.6 0.2
Gross fixed capital formation -8.3 -0.3 -4.0 10.3 76 3.2
Exports of goods and services 6.2 8.1 -0.3 3.8 5.6 43
Imports of goods and services 3.7 7.6 -0.8 5.9 32 3.9

Source: SO SR.
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a clear trend in 2017, increasing in two quarters
and falling in two quarters. Infrastructure invest-
ment is usually strong towards the end of the
year, when projects are being brought to com-
pletion, but in 2017 it softened. The general gov-
ernment sector, as the principal investor in infra-
structure (among a group of sectors that includes
also non-financial corporations, financial corpo-
rations, and households/non-profit institutions
serving households), recorded lower infrastruc-
ture investment in 2017, at current prices, than in
the previous year. This weaker pace of public in-
vestment may be attributed to the slow absorp-
tion of European Union funds under the current
EU programming period. Net trade had a positive
impact on GDP growth, with year-on-year export
growth (4.3%) outpacing the increase in imports
of goods and services (3.9% year on year).

Domestic demand was driven by household con-
sumption, supported by an increase in house-
hold disposable income growth. That increase,
stemming from further improvement in the
labour market situation, contributed to growth
in consumption expenditure on non-essential
goods and services (for example, health, recrea-
tion, communications, and education).

Export growth in 2017 was responsive to rising de-
mand from Slovakia’s trading partners and acceler-
ated to 4.3% for the year as a whole. While goods
exports increased strongly, services exports record-
ed more moderate growth. Car exports increased
in real terms by 5.1% year on year, and concerning
territories, exports to EU markets went up.

Export performance as measured by the ex-
ports-to-GDP ratio increased in 2017 by 0.8 per-
centage point, to around 101%. Import intensity
also increased, but more moderately (by 0.4 per-
centage point). As for the openness of the Slovak
economy, measured by exports and imports of
goods and services as a percentage of GDP, it
rose by 3.4 percentage points, to 189.2%.

1.2.3 THE LABOUR MARKET

The economy’s solid growth was reflected in la-
bour market developments, which maintained
their favourable trend of recent years. Employ-
ment growth was accompanied by falling unem-
ployment (reflecting also an increased number
of long-term unemployed persons finding work),
while the unemployment rate reached an all-

time low. The average nominal wage increased
as a result of growing labour demand that in-
creased wage competition among employers.

EMPLOYMENT

Employment as defined in the ESA 2010 increased
in 2017 by 2.2% year on year (or 51,200 in head-
count terms), after rising by 2.4% in the previ-
ous year. The sectors that accounted for most of
that growth were industry, services and trade.
The construction sector also saw job growth, for
a second successive year. Public sector employ-
ment? increased by 0.9% (1.3% in 2016), with the
education sector making the largest contribution
to that growth. According to the Labour Force
Survey, the number of Slovak citizens working
abroad fell significantly in 2017, by 6.5% year on
year (or 10,400). This was a reversal of the situa-
tion in 2016, when the number of Slovaks working
abroad increased. The number of foreigners work-
ing in Slovakia is rising from year to year, and in
2017 it increased by 12,400. The inflow of foreign
workers and the rising labour participation rate
are serving to moderate labour market tighten-
ing. Nevertheless, the number of employers that
report labour shortages is continuing to increase.

UNEMPLOYMENT
According to the Labour Force Survey (LFS),
the number of unemployed fell in 2017, year

Chart 6 Contributions of key labour market
variables to the change in unemployment
(number of persons; seasonally adjusted)
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Sources: SO SR and NBS calculations.
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on year, by 15.8% (or 42,000), and so the unem-
ployment rate fell by 1.6 percentage point, to
8.1%. The registered unemployed rate, based
on the records of the Central Office of Labour,
Social Affairs and Family, averaged 7.1% in
2017, which was 2.4 percentage points lower
than in 2016. The fall in the unemployment
rate was related to rising demand for labour,
which was reflected in a marked reduction in
long-term structural unemployment. The rate
also reflected a drop in the economically active
population, the first for five years. The fall in the
working-age population stems from adverse
demographic trends.

WAGES AND LABOUR PRODUCTIVITY

Average annual nominal wages growth in-
creased significantly in 2017, to 4.6%, and
the average nominal wage rose to €954. This
robust wage growth stemmed from a labour
market situation in which labour shortages
remain an issue and are putting upward pres-
sure on wages in several sectors. The sectors
recording the strongest annual wage growth
in 2017 - above the national average - were
professional, scientific and technical activities
(8.3%), transportation and storage (6.2%), arts,
entertainment and recreation (6.0%), educa-
tion (5.9%), manufacturing (5.4%), and public
administration and defence (5.2%). Compared
with nominal wages, real wages (adjusted for

Table 2 Labour market indicators

inflation, which in 2017 was positive for the
first time in three years) recorded lower growth
(3.3%). Growth in Labour productivity (GDP per
employee) was higher in 2017 than in previ-
ous years, but continued to lag behind wage
growth. On the one hand, such a dynamic
could support price growth; on the other hand,
it could weigh on the economy’s competitive-
ness.

1.2.4 FINANCIAL RESULTS

According to the SO SR’s preliminary data, the
non-financial corporate sector made an aggre-
gate profit of €10.2 billion in 2017, representing
a year-on-year fall of 2.2% (after an increase of
1.1% in 2016). The principal negative contribu-
tions to that result were from profit declines
in the following sectors: real estate brokerage
(-19%); electricity, gas, and steam supply (-16%);
and manufacture of motor vehicles (-11%). The
largest positive contributions were from profit
increases in wholesale and retail trade (26%)
and manufacture of metals and metal products
(10%).

1.2.5 BALANCE OF PAYMENTS

CURRENT ACCOUNT

In Slovakia's balance of payments for 2017, the
current account showed a deficit of €1.8 billion,
caused mainly by a fall in the trade balance sur-

2016 2017
Q1-Q4 Q1 Q2 Q3 Q4 Q1-Q4

Nominal wages (index) 3.3 35 4.8 5.2 5.2 4.6
Real wages (index) 3.9 26 3.8 3.6 33 3.2
Nominal compensation per employee — ESA

2010 (index) 23 3.1 4.0 5.0 39 4.1
Labour productivity - GDP per employee

(index; current prices) 0.5 1.8 23 26 3.1 2.5
Labour productivity - GDP per employee

(index; constant prices) 0.9 0.9 1.6 1.0 1.2 1.2
Employment - ESA 2010 (index) 2.4 2.1 2.1 2.3 2.2 2.2
Unemployment rate - LFS (percentages) 9.7 8.7 8.1 8.0 7.7 8.1
Nominal unit labour costs (ULCs)? 1.4 22 24 4.0 2.7 2.8

Source: SO SR and NBS calculations.
1) Labour Force Survey.

2) Ratio of compensation per employee growth at current prices to labour productivity growth (ESA 2010) at constant prices.
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plus. The ratio of the current account deficit to
GDP (at current prices) therefore increased by
0.6 percentage point year on year, to more than
2.1%.

The services balance surplus was higher in 2017
than in the previous year due mainly to positive
trends in the economy. The items that recorded
the largest increases in income were business
services and transportation. Under travel, income
growth stemmed mainly from an increase in the
number of foreign tourists. The primary income
balance was in surplus, supported by the settle-
ment of funds from EU Structural Funds. The def-
icit on the secondary income balance remained
almost unchanged year on year, as both income
and expenditure increased.

The capital account surplus fell significantly year
on year, owing to the lower absorption of EU
funds.

FINANCIAL ACCOUNT

The balance of payments financial account re-
corded a net inflow of €3.8 billion in 2017, which
compared with 2016 represented an increase of
€3.4 billion.

In the direct investment balance of the financial
account, the net inflow was caused by the inflow

Chart 7 Current account balance and trade
balance
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Table 3 Current account and capital account
balances (EUR billions)

2016 2017
Goods 1.6 0.7
Exports 67.1 71.6
Imports 65.5 70.9
Services 0.5 0.8
Primary income balance -1.9 2.0
Secondary income balance -14 -1.3
Current account -1.2 -1.8
Current account-to-GDP ratio
(percentage) -1.5 -2.1
Capital account 1.6 0.8

Source: SO SR and NBS calculations.

of debt capital arising from the economic activ-
ity of firms. This increase was supported by in-
flows in the form of non-residents’ investments
in equity capital. The net inflow in the portfolio
investment balance resulted from sales of Slo-
vak debt securities to non-residents. The inflow
in the other investment balance was supported
mainly by an increase in the amount of funds de-
posited with NBS.

EXTERNAL DEBT OF SLOVAKIA

The balance of payments transactions in 2017
resulted in Slovakia’s external debt increasing
by €20.3 billion year on year, to €94.1 billion.
Since, however, the increase in the gross ex-
ternal debt was accompanied by an increase in
foreign assets, the net external debt increased

Table 4 Financial account balance

(EUR billions)
2016 2017

Direct investment 0.5 -1.7
Portfolio investment and financial

derivatives 42 -0.6
Other investment -5.1 -2.0
Reserve assets 0.0 0.5
Financial account -0.4 -3.8

Source: NBS.

Note: The figures for the financial account balances are shown in
net terms (assets minus liabilities), with a positive value denoting
a net outflow and a negative value denoting a net inflow.
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only slightly. According to preliminary data,
Slovakia’s ratio of gross external debt to GDP
(at current prices) for 2017 was 110.8%, which
was 19.9 percentage points higher than the
figure for 2016. The ratio of short-term external
debt to gross external debt increased by 10.0
percentage points in 2017, to 48.8%. Debt per
capita rose by €683 in 2017, to €15,613 as at the
end of the year.

NOMINAL AND REAL EFFECTIVE EXCHANGE RATES?

The nominal effective exchange rate (NEER) de-
preciated in 2017 by an average of 0.2%, year
on year, after appreciating by 1.5% in the previ-
ous year. Depreciation against the Czech koruna
made the largest contribution (0.3 percentage
point) to the NEER’s decrease. The koruna began
appreciating again after the Czech central bank,
on 6 April 2017, ended the exchange rate floor
that it had been using as an additional instru-
ment for easing monetary policy. Depreciation
against the Polish zloty and Russian rouble also
had a negative impact on the NEER, 0.2 percent-
age point in each case. On the other hand, the
NEER’s overall drop was moderated by the contri-
butions of appreciation against the Chinese ren-
minbi and British pound, 0.3 percentage point

in each case. The pound’s weakening stemmed
from the continuing high uncertainty surround-
ing the process of the United Kingdom’s with-
drawal from the European Union.

Looking at the real effective exchange rate (REER)
based on the producer price index, it depreci-
ated in 2017 by an average of 1.4% year on year,
which compared with the previous year’s depre-
ciation was higher by 0.8 percentage point. In
comparison with the NEER, the REER weakened
more as a result of the negative inflation differ-
ential against Slovakia's most important trading
partners. After taking into account trading part-
ners’ weights in the REER, the negative inflation
differentials that influenced the REER’s deprecia-
tion the most were those with China (contribu-
tion -0.3 percentage point), Hungary and Poland
(both contributions -0.2 percentage point). With
the REER’s estimated equilibrium path continu-
ing to appreciate — due largely to equilibrium
labour productivity growth being higher in Slo-
vakia than in its trading partners — the REER'’s
depreciation in 2017 increased its undervalua-
tion. The more undervalued REER continued to
support the price competitiveness of domestic
firms.

2 EUROSYSTEM MONETARY POLICY

2.1 MONETARY POLICY OPERATIONS

AN AMPLE DEGREE OF MONETARY STIMULUS REMAINS
NECESSARY

In 2017 the European Central Bank (ECB) main-
tained the expansionary monetary policy stance
that it had been pursuing since 2014. Acting
within the monetary policy operational frame-
work, the ECB implemented monetary policy
through the purchasing of selected assets as well
as through policy rates (including the particular-
ly significant negative deposit facility rate), with
the aim of stimulating an increase in inflation to
its medium-term target.

The ECB's Governing Council left the key ECB in-
terest rates unchanged throughout 2017, with

the main refinancing rate standing at 0.00%, the
marginal lending facility rate at 0.25%, and the
deposit facility rate at -0.40%. Given the envi-
ronment of abundant liquidity, resulting mainly
from Eurosystem asset purchase programmes
and unconventional longer-term refinancing op-
erations, short-term money market interest rates
remained just above the deposit facility rate.
Thus, in 2017, the interest rate on the deposit
facility continued to determine the level of the
shortest market rates.

The ECB continued to use non-standard meas-
ures in the form of asset purchase programmes
(APP) as the principal means of implementing
monetary policy. These measures complement-
ed the standard open market operations, stand-
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ing facilities, and minimum reserve require-
ments. Open market operations comprise main
refinancing operations (MROs), fine-tuning
operations and structural operations, as well
the non-standard longer-term refinancing op-
erations (LTROs). The standing facilities consist
of the deposit facility and the marginal lend-
ing facility (MLF). Back in 2014 the Governing
Council responded to undesirably low inflation
by adding an APP to its array of monetary pol-
icy instruments. The APP comprising the third
covered bond purchase programme (CBBP3)
and the asset-backed securities purchase pro-
gramme (ABSPP) was expanded in 2015, to in-
clude the public sector purchase programme
(PSPP), and then again in 2016, to include the
corporate sector purchase programme (CSPP).
These purchase programmes, together with the
second series of targeted long-term refinanc-
ing operations (TLTRO 1) have minimised the
volume of MRO allotments. In other words, the
implementation of monetary policy through
non-standard instruments has almost entirely
replaced implementation through standard in-
struments.

The Governing Council’s forward guidance is
also playing an important role in monetary poli-
cy implementation; it indicates the timing of fur-
ther monetary policy steps, including expecta-
tions for the future path of key ECB rates and for
the asset purchase programmes. If market par-
ticipants are able to anticipate monetary policy,
their uncertainty diminishes and therefore the
effectiveness of monetary policy increases.

In accordance with the Governing Council’s
decision of December 2016, the APP net pur-
chases made by the Eurosystem continued at
a monthly pace of €80 billion in the first quar-
ter of 2017. Following the Governing Council’s
decision of March 2017 net purchases were re-
duced to the new monthly pace of €60 billion
from April to December. In 2017, with a view to
ensuring the continued smooth implementa-
tion of the APP, the minimum remaining ma-
turity of securities eligible for the PSPP was
decreased from two years to one year, and
purchases of securities with a yield to maturity

Chart 8 Key ECB interest rates (percentages)
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below the deposit facility rate were allowed to
the extent necessary.

MONETARY poLIcY DEcIsIONS oF THE ECB IN 2017

The notable recovery of economic activity in
2017 provided the grounds for a substantive,
albeit moderately expressed, adjustment to the
Governing Council’s forward guidance. In June
2017 the Governing Council decided to remove
the reference to further rate cuts from its forward
guidance.

Although the euro area’s economic growth was
stable in the third quarter, inflation was still be-
low its medium-term target. In response, the
Governing Council decided in October 2017 that
the APP would continue at a reduced monthly
pace of €30 billion (down from €60 billion) from
January to September 2018, i.e. it extended the
programme by a further nine months. The Gov-
erning Council also decided that the main refi-
nancing operations and the three-month long-
er-term refinancing operations would continue
to be conducted as fixed rate full allotment ten-
der procedures at least until the end of the last
reserve maintenance period of 2019.
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ECB TO DEVELOP A NEW EURO UNSECURED OVERNIGHT
INTEREST RATE

Money market rates are important and widely
used in the financial system. As a result they
become the basis for reference interest rates,
i.e. benchmarks. In the European financial
market, the benchmarks are EURIBOR (euro
interbank offered rate) and EONIA (euro over-
night index average), which are determined
on the basis of data from the private financial
sector. Since 2013 the Financial Stability Board
(FSB) has been heading a worldwide reform of
benchmark interest rates, including EURIBOR
and EONIA. The main purpose of the reform is
to establish interest rate benchmarks on the
basis of uniform principles that, among other
issues, correspond as far as possible to trans-
action data and not only to subjective judge-
ment, which is the current basis for deter-
mining EURIBOR. However, the administrator
of the European benchmarks, the European
Money Markets institute (EMMI), has encoun-
tered significant difficulties in implementing
the reform requirements, to an extent that is
raising doubts about the future existence of
EONIA.

In view of the particular importance of the
overnight benchmark, not only for financial

LiQuIDITY PROVIDED TO THE BANKING SECTOR THROUGH
MONETARY POLICY OPERATIONS AND PURCHASE
PROGRAMMES

The increase in the European banking sector’s li-
quidity position in 2017 was almost entirely due
to the APP. Outstanding liquidity reached an
all-time high of €3.1 billion, of which APP pur-
chases accounted for 76% and unconventional
longer-term refinancing operations for 24%.
The share of MROs in the outstanding liquidity
provided to banks by the Eurosystem fell from
2% in 2016 to almost zero in 2017, amid an in-
crease in other funding sources and a decline
in the need for MRO funding. The last TLTRO-I
operation was settled in March 2017 and saw
a gross take-up of €233 billion. Although the

markets, but also for monetary policy imple-
mentation, the ECB’s Governing Council an-
nounced in September 2017 that it would de-
velop a euro unsecured overnight interest rate.
The new rate will complement existing bench-
mark rates and serve as a backstop reference
rate. The ECB plans to develop the rate by the
end of 2019 and to base it entirely on transac-
tions in euro that are reported in accordance
with the ECB’s money market statistical report-

ing.

Apart from this, in accordance with the issued
recommendations of the FSB benchmark
reform, the ECB together with the Financial
Services and Markets Authority (FSMA), the
European Securities and Markets Author-
ity (ESMA) and the European Commission an-
nounced the setting-up of a working group
to identify and adopt risk-free interest rates
(RFRs). This rate should serve as an alternative
to existing benchmark rates for instruments
with low market risks (such as interest rate
risk or liquidity risk). Together with the ECB’s
new overnight rate, the risk-free rate should
broaden the quality of the range of bench-
mark rates.

amount borrowed by European banks through
refinancing operations increased in absolute
terms, its share of the outstanding liquidity de-
clined owing to the substantial APP liquidity in-
flows. The sizeable liquidity surplus was reflect-
ed in the recourse to the deposit facility, which
was almost 40% higher at the end of 2017 than
at the end of the previous year. As a result of
this situation there was muted demand for in-
terbank market funding.

APP purchases on the Eurosystem’s balance
sheet at the end of 2017 amounted to almost
€2.4 billion, of which PSPP purchases accounted
for almost 80%. Narodna banka Slovenska has
been participating in the PSPP and the CBPP3. Its
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Chart 9 Liquidity position of the Eurosystem
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Note: MLF - marginal lending facility; FTOs - fine-tuning opera-
tions; MROs — main refinancing operations; MP STROs - special-
term refinancing operations with a maturity of one maintenance
period; LTROs - longer-term refinancing operation; TLTROs - tar-
geted longer-term refinancing operation; CBPP - covered bond
purchase programme; SMP - Securities Markets Programme;
ABSPP - asset-backed securities purchase programme; PSPP -
public sector purchase programme; CSPP - corporate sector pur-
chase programme; AFs — autonomous factors; MRR — minimum
reserve requirement; DF - deposit facility.

monetary policy portfolio holdings under these
purchase programmes stood at around €20 bil-
lion at the end of 2017, representing a year-on-
year increase of 30%.

Chart 10 Total assets of the Eurosystem
(EUR trillions)
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IMPACT OF MONETARY POLICY OPERATIONS ON THE
EUROSYSTEM BALANCE SHEET

Total assets on the Eurosystem’s balance sheet
amounted to €4.5 trillion at the end of 2017, which
was €0.8 trillion higher compared with the end of
2016. Since the onset of the financial crisis in 2007,
when the Eurosystem’s total assets stood at €1 tril-
lion, the ECB has taken a variety of standard as well
as non-standard monetary policy measures, which
have had a direct impact on the size and composi-
tion of the Eurosystem balance sheet. These meas-
ures have been crucial to ensuring the smooth
transmission of accommodative monetary policy.

3 FINANCIAL MARKET DEVELOPMENTS

The global economic recovery gathered mo-
mentum during the course of 2017. A key factor
behind this trend was an increase in investment
demand amid improving business sentiment.
A related effect was the acceleration in foreign
trade growth. Euro area countries also contrib-
uted to the overall picture of robust economic
activity growth. The favourable path of macro-
economic indicators is reducing the direct risks
to financial stability. On the other hand, the
improving economic performance is accompa-

nied by trends whose cumulative effect is con-
tributing to a build-up of imbalances that could
be a threat to financial stability in the medium
term. The most significant trend is the continu-
ing increase in public and private sector debt at
a time of relaxed lending conditions. The persist-
ing low interest rate environment is expected to
continue stoking risk appetite in the financial
sector, thereby leading to an increase in financial
system vulnerability. The risk of sudden asset re-
pricing in financial markets is significant. A wave
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of repricing could be triggered by an unexpect-
ed course of monetary policy normalisation,
a deviation of macroeconomic trends from their
expected path, or an escalation of geopolitical
tensions.

Slovakia was also experiencing an expansionary
phase of the business cycle in 2017. The domestic
economy maintained stable growth of 3.4%. GDP
growth in the second half of the year was driven
mainly by domestic demand and only to a small
extent by foreign demand. The buoyancy of the
Slovak labour market was reflected in domestic
household consumption, which increased more
than in any other year of the post-crisis period.
The current outlook envisages that the economic
upswing will continue and that gradual over-
heating of the economy could be expected. Such
a scenario could pose a risk to financial stability,
particularly since the exceptionally favourable la-
bour market developments cannot be assumed
to be sustainable over the long term. In some sec-
tors of the economy, firms are already reporting
shortages of skilled labour. This shortage is put-
ting upward pressure on wage growth, which is
reaching a post-crisis peak.

The banking sector’s profit for 2017, net of one-
off effects, was largely unchanged in year-on-
year terms. Disregarding several one-off effects
that had a positive impact on banks’ profitability,
mainly in 2016, the sector’s aggregate net profit
increased in 2017 by 8.1% year on year. The profit
including those effects was substantially higher
in 2016 than in 2017. The main drag on bank
profits was the decline in net interest margins,
while the largest positive contribution came
from the low credit risk costs.

The banking sector strengthened its capital posi-
tion in 2017, thanks largely to a marked increase
in the retained earnings ratio. In 2017 banks re-
tained 42% of their aggregate profit for 2016,
while in each year from 2014 to 2016 the figure
was less than 10%. The sector’s total capital ratio
increased in 2017, from 18.0% to 18.6%. As for
the common equity Tier (CET) 1 capital ratio, it
rose from 15.8% to 16.2%. At the same time, in-
creasing capital adequacy was observed across
EU banking sectors.

Household credit growth remains the most sig-
nificant trend in the domestic financial sector.

Chart 11 Financial sector assets as at

31 December 2017, broken down by
market segment
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- supplementary pension management companies. The data
for insurance undertakings are as at September 2017, the most
recent available.

In absolute terms, year-on-year growth in the
stock of retail loans maintained its upward trend
in the first eight months of 2017, reaching an
all-time high in August; it then remained flat or
declined slightly in the final four months. In Au-
gust the year-on-year increase stood at €3.55 bil-
lion, while in December it slightly declined to
€3.45 billion. Annual credit growth reached
a post-crisis high of 13.7% in March 2017 and
then fell gradually over the rest of the year, down
to a still-high 11.7% in December. Credit growth
remained higher in Slovakia than in any other EU
country. The favourable macroeconomic situa-
tion and low interest rates were conducive to re-
tail loan growth, while demographic factors and
gradual saturation of the market had the oppo-
site impact. The strong growth in retail loans re-
sulted in a further increase in household debt, to
a level that was the highest in central and east-
ern European region. The rate of credit growth
was the highest in both the region and the euro
area. Thus, the most significant risk is a marked
increase in the household sector’s vulnerability
to any economic deterioration.

As for loans to non-financial corporations (NFCs),
their year-on-year growth rate was high during
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2017, at 10% for the first three quarters and then
a more moderate 7% for the last quarter. Fur-
thermore, compared with other EU countries,
Slovakia continued to have one of the highest
rates of NFC credit growth. Demand for loans
was supported by the improving situation in the
corporate sectors, bright outlooks for economic
growth, and the low interest rate environment.
As a result, corporate credit growth was relative-
ly broad-based across several key economic sec-
tors and also loan categories. Most of the banks
that are engaged in corporate financing reported
an increase in this activity. Credit standards were
eased to only a very limited extent in 2017, and
then only in the form of a reduction in interest
margins against a backdrop of competition from
other banks and healthy economic outlooks.

NBS was responsive to developments in the do-
mestic financial sector, most notably in regard
to significant increases in private sector credit
and indebtedness. In response to prolonged
growth in household and corporate credit, it
was decided in 2016 to raise the countercycli-
cal capital buffer (CCyB) rate to 0.5% with ef-
fect from 1 August 2017. In view of persisting
trends in the credit market and the amplifica-
tion of several imbalances, the CCyB rate will
be raised further, to 1.25%, with effect from 1
August 2018. NBS has also been focused on set-
ting prudential lending requirements. An NBS
decree laying down conditions for the provision
of housing loans (Decree No 10/2016) entered
into force on 1 January 2017. These conditions
were followed by minimum requirements for
consumer loans, laid down in an NBS decree
that entered into force from 1 January 2018
(Decree No 10/2017).

The volume of investment in Slovak govern-
ment bonds continued its downward trend in
2017. The share of these securities in the Slo-
vak banking sector’s total assets had been fall-
ing almost continuously since 2012 and ended
2017 at just under 10%, an all-time low that was
similar to the pre-crisis level of 2008. The sector’s
holdings of foreign government bonds also de-
clined. Among the foreign government bonds
in the sector’s total bond portfolio, Polish bonds
had the largest share (3.6%), followed by Italian
bonds (3.4%) and Czech bonds (2.3%). The share
of Italian government bonds declined owing
to sizeable disposals of these securities, while

the shares of Polish and Czech bonds increased
moderately.

In 2017 the debt servicing capacity of firms
and households continued to be boosted by
positive macroeconomic conditions. The non-
performing loan (NPL) ratio for the banking
sector’s housing loan book fell from 2.3% in De-
cember 2016 to 1.9 % in December 2017, and
the NPL ratio for consumer loans decreased
less significantly, from 8.7% to 8.1%. The NPL
ratio for loans to non-financial corporations
improved markedly in 2017, from 6.5% to 5.2%.
The improvement in credit quality as measured
by the NPL ratio is, however, a typical feature of
business cycle expansion. From the perspective
of credit risk, it is necessary to follow debt in-
dicators such as the debt-to-GDP ratio or debt
burden, which provide key pointers to the vul-
nerability of the household and NFC sectors to
any deterioration in the economic situation. All
debt indicators were improving in 2017 given
the economy’s favourable trends and bright
outlooks.

The insurance sector’s net after-tax profit for
the first nine months of 2017 stood at €135 mil-
lion. This year-on-year increase was attributable
to several factors?, most notably one-off effects
from mid-2016 (dividend payments from sub-
sidiaries and the reversal of provisions for litiga-
tion). The gross profit unadjusted for one-off ef-
fects was higher by 3.6% year on year, while the
adjusted profit rose by 30%. This result was sup-
ported by improvements in both the technical
result and financial result. The net after-tax profit
adjusted for one-off effects increased by a more
modest 8.4%; when adjusted for one-off effects,
however, it was lower by 12% (owing mainly to
an increase in costs related to the special levy on
the insurance sector). The insurance sector’s Sol-
vency Capital Requirement (SCR) coverage ratio
remained largely unchangedin 2017, with a level
of 208% at the end of the first quarter and 211%
at the end of September. Compared with its level
at the end of September 2016, however, the SCR
coverage ratio was quite significantly lower. But
despite that year-on-year decline, the insurance
sector’s solvency remained adequate. In life in-
surance, gross premiums written increased by
6% year on year, while benefits paid fell by 2%.
These trends contributed to an increase in the
aggregate technical result. The financial result
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for the life insurance segment also increased.
The annualised return on investments in life in-
surance (excluding unit-linked insurance) con-
tinued to fall, and consequently the sector only
just managed to cover the average guaranteed
interest rate in life insurance contracts. Non-life
insurance also saw an increase in gross premi-
ums written (6% year on year). The combined
ratio in non-life insurance improved in 2017, to
stand at 88.6% as at September. The principal
risks to the insurance sector continue to be the
low interest rate environment and strong com-
petition in motor insurance (resulting in this
insurance class having a combined ratio that is
close to the profit/loss threshold).

In the second pillar of the Slovak pension sys-
tem, the net asset value (NAV) of old-age pen-
sion funds amounted to €7.6 billion at the end
of 2017, representing a year-on-year increase
of €657 million. This increase had several caus-
es, the most important of which was the first
of a series of hikes in the rate of mandatory
contributions to the old-age pension scheme,
from 4.0% to 4.25% of the assessment base.
The amount of credited contributions was also
boosted by increases in the number of savers in
the scheme and in the nominal income of Slo-
vak households. The returns on old-age pension
funds accounted for just under one-quarter of
the increase in their net asset value. Looking at
the breakdown of the aggregate NAV by fund
type, the share of index funds increased at the
expense of bond funds, owing mainly to a shift
in investment preferences among savers. Al-
though changes in the core composition of old-
age pension funds in 2017 were less significant,
a number of long-lasting trends came to an end.
The end of 2017 saw a minor outflow of bond
instruments from bond pension funds, which
brought to an end a multi-year trend of bond
component growth in these types of pension
fund. There was also a halt to the prolonged
rising trend in equity exposure, as the share of
equity holdings in the NAV of equity funds re-
mained unchanged during the period under
review, at just below 70%. The parameters of
maturity and duration showed a stable or, in
some individual funds, downward trend and
appeared to reflect to some extent a gradual
shift in expectations regarding the future path
of interest rates. Looking at the breakdown of
the bond fund portfolio by issuing sector, the

share of corporate bonds increased to an all-
time high and government bonds remained the
largest component. The overall weighted aver-
age nominal return on old-age pension funds
for 2017 was slightly lower compared with the
previous year. Given the increase in inflation, the
year-on-year difference in real terms was even
more pronounced. The average annual nominal
return on bond pension funds as at 31 Decem-
ber 2017 was 1.1%, and the return on the other
three types of old-age pension fund ranged be-
tween 5.5% and 6.7%.

In the third pillar of the Slovak pension system,
the supplementary pension scheme, the num-
ber of scheme participants recorded its highest
increase in ten years and totalled 757,000 at the
end of the year. The aggregate net asset value of
supplementary pension funds increased by a ro-
bust 12.5%, to stand at €1.92 billion at the end of
2017. The net inflow to these funds during the
period under review accounted for three-quar-
ters of the increase in their NAV. Looking at the
composition of their assets, supplementary pen-
sion funds with a balanced investment strategy
saw a continuation of the trends of the previous
period, most notably an increase in the equity
component and fall in the bond component. As
for growth-focused funds, the compositions of
their portfolios did not change significantly. The
weighted average residual maturity of bond se-
curities began to fall during the year, thereby
ending an unbroken upward trend. In the aggre-
gate bond portfolio of supplementary pension
funds, the share of corporate bonds increased
(at the expense of government bonds). The aver-
age annual nominal return on all supplementary
pension funds was 3.7% as at 31 December 2017.
Growth funds earned an average return of 8.2%,
balanced funds, 3.3%, and conservative funds
and distribution funds together, 0.2%.

In Slovakia’s investment fund sector, 2017 was
marked by a surge in demand for investment
fund products. The total net asset value of do-
mestic and foreign investment funds marketed
in Slovakia increased by €1.032 billion in 2017,
which was close to an all-time high. The rally
was concentrated in domestic investment funds,
which accounted for around two-thirds of the
total NAV growth. The acceleration of inflows to
foreign investment funds was less significant.
Household investments made up the largest
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share of new inflows to domestic investment
funds, and insurers also made a sizeable contri-
bution to the overall purchases of investment
fund shares/units. Among other financial inter-
mediaries, however, there were relatively high
net redemptions of fund shares/units. In the
breakdown of investment funds by type, mixed
funds recorded the largest increase in both NAV

and net inflows, followed, some way behind, by
real estate funds. Bond funds, by contrast, expe-
rienced quite elevated net redemptions. Equity
funds earned the highest average annual return,
7.3%, ahead of mixed funds (2.4%), real estate
funds (2.4%), bond funds (0.5%) and money mar-
ket funds (-1.5%).
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T MONETARY POLICY IMPLEMENTATION AND
INVESTMENT PORTFOLIO MANAGEMENT

1.1 MINIMUM RESERVE REQUIREMENTS
Under Eurosystem rules, all euro area credit insti-
tutions are required to hold a certain amount of
funds as minimum reserves in their current ac-
counts at their national central bank (NCB). Insti-
tutions currently have to hold a minimum of 1%
of the sum of eligible balance sheet items that
constitute the basis for calculating the reserve
requirement (‘the reserve base’). This require-
ment must be met on average over the mainte-
nance period.

Atthe beginning of 2017 atotal of 28 creditinstitu-
tions in Slovakia were subject to minimum reserve
requirements; they comprised 13 banks incorpo-
rated in Slovakia (including three home savings
banks) and 15 branches of foreign credit institu-
tions. The number of branches of foreign credit
institutions fell to 14 in June 2017, when ZUNO
BANK AG, pobocka zahrani¢nej banky ceased
operations in Slovakia. With effect from 1 August
2017 Prima banka Slovensko a.s. acquired Sber-
bank Slovensko a.s., which was dissolved without
liquidation on 31 July 2017. As a result of these
developments, the number of banks fell to 12 and
the total number of credit institutions fell to 26.
This situation remained unchanged for the rest of
the year. In June, the branch of one foreign credit
institution underwent a name change: AKCENTA,
spofitelni a Gvérni druzstvo, pobocka Sloven-
sko became Ceskoslovenské Gvérni druzstvo,
pobocka Slovensko.

Excess reserves continued to be remunerated
at a negative rate in 2017, as they had been
since 11 June 2014. That rate was maintained at
-0.40% throughout 2017. None of the three key
ECB interest rates were adjusted during the year.

Before 2015 the ECB's Governing Council held
its monetary policy meetings on a monthly ba-
sis, but since then it has held them at six-week
intervals. This change resulted in the reserve
maintenance period being extended to either 42
or 49 days, and therefore the number of periods
per year fell to eight. The calendar for reserve

Chart 12 Reserve holdings and minumum

reserve requirements in 2017 (EUR millions)
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maintenance periods is aligned with the sched-
ule for the Governing Council’s monetary policy
meetings so that the start of the period falls on
the potential effective date of any change in the
monetary policy settings.

The average amount of reserves that banks were
required to hold with Narodna banka Slovenska
in 2017 was €490.28 million, around 5.5% more
thanin 2016.In 2017 the amount of banks’actual
reserve holdings at NBS was, on average, 199.1%
higher than the reserve requirement, while in
2016 it had been 170.7% higher. The aggregate
reserve holdings were highest in the eighth and
seventh maintenance periods.

1.2 ELIGIBLE ASSETS

The collateral eligibility criteria for Eurosystem
credit operations underwent several changes in
2017. One of the most significant changes con-
cerned the eligible assets known as non-market-
able debt instruments backed by eligible credit
claims (DECCs). In 2017 this class was extended
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Chart 13 Composition of Slovak eligible
assets in 2017 (EUR millions)

45,000

40,000

35,000 -

30,000

25,000

20,000

15,000

10,000 -

5,000 1

0+
Jan. Feb. Mar. Apr. May June July Aug. Sep. Oct. Nov. Dec.

B Slovak government bonds
W Other bonds

Mortgage bonds
Slovak Treasury bills

Source: NBS.

to include DECCs with negative cash flows for
coupon payments. Marketable assets with nega-
tive cash flows were also included in the list of
eligible assets. A second change was the intro-
duction of minimum disclosure requirements
for covered bond ratings issued by credit rating
agencies accepted in the Eurosystem credit as-
sessment framework (ECAF). A third change was

Chart 14 Composition of Slovak eligible

assets as at end-December 2017 and
end-December 2016 on (EUR millions)
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the updating of haircuts for marketable assets. In
the case of eligible asset-backed securities, grad-
uated haircuts based on their Weighted Average
Life were introduced in 2017.

The value of Slovak marketable eligible assets
was, on average, 3% higher in 2017 than in 2016.
The total nominal value of these assets at the end
of 2017 was €38,267 million, which compared to
its level at the end of the previous year was higher
by €1,111 million. Slovak government bonds con-
stituted almost 84.4% of these eligible assets, and
mortgage bonds 11%. No Slovak Treasury bills
were included in the list of eligible assets at the
end of 2017, following the maturity of the last out-
standing issue of such bills in November 2017.

The value of collateral pledged by domestic
banks in Eurosystem operations was the same
at end-2017 as at end-2016 and the averages
for these years also remained similar. The aver-
age share of government debt securities in the
collateral pledged in 2017 was 80%, down from
91% in 2016. The decline in their share was the
largest recorded by any component. The aver-
age share of mortgage bonds increased from
3% to 10%, and that of credit claims increased to
around 8%, thus maintaining its upward trend.
As a share of the total collateral pledged, collat-
eral issued in the domestic market fell from 93%

Chart 15 Use of eligible assets in 2016
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Chart 16 Use of domestic and foreign eligible assets (percentages)
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in 2016 to 86% in 2017. Slovak counterparties
use a collateral pool to manage their collateral.

1.3 INVESTMENT PORTFOLIO
MANAGEMENT

Narodnd banka Slovenska manages its invest-
ment portfolios with the aim of ensuring that

Chart 17 Nominal value of securities
holdings in NBS investment portfolios in
2017 (EUR millions)
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2017

Foreign assets 14.43

Domestic assets 85.57

the portfolios contribute positively to the
bank’s overall financial result. The total value
of NBS’s investment portfolios as at 31 De-
cember 2017 was €3 billion (at corresponding
exchange rates and with securities at nominal
value). Chart 17 shows how the total value of
these portfolios changed during the year, while
Chart 18 shows their geographical breakdown.
In managing its portfolios, NBS applies the

Chart 18 Total value of NBS investment
portfolios as at 29 December 2017 broken
down by country of issuer
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principles laid down in the NBS investment
strategy approved in 2008 and updated in
2014 and 2016. In the case of the euro-, US dol-
lar- and GBP-denominated portfolios, interest
rate risk is managed in a standard way through
interest rate swaps and futures contracts. After
taking into account hedging costs and other

costs and revenues on the liability side, the re-
turns on the euro-, US dollar- and GBP-denom-
inated portfolios in 2017 were 0.44%, 0.66%,
and 1.24%, respectively. In late 2017 NBS es-
tablished a strategic portfolio of Chinese gov-
ernment bonds unhedged against interest rate
risk and exchange rate risk.

2 FINANCIAL STABILITY AND FINANCIAL MARKET

SUPERVISION’

2.1 FINANCIAL STABILITY

In 2017 Narodna banka Slovenska (NBS) issued
six macroprudential decisions concerning cycli-
cal and structural systemic risk in the context of
financial stability. Four of these decisions con-
cerned the setting of the countercyclical capital
buffer (CCyB) rate. They included NBS Decision
No 8/2017, which was significant from a financial
stability perspective in that it raised the CCyB
rate to 1.25% with effect from 1 August 2018
(this was the second time that the rate had been
raised). The reason for the hike was the continu-
ing strong growth in credit to the domestic non-
financial sector, which had reached an all-time
high. That growth was spurred mainly by the
upward impact of low interest rates on demand
for loans among households and non-financial
corporations (NFC). Signs of the financial cycle’s
expansionary phase began to appear in other ar-
eas, too. Property market pressures built up, pri-
vate sector indebtedness increased and default
rates fell for most types of loan.

Another two decisions concerned banks in Slo-
vakia identified as ‘other systemically important
institutions’ (O-SlIs). The list of O-Slls is reassessed
on an annual basis, and the 2017 assessment did
not result in any changes to its composition.
There were, however, changes to the settings of
the O-SllIs’ additional capital buffer requirements
in the form of O-Sll buffers and systemic risk buff-
ers.

In response to rising credit demand, NBS has
adopted two decrees that are significant in terms
of macroprudential policy. Decree No 10/2016,

which entered into force at the start of 2017,
enabled the recalibration of certain parameters
and established a legal framework for supervis-
ing compliance with prudential rules for the pro-
vision of housing loans. Decree 10/2017, which
entered into force at the start of 2018, laid down
conditions for the provision of consumer loans.
Its purpose is to reduce risks to consumers (in
particular the risk associated with rising house-
hold debt) and risks to firms providing consumer
loans, as well as to stem the build-up of financial
market imbalances. Through these decrees, the
principles contained in a previous NBS Recom-
mendation on risks related to market develop-
ments in retail lending became binding on all
providers of the respective types of loan.

2.2 FINANCIAL MARKET SUPERVISION

THE BANKING SECTOR

As at 31 December 2017 a total of 12 banks and

14 foreign bank branches were operating in Slo-

vakia. Under the Single Supervision Mechanism

(SSM), consisting of the ECB and the national

competent authorities of participating Member

States, all banks and foreign bank branches oper-

ating in Slovakia are categorised as either:

® significant, supervised directly by the Euro-
pean Central Bank in close cooperation with
Narodnd banka Slovenska (they comprise:
Tatra banka, a.s.; V3eobecnd tverovd banka,
a.s.; Slovenska sporitelfia, a.s.; Ceskoslovenska
obchodna banka, a.s. and CSOB stavebna
sporitelna, a.s., both part of the KBC Group;
UniCredit Bank Czech Republic and Slovakia,
a.s., pobocka zahrani¢nej banky; Komeréni

CHAPTER 2

5 For further details, see the Report
on the Activities of the Finan-
cial Market Supervision Unit of
Ndrodnd banka Slovenska in 2017,
which is published (in Slovak only)
on the NBS website at http://www.
nbs.sk/sk/publikacie/publikacie-
dohladu/sprava-o-cinnosti-udf

NBS
ANNUAL REPORT
2017

27


http://www.nbs.sk/sk/publikacie/publikacie-dohladu/sprava-o-cinnosti-udf

banka, a. s., pobocka zahrani¢nej banky; and
mBank S.A., pobocka zahrani¢nej banky);

® less significant, supervised directly by NBS
(they comprise the other banks and foreign
bank branches operating in Slovakia).

In proceedings concerning credit institutions
that operate in Member States participating in
the Single Supervisory Mechanism (SSM), the
ECB has exclusive power to issue and withdraw
authorisations and to assess notifications of the
acquisition or transfer of qualifying holdings in
credit institutions except in cases of resolution
and the situations referred to Article 15 of Regu-
lation (EU) No 1024/2013. The ECB and NBS co-
operate closely in proceedings concerning credit
institutions established in Slovakia. With respect
to less significant banks, however, the ECB is
not involved in the fitness and propriety assess-
ments of persons nominated to be a member of
a bank’s management or supervisory board, or
to be a senior employee or chief internal control/
audit officer at a bank.

In 2017 the ECB exercised decision-making pow-
er in a total of 54 proceedings concerning credit
institutions established in Slovakia. The majority
of these proceedings were fit and proper assess-
ments of persons nominated to be a member of
a significant bank’s management board or su-
pervisory board.

In 2017 Narodnd banka Slovenska exercised
decision-making power in 41 proceedings con-
cerning credit institutions established in Slova-
kia. Mostly these were decisions to issue prior
approval for the election of a member of a bank’s
management board or supervisory board, or for
the appointment of a senior employee, author-
ised representative or chief internal control/au-
dit officer at a bank. Among the most important
taken by NBS in decision in 2017 were the issu-
ance of prior approval for the acquisition of Sber-
bank Slovensko, a.s. by Prima banka Slovensko,
a.s. which took place with effect from 1 August
2017.

In 2017 a total of nine thematic on-site inspec-
tions were conducted in banks and foreign
bank branches in Slovakia. As part of this activ-
ity, NBS assessed one application for a change
in use or change of internal risk measurement
models in order to calculate credit risk capital

requirements. The on-site inspections focused
mainly on the quality of the institution’s risk
management system, paying particular atten-
tion to credit risk, market risk, operational risk,
interest rate risk in the banking book, the cor-
porate governance system, the liquidity risk
management system, and the level of protec-
tion against money laundering and terrorist
financing.

Off-site supervision of banks and foreign bank
branches includes not only regularly processing
statements and reports, monitoring prudential
business indicators, conducting analyses, and
communicating with the supervised entities and
their home supervisors, but also includes joint
activities under the ECB’s direct and indirect su-
pervision and work in supervisory colleges for
individual banks.

As regards banks in Slovakia that fall under the
ECB’s direct supervision, the ECB conducts the
supervision through joint supervisory teams
(JSTs) that include NBS supervisory staff. An an-
nual assessment for each bank is produced by
its respective JST in accordance with SSM pro-
cesses. Under off-site supervision, assessments
of ex ante and ex post notifications are reviewed
in accordance with Commission Delegated
Regulation (EU) No 529/2014. Validation reports
on banks' internal models and internal audits
are then reviewed, and banks are evaluated for
compliance with requirements and recommen-
dations arising from decisions on the use of in-
ternal models.

PAYMENT SERVICES AND ELECTRONIC MONEY ISSUANCE

As at 31 December 2017 there were ten payment
institutions operating in the Slovak financial
market, six of which were authorised to provide
payment services without limitation and four of
which were authorised to provide payment ser-
vices in a limited scope.

One electronic money institution was operating
in the Slovak financial market in 2017.

A total of 26 decisions concerning payment
services were issued during 2017. These were
mostly decisions to issue prior approval for the
election or appointment of a member of statu-
tory body or supervisory board, or an internal
control officer.
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As at the end of 2017 a total of 39 foreign pay-
ment institutions were registered with NBS on
the basis of a notification of their intention to
provide payments services, and 34 foreign elec-
tronic money institutions were registered on the
basis a notification of their intention to issue, of-
fer and exchange electronic money or to provide
payment services in Slovakia without establish-
ing a branch.

Three comprehensive on-site inspections of pay-
ment institutions were completed in 2017 after
commencing in 2016. A further two were still
ongoing at the end of the year, and their main
purpose was to review and assess the payment
services system, compliance with business con-
ditions, the internal control/audit system, select-
ed risks and the risk management system, the
system for preventing money laundering and
terrorist financing and the fulfilment of obliga-
tions in this area, and compliance with legisla-
tion of general application.

FOREIGN EXCHANGE ACTIVITY

As at 31 December 2017 there were 1,158 enti-
ties in Slovakia holding a foreign exchange au-
thorisation. In 2017 NBS issued 13 decisions in
this area, 11 of which were decisions to issue
a foreign exchange authorisation. Two sanction
proceedings that resulted in the imposition of
a fine were completed in 2017.

In 2017 a total of 11 on-site inspections were
conducted in regard to the provision of foreign
exchange services (i.e. the purchase of foreign
cash currency in exchange for euro cash, and
vice versa), primarily in order to check compli-
ance with the Foreign Exchange Act. Another
two on-site inspections concerned the reporting
obligation under the Foreign Exchange Act.

NON-BANK LENDERS

As at 31 December 2017 there were 35 non-
bank lenders in the Slovak financial market, 33
of which were authorised to provide consumer
loans without limitation, one was authorised to
provide consumer loans in a limited scope, and
one was another lender authorised to provide
credits and loans other than consumer loans.

In 2017 NBS issued 50 decisions concerning
non-bank lenders, including two authorisations
to provide consumer loans and other consumer

credit, four prior approvals for the return of an
authorisation, one prior approval for the termi-
nation of a lender’s business on grounds other
than the withdrawal of the lender’s authorisa-
tion, and 31 prior approvals for the election or
appointment of a member of a lender’s statutory
body or supervisory board or a lender’s internal
control officer.

In 2017 NBS conducted three comprehensive
on-site inspections of non-bank lenders. The
inspections had the following main objectives:
to review the lenders’ compliance with the Con-
sumer Credit Act in the provision of consumer
loans and compliance with the terms under
which the lender is authorised to carry on busi-
ness; to verify information provided during the
authorisation proceedings for the provision of
consumer loans; and to assess the lenders’inter-
nal control/audit systems, selected risks and risk
management system, and system for preventing
money laundering and terrorist financing.

THE INSURANCE SECTOR

As at 31 December 2017 the Slovak financial
market included 15 insurance undertakings es-
tablished in Slovakia and operating under the
EU’s Solvency Il regime, 22 branches of insurance
or reinsurance undertakings established in an-
other EU Member State, and one insurance un-
dertaking in the process of being wound down
after being placed in receivership with effect
from 15 June 2017. Regarding insurance activi-
ties performed by insurance and reinsurance
undertakings established in another EU Member
State, NBS issued 30 notifications in 2017, and re-
garding insurance activities performed by insur-
ance and reinsurance undertakings established
in Slovakia, it issued eight.

In 2017 the NBS Financial Market Supervision
(FMS) Unit issued four decisions, mostly prior ap-
provals for various matters under the Insurance
Act. It also conducted two sanction proceedings
related to the insurance sector.

In one particularly notable case of sanction pro-
ceedings, the FMS Unit decided on 14 June 2017
to place the insurance undertaking Rapid Life
Zivotna poistovia a.s. in receivership. This deci-
sion was taken on the grounds that the under-
taking had seriously and repeatedly infringed
the rights of its customers to due and timely pay-
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ment of benefits under insurance contracts and
that it had failed to act in good faith and take due
care in regard to its obligation to meet custom-
ers’ claims arising under insurance contracts. The
purpose of the receivership was to ascertain the
actual state of all aspects of the undertaking's ac-
tivities and management, to protect its custom-
ers against the infringement of their rights and
against the escalation of any damage already
caused to them, and to ensure the settlement of
the customers’claims against the undertaking. In
respect of the rights and legally protected inter-
ests of Rapid Life's customers, the operations of
Rapid Life in terms of their scope, duration, na-
ture and repercussions constituted a social dan-
ger of such gravity that the FMS Unit deemed the
placing of the undertaking in receivership to be
warranted and necessary.

On 2 August 2017 the receiver in this case, JUDr.
Irena Sopkova, filed a criminal complaint against
Rapid Life over suspected crimes committed by
the undertaking during the course of its activities.

The receivership terminated when Rapid life was
declared bankrupt on 29 January 2018.

Narodna banka Slovenska has also filed a crimi-
nal complaint against Rapid life.

Since the introduction of the new regulatory
regime (Solvency Il) in the insurance sector in
2016, NBS's prudential supervision activities in
the sector have focused on intensifying its con-
tracts with insurance undertakings subject to
supervision and on providing them with consul-
tancy services and guidance. In 2017 NBS held
multi-day working meetings with senior execu-
tives and staff members performing key func-
tions at all 15 insurance undertakings operating
in Slovakia under the Solvency Il regime. Off-site
supervision of the sector included checking in-
surance undertakings’ compliance with organi-
sational structure requirements under relevant
legislation. In addition, meetings were held with
representatives of both insurance undertakings
and their external auditors in order to discuss the
operation of insurance undertakings under the
Solvency Il regime and the principal risks in the
insurance sector.

NBS conducted one comprehensive on-site in-
spection and two thematic on-site inspections

in the insurance sector in 2017. One of the the-
matic inspections focused on an insurer’s pre-
paredness for using a partial internal model to
calculate the Solvency Capital Requirement in
accordance with the Solvency Il Directive. The
other examined an insurer’s financial situation.

THE PENSION FUND SECTOR

In 2017 the Slovak financial market included
six pension fund management companies (PF-
CMs) managing a total of 19 pension funds
(constituting the old-age pension scheme, the
second pillar of the pension system), and four
supplementary pension management compa-
nies (SPMCs) managing a total of 15 supple-
mentary pension funds (the third pillar). De-
pository activities under the Old-Age Pension
Scheme Act and the Supplementary Pension
Scheme Act were performed by five banking
institutions.

In 2017 the FMS Unit issued 11 decisions con-
cerning the old-age pension scheme and 17 de-
cisions concerning the supplementary pension
scheme. It also initiated sanction proceedings
against one SPMC.

Off-site supervision of the sector was largely
concerned with checking the compliance of
PFMCs, SPMCs and depositories with their infor-
mation obligations towards NBS and with evalu-
ating these data. The focus was on independ-
ent verification of whether the financial assets
held in pension fund portfolios were correctly
priced and on the consistency between finan-
cial assets acquired for particular pension fund
portfolios and the provisions of the Old-Age Pen-
sion Scheme Act and Supplementary Pension
Scheme Act.

As regards the old-age pension scheme (second
pillar), a total of six thematic on-site inspections
of PFMCs were conducted in 2017. These inspec-
tions focused on the PFMCs’ procedural com-
pliance in establishing and managing savers'’
pension accounts in which the number of pen-
sion funds’ pension points are recorded and the
PFMCs’ compliance with their obligation to send
savers’ statements of their personal pension ac-
counts. Also in 2017, one comprehensive on-site
inspection was initiated at a PFMC, focusing on
the company’s activities and on whether it was
managing pension funds in accordance with the
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Old-Age Pension Scheme Act and other legisla-
tion of general application.

As for the supplementary pension scheme, the
comprehensive on-site inspection of one SPMC
that began in 2016 was completed in in 2017.

FINANCIAL INTERMEDIATION AND FINANCIAL ADVISORY
SERVICES

As at 31 December 2017 there were 38,754 enti-
ties registered in the Register of Financial Agents
and Advisers (REGFAP). In 2017 a total of 25 new
entities from different sectors were entered in
the REGFAP, with the FMS Unit granting authori-
sations to act as independent financial agent to
24 legal entities and an authorisation to act as
a financial adviser to one legal entity. During the
year, 55 independent financial agents were de-
registered.

Also newly entered in the REGFAP in 2017 were
302 financial intermediaries from other Mem-
ber States operating in the insurance and re-
insurance sector and four intermediates from
other Member States engaged in the provision
of housing loans; these intermediaries were au-
thorised to conduct business in Slovakia under
the freedom to provide services without being
established in the country. One other intermedi-
ary established in Slovakia and operating in the
insurance and reinsurance sector was entered in
the REGFAP in 2017.

In 2017 NBS accepted and processed 6,501 elec-
tronic applications made by financial agents
and financial institutions to register subordinate
agents in, deregister them from, or change their
entry in the REGFAP.

In 2017 the FMS Unit initiated 48 proceedings
concerning financial intermediation and finan-
cial advisory services, while 37 first-instance de-
cisions issued by the FMS Unit in this area came
into effect.

Off-site supervision of this sector in 2017 fo-
cused on checking the compliance of super-
vised entities with their requirement to report
to NBS periodically via an internet application,
on checking all financial agents for whether
they submitted a quarterly report for the pe-
riod from 1 January 2017 to 31 March 2017,
and, in respect of the termination of contracts

under which a subordinate financial agent is es-
tablished, on checking whether the application
to deregister the agent from the REGFAP was
submitted within thirty days after the expiry of
the contract. As part of its off-site supervision,
NBS examined whether the complaints filed
by natural persons and legal entities against fi-
nancial market participants providing financial
intermediation and financial advisory services
were justified.

Comprehensive on-site inspections were initi-
ated at four financial agents of legal entities in
2017, and two of these inspections were not
completed by the end of the year.

THE SECURITIES MARKET

As at the end of 2017 there were 20 investment
firms operating in the Slovak financial market.
In four cases the NBS had not authorised the
firm to conduct business in Slovakia on grounds
that it had not demonstrated to NBS the tech-
nical, organisational and staffing preparedness
required for the performance of the authorised
activities.

The FMS Unit issued 26 decisions concerning
investment firms in 2017, most of them prior
approvals, such as for the election of manage-
ment board members and changes to the regis-
tered offices of investment firms. A total of 134
notifications were issued about the intention of
foreign investment firms to provide investment
services in Slovakia.

The FMS Unit approved 32 securities prospec-
tuses, one securities note, and ten securities pro-
spectus supplements.

The FMS Unit received 94 notifications from
other EU countries’ supervisory authorities con-
cerning the approval of securities prospectuses
or prospectus supplements and sent 12 such
notifications to another EU country’s supervisory
authority.

The FMS Unit issued four decisions concerning
the approval of mandatory takeover bids made
toissuers of shares traded on the Bratislava Stock
Exchange (BSSE), a regulated market. It also is-
sued four decisions concerning the granting of
prior approval for the election of a member of
the BSSE management board and two decisions
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concerning the approval of changes to the stock
exchange’s regulations.

In regard to the securities market, the FMS Unit
conducted five sanction proceedings and issued
two decisions to impose sanctions (fines), which
did not enter into force in 2017.

Off-site supervision in the securities market was
exercised over 16 domestic investment firms
and eight investment firms operating in Slova-
kia through branches in accordance with the
EU's second Markets in Financial Instruments
Directive (MiFID II) (four of which were operat-
ing through tied agents). Off-site supervision
was also exercised over banks and foreign bank
branches authorised to provide investment ser-
vices. The main priorities of this off-site supervi-
sion were to monitor supervised entities’ com-
pliance with financial rules and to assess their
financial situation and risk profiles.

Off-site supervision also covered the BSSE and
the central securities depositories Centrdlny
depozitar cennych papierov SR (CDCP) and
Narodny centralny depozitar cennych papierov
(NCDCP). Issuers of securities admitted to trad-
ing on the BSSE were also subject to off-site
supervision in order to check their compliance
with information obligations vis-a-vis Narodnd
banka Slovenska via the NBS-maintained Cen-
tral Register of Regulated Information (CERI).
These issuers numbered 69 as at 31 December.
Proceedings were initiated against two issuers
for not submitting complete annual financial
reports for 2016. These issuers were at the same
time barred from trading on the BSSE regulated
open market.

Two on-site inspections of investment firms were
initiated in 2017. One was a comprehensive on-
site inspection and another one was thematic
on-site inspection focused on the provision of
investment services, investment activities, and
ancillary services to customers.

One thematic on-site inspections initiated in
2016 was completed in the second quarter of
2017. Conducted at a banking entity, the inspec-
tion focused on whether investment services,
investment activities, and ancillary services were
being provided to customers in accordance with
the Securities Act, and on the performance of

depository activities for the supplementary pen-
sion scheme and investment fund sector.

A further three on-site inspections were com-
menced at banking entities in 2017 and con-
cerned mainly the provision of investment
services, investments activities, and ancillary
services to customers in accordance with the Se-
curities Act. One of these inspections was com-
pleted in the fourth quarter of 2017.

THE INVESTMENT FUND SECTOR

A total of seven investment fund management
companies (IFMCs) were operating in the Slovak
financial market in 2017. Three of them were is-
sued with five authorisations to establish an in-
vestment fund. In regard to this sector, the FMS
Unitissued 80 decisions in 2017 concerning prior
approvals and five decisions authorising an IFMC
to establish an investment fund. The FMS Unit re-
ceived 80 notifications from European standard
funds concerning the intention to make a public
offering of their securities in Slovakia and 36 no-
tifications from foreign fund management com-
panies concerning the marketing of their secu-
rities in Slovakia via private offerings, under the
freedom to provide services.

In 2017 off-site supervision was exercised over
the seven domestic IFMCs, which as at the end
of the year were managing a total of 66 standard
funds (including five funds established under
the Collective Investment Act and managed by
a foreign IFMC) and 21 alternative investment
funds, and over five banking entities perform-
ing depository activities in accordance with the
Collective Investment Act. Off-site supervision
focused on checking IFMCs and depositories for
their compliance with reporting obligations to-
wards NBS, as well as on assessing the riskiness
of executed transactions and the impact of these
transactions on funds’ global risk exposure and
on the pricing of funds’ assets.

Three thematic on-site inspections initiated in
2016 were completed in 2017, and a further
three thematic on-site inspections were initiated
in the fourth quarter of 2017. The inspections fo-
cused on checking the application of remunera-
tion principles, compliance with ESMA Guide-
lines on sound remuneration policies under the
Alternative Investment Fund Managers Directive
(AIFMD), and on checking the implementation of
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the compliance function in regard to measures
strategies and procedures for risk identification
and internal audit.

2.3 FINANCIAL MARKET REGULATION

Narodna banka Slovenska cooperates with the
Slovak Ministry of Finance and Ministry of La-
bour, Social Affairs and Family in the drafting
of primary and secondary laws concerning the
financial market, issues generally binding rules
on the implementation of legislation concern-
ing the financial market, and drafts and pub-
lishes methodological guidelines, opinions and
recommendations explaining the application of
primary and secondary legislation relating to su-
pervised entities and their activities.®

THE BANKING SECTOR

In 2017 NBS, in cooperation with the Slovak Min-
istry of Finance, drafted an amendment to the
Banking Act in order to establish a new regula-
tory framework that would amend and revise
the mortgage banking sector. One aim of the
amendment was to address risks identified in re-
cent years by NBS, by mortgage banks as issuers
of mortgage bonds, by credit rating agencies in
the process of assigning credit ratings to mort-
gage bond programmes, and by professional
investors from the ranks of private investors and
international financial institutions. Another aim
was to respond to ongoing EU-level activities
concerning setting of harmonised quality stand-
ards for covered bonds, to the need to support
long-term funding in the Slovak banking sector,
and to preparations for new qualitative liquidity
requirements.

NBS also drafted an amendment to the Housing
Loan Act in order to supplement provisions on
the indebtedness indicator limiting the debt-to-
income ratio, and it issued a Decree laying down
detailed provision on the assessment of borrow-
ers’ ability to repay consumer loans.

Besides that decree, NBS issued a further five de-
crees in 2017 in relation to the banking sector.

One of them was a decree laying down national
discretions for institutions under a separate reg-
ulation. These discretions allow Member States
or national competent authorities to introduce

rules different from those laid down in the un-
derlying regulation, the Capital Requirements
Regulation (CRR). In this decree, national discre-
tions are specified on the basis of experience
gained in the area of financial market regula-
tion (taking into account current financial mar-
ket conditions), but mainly on the basis of an ECB
Guideline on the exercise of options and discre-
tions in relation to less significant institutions.

Another two decrees were issued in response to
the need for aligning terms laid down in similar
legislation and to incorporate NBS specialist de-
partments’ requirements based on insights from
practice: one was a decree on the elements of
a notification required to identify other persons
who, by virtue of their relationship to the notifier,
have a special relationship with a bank or foreign
bank branch; the other was a decree on the ele-
ments of a bank’s application for prior approval
to establish a foreign branch.

Another decree concerned reporting by banks
and foreign bank branches. The decree was
designed to ensure NBS's ongoing collection
of data from these entities for supervisory pur-
poses, using reporting templates that NBS may
require from banks and foreign bank branches in
addition to EU reporting requirements (FINREP/
COREP); it also added some new templates. Also
related to this area was a decree on reporting for
supervisory purposes by consumer credit pro-
viders. The decree followed on from the adop-
tion of an amendment to the Consumer Credit
Act which expanded the reporting obligation to-
wards NBS to include all consumer credit provid-
ers, irrespective of any restrictions on the scope
of their lending.

PAYMENT SERVICES AND ELECTRONIC MONEY ISSUANCE

In 2017 NBS, in cooperation with the Slovak
Ministry of Finance and the Slovak Banking As-
sociation (SBA), drafted an amendment to the
Payment Services Act for the purpose of enact-
ing the EU’s second Payment Services Directive
(PSD 2) into Slovak law; the amendment entered
into force in the second half of 2017.

The main aims of PSD 2 are to increase transpar-
ency and facilitate innovation in payment servic-
es, to ensure an efficient and effective payments
market, to introduce new elements that will
make electronic payments easier to use (particu-
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larly with regard to low-cost internet and mobile
payments), to implement new security measures
aimed at reducing payment security risks, and to
strengthen consumers’ rights and increase their
awareness in order to increase their protection.
As regards the practical application of PSD 2, for
example in the area of third party access, a num-
ber of joint meetings were held in 2017 between
representatives of NBS and the Czech central
bank, Ceska narodni banka (CNB), for the pur-
pose of exchanging information. In this context,
NBS published information on its website about
third party payment account access.’

NON-BANK LENDERS

In 2017 NBS drafted a decree laying down de-
tailed provisions on the assessment of borrow-
ers’ability to repay consumer loans. Entering into
force on 1 January 2018, the decree supplied the
missing link in the regulatory provisions aimed
at supporting sound and sustainable lending
to households. Unlike the NBS recommenda-
tion on risks related to market developments
in retail lending, which had been in effect up to
that point, the new decree applies not just to the
banking sector, but to all consumer credit pro-
viders. The decree specifies the methodology for
calculating a loan applicant’s debt service-to-in-
come ratio, requirements for the evidencing and
verification of a borrower’s income, and limits on
the terms of consumer loans.

INSURANCE

In 2017 NBS issued three decrees concerning
the insurance sector. These amended three ex-
isting decrees by introducing provisions related
to the Act on criminal liability of legal entities. In
all three cases, a criminal record check certificate
was added to the documents that the respective
legal entities are required to produce in order to
demonstrate their eligibility to have a qualifying
holding in an insurance or reinsurance undertak-
ing (required as part of the procedure for dem-
onstrating compliance with conditions for the
granting of an authorisation to conduct insur-
ance business or an authorisation to conduct re-
insurance business), and in order to demonstrate
their eligibility to apply for prior approval under
Article 77(1)(a) to (c) of the Insurance Act.

Regarding the levy on certain insurance premi-
ums imposed under Article 68 of the Insurance
Act, NBS issued in 2017 a Methodological Guide-

line which provides explanatory details to insur-
ance undertakings, insurance undertakings from
other EU Member States, and branches of for-
eign insurance undertakings about the setting
of the levy base, the procedure to be followed in
the case of payment arrears or overpayment, and
how to demonstrate to NBS and the Ministry of
Finance that the levy has been paid.

In March 2017 NBS published three recom-
mendations that transpose the following EIOPA
guidelines: Preparatory Guidelines on product
oversight and governance arrangements by in-
surance undertakings and insurance distribu-
tors; Guidelines on the loss-absorbing capacity
of technical provisions and deferred taxes; and
Guidelines on the application of outwards rein-
surance arrangements to the non-life underwrit-
ing risk sub-module.

In October 2017 NBS published on its website
a statement on product criteria for the drawing-
up of key information documents (KIDs), the aim
being to give insurance undertakings providing
insurance-based investment products guidance
in the production of the KIDs, which they are re-
quired to provide policyholders before entering
into an insurance contract with them.

THE PENSION FUND SECTOR

As regards the supplementary pension scheme
(third pillar of the pension system), NBSs'regula-
tory activity in 2017 centred on the participation
of FMS Unit representatives in a working group
tasked with drafting an amendment to the Sup-
plementary Pension Scheme Act. The group was
established by the Slovak Ministry of Labour,
Social Affairs and Family and the purpose of
the amendment was to enact into Slovak law
the EU Directive on the activities and supervi-
sion of institutions for occupational retirement
provision (IORP Il). The amendment’s main pro-
visions relate to the organisation and govern-
ance of supplementary pension management
companies (specifically the introduction of new
key functions within the corporate governance
structure), as well as to SPMCs' information ob-
ligation - with further details given about the
information that SPMCs are required to provide
scheme participants before the participant signs
the contract, when the participant is contribut-
ing to the scheme, and before the participant
reaches retirement age or during the period
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when the participant is drawing benefits under
the scheme.

As part of its legislative remit, NBS also drafted
and issued a Decree on risks, risk management
and measurement systems, and the calculation
of global exposure and counterparty risk in sup-
plementary pension funds.

Regarding the old-age pension scheme (second
pillar), NBS cooperated in the drafting of second-
ary legislation issued by the Slovak Ministry of
Labour, Social Affairs and Family. The activity con-
cerned amendments to a decree on offer letters
and to a decree on information about pensions
governed by the Old-Age Pension Scheme Act.

FINANCIAL INTERMEDIATION AND FINANCIAL ADVISORY
SERVICES

A substantial amendment to the Financial Inter-
mediation and Financial Advisory Services Act
was published in the Slovak Collection of Laws
in 2017 and entered into force on 23 Febru-
ary 2018. The amendment enacted into Slovak
law the EU Directive on insurance distribution
(replacing the 2002 EU Directive on insurance
mediation), implemented provisions based on
insights from practice, and enacted some parts
of the EU’s Mortgage Credit Directive into Slovak
law (concerning cross-border financial interme-
diation or financial advisory services in respect
of the provision of housing loans). The overall
objective of the amendment is to protect con-
sumers entering into agreements under which
financial services are provided.

THE SECURITIES MARKET

Regarding the securities market, 2017 began with
NBS and the Slovak Ministry of Finance continu-
ing their close cooperation on an amendment to
the Securities Act that would enact MiFID Il into
Slovak law. The amendment entered into force
on 1 November 2017, with the exception of cer-
tain provisions scheduled for entry into force at
a later date in accordance with MiFID Il, some on
3 January 2018 and others on 3 September 2019.
This amendment marked the culmination of the
national transposition process for MiFID I, and
by the end of the year the new provisions were
being applied and interpreted in practice.

NBS also cooperated with the Finance Ministry in
drafting an amending act that would amend the

Financial Market Supervision Act as well as cer-
tain other laws. The purpose of the amendment
was to improve the legal framework so that su-
pervised entities’annual contributions are set on
a fairer basis, and to revise provisions concern-
ing proceedings conducted before NBS and the
bank’s supervision of the financial market. A re-
lated aim was to establish a legal framework in
Slovakia for the implementation of NBS's inter-
vention powers granted by the EU’s Regulation
on key information documents for packaged re-
tail and insurance-based investment (PRIIPs) and
Regulation on Markets in Financial Instruments
(MIFIR), with these powers due to come into ef-
fect in January 2018.

In June 2017 NBS, in agreement with the Slovak
Ministry of Finance, issued an amendment to the
NBS Decree on fees for acts performed by Nérod-
na banka Slovenska, as a response to matters aris-
ing from the relevent EU and Slovak legislation.

In the second half of 2017 NBS, as part of its requ-
latory remit, drafted and issued two amendments
to decrees on reporting. One amendment con-
cerned reporting by investment firms, the other
dealt with reporting by stock exchanges and cen-
tral securities depositories. The two decrees were
produced in response to legislative changes re-
sulting from the enactment of MiFID Il into Slovak
law and to supervised entities’ reporting obliga-
tion to competent supervisory authorities under
MiFIR and the respective delegated regulations.

In the year under review, the FMS Unit published
on the NBS website® information about the ap-
plication of exemptions under MiFID Il based on
the scope of trading in commodity derivatives.
The information was published so that the ap-
plication of these exemptions would be facili-
tated by having the entities concerned complete
the forms and send them to NBS by a stipulated
deadline.

THE INVESTMENT FUND SECTOR

As part of its legislative activities in 2017, NBS
was involved in the drafting of an amending
act which, besides amending the Securities Act,
included amendments to the Collective Invest-
ment Act; it entered into force on 1 November
2017. The amendments included proposals
made by NBS in cooperation with the Slovak
Association of AssetManagement Companies
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(SASS). These were aimed at enhancing invest-
ment fund activity in response to feedback from
participants in the local capital market. One pro-
posal, for example, was to allow certain types of
fund to merge; another was to impose an obli-
gation to draw up key investor information for
investors in qualified investor funds.

2.4 BANKRECOVERY AND RESOLUTION

In April 2017 the Resolution Council held its 6th
meeting. In addition to addressing the issue of
contributions to the Single Resolution Fund in
2017, the Council approved the draft financial
statements of the national resolution fund for
2016 and dealt with the following: changes to
the Council’s statutes and rules of procedure;
draft simplified resolution plans; and criteria for
the application of simplified obligations in re-
gard to the production of resolution plans. The
Council’s 7th meeting took place in November
2017. Besides discussing developments in reso-
lution plans and related methodologies in 2017,
the Council noted efforts at the international
level to establish a resolution framework for the
insurance sector.

Alsoin 2017, the FMS Unit was monitoring devel-
opments in regard to the resolution of financial
corporations other than credit institutions and
investment firms.

In summer 2017 EIOPA and the ESRB, acting
independently of each other, published docu-
ments in which they publicly presented their
opinions on the possible benefits and form of
a harmonised recovery and resolution frame-
work for insurance undertakings in the EU.
These were initial steps towards the establish-
ment of an EU legal framework that, among
other things, should have a direct impact on
insurance undertakings in Slovakia. The frame-
work should be aimed at protecting policyhold-
ers and ensuring financial stability, and it should
apply to all (re)insurance undertakings subject
to the Solvency Il regime.

2.5 FINANCIAL CONSUMER PROTECTION

In the field of financial consumer protection, the
FMS Unit addressed several significant issues

during the course of its methodological activi-
ties in 2017. In response to the judgment of the
EU Court of Justice in Case C-42/15 Home Credit
Slovakia, a.s., brought against Klara Birdova, the
FMS Unit issued an opinion on the implications
of the judgment for consumer lending, in par-
ticular for the mandatory elements of consumer
credit agreements. Based on the results of moni-
toring of advertising campaigns and promotion-
al activities, the FMS Unit issued an opinion on
certain questions concerning the price promo-
tion of credit products. Its objective in doing so
was to raise awareness about the obligations of
supervised entities and about procedures that
the FMS Unit deems to constitute good and bad
practice.

On the basis of findings made during the course
of supervision conducted in 2016 and 2017, a to-
tal of 44 sanction proceedings were initiated
with the aim of providing redress to financial
consumers in regard to services provided by su-
pervised entities. In these proceedings, the FMS
Unit had the authority not only to impose fines
but also to take other measures in support of fi-
nancial consumer protection, including the pro-
hibition of the unfair commercial practice or the
use of unfair contract terms and the issuance of
injunctions to eliminate or rectify shortcomings
identified. In 2017 five of the 44 proceedings re-
sulted in decisions imposing sanctions and 39 in
the issuance of sanction orders.

As regards supervision in the area of financial
consumer protection, its focus in 2017 was on
consumer lending in the banking and non-bank-
ing sector and on the sale of long-term invest-
ment products (including unit-linked insurance),
with particular attention paid to the provision of
products through independent financial agents.
A key priority of off-site supervision was to moni-
tor the advertising of financial services in print
media, and on television and radio, the internet,
and social media. The supervisory activity also
included continuous monitoring for unauthor-
ised providers of financial services.

In 2017 the NBS Financial Consumer Protection
Supervision Section conducted two broad sur-
veys, 21 investigations of unauthorised business,
and 50 off-site examinations following on from
broad surveys and analyses. There were also
six new on-site inspections, focused on banks'’
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provision of consumer loans and housing loans
and on non-bank lenders’ provision of consumer
loans and other credit products.

In 2017 NBS received 2,364 complaints from fi-
nancial consumers and other customers, almost
the same number as it received in 2016. Out of
the complaints that were justified, 60% resulted
in the supervised entity rectifying or removing
the shortcoming identified without being re-
quired to do so by NBS. The most common sub-
ject of complaint was again consumer loans pro-
vided by non-bank lenders (353 complaints, 15%
of the total). In these cases, consumers raised
objections to deficiencies in consumer credit
agreements that could result in no charges or
fees on the loans. A large number of complaints
concerned the non-payment of windscreen re-
pair/replacement claims under motor insurance
policies (260 complaints, 11% of the total). There
were also many complaints related to motor
third party liability insurance (237 complaints,
10% of the total). Life insurance was the subject
of 6% of all complaints, from which it remained
clear that many financial consumers are still con-
fusing unit-linked insurance policies with insur-
ance saving plans and do not see such policies as
long-term products. The number of complaints
concerning financial intermediation remained

largely unchanged. The extent and quality of in-
formation provided by financial intermediaries
has long been a source of dissatisfaction among
consumers.

Customer complaints against supervised entities
are used by NBS as a source of information for
on-site inspections and off-site supervision, as
well as when bringing proceedings against su-
pervised entities.

As regards its activities in 2017 aimed at in-
creasing consumer financial literacy, NBS ran 44
courses, including modules for primary schools,
secondary schools, and seniors. The courses took
place at the bank’s headquarters and, as part of
the European Money Week initiative, at schools
in different regions of Slovakia. The total number
of participants in these educational events was
more than 1,500. Also in 2017, in cooperation
with the non-profit organisation Junior Achieve-
ment Slovensko, NBS published two financial lit-
eracy workbooks for secondary school students.
As for training initiatives aimed at professionals,
NBS held several lectures and workshops in 2017
on the provision and promotion of credit and
insurance products, which focused on breaches
of obligations in the area of financial consumer
protection.

3 ISSUING ACTIVITY AND CURRENCY CIRCULATION

3.1 CUMULATIVE NET ISSUANCE OF EURO
CASH

The cumulative net issuance (CNI)' of euro
banknotes and coins in Slovakia had a total
value of €12.2 billion as at 31 December 2017,
with euro banknotes accounting for €12.04 bil-
lion of that amount. In year-on-year terms, the
CNl increased in 2017 by 10.9% (or €1.2 billion),
which was higher than the corresponding rate of
increase in the previous year.

Compared with the value of Slovak koruna in cir-
culation just before Slovakia’s adopted the euro
on 1 January 2009 (SKK 155.15 billion, i.e. EUR
5.15 billion), the CNI more than doubled over the
next nine years. The value of the item currency

in circulation, corresponding to Narodna banka
Slovenska’s allocated share in the Eurosystem’s
production of euro banknotes (Banknote Alloca-
tion Key), amounted to around €11.8 billion'" as
at 31 December 2018. The value of euro bank-
notes issued in Slovakia was higher than the ‘al-
located’ value by €219.3 million.

The CNI's daily trend in 2017 remained the same
as in previous years, with the year-on-year differ-
ence ranging approximately between €0.6 billion
and €1.2 billion (Chart 19). The daily CNI is usually
highest in the pre-Christmas period, and in 2017
it peaked on 22 December (at €12.35 billion)

Euro banknotes accounted for almost the entire
value of the CNI (98.6%) as at 31 December 2017,
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Chart 19 Cumulative net issuance of euro
cash on a daily basis (EUR billions)
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but only for 19.8% of the CNI in terms of volume
(representing 175.2 million banknotes). Euro
coins, including euro collector coins, made up
the remaining 80.2% (711.2 million coins). Look-
ing at the denominational breakdown of the to-
tal number of banknotes included in the CNI, the
€100 banknote had the largest share (27.1%)
for a second successive year. The €50 banknote’s
share was the largest from the introduction of
the euro until 2015, but fell in the next two years,
down to 22% in 2017.

The coins issued in the highest volumes are the
two lowest denominations (1 and 2 cent). By the
end of 2017 they made up almost (61%) of all the
coins in the CNI, and their share is increasing year
by year (in 2016 it stood at 59.8%). In value terms,
however, the combined share of these two de-
nominations was only 3.7%.

Table 5 Composition of the cumulative net issuance of euro banknotes and coins

Cumulative net issuance Percentage share
Denomination CNlas at Difference vis-a-vis CNlas at
31 December 2017 31 December 2016 31 December 2017
number value (€) number value (€) number | value (€)
€500 8,349,686 4,174,843,000.00 9,097 4,548,500.00 0.94 34.18
€200 424,002 84,800,400.00 -3,503 -700,600.00 0.05 0.70
€100 47,487,268 4,748,726,800.00 9,831,881 983,188,100.00 5.36 38.88
€50" 38,544,698 1,927,234,900.00 2,314,858 115,742,900.00 435 15.78
€20" 34,259,020 685,180,400.00 2,334,810 46,696,200.00 3.86 5.61
€10" 37,261,032 372,610,320.00 3,443,762 34,437,620.00 4.20 3.05
€5 8,865,008 44,325,040.00 28,658 143,290.00 1.00 0.36
Total banknotes | 175,190,714 | 12,037,720,860.00 | 17,959,563 | 1,184,056,010.00 19.76 98.56
€2 54,518,509 109,037,018.00 4,574,473 9,148,946.00 6.15 0.89
€1 21,072,445 21,072,445.00 47,573 47,573.00 2.38 0.17
50 cent 28,215,125 14,107,562.50 1,236,487 618,243.50 3.18 0.12
20 cent 32,827,446 6,565,489.20 -503,100 -100,620.00 3.70 0.05
10 cent 60,557,785 6,055,778.50 3,919,807 391,980.70 6.83 0.05
5 cent 81,710,675 4,085,533.75 6,803,315 340,165.75 9.22 0.04
2cent| 178,611,192 3,572,223.84 | 13,441,280 268,825.60 20.15 0.03
1cent| 253,318,066 2,533,180.66 | 27,386,053 273,860.53 28.58 0.02
Total coins 710,831,243 167,029,231.45 | 56,905,888 10,988,975.08 80.19 1.37
Collector coins 412,693 8,575,510.00 30,362 752,120.00 0.05 0.07
:::'c:;"sk"“es 886,434,650 | 12,213,325,601.45 | 74,895,813 | 1,195,797,105.08 | 100.00 | 100.00
Source: NBS.

1) Data for both series of euro banknotes combined (EST+ES2).
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12 The CNI's banknote component
is affected by the migration of
banknotes across the euro area.
The share of €100 banknotes in
the cash in circulation in Slovakia,
calculated on the basis of the CNI, is
only a guide and the real share may
differ as a result of migration.

NBS
ANNUAL REPORT
2017

38



As an average per capita,” the number of euro
banknotes in circulation in Slovakia in 2017
stood at 30 and their value at €2,089. As for coins
(including collector coins), the corresponding
figures were 125 and €31.The average per capita
value of the CNI was €2,120. In per capita terms,
the most numerous banknote denomination in
the CNI was the €100 banknote, at around 7.7,
while the most numerous coins were the 1 cent
coin (44) and the 2 cent coin (31).

The new €50 banknote, the fourth banknote
in the second (ES2) series of euro banknotes,
began circulating on 4 April 2017. By the end
of the year, the new €50 banknotes in the CNI
numbered 15.7 million and their share of all the
€50 banknotes stood at 40.8%. As for other ES2
denominations, the ES2 €5 and €10 banknotes
accounted for virtually all the €5 and €10 bank-
notes in circulation at the end of 2017 (the share
of first series banknotes was negligible), while
ES2 €20 banknotes made up 72.6% of the total
number of €20 banknotes in the CNI.

3.2 SLOVAKKORUNA BANKNOTES AND
COINS

By 31 December 2017, unredeemed Slovak ko-
runa banknotes totalled 18.82 million (including
10.06 million 20 koruna banknotes). Their com-
bined face value was around SKK 2.19 billion
(€72.7 million). The face value of unredeemed
Slovak koruna banknotes was only around 1.43%
of the total value of banknotes issued (by 31 De-
cember 2007).

In per capita terms, koruna banknotes unre-
deemed by the end of 2017 numbered around
three and had a face value of SKK 402. Of the
most numerous koruna banknotes, the €20
denomination, there were almost two per cap-
ita. A total of 58,300 koruna banknotes were re-
deemed in 2017, and their combined face value
was SKK 34.20 million (€1.13 million).

3.3 PRODUCTION OF EURO BANKNOTES
AND COINS

In accordance with the ECB’s guideline on the
production of euro banknotes, NBS commis-
sioned the production of 54.08 million ES2 €50

Table 6 Circulation euro coins whose

production was commissioned by NBS
in 2017

Denomination Number of coins
produced (million)
€2 2.10
5 cent 6.12
2 cent 13.65
1 cent 20.52
Total 42.39

Source: NBS.

banknotes in 2017. Production of the banknotes
was contracted out to the Berlin-based printing
works Bundesdruckerei GmbH, and it was sched-
uled for completion in January 2018.

Also in 2017, NBS commissioned the production
of euro coins intended for circulation (Table 6).

On 4 January 2017 Slovakia issued a €2 com-
memorative coin featuring the 550th anniver-
sary of the opening of Universitas Istropolitana
(the first university in the territory that is now
Slovakia), with an issuing volume of one million
coins. Another €2 commemorative coin, featur-
ing the 25th anniversary of the establishment of
the Slovak Republic, was scheduled for 3 January
2018, and the production of this issue, with a to-
tal volume of one million coins, was also carried
outin 2017.

All the euro coins commissioned by NBS are
produced by the state-owned mint Mincovna
Kremnica (the Kremnica Mint’). The coins minted
in 2017 included 18,000 euro coins of each de-
nomination that were used in five annual collec-
tor sets of Slovak euro coins.

In accordance with its issuance schedule for com-
memorative and collector euro coins, NBS also is-
sued four collector coins in 2017, three of which
were struck in silver and one in gold (Table 7).

Besides being supplied with coinsissued in 2017,
NBS was frontloaded with volumes of three col-
lector coins due to be issued in 2018." NBS ar-
ranges for the sale of commemorative and col-
lector euro coins through contractual partners in
Slovakia and abroad.
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13 The population of Slovakia was

5,441,899 as at 30 September 2017
(according to the Slovak Statistical
Office). The calculations used the
average number and average value
of euro banknotes and euro coins
inthe CNIin 2017.

14 The following collector coins were

frontloaded to NBS:

€25 silver coin - 25th anniversary
of the establishment of the Slovak
Republic (issuing date: 3 January
2018 - the same as the issuing date
for the €2 commemorative coin
with the same theme);

€10silver coin - 1150th anniversary
of the recognition of the Slavonic
liturgical language (issuing date:
28 February 2018);

€10silver coin - 300th anniversary
of the birth of Adam FrantiSek Kol-
Idr (issuing date: 13 March 2018).
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Table 7 Collector coins issued by Narodna banka Slovenska in 2017

Issuing volume -
Denomination Feature (number of coins) NBS NOFI cation
of coin issuance
Total | of which proof
€10" | UNESCO World Heritage — Caves of Slovak Karst 8,800 5,700 No 347/2016 Coll.
Levoca Heritage Site and the 500th anniversary of
€20" | the completion of the high altarpiece in St James's 9,600 6,200 No 64/2017 Coll.
Church
€107 150thann’|ve'rsary of the birth of Bozena 8500 5,400 No 156/2017 Coll.
Slan¢ikova-Timrava
€100% | UNESCO World Heritage - Caves of Slovak Karst 4,250 4,250 No 228/2017 Coll.
Source: NBS.
1) Silver collector coin.
2) Gold collector coin.

3.4 PROCESSING OF EURO BANKNOTES
AND COINS

In 2017 Nérodna banka Slovenska put more than
361.6 million euro banknotes into circulation,
and a total of 343.7 million euro banknotes were
returned to NBS from circulation.

During the year NBS processed 341.1 million
euro banknotes. The total number of euro bank-
notes returned to NBS was approximately two
times higher than the average number of euro
banknotes issued by NBS. Therefore each euro
banknote issued by NBS was returned to it once
every six months on average.'” The authenticity
and fitness for circulation of returned banknotes
are thus checked by NBS, with the aim of main-
taining the integrity of the currency and public
confidence in euro banknotes. The high level of
public satisfaction with the quality of euro bank-
notes was confirmed by an online survey con-
ducted in euro area countries in 2017.The results
showed that 88.4% of respondents expressed
satisfaction with the quality of euro banknotes.

The €50 banknote was the most frequently pro-
cessed denomination in 2017 (Chart 20), being
among the most common euro banknotes in cir-
culation and also the most frequently issued via
cash dispensers.

In the processing of euro banknotes during 2017,
23.3 million banknotes were identified as being
unfit for circulation and subsequently destroyed.
The number of unfit banknotes destroyed by
NBS was lower than in 2016 by more than half

Chart 20 Denominational breakdown of
euro banknotes processed by NBS in 2017
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Source: NBS.

(51.5%)."8 The lower volume of banknotes sorted
as unfit was reflected in the average unfit rate
for euro banknotes, which fell by almost one-
half year on year, to 6.8% (from 13.8% in 2016).
Compared with other euro area countries, Slo-
vakia has one of the lowest unfit rates for euro
banknotes.

In 2017 a total of 330.3 million euro coins were
put into circulation by NBS, and 273.4 million
euro coins were returned to NBS from circula-
tion. Since coins have a longer lifespan than
banknotes, only around 365,400 of the 271 mil-
lion processed in 2017 were sorted as unfit. The
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15 Some cash is kept out of circulation

and is therefore not returned to
NBS for processing.

16 The year-on-year change in

the volume of euro banknotes
sorted as unfit was related to the
entry into circulation of second
series euro banknotes in different
scenarios and the application of
an additional varnish layer to the
€5 and €10 banknotes. Whereas
NBS and the other Eurosystem
central banks destroy all the ES1
€20 banknotes returned to them,
NBS and another ten Eurosystem
central banks process the EST €50
banknotes returned to them and
put the fit ones back into circula-
tion for at least 12 months.
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Table 8 Number of counterfeit banknotes and coins recovered in Slovakia

Q1-Q4 EUR SKK Other Total
2015 4,749 1 94 4,854
2016 13,465 1 87 13,563
2017 4,045 3 781 4,829
Source: NBS.

number of euro coins that NBS processed did not
vary significantly between denominations.

The processing and recirculation of euro bank-
notes and coins is performed not only by NBS,
but also by commercial banks and other cash
handlers which have received approval from
NBS to process euro cash. The activities of these
cash handlers are subject to regular supervision
by NBS.

3.5 COUNTERFEIT BANKNOTES AND
COINS RECOVERED IN SLOVAKIA

A total of 4,829 counterfeit banknotes and coins
were recovered in Slovakia in 2017, approxi-
mately two-thirds fewer than were recovered in
2016 (Table 8).

The reason for the disparity between the number
of counterfeits recovered in 2016 and 2017 is the
fact that a single police operation conducted in
April 2016 resulted in the seizure of 8,964 coun-
terfeit €2 coins before they entered circulation.

Of the total number of counterfeits recovered,
banknotes accounted for 3,748 and coins for
1,081. Only 14.1% of the counterfeits were
seized by police before entering circulation; the
rest (85.9%) were withdrawn from circulation by
banks, foreign bank branches, non-bank entities
and security services.

Banks operating in Slovakia recovered almost
half (48.4%) of all the counterfeits. Cash-in-tran-
sit companies recovered 16.2% of the total, po-
lice 15%, NBS 12%, and non-bank entities 8.4%.

The region in which most of the counterfeits
were recovered was Bratislava Region (43.6%) ,
while the fewest were recovered in Trenc¢in Re-
gion (2.2%).

A moderate improvement in the quality of coun-
terfeits was observed in 2017, especially in coun-
terfeits of euro banknotes and coins. Neither
the number of counterfeits recovered, nor the
technical level of their production posed a seri-
ous risk to the integrity and smooth operation of
cash circulation in Slovakia.

EURO COUNTERFEITS

A total of 4,045 counterfeit euro banknotes and
coins were recovered in Slovakia in 2017 and they
had an overall face value of €311,026.50 (Table 9).

The number of euro banknote counterfeits recov-
ered in Slovakia has remained at around the same
level (between 200 and 250 per month) over along
period. The figures have reflected the impact of
particular cases (one or two a year) in which po-
lice seized sizeable quantities of counterfeit euro
banknotes before the banknotes entered circula-
tion. The number of euro coins recovered in Slo-
vakia has been falling moderately in recent years,
and in 2017 it stood at around 100 per month.

Table 9 Number of euro counterfeits recovered in Slovakia

Denomination
50 cent €1 €2 €5 €10 €20 €50 €100 €200 €500 Total
2015 411 189 1,225 31 83 553 1,771 362 99 25 4,749
2016 320 121 9,820 24 54 526 1,748 472 145 235 13,465
2017 201 109 771 37 44 340 1,853 290 66 334 4,045
Source: NBS.
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Euro banknotes accounted for 2,964 of all the coun-
terfeit banknotes and coins recovered in Slovakia
in 2017, and that number represented a year-on-
year decrease of 8%. Although euro counterfeits
are mostly of high quality, they can be detected
without technical equipment as long as sufficient
attention is paid to euro cash when receiving it.

Looking at the denominational breakdown of
euro counterfeits recovered in Slovakia in 2017,
counterfeit €50 and €20 euro banknotes account-
ed for, respectively, 62.5% and 11.5% of the total.
In the euro area as a whole, that order was re-
versed, with €20 and €50 euro counterfeits mak-
ing up, respectively, 55.3% and 30.2% of the total.

Of the €5, €10 and €20 counterfeit euro banknotes
recovered in Slovakia in 2017, counterfeit second
series (ES2) banknotes accounted for between
80% and 85% of the total for each denomination.
In July 2017 a counterfeit ES2 €50 banknote was re-
covered in Slovakia for the first time since the new
€50 banknote had begun circulating (4 April 2017).
By the end of 2017 a total of 41 counterfeit ES2 €50
banknotes had been recovered in Slovakia.

The summer months saw a spike in the incidence
of counterfeit €500 banknotes, the majority of
which were high-quality counterfeits. In the au-
tumn, however, police broke up the organised
group that was putting these counterfeits into
circulation and gradually managed to arrest

its members. Subsequently, these counterfeits
turned up only very occasionally.

Of the total number of counterfeit euro bank-
notes and coins recovered in the euro area in
2017, 0.37% were recovered in Slovakia. Over
the long term, Slovakia’s share of all counterfeits
recovered in the euro area is below 1%, which
places it together with Finland, Malta and the
Baltic States among the countries with lowest
incidence of euro counterfeits.

A total of 1,081 euro coin counterfeits were re-
covered in Slovakia in 2017, all of which had
been in circulation. The technical quality of euro
coin counterfeits is generally very high. Counter-
feit €2 coins made up 71.3% of the total. Recent
years have seen counterfeit 50 cent coins re-
covered in greater numbers than counterfeit €1
coins. In the euro area as whole, the denomina-
tion breakdown of counterfeit euro coins recov-
ered in 2017 was very similar to that in Slovakia.

SLOVAK KORUNA COUNTERFEITS

Following the introduction of the euro into cash
circulation, the number of Slovak koruna coun-
terfeits fell sharply. Three Slovak koruna counter-
feits were recovered in 2017. Although the pe-
riod in which Slovak koruna banknotes may be
exchanged for euro at NBS is indefinite, further
incidence of koruna counterfeits is expected to
be only very occasional.

Chart 21 Denominational breakdown of counterfeit euro banknotes recovered in Slovakia and

the euro area in 2017 (percentages)
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Chart 22 Denominational breakdown of counterfeit euro coins recovered in Slovakia and the

euro area in 2017 (percentages)
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COUNTERFEITS OF OTHER FOREIGN CURRENCY

Compared with 2016, the total number of for-
eign currency counterfeits recovered in Slo-
vakia was significantly higher in 2017. Early in
the year, 610 counterfeit Japanese yen were
received by two Slovak banks (the counterfeits
were of old series banknotes from 1958, which
have long ceased to be legal tender and are ex-
changeable only at the Japanese central bank).

The other foreign currency counterfeits included
77 US dollar counterfeits. As in previous years,
counterfeit $100 dollar banknotes were the most
common of the US dollar counterfeits recovered
in Slovakia, accounted for 95% of the total.

Counterfeits of other currencies were also recov-
ered, including counterfeits of the Czech koruna
(73) British pound (18), Hungarian forint (1), Bul-
garian lev (1), and Polish zloty (1).

Euro area

€0.5-149 %
m €1-93%
| €2-758%

3.6 ECBSTUDY OF THE USE CASH
BY HOUSEHOLDS IN THE
EURO AREA

In 2015-16 the European Central Bank (ECB)
commissioned a survey on the use of cash by
households (carried out by the Brussels-based
agency Kantar Public).

On the basis of this fieldwork, a study was car-
ried out using a sample of euro area residents
aged 18 years and over.”” The results of the
study were published on the ECB website in
November 2017.'® The survey itself focused on
different aspects of the use of cash and other
payment methods. Table 10 presents selected
results for Slovakia and compares them with
the corresponding average for the euro area as
awhole.

Table 10 Selected data on the use of cash in payments for goods and services

Data for Slovakia Data for the euro area
Share of cash transactions in total number of transactions 78% 78.8%
Share of cash in total value of transactions 66% 53.8%
Average value of cash transactions €10.5 €12.38
Average number of cash transactions per person per day 13 1.2

Source: NBS.
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17 Separate studies on the use of cash

were conducted in Germany

and

the Netherlands and their data

were not included in this study.
18 https.//www.ecb.europa.eu/pub/

pdf/scpops/ecb.op201.en.pdf
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4 PAYMENT SERVICES AND PAYMENT SYSTEMS

4.1 PAYMENT SERVICES

The law governing most aspects of payment
services and payment systems in Slovakia is
Act No 492/2009 on payment services (‘the
Payment Services Act’), which transposes into
Slovak law the EU’s two Payment Services Direc-
tives: Directive 2007/64/EC (PSD) and Directive
(EU) 2015/2366 (PSD2). The amendment to the
Payment Services Act which transposes PSD2
was completed in 2017 and entered into force
on 13 January 2018. At the EU level, a number
of implementing acts and guidelines required
by PSD2 were drafted in 2017 and will enter into
force in 2018.

Slovak law in the area of payment services also

includes the following directly applicable EU

Regulations:

® Regulation (EC) No 924/2009 on cross-border
payments in the Community and repealing
Regulation (EC) No 2560/2001;

® Regulation (EU) No 260/2012 establishing
technical and business requirements for
credit transfers and direct debits in euro and
amending Regulation (EC) No 924/2009;

® Regulation (EU) No 2015/847 on informa-
tion accompanying transfers of funds and
repealing Regulation (EC) No 1781/2006;
and

® Regulation (EU) No 2015/751 on interchange
fees for card-based transactions.

Further components of the legal framework in-
clude Decree No 8/2009 of Narodna banka Slov-
enska laying down the structure of domestic
and international bank account numbers and
details about the issuance of an identifier code
converter, and Decree No 6/2013 of Narodna
banka Slovenska on direct debit payee identi-
fies and the register of direct debit payee iden-
tifiers.

In 2017 Narodna banka Slovenska approved
a proposal of the Slovak Banking Association
(SBA) that banks should not pay any contribu-
tion for that year to the operation of the SBA's

Permanent Court of Arbitration (established
under the Payment Services Act for the out-
of-court settlement of disputes), in view of the
Court’s financial results and the sufficiency of
existing funding for the activities of the Court’s
Chamber for the Arbitration of Disputes Related
to Payment Services.

4.2 PAYMENT SYSTEMS IN SLOVAKIA

4.2.1 TARGET2 ano TARGET2-SK

Since 2009 Narodna banka Slovenska has been
operating the TARGET2 component system
known as TARGET2-SK (T2-SK). T2-SK func-
tioned smoothly in 2017, free of any serious in-
cidents that might have disrupted the system’s
operation or processing of payments, or other-
wise adversely affected its participants.

Narodna banka Slovenska is also involved in
coordinating the development, modification,
testing, and implementation of software re-
leases for the Single Shared Platform (SSP) that
forms the technical infrastructure of TARGET2.
New software releases, approved by the Euro-
system in response to the requirements of the
system’s users, bring enhanced functionalities
and modifications to the SSP and also rectify
any deficiencies identified in the previous ver-
sion. One of the most significant developments
in Slovakia’s TARGET2 environment took place
in 2017, when the central security deposi-
tory Centralny depozitér cennych papierov SR
(CDCP) and its members migrated to TARGET2-
Securities (T2S). T2S is a technical platform en-
suring smooth settlement of cross-border se-
curities transactions via participants’ securities
accounts held at one or more central securities
depositories and their dedicated cash accounts
(DCAs) held at one or more national central
banks. DCAs are used solely for the settlement
in central bank money of the cash leg of the se-
curities transactions.

The migration of central securities depositories
(CSDs) to T2S took place in five waves. The Slovak
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CDCP and its members were part of the fourth
migration wave that was successfully completed
in February 2017, with NBS itself becoming con-
nected to the system at this time. In October
2017 another Slovak CSD, Narodny centralny
depozitar cennych papierov (NCDCP), also mi-
grated successfully to T2S, receiving in the pro-
cess from NBS the same cooperation that CDCP
had received.

On 22 September the ECB’s Governing Council

adopted a new version of the TARGET2 Guide-

line, introducing amendments related to new

TARGET2 functionalities. On the basis of these

amendments, NBS adopted and published the

following decisions:

® Decision No 13/2017 of 24 October 2017
amending Decision No 7/2015 on conditions
for opening and administering PM accounts
in TARGET2-SK;

® Decision No 14/2017 of 24 October 2017
amending Decision 8/2015 on conditions for
opening and administering dedicated cash
accounts in TARGET2-SK;

® Decision No 12/2017 of 24 October 2017
amending Decision 4/2010 on settlement
procedures for TARGET2-SK ancillary systems,
as amended.

4.2.2 PAYMENTs PROCESSED BY TARGET2-SK

T2-SK had 34 participants at the end of 2017,
including 30 direct participants and the follow-
ing four ancillary systems: the Slovak Interbank
Payment System, the company First Data Slova-
kia, s.r.o., and two CSDs — CDCP and NCDCP).
The composition of the T2-SK participants saw
a number of changes in 2017. ZUNO BANK AG
ended its participation in T2-SK in 2017, as did
Sberbank Slovensko following its acquisition by
Prima banka Slovensko, while the Czech central
bank, Ceska narodni banka, became a new direct
participant in the system.

In 2017 T2-SK processed more than 220,000
transactions with a total value of around
€500 billion. Compared with 2016, T2-SK traf-
fic fell in number by more than 12% (by over
30,000 transactions) and fell in value by 8%
(more than €43 billion). T2-SK had 255 operat-
ing days in 2017, and its average daily traffic by
number and value was 863 transactions and al-
most €2 billion.

Chart 23 Number of transactions processed

by T2-SKin 2016 and 2017
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Chart 24 Value of transactions processed by
T2-SKin 2016 and 2017 (EUR billions)
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Looking at the payment traffic in 2017 broken
down into customer and interbank transactions,
customer payments had the higher share by
number (71:29), while interbank payments pre-
dominated in terms of value (8:92).
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Chart 25 Number of payments sent by

T2-SK participants in 2017 broken down by
destination

Cross-border
56%
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Source: NBS.

A total of 24 EU national central banks were con-
nected to TARGET2 by the end of 2017. Of the
total number of payments sent by T2-SK partici-
pants in 2017, 44% were domestic and 56% were
cross-border. Domestic payments accounted for
54% of the total value of payments, and cross-
border payments for 46%.

4.2.3 THE SLovAK INTERBANK PAYMENT SYSTEM
(SIPS)

The Slovak Interbank Payment System (SIPS) is
a retail payment system used for the process-
ing and clearing of payments in euro. These
comprise mostly SEPA credit transfers and SEPA
direct debits, both domestic and cross-border.
Cross-border SEPA credit transfers and SEPA di-
rect debits are processed by STEP2, a pan-Euro-
pean automated clearing house in which NBS is
a direct participant.

SIPS processes and clears payments through
multiple clearing cycles on each business
day. After participants’ payments are cleared
in SIPS, which is a T2-SK ancillary system, the
resulting cash positions undergo final set-
tlement in T2-SK. SIPS functioned smoothly
in 2015, free of any incident that might have

Chart 26 Value of payments sent by
T2-SK participants in 2017 broken down by
destination
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disrupted the processing and clearing of pay-
ments or operation of the system.

On 1 November 2017 Nérodna banka Slovenska
launched a new version of SIPS that simplified
the system’s technical architecture. It did this
by replacing the servers operated by individual
SIPS participants with a single communication
server operated by NBS.