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			Foreword

			The financial sector is deemed to be stable when it is able to smoothly fulfil its core functions, even amid substantial adverse shocks in the external or domestic economic and financial environment. At the same time, financial sector stability is perceived as a necessary condition for sound functioning of the real economy. Národná banka Slovenska (NBS) contributes to the stability of the whole financial system in Slovakia, in particular through its role as the financial market supervisory authority.

			Národná banka Slovenska believes that an important aspect of its contribution to financial stability is to keep the public regularly informed about financial sector stability and about any trends which could jeopardise that stability. Awareness and discussion of such issues is essential, particularly since financial stability is affected not only by financial sector institutions, but also by the behaviour of non-financial corporations and individuals. NBS therefore publishes a biannual Financial Stability Report (FSR), the main purpose of which is to examine, on the one hand, the principal threats to financial sector stability in Slovakia and, on the other hand, the sector’s resilience.

			The FSR is intended to provide clear and easy to follow information about the development of factors affecting financial stability in Slovakia, with particular attention paid to the most significant risks to financial sector stability and resilience. The FSR also includes a section on the implementation of macroprudential policy in Slovakia.

			

			Overview

			The recent period has seen a slight deterioration in the global macroeconomic outlook and a simultaneous increase in risks to financial stability 

			After its relatively strong performance in the previous year, global economic growth slowed slightly in 2018. In both industrial production and foreign trade, growth moderated. Furthermore, several risks related to economic trends became more pronounced and could also have an adverse impact on financial stability. One of the most significant threats facing the global economy is the imposition of protectionist measures and the risk of a full-blown trade war breaking out. The impact of such measures may be further exacerbated if they are accompanied by falling confidence among households and firms and by an increase in financial market nervousness. An ongoing risk is the mounting uncertainty and unease related to Brexit, although an agreement between the UK and the EU is expected to be finalised. An in-depth analysis has shown that the stability of Slovakia’s financial sector is not expected to be significantly affected even by a “hard Brexit” scenario. As for emerging market economies, China in particular, they could face future negative repercussions from their strong debt growth. 

			The optimism that prevailed across most financial markets in 2017 has begun to fade 

			Several episodes of volatility have appeared during 2018. The corrections concerned mainly prices of emerging market bonds and later also stock markets. The ebbing of investor optimism has also been related to the unwinding of quantitative easing and the raising of interest rates by several central banks. Investor aversion in the financial markets has increased with respect to certain countries, most notably Argentina and Turkey (in both of which the domestic currency has subsequently depreciated sharply). In Italy, the reining-in of efforts to continue consolidating public debt has been reflected in substantial increases in credit risk premia. These investor concerns have not yet spread to other countries to a significant extent. In the light of past experience, however, such risk cannot be ruled out and it could potentially have a considerably negative impact. 

			The Slovak economy has accelerated in 2018 and is operating above potential 

			Domestic economic growth has continued accelerating in 2018, accompanied by falling unemployment and growth in corporate sales and profits. The unemployment rate is at historical lows. Although these trends help reduce non-performing loan (NPL) ratios, the increasing rate of economic overheating is becoming a risk. Pressures are most acute in the labour market, where the degree of overheating is the third highest in the European Union. There is an increasing risk that a proportion of the jobs created on the back of the economy’s expansion may not be sustainable over the long term. Moreover, the optimism stemming from the favourable economic trends could lead to the underestimation and excessive build-up of risks that may materialise in the longer term. 

			Total housing loans and aggregate household debt continue to rise faster in Slovakia than in any other EU country 

			Despite easing slightly in year-on-year terms, retail credit growth in Slovakia remains higher than that in other EU countries (including central and eastern European countries) and may still be considered excessive. The slowdown was largely attributable to consumer loans, while housing loan growth maintained a pace of 11.5% year on year. 

			Household debt growth in Slovakia in 2018 has been the highest in the EU. Slovak households’ vulnerability is heightened by the fact that the ratio of their net financial assets to GDP is the lowest in the EU. In Slovakia, moreover, the concentration of housing loans among lower-income households is greater than in the EU as a whole. 

			The unsustainability of certain current long-term trends in the housing sector is also indicated by international comparison; Slovakia has one of the highest rates of property ownership in the EU. Such a high rate, however, is unsustainable, and in the long term would require a substantial increase in the share of households that have a housing loan. In that hypothetical scenario, the household debt-to-GDP ratio could rise above 100%. It is therefore important that other alternatives, such as the housing rental market, are gradually developed. 

			Národná banka Slovenska began tightening regulatory lending standards with effect from 1 July 2018. But although this tightening will be phased in over a year, credit demand escalated in the run up to its introduction owing to several media outlets unduly warning about a sudden deterioration in the availability of credit. Credit growth has accelerated in recent months, further supported by favourable economic trends as well as by the continuing decline in interest rates. 

			As regulatory lending standards are further tightened, household debt growth is expected to moderate. Looking further ahead, other factors such as demographic developments and gradual market saturation are also expected to dampen growth in housing loans. 

			Non-financial corporation (NFC) credit growth has stabilised 

			Lending activity to the NFC sector has remained largely unchanged in 2018, although the largest banking groups have increased their share of this market. Interest margins on large loans has stabilised after their previous period on compression, and this significant change has had a positive impact on bank profits. Interest margins on smaller loans, however, has undergone further compression, and lending to the SME sector has picked up after a slowing trend. 

			The NFC debt-to-GDP ratio has not increased in 2018 and the upward trend in the volume of corporate bond issues has come to an end. Even so, firms in Slovakia are among the more leveraged compared with firms in other CEE countries. 

			The commercial real estate market remained in an expansionary phase; credit growth picked up 

			Strong investment activity has returned to the commercial real estate (CRE) sector. Total CRE investment in 2018 could be close to the historical high of 2016. At the same time, end-user demand remains elevated, which is evident from office space occupancy rates that are at all-time highs. In the residential segment of the CRE market, prices of new builds have continued to rise and are gradually approaching pre-crisis levels, and the number of empty new-build flats in the supply stock is falling. 

			The annual growth rate for total CRE loans has accelerated to 6.5%. Compared with the pre-crisis period, however, banks are taking a more cautious approach to lending in several areas. Lending growth is now more in line with economic fundamentals, such as GDP and property price growth rates. The average amount of loans has declined. 

			Given the CRE sector’s more acute sensitivity to the general economic situation – as seen in the previous crisis – developments in this sector have a significant impact on the stability of the banking sector. 

			At the same time, CRE financing is not provided only by banks. There is major investment in the sector from investment funds and, even more so, from households, mainly through the purchase of bonds issued by firms in or involved with the sector.

			Banks have managed to maintain profitability in recent years only at the cost of rapidly expanding their lending activity and simultaneously reducing credit risk costs

			The banking sector’s aggregate profit for the first nine months of 2018 was slightly higher year on year (by 7.6%). The increase was partly accounted for by a structural change, namely the assumption of part of the portfolio of one consumer credit company. 

			Profitability in the Slovak banking sector has long been among the highest in EU’s banking union; however, its upward trend has lost some momentum, and other countries’ banking sectors are beginning to catch up. Slovak banks are reporting the highest provisioning coverage for non-performing loans (NPLs). 

			Profit growth has been underpinned by the stabilisation of the interest margin on the sector’s corporate loan book. By contrast, the interest margin on the retail portfolio has continued to fall, and it is becoming increasingly difficult for banks to compensate for that compression by expanding their loan books. 

			Another key factor in banks’ recent profit growth has been their low losses on NPLs. This trend may not, however, be sustainable over the long term, and the potential negative impact of any increase in these losses is steadily increasing as a result of the rapid loan book growth. 

			The adverse effects of low interest rates are also affecting other financial market segments 

			In the pension fund sector, the ratio of interest income to net asset value (NAV) has fallen by more than half over the past eight years. Funds have therefore had to replace this income with other, more volatile sources of income, and consequently their exposure to market risks is rising markedly. In the life insurance sector, a long-standing risk has been that falling returns on assets will not be sufficient to cover returns guaranteed under life insurance contracts. 

			Banks and other financial institutions have in recent years responded in several ways to declining interest income. They have focused mainly on improving operational efficiency, increasing the extent of process digitisation and automatisation, increasing fee generation capacity, and extending product portfolios and access to new customers via acquisitions or by creating new brands. Despite these efforts, developments in interest margins and credit risk costs remain crucial to the banking sector’s profitability. 

			Banks’ solvency has fallen slightly

			As in 2017, the banking sector’s aggregate total capital ratio fell in the first half of 2018, from 18.6% to 18.2%, notwithstanding the continuation of more conservative dividend policies. The decline is partly caused by banks’ transition to the new accounting standard IFRS 9. An increasingly important factor is banks’ efforts to optimise the level and structure of their capital and gradually reduce voluntary capital buffers above the level of regulatory requirements. The sector’s capital ratios have fallen close to the lower quartile of the EU range. 

			Owing to the extended period of strong credit growth, relatively substantial risks have been building up in banks’ loan books, while falling interest margins have reduced the capacity of banks to absorb losses in a normal way, through current income. Going forward, therefore, banks will have to take a more prudent approach to dividend policy. At the same time, macroprudential measures designed to bolster the resilience of both banks and customers are playing an increasingly important role. 

			In response to a persistently elevated cyclical risk, Národná banka Slovenska decided in June 2018 to further increase the countercyclical capital buffer (CCyB) rate with effect from 1 August 2019. The possibility of another increase next year cannot be ruled out, particularly if there continues to be excessive credit growth and economic overheating. 

			The increase in liquidity risk in the banking sector has been largely related to a strong upward trend in long-term loans and to the low interest rate environment 

			The maturity mismatch between assets and liabilities in the banking sector has reached a new historical high in 2018. At the same time, the sector’s ratio of liquid assets to total assets ratio has fallen this year, as has the total volume of liquid assets. Thus, there has been a long downward trend in the share of total deposits that could be covered by liquid assets in event of a sudden outflow of deposits. Banks have therefore had to be increasingly reliant on the stability of funding sources. On the other hand, the aggregate loan-to-deposit (LTD) ratio has been increasing. During the past three years credit growth has been outpacing deposit growth, and in 2018 the LTD ratio exceeded 100% for the first time. The Slovak banking sector’s vulnerability in terms of liquidity has also increased in comparison with the situation in the EU. It is therefore becoming ever more important for banks to mitigate the rising risks related to their diminishing capacity to maintain stable funding in a low interest rate environment. 

			The insurance sector faces significant risks in the form of uncertainty about non-material damage and of shortcomings in capital quality 

			One of the principal risks now facing the insurance sector concerns insurance claims for non-material damage and the sizes of such claims, most of which are made under motor third party liability insurance policies. Although the costs related to these claims are not high, they are rising. Moreover, the uncertainty about the actual amount of compensation is an obstacle to efficient insuring of the risk. 

			The capital structure of insurance undertakings represents another risk in the sector. Several insurers meet the solvency requirement only because they have been able since 2016 to include the new item ‘expected profits included in future premiums (EPIFP)’ in their capital; the risk, however, is that the expected profits will not be realised. These future profits constitute a share of insurers’ capital, 60%, which is five times higher than the EU median. 

			In investment funds, the share of riskier assets and illiquid assets is increasing 

			In Slovakia’s investment fund sector, which has experienced strong growth in recent years, investor inflows have for a few years been accompanied by the targeting of fund portfolios on riskier and less liquid assets. The clearest example of this is the rapid growth in the amount of assets under management in real estate funds. The liquidity of investment funds is also being reduced by an increasing share of investments in Slovak and, to a lesser extent, Czech bonds and notes, for which there is almost no liquid secondary market. The risk related to mounting illiquidity materialises mainly when financial market headwinds trigger a sudden wave of redemptions, thereby increasing the risk of losses on the redemption of fund shares/units, or even of the redeemability of shares/units being completely suspended. 
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								•	The recent period has seen a slight deterioration in the global macroeconomic outlook and a simultaneous increase in risks to financial stability.

								•	Among the most noted threats to the global economy is the current spate of protectionist measures and the risk of a full-blown trade war breaking out. 

								•	The moderate tightening of global financial conditions has led to greater volatility and less favourable trends in financial markets. 

								•	Market attention has shifted to emerging market economies, with these most vulnerable economies coming under increasing pressure. 

							
						

					
				

				

			

			

			Macroeconomic developments in 2018 have begun having a negative impact on financial stability 

			A moderate deterioration in the macroeconomic outlook has been accompanied by increasing risks. The solid growth recorded by the global economy in 2018 is among the highest rates observed in the post-crisis period. The greater number of advanced economies have actually been operating above potential and this situation is expected to continue over the next two years, albeit on the somewhat uncertain assumption of no serious shocks appearing. In fact, the year to date has been marked by several portents of a systemically important adverse event and the probability of such an event in the future has increased. In this context, financial stability has come under increasing pressure and the threats that could disrupt it have gained momentum. Behind this situation is the gradually turning global business cycle coupled with increasing structural risks and mounting uncertainty. 

			The global economy does not appear to have maintained in 2018 the momentum it showed in the second half of 2017, and there has also been a diminution of what had been a large degree of business cycle synchronisation across countries. This loss of momentum has been most pronounced in several advanced economies that at the turn of the year were still in an expansionary phase. The euro area as a whole clearly falls into this category, although its GDP growth this year has still been solid, at around 2%. The previous prevailing view that 2018 might even see a slight acceleration of global activity is now seen to have been overly optimistic. The business cycle seems to have recently peaked. Growth rates for industrial production and foreign trade – pillars of the recent wave of global recovery – have been moderating since the beginning of 2018. A similar trend has been seen in many ‘soft’ indicators, such as confidence indicators. These facts have already been reflected in the projections of official institutions, including, for example, the International Monetary Fund (IMF). What is even more important for financial stability than the adjustment in the central path of economic growth is the increasing probability of significant adverse scenarios materialising. In other words, the risks to the outlook have shifted from being relatively balanced to clearly on the downside. Among the most frequently mentioned risks are those with a political or geopolitical dimension, in particular the risks of trade war escalation, further inflation of asset prices, excessive indebtedness in certain countries, and a tightening of financial conditions. 

			The risk of a full-blown trade war breaking out has been mounting 

			The area of uncertainty that currently has most significance for the global economy is the deviation from the consensus support for the rules-based international system of free trade. Criticisms of this model, and of globalisation more broadly, have been increasing for some time. It was not until this year, however, that such rhetoric began significantly to translate into actual protectionist measures. The United States has been the principal initiator of these measures. In the first phase, the US Administration levied tariffs on imports of aluminium, steel and certain other products, and then imposed tariffs on USD 50 billion worth of imports from China. Subsequently, it imposed a further round of tariffs on another USD 200 million worth of Chinese goods. As a result of the two rounds, tariffs were applied to around half of all Chinese imports into the United States. In each case, China responded with retaliatory measures. The United States is also considering imposing tariffs on vehicle and vehicle component imports from any country. 

			The greatest risk related to escalating protectionism is the increasing, albeit still relatively low, probability of a full-blown global trade war breaking out and the adverse impact of this threat to economic and financial market sentiment. This is further confirmed by IMF simulations that attempted to quantify the repercussions using a number of graduated scenarios. The first scenario shows that the direct impact of the measures currently in place concerns only the United States and China, and that even in those countries, GDP growth is not expected to be dented by more than 0.5 percentage point. Almost the same can be said of a scenario in which tariffs are extended to all US imports from China, except that the impact on China is twice as large. In a scenario assuming the imposition of tariffs targeted at the automotive industry, the negative long-term impact on euro area GDP growth is minimal. GDP growth moderates the most under another scenario, which, besides all the above tariffs, includes also the impact of ebbing confidence in the real economy and nervousness in financial markets. In that case, the short-term impact on global economic growth reaches up to around 0.8 percentage point, and the long-term impact is half of that. In this most complex of the scenarios, the euro area is also relatively sensitive to the assumptions and, according to the IMF, its GDP growth could temporarily decrease by half of a percentage point. It is necessary to note, however, the difficulty in modelling the scenarios, particularly those featuring secondary effects. 

			The moderate tightening of global financial conditions has led to greater volatility and, except in the United States, less favourable trends in financial markets.

			The monetary policy cycle has continued turning slowly. Low interest rates, maintained mainly by central banks in advanced economies have contributed significantly to stimulating economic activity. After almost ten years in which monetary policy has been extremely loose, however, there is increasing scope for its gradual normalisation. This process is being led by the United States, where the federal funds rate has been hiked from zero to above two per cent and will in all likelihood go even higher. A number of other major central banks have also begun taking their first steps in raising interest rates. In the euro area, the ECB has still not gone down this path, but it has reduced its volumes of government bond purchases. Given this approach and that of the Federal Reserve (which has even started to unwind its balance sheet), global quantitative easing is gradually morphing into quantitative tightening, even after taking into account Japan’s still expansionary monetary policy. 

			Although the United States is the main source of the impulse for raising interest rates, it is also one of the few countries where overall financial conditions have continued to ease. The increase in risk-free interest rates in the form of higher yields on government bonds has been fully offset by strong risk appetite, as reflected in the rising prices of most domestic financial assets. The bulk of attention in this regard has focused on the US benchmark equity index, the S&P 500, which regardless of some brief non-negligible corrections has continued to hit historical highs and recently set a new record for the length of time it has been rising without any significant decline. In the almost ten years since the depths of the financial crisis, US equities have increased in price by around fourfold. But although their recent growth has been supported by the exceptionally strong performance of the US economy and elevated corporate profits, several metrics have for a while been indicating they are overvalued. Nor is this view much altered by the fact the S&P 500 index fell by 7% in October. Strong demand and low risk premia indicates a potential underpricing of risk in the non-investment grade bond market, especially given the high indebtedness of issuers. 

			In most of the financial markets in other regions, the optimism that prevailed during 2017 has faded in recent months. European equity indices have been on a downward trend so far in 2018. Furthermore, the required risk premia for euro denominated corporate bonds has increased. Price declines have been even more marked, however, in the financial markets of emerging market economies. In contrast to the situation not so long ago, foreign investor sentiment towards these countries has cooled, with resulting outflows of portfolio investments. The turnaround began in spring, when inflows into emerging-market bonds abated in connection with rising interest rates in the United States and appreciation of the US dollar. Risk aversion subsequently spread more to equity markets, on fears that protectionist measures could have serious repercussions for the economic condition of EMEs. In general, compared with the calm previous period, global financial markets have since the start of 2018 been marked by sudden stress episodes coupled with significant asset price corrections. Nevertheless, the increase in actual volatility has had only a slight impact on implied volatility expressing expectations for the future. 

			Less favourable financial conditions together with high indebtedness, deteriorating economic fundamentals, and political risks have brought about a shift in financial market sentiment towards EMEs

			The most marked turbulence has been seen in Argentina and Turkey. The outflows of funds from EMEs have not amounted to flight and have been concentrated in certain economies, ones that have a vulnerable external position combined with idiosyncratic political risks and uncertainty. The most pronounced outflows have been observed in Argentina and Turkey. In each of these cases, investor reaction was so severe that the domestic currency slumped by tens of per cent and domestic government bond prices fell sharply. In order to stabilise the situation, the countries’ central banks hiked interest rates significantly. The turbulence triggered by the problems in these two countries briefly spread to some extent to global financial markets, but systemic contagion has so far been avoided. Investors have clearly been discriminating between countries according to their economic fundamentals, as is seen, for example, in the correlation between increases in government bond spreads and balance of payment current account positions.

			On the whole, however, EMEs have in recent years become increasingly sensitive to the tightening of external financial conditions. This is related to the substantial build-up of debt, stimulated by the post-crisis environment of low interest rates. In emerging markets, the debt burden of non-financial private sector entities, including mainly NFCs, has increased in the past ten years from 120% to 180% of GDP. The debtors seen as most vulnerable are those who are increasingly obtaining financing in other than domestic currencies. Such sources account for around a quarter of the total debt in EMEs, and they are largely denominated in US dollars. If the domestic currency depreciates against the dollar, as has happened virtually throughout 2018, debt servicing becomes costlier unless the position is financially, or otherwise economically, hedged. At the same time, however, debt denominated in domestic currency may also carry elevated risk if the creditor is a non-resident that in stress periods tends to reduce its exposure to currency and credit risk. 

			The issue of excessive debt amid tightening financial conditions is a global one that also encompasses advanced economies. According to IMF data, the aggregate debt of households, NFCs and general government for countries that have a systemically important financial sector has climbed from 210% of GDP in 2008 to 250% now. Cheap financing and demand for higher-yielding opportunities have enabled the leveraging of less creditworthy entities. A proportion of the added debt burden is serviceable only under the low interest rates that have been prevailing in recent years. When interest rates rise, and they are already doing so to some extent, the solvency of a significant share of customers may be jeopardised. Higher default rates would lead to appreciable losses in the financial sector and threaten the financial health of its participants. 

			The greatest concerns about debt accumulation and its repercussions for the world have in recent years focused on China. This is due both to the high rate of debt growth in China, especially in the corporate sector, and to the large size of the Chinese economy. Another aggravating circumstance is the questionable level of credit standards and the efficiency with which borrowed funds are used, since the credit boom has been largely underpinned by efforts to provide short-term stimulation to economic activity. The significance of these risk factors is increasing amid a gradual softening of Chinese economic performance. In the event of a crisis, the adverse trends could be accelerated by uncertainty resulting from the complicated and unclear structure of financial instruments and from interlinkages in the non-bank financial sector, which accounts for a significant share of new lending in the country. 

			If interest rates increased appreciably in the relatively near future, it would most probably happen due to overheating of the US economy. The rate increases seen so far in the United States, and their pass-through to market rates elsewhere in the world, have been moderate and were announced sufficiently in advance. However, the US economy is in a boom and has for some time now been operating above potential. The already strong cyclical position has been further amplified by fiscal stimulus. Unemployment is at its lowest level for almost half century, and labour shortages are finally beginning to put upward pressure on wages. It may be that these pressures will mount, and that maintaining price stability will require the central bank to respond more swiftly than expected, thereby raising not only the global level of risk-free interest rates but probably also the level of risk premia. 

			Besides global threats, the euro area has recently seen an increase also in internal risks to financial stability 

			Italy’s announced deviation from public finance consolidation has been penalised by the markets through increases in risk premia on both government bonds and private sector debt. The return of unfavourable financial market sentiment towards Italy stemmed initially from political uncertainty about the new government’s formation and its commitment to fiscal discipline. The required yield on ten-year Italian government bonds jumped from a stable level of around two per cent, to three per cent, and it has remained around that mark while showing increased volatility. At the end of September this yield increased further by half of a percentage point. Currently, the prices of Italian government bonds are at their lowest level since the beginning of 2014 and their spread over German Bunds is at a five-year high. The recent increase in risk aversion towards the country has been driven by a new draft budget that envisages increasing the fiscal deficit to 2.4% of GDP, which is a deviation from the original commitment to public finance consolidation. Under the submitted draft budget, government spending would be raised to support economic growth and thus ultimately to reduce moderately the public debt-to-GDP ratio. However, the rates of GDP growth projected in the draft budget are notably higher than those projected by most other official institutions. If, therefore, the fiscal stimulus projected by the government is not as effective as expected, the deficit could push up a public debt-to-GDP ratio that, although stabilised in recent years, is already highly elevated at just over 130% of GDP. And if bond market funding costs remain high, the prospects for further growth of Italian government debt will probably become even more pronounced. 

			The situation could be further exacerbated if fears of a negative feedback loop between sovereign solvency and the domestic banking sector are fully rekindled. The conditions for such interaction are in place, since the capital position of the banking sector in Italy is the second worst in the euro area, and Italian banks have in recent months been buying large volumes of domestic government debt, increasing its share in their aggregate balance sheet to close to the historical high of 2015. A positive aspect of the turbulence surrounding Italy is that the unfavourable sentiment towards the country has so far not spread to other more vulnerable euro area countries. 

			Another major geopolitical risk for Europe is the United Kingdom’s approaching withdrawal from the European Union (Brexit). The extent of this risk depends on what form Brexit takes and on whether any deal can be reached on an agreement governing the UK’s new post-Brexit relations with the EU. Even after months of negotiations, a final agreement has yet to be reached, and given the narrowing time window until withdrawal, uncertainty and nervousness are increasing. It is this indirect channel that, even more so than any direct loss of export opportunities, could cause significant economic damage to the euro area, as increased caution from the NFC sector may lead to the deferral of investment decisions and dampening of domestic demand.

			

			The withdrawal of the United Kingdom from the European Union 
is not expected to have a major impact on the financial stability 
of the Slovak financial sector 

			The UK’s withdrawal from the EU (Brexit)

			Following the outcome of a referendum held in June 2016, the United Kingdom activated Article 50 of the Treaty on European Union and notified the European Council of its intention to leave the EU on 29 March 2019. The EU and UK are currently close to finalising the draft of the Brexit agreement, which should be approved by the UK Parliament in the weeks to come, and according to which the UK would retain access to the European Single Market and remain in the European Union Customs Union. At the same time, however, the UK would continue to be required to comply with several EU trade rules and standards. Alternatively, under a ‘hard’ Brexit, the UK would leave the Single Market and Customs Union, and UK-EU trade relations would be governed solely in accordance with their agreements with the World Trade Organisation. Brexit, particularly if hard, could be detrimental to EU countries’ financial systems and to their financial stability, via various transmission mechanisms. 

			Potential direct and indirect repercussions of hard Brexit 

			Potential direct and indirect repercussions of a hard Brexit may have both a direct and indirect impact on balance sheets in the banking sector and other sectors of the financial system, weighing on both the assets and liabilities sides and having the potential to set off a chain reaction of contagion. The direct repercussions concern exposures that European financial institutions have to counterparties in the UK. The indirect effects relate to the possibility that UK economic growth will moderate, that certain assets will be repriced, and that European financial institutions will need to reduce their use of UK financial services, which is currently extensive. Although the timescale and extent of the effects are difficult to estimate at present, it may be assumed that if the probability of a hard Brexit increases, market reactions and the materialisation of several risks may be seen before March 2019. 

			Given the current increase in uncertainty, financial market turbulence could become far more pronounced. Market reaction has so far been quite moderate, contained largely in the currency markets: the British pound depreciated by 18% in response to the referendum result, but its exchange rate since September 2017 has remained within a relatively narrow band. This situation implies that markets are not at present pricing existing risks in the form of higher exchange rate volatility. That could change rapidly, however, particularly if there is a hard Brexit with a potential strong rise in risk aversion, reflected in increasing risk premia and rising market volatility. The result of that would be a tightening of financing conditions, including higher haircuts and margins that would heighten the pressure on the euro area banking sector. Higher haircuts and margins on banks’ eligible collateral could give rise to a negative liquidity spiral and exacerbate market stress, which may in turn make bank funding even more difficult. At the same time, bond market risk premia may increase, and the impact of such increase on the sovereign bond market could be to redraw attention to the sustainability of public debt levels in certain highly indebted EU countries. 

			A hard Brexit would also be expected to weigh on UK economic growth, with negative repercussions for euro area financial institutions that have exposures to the UK. The institutions facing the largest risk in this regard are those that have concluded financial derivatives transactions and credit agreements with UK counterparties. A Brexit-related decline in asset prices may also adversely affect non-bank financial institutions (insurers, pension funds, money market funds and investment funds). The non-bank financial institutions with the largest such exposures are non-money market investment funds. 

			The significant position of UK capital and derivatives markets

			Owing to the size and importance of UK capital and derivatives markets, many European companies use their services and infrastructure for the issuance of equity or debt instruments or for hedging purposes. Derivatives transactions conducted in the UK accounted for around one-fifth of euro area hedging transactions in 2017. After a hard Brexit, European entities could continue using some (largely unregulated) financial services, but generally their access to UK capital and derivatives markets would be restricted, since access to financial products and services provided in the UK would be subject to EU rules vis-à-vis third countries. This situation would increase the funding costs of the entities affected. 

			Central counterparty clearing houses (CCPs)1 established in the UK currently clear a significant share of derivatives transactions and repo transactions, whether denominated in euro or other currencies. Euro area banks and end-users would have to reduce their use of such services provided in the UK if there were no agreement or regulation mitigating the impact of Brexit; they would be burdened by higher capital charges for bank exposures to third-country CCPs, higher transaction costs, and an increase in haircuts. 

			Euro area financial institutions have a significant volume of financial contracts concluded under UK law, which will certainly have an impact on the euro area financial system. 

			The Slovak financial sector’s direct exposure to a hard Brexit is minimal 

			Looking at the geographic breakdown of Slovak banks’ direct exposures to counterparties, the UK is firmly established in the top six; nevertheless, the total amount of the banks’ exposures to UK counterparties is not large, standing at around €300 million, or roughly 0.4% of the banks’ total assets, for the past year and a half. The Slovak banking sector’s exposure to the UK consists mainly of NFC loans and corporate bonds. 

			Brexit is also not expected to have a major impact on other financial market segments (insurers, investment funds, PFMCs, and SPMCs). These sectors report exposures to UK-issued corporate bonds (amounting to €360 million as at June 2018). The largest such exposure is reported by PFMCs, constituting the second pillar of the pension system, and it represents 3.5% of the sector’s total assets. In none of the other sector’s does the share of total assets exceed 1%. 

			Moderate impact on domestic firms financed by domestic banks 

			A possible channel through which Brexit may affect the Slovak banking sector is the sector’s exposure to domestic firms that export to the UK. In 2017 the UK was the fifth largest destination for exports of goods and services from Slovakia, and the share of these exports in Slovakia’s GDP in 2017 was 5.3%. The sector accounting for the largest share of Slovak exports to the UK is the car industry (around 40%), followed by other industry (especially electronics manufacturing), and the energy sector. Furthermore, Slovak exports to the UK are relatively concentrated, with the ten largest exporters from these sectors producing around 60% of the exports in 2017. Brexit, in particular a hard one, could hinder the access of exporters to the UK market, mainly owing to higher trade barriers and tariffs. Firms that export to the UK while also having credit exposure to the Slovak banking sector reliably produce around 60% of total Slovak exports to the UK. The total loans to these firms from the Slovak banking sector amounted to around €1.2 billion at the end of the first half of 2018, or 2.1% of the sector’s aggregate loan book and 3.7% of its aggregate loans to NFCs. At the same time, these credit exposures are relatively concentrated, with 85% of them spread between five banks. For most firms that have exposures to the Slovak banking sector, however, their exports to the UK do not constitute a sizeable share of their total exports. Of such firms total exports in the second quarter of 2018, exports to the UK made up 5.7%. It may therefore be expected that any drop in exports to the UK resulting from a hard Brexit will not have a major impact on most firms liabilities to the Slovak banking sector. As for the firms that could be worst affected by a hard Brexit,2 their total exposure to the Slovak banking sector amounts to €23 million (0.1% of the sector’s corporate loan book).

			1.2	Strong growth in the domestic economy 

			
				
					
						
					
					
						
								
								Key trends in the domestic environment

							
						

						
								
								•	The Slovak economy is operating above potential and, going forward, its overheating is expected to accelerate. 

								•	Pressures are most pronounced in the labour market, where the unemployment rate is recording historical lows. 

								•	Labour market overheating entails risks to financial stability.

							
						

					
				

				

			

			

			Like most EU countries, Slovakia is experiencing good economic times with its economy in an expansion phase. Pressures are beginning to be most pronounced in the Slovak labour market. 

			Like most European countries, Slovakia is in an expansionary phase of the economic cycle. In all but one EU country,3 the economy expanded year on year in the first half of 2018, and in Slovakia it grew by 4.5%, the seventh highest rate in the EU. Average GDP growth for in EU as a whole was 2.2%, similar to the rate for the euro area, but whereas EU and euro area growth rates remained stable at the previous year’s levels, Slovakia’s GDP growth accelerated. Most EU countries are experiencing economic expansion. In as many as 25 EU countries, GDP growth for the whole of 20184 is expected to be above potential. Slovakia’s output gap in 2018 is projected to be close to the EU and euro area averages, while 16 other EU countries are expected to record a greater degree of economic overheating. In fully 26 EU countries, the output gap has within the past three years begun to indicate overheating. By this measure, too, the Slovak economy has remained relatively close to the EU average. 

			While the extent of economic overheating and the output gap growth rate in Slovakia have not differed significantly from the EU average, labour market overheating in Slovakia has been notably greater. As regards labour market overheating,5 Slovakia is now reporting the third highest rate in the EU.6 Since 2015 the rate of labour market overheating in Slovakia has been notably higher than the EU median (Chart 6). A similar trend was observed during the previous economic expansion, approximately two years before the peak of the business cycle in 2008.

			Labour market overheating entails risks to financial stability. When the business cycle turns there will be a decline in job vacancies that are not sustainable over the long term, since the creation and maintenance of these jobs has been contingent on business cycle developments. This situation may also have adverse effects on the financial cycle where borrowers whose debt servicing depends on these jobs default. 

			The Slovak economy is already benefiting from elevated investment and household consumption and is expected to be further boosted by exports. Economic overheating is projected to continue in the period ahead 

			Slovakia’s economic growth in the first half of 2018 was driven mainly by domestic demand. Investment made the largest contribution to economic growth and its share has been gradually increasing. Investment activity has been boosted considerably by investment in the automotive industry related to the establishment of a new car plant and by increasing public investment, particularly in the local government sector. Household consumption has been stably contributing to GDP growth for several years, with households having been able to increase their consumption as a result of increasing employment and resulting growth in disposable income; nevertheless, the contribution of their consumption to GDP growth has been gradually falling in 2018. After moderating in 2017, government consumption also had a positive impact on economic growth in the first half of the year, largely due to higher expenditure on wages and on the purchase of goods and services. Changes in inventories contributed negatively to growth in the first half of the year, while net exports, after a poor performance in the first quarter, made a positive contribution in the second quarter, with Slovakia’s exports being supported not only by rising foreign demand, but also by the production launch of new car models in the automotive industry. 

			Looking ahead, the Slovak economy is expected to be operating above potential, with the effects of its overheating seen mainly in increasing labour market pressures and accelerating prices of goods and services. Domestic demand, rising on the back of an improving labour market situation and increasing disposable income, is expected to support economic growth, and so too is foreign trade, buoyed by production from Slovakia’s newest car plant. The financial cycle risks related to macroeconomic development are therefore expected to grow further in the period ahead. 

			The unemployment rate is at historical lows, and the labour market situation is putting upward pressure on wages; at the same time, the labour market is experiencing significant structural changes 

			The expansionary phase and incipient overheating of the economy are most apparent in the labour market. Headcount employment in Slovakia stood at more than 2.4 million at the end of the first half of 2018, and the unemployment rate, after hitting new lows over some eighteen months, was down to 6.9% in the second half of the year.7 Most of the job growth in the past year has been in the sectors of services, industry and construction. The labour market has also been undergoing several structural changes in recent years. Pressures in the labour market have been mitigated by a decline in the number of Slovak citizens working abroad, which compared with summer 2016 was around 22,000 lower.8 In response to increasing labour shortages, firms are, among other things, hiring more foreign workers, the number of whom has trebled, up to more than 62,000 in August 2018. This may also create a certain buffer for Slovak households when the business cycle turns, as it is expected that firms needing to reduce their workforce will, in the environment of an ample domestic labour supply, rather release foreign workers than Slovak employees. 

			At the same time, changes have been taking place within the development and structure of the economically active population (EAP).9 The size of the EAP has been falling moderately since the third quarter of 2016, when, at the peak of a rising trend, it stood at 2,766,000. Furthermore, the age structure of the EAP has been changing, with the size of its 20-30 year cohort having decreased by more than 63,000 since the beginning of 2015 and the size of its 55-64 year cohort having increased by more than 32,000. Although these trends have been present for a longer period, they have become far more pronounced in the past ten years. 

			Shortages of skilled labour have been putting upward pressure on annual wage growth, which in the first half of 2018 averaged 7.2% in nominal terms and, despite rising inflation, 4.4% in real terms. Thus, the labour market situation and wage growth are now factors stimulating household demand for loans. At the same time, they are having a positive impact on households’ debt servicing capacity, as reflected in low non-performing low ratios. Although the current outlook for the further development of wages and the labour market is positive, the risk going forward is that of a turn of the cycle and consequent deterioration in the labour market. 

			Firms are experiencing good times, with growth in their sales and profits

			The favourable economic situation has also been reflected in the performance of non-financial corporations, which reported increasing sales in the first half of 2018. Although sales growth was seen in all sectors of the economy, it was most pronounced in services, industry and construction. It is also these sectors, however, which are usually the most sensitive to the economy’s cyclical trends. The economic expansion has also been reflected in corporate profits, which increased significantly in the second quarter of 2018. Thus, recent economic developments have been supporting firms’ demand for loans, both for operational and investment purposes. 

			Goods and services prices have been accelerating, and most goods and services became more expensive in the first half of 2018

			The economy’s expansionary phase has begun having an impact on the price level, whose rate of increase has been accelerating continuously since 2017. Prices of most goods and services increased in the first half of 2018, and the annual inflation rate in June stood at 2.9 %. Food prices showed the largest increase, but energy inflation, too, after five years in negative territory, was increasing, as a result of rising oil prices. Headline inflation excluding energy also increased significantly, and its rate in June was 2.8%. The recent price level growth has therefore been higher than the average interest rate charged on certain types of loan (in particular, housing loans and loans to NFCs). This situation is stimulating private sector borrowing. 

			

			2	Financial sector trends and risks

			2.1	Increasing household debt

			
				
					
						
					
					
						
								
								Key trends in regard to household borrowing

							
						

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

								•	Household borrowing growth is outpacing economic fundamentals. 

								•	Credit growth is being supported by several long-term and one-off factors. 

								•	In order to mitigate imbalances, NBS has made a number of changes to regulatory lending requirements. 

							
						

					
				

				

			

			

			Household credit growth has moderated, but remains strong

			Household credit growth has remained the main trend in the Slovak credit market and is clearly higher than that in other EU countries. Household credit growth for past six years in Slovakia has been more than twice as high as the EU’s second highest rate, in the Czech Republic. This trend continued in the last year, too. Even though the year-on-year increase in total household loans in Slovakia has eased by 1.5 percentage points, it has continued to outpace the rates in other central and eastern European (CEE) countries, as well in the rest of the EU. 

			The growth rate for total housing loans has been experiencing abrupt changes due to one-off market interventions, but nevertheless remains elevated. One such change resulted from market reaction to amendments to NBS Decrees on housing loans and consumer loans. Despite the central bank’s typically gradual approach to the tightening of lending rules, the months before the first phase of tightening took effect were marked by an upsurge in lending activity that continued into the summer months. 

			Despite the tightening, total housing loans have in recent months remained close to their historical highs for year-on-year absolute growth, and their annual rate of change in September 2018 stood at 11.5%. 

			Consumer loans, by contrast, have recorded a weakening of growth in recent months. Until around April 2018 the year-on-year absolute increase in total consumer loans was stable and similar to that in previous years, translating into a gradual decrease in the annual rate of change. From May, however, the increases were lower compared with previous years. This shift reflected both an actual lower rate of increase in loans, and relatively substantial write-offs/downs and sell-offs of non-performing loans. In the period from January to September 2018, the increase in total consumer loans was 40% lower year on year, or 30% lower after adjusting for the write-offs/downs and sell-offs. This decline may have had multiple causes, such as, for example, the gradual tightening of macroprudential policy, or the saturation of certain market segments of the consumer loan book due to loan refinancing or consolidating of bank and non-bank loans. 

			Factors underpinning household credit growth have remained very strong 

			Credit growth has been underpinned by an exceptionally favourable macroeconomic situation together with low interest rates. This refers mainly to the combination of extremely low interest rates, employment growth, real wage growth, and residential property price growth. The combined effect of these factors has been putting upward pressure on both credit demand and credit supply. On the demand side, the borrowing capacity of households has been boosted by a favourable labour market situation and falling interest rates; on the supply side, banks have been reporting record low loan default rates, so their appetite for risk and lending activity in the household sector has increased. Residential property price growth has had a similar double-sided effect. Since the impact of house price growth outpacing wage growth was offset in 2017 and 2018 by falling interest rates, house price growth may have had an upward impact on the size of housing loans. 

			A corollary of falling interest rates has been upward pressure on banks to provide larger loans. Falling interest rates and the consequent compression of interest margins has been observed in most European banking sectors. In the case of the Slovak banking sector, however, there is a specific combination of market growth, strong interbank competition, a prevailing position of interest income in banks’ business models, and, above all, foreign ownership of domestic banks. These factors have been increasing the pressure to ease credit standards. In Slovakia, uniquely among euro area countries, banks face a combination of low interest margins and a high share of interest income in their profits, which is naturally causing excessive lending growth. 

			NBS measures and certain long-term factors have been the principal curbs on excessive credit growth. Regulatory limits on retail lending have been the main counterweight to excessive credit growth. In the context of falling interest rates, an important step has been to set for household borrowers a maximum loan term and a maximum debt-to-income ratio (i.e. to set a ceiling on the ratio of a borrower’s total outstanding loans to the borrower’s annual income). Another limit, which is contingent on the size of a household’s savings, is that on the loan-to-value (LTV) ratio. As for the long-term view, the household credit market is starting to be affected by unfavourable demographic developments and by gradual saturation of household borrowing. Even assuming that employment continues its current, exceptionally strong trend, the number of workers in the core age group of borrowers will gradually decline and, consequently, so will credit demand. 

			Indebtedness has continued to increase during 2018

			Household debt growth in Slovakia in 2018 has been the highest in the EU in 2018. The increase is not only higher in year-on-year terms, but also as a ratio to GDP. Furthermore, Slovakia’s ratio of household debt to GDP has been among the highest in the EU for several years now, as is consistent with the country’s multi-year leading ranking for credit growth. On the other hand, the increases in the household debt ratio in Slovakia have still been lower than those seen in most EU countries in the 2005-06 period, including in such countries as Austria, Belgium and France. 

			Slovak households’ sensitivity is heightened by the fact that the ratio of their net financial assets to GDP is the lowest in the EU. Because they have insufficient liquid assets, Slovak households have diminishing scope to cope with a loss of income. To a large extent, however, this is related to a structural feature of Slovak households. 

			In Slovakia, housing loans are concentrated among lower-income households to a greater extent than in the EU as a whole. Household indebtedness in Slovakia remains lower than the EU average in terms of both the debt-to-GDP ratio and the share of households that have a loan. According to Eurostat data, Slovakia is still a country with relatively low housing loan penetration across the population as a whole. From a financial stability perspective, however, it is important to break down the debt by income group. In Slovakia, compared with other EU countries, households whose income is less than 60% of the national median and whose accommodation is financed with a housing loan is relatively higher compared to the total share of households whose accommodation is financed with a housing loan. In other words, in Slovakia, households with a housing loan make up a share of total households which is lower than the EU average, but a greater proportion of those households belong to the low-income category. Similar housing loan distributions are found in, for example, Greece, Hungary, Spain and Portugal. The percentage of households that have a housing loan and an income below 60% of the median is higher in Slovakia than in any other CEE country, and also higher than in, for example, Germany, Austria and Italy. 

			This may be partly explained by looser credit standards in Slovakia or by the fact that housing loans are concentrated among the younger demographic group that overlaps with the lower-income group. 

			The currently high home ownership rate in Slovakia could in future result in extreme levels of household debt. A feature of Slovak households is their elevated home ownership rate. In Slovakia, fully 90% of households are owner-occupiers, while in the EU as a whole the median is 75% and in western EU countries the home ownership rate is even lower. Many Slovak households acquired flats during the economic transformation of the 1990s, and therefore only a small proportion of those households are repaying a housing loan. Today, however, young families who wish to buy a residential property are having to finance their purchase with a housing loan. This trend is significant, since Slovakia is among the three EU countries with the lowest number of flat rooms per flat occupant and the highest share of young people living with their parents. The impetus for home ownership will therefore gradually increase the share of households that have a housing loan. In western European countries, it is normal for up to 58% of owner-occupier households to be repaying a housing loan. The implication is that if Slovak households continue preferring owner-occupancy, the share of them that have a housing loan could increase from the current level of 17% to as much as half. Such a scenario would entail a trebling of household debt, potentially to more than 100% of GDP.10 It is therefore important that the residential rental market becomes an established alternative to the home purchase market.

			Rising household debt is increasing the economy’s sensitivity to cyclical fluctuations. During the 2008-10 crisis, Slovakia experienced a slump in GDP and, in 2009, a rising unemployment rate, but now it is reporting robust economic growth and an unprecedently favourable labour market situation. In Slovakia, unlike the vast majority of EU countries, total loans to households increased even during the months when the crisis was at its height, which helped soften the impact of the crisis on the domestic economy. Furthermore, economic growth in the post-crisis period was not curbed by high household debt, which has up to now been a feature in many EU countries. Today, however, Slovakia’s household debt is the highest in the CEE region, and therefore a crisis now, following a turn of the business cycle, would not only weigh heavily on the economy’s current performance but would result in a slower recovery in the post-crisis period.

			Another potential risk to financial stability is the rising share of loans arranged through brokers. On the one hand, external brokers play an important role in the credit market, whether by helping customers obtain financing for home purchases or by providing a range of other financial products. On the other hand, however, current legislation in this area is not adequate from a financial stability perspective. This relates to the broker remuneration system, as its framework is raising questions about the determination of remuneration amounts and the distribution of remuneration payments over time. The current framework is increasing both the risk that customers become overleveraged and the risk that banks have gradually less capacity to control distribution channels. At the same time, the growing impact of brokers may increase pressure on banks to ease credit standards. 

			Any increase in interest rates will have only a gradual impact on the housing loan portfolio 

			The large majority of current housing loans have interest rate fixation periods with less than five years to run; they are, however, evenly distributed. The risk related to a future increase in interest rates could be amplified if the increase occurred during a period when the rates on a sizeable share of the housing loan portfolio were being reset. By contrast, if loans are evenly distributed in terms of their residual rate fixation periods, the impact of that scenario is lower. It is therefore positive that although 98% of housing loans have residual rate fixation periods of less than five years, these loans have a relatively uniform distribution. As a result, each of the next five years should see the resetting of interest rates on around one-fifth of the current housing loan portfolio. Where there are years with a slightly higher share, it will probably be the result of anniversaries of certain changes in the market, such as the introduction of a cap on early repayment fees for housing loans (2016) or expectations of the impact of amendments to NBS Decrees (2018).

			As regards new lending business, almost all new loans are provided at an interest rate that is fixed for a period of not less than one year and not more than five years. In the case of housing loans, however, borrowers are assessed against a stressed interest of two percentage points, to ensure they have a financial buffer if interest rates rise. Therefore, most of the housing loans in banks’ portfolios have either included this test, or were provided before 2015, when interest rates, on average, were at least 1.5 percentage points higher than they are now. 

			Ongoing growth trends in the property market

			Prices of new-build flats in Bratislava have maintained their growth trend and are gradually approaching pre-crisis levels. Prices of flats free for sale increased 8.7%, year on year, in the third quarter of 2018, while prices of sold new-builds increased even more, by 9.4%. The recent growth in prices of flats free for sale has been due to higher prices of new property developments (or their parts) coming on to the market, a decreasing number of cheaper flats on the market, and the upward repricing of flats in existing developments. 

			The price growth reflects strong demand for new builds in conjunction with falling supply. Despite a year-on-year fall in units sold, demand for new builds remains elevated amid falling supply and a tightening of financing conditions for property purchases. The ratio of sales to total supply is at historically high levels, while the velocity of property development sales has remained similar to its level in the previous period. Thus, the main factors underpinning demand continue to be macroeconomic conditions and low interest rates. In 2018 demand outpaced supply, and consequently the number of new-build flats on the market decreased by 24% during the period under review. Supply fell because the number of new-build flats sold was far higher than the number coming on to the market. In fact, the number sold fell by 15%, year on year, in the first three quarters of 2018, while the number coming on to the market slumped by 42%. This trend may be indicative of increasing uncertainty and caution among developers. 

			Prices of existing flats in Slovakia have continued increasing at a stable pace, although there were breaks in that trend in certain segments of the market. Prices of existing flats in Slovakia have for more than two years been increasing at around 10% year on year, while the number of such properties on the market has fallen sharply. The growth trend has remained relatively homogenous across Slovak regions and flat sizes. 

			In certain segments of the market, however, especially in Bratislava, there have been signs of a slowdown in property price growth. These trends will probably remain present, given the phasing-in of NBS Decrees.

			2.2	Business model sustainability 
of financial institutions

			
				
					
						
					
					
						
								
								Key trends 

							
						

						
								
								•	Banks have in recent years managed to maintain profitability only at the cost of combining rapid credit growth with a decrease in credit risk costs. 

								•	The current low level of loan impairment losses may not, however, be sustainable over the long term; their adverse impact is constantly increasing owing to the rapidly increasing credit portfolio. 

								•	The pressure of low interest rates is also being felt by other financial market segments.

								•	Financial institutions are responding to falling interest income by increasing operational efficiency, increasing fee generation capacity, and extending product portfolios and access to new customers.

							
						

					
				

				

			

			

			The low interest rate environment is putting strong pressure on the sustainability of financial institutions’ business models. This is particularly evident in the banking sector, where net interest income constitutes more than three quarters of total gross income. Banks have been ramping up their lending activity in order to compensate for ongoing interest margin compression accompanied by strong interbank competition. This approach is also related to the fact that domestic banks are under pressure from parent undertakings to maintain a high level of profitability. Although the banking sector’s profitability has remained broadly stable and is among the highest in the EU’s banking union, its sensitivity to any deterioration in the economic situation is gradually increasing. It can also be expected that there will be less and less scope for robust retail credit growth in the longer term, given the effects of gradual market saturation, demographic trends (Chart 14), and measures taken by NBS to mitigate the risk of excessive credit growth. It is therefore assumed that in terms of profitability, the lead that significant banks in Slovakia have over other significant banks in the banking union will gradually diminish. 

			Banks have so far managed to maintain profitability levels thanks mainly to falling credit risk costs. The Slovak banking sector’s credit risk cost ratio has fallen significantly over the past three years and is now at a historical low. The ratio of credit risk costs to total loans is less than 0.4% per year. It can be assumed, however, that such a low credit risk cost ratio is unsustainable in the long term, especially if the economic situation deteriorates. The risk to business model sustainability is even greater for less significant banks, which have higher credit risk costs and less leeway to modify their business model. 

			Banks’ sensitivity to credit risk growth has been gradually increasing. At present, an increase of 0.1 percentage point in the banking sector’s credit risk cost ratio would cause a 7% decline in its net profit. Given increasing sensitivity, the impact of such increase could rise to as much as 10% of the net profit. 

			The significance of falling credit risk costs in is illustrated by a simple sensitivity analysis. If the credit risk cost ratio increased to its 2016 level (0.6%), the banking sector’s net profit would be 17% lower than its current level. On current trends, this impact becomes more pronounced over the period until 2021, when it reduces the profit by almost a quarter. 

			Low interest rates are also having an adverse impact on other segments of the financial market. In the pension fund sector, the ratio of funds’ interest income to their net asset value (NAV) has been gradually declining. Back in 2011 this ratio stood 2% in the second pillar and even higher in third pillar. Since then, however, it has been gradually declining, down to 0.8% in both pillars (annualised data as at 30 June 2018). Pension funds have therefore gradually had to offset the decline in their interest income with other sources of income (mainly through asset repricing). Unlike interest income, however, these sources are more volatile, hence the increasing riskiness of investments. The generation of interest income itself is linked with higher risk, given that the increase in the duration of pension funds’ bond portfolio has made the real value of that portfolio more sensitive to interest rate movements. In the life insurance sector there is a long-running risk that falling returns on assets will not be sufficient to cover returns guaranteed under life insurance contracts. 

			Banks have sought to compensate for falling interest income 

			One way to compensate for interest margin compression is to increase operational efficiency. The number of bank branches has decreased by 6% over the past two years, and a similar trend has been observed at the level of the EU as a whole. The majority of domestic banks have been engaged in streamlining their branch networks, and this activity has been most in evidence among the banks with the largest networks. As a result, several banks have reduced their number of employees. These efforts to optimise branch networks are being made even while demand for loans remains elevated. At the same time, however, the impact of fewer brick-and-mortar branches is being offset, as banks make increasing use of financial brokers. The share of brokered loans in total new loans has risen over the past two years, from 53% to 59%. The trimming of the total number of branches was further supported by the mid-2017 merger of Sberbank Slovensko with Prima banka, where previously the two banks had been operating separately as part of the same group. Such rationalising of operations has not been confined to the banking sector. In April 2018 there was a merger of the insurance undertakings Kooperatíva and Poisťovňa Slovenskej sporiteľne, which previously had also been operating as part of the same group. 

			Another aspect of efforts to increase operational efficiency is the increasing extent of process digitisation and automatisation. At the same time, institutions are modifying their fee schemes so as to incentivise customers to make greater use of services that are more amenable to digitisation than services requiring manual activity. 

			In the area of digital innovation, however, financial institutions are exposed to increasing competition from firms outside the regulated financial market, notably from those firms in the information technology sector which are increasingly focusing on the provision of financial services via financial technology (fintech). Their activity in the Slovak market centres on payment services, peer-to-peer lending, and virtual currencies. Financial innovation can help improve financial products and services in terms of their quality, availability, diversity and prices. From a financial stability perspective, however, fintech companies may represent a risk at multiple levels. Besides the impact that direct competition with fintech companies will have on the business strategy of financial institutions, the risks mainly concern financial consumer protection, regulatory arbitrage and the need to amend the regulatory framework, and operational risk. 

			Financial institutions are also focusing on how to improve their ability to generate fee income and other income not directly dependent on interest rate movements. In the Slovak banking sector, the ratio of interest income to fee income is now 3:1. The importance of fee income has been rising continuously; the ratio of interest income to fee income was 4:1 four years ago. Nevertheless, the share of fee income in total income remains lower than the average in the EU, where the ratio of interest income to fee income stands at 2:1.

			The trend decline in the importance of interest income is to some extent a natural consequence of interest margin compression. At the same time, however, financial institutions have been expanding their portfolio of products and services, targeting on those that will generate higher fee income, in particular products related to bancassurance and asset management. Examples include products combining a deposit and investment fund investment or the intermediation of investments in corporate or bank bonds. It is assumed that demand for such products will be increasing – owing partly to their currently low penetration of the Slovak market, compared with the EU average (Table 1), and partly to the expected long-term trend of population aging, which will see increasing demand for investment/savings products. 

			Financial institutions are also striving to tap new customer segments, to establish alternative distribution channels, and to expand product portfolios. This is evident from several of the commercial activities that financial institutions have recently performed, are still performing, or plan to perform in the near future. Institutions are conducting this expansion in three ways: first, by the acquisition of firms whose business model differs from their own; second, by establishing a new brand – actually provided by the company, but seemingly provided by an independent entity – targeted on a customer segment previously untapped by the institution; and third, by acquiring rival institutions in order to make gains in market share, as well as gains in efficiency since the institution’s fixed costs are then relative to a greater volume of assets. 

			The major importance of synergy-focused product range diversification is also apparent from the current structure of financial groups operating in the Slovak market. While a majority of significant banking groups operating in Slovakia include companies that extend the group’s services in the areas of financing (leasing companies) or managed savings (investment fund management companies), insurance undertakings control a major part of the pension fund sector, hence underpinning their share of the long-term investment market. 

			As regards banks’ commercial strategies, however, their capacity to generate net interest income while keeping credit risk costs low remains vital. Although the above-mentioned changes in regard to operational efficiency, fee generation capacity, product portfolio expansion, and accessing new customer segments are highly important (particularly in regard to future development and long-term strategy), the current trends crucial for profitability are in the area of interest income.11 

			2.3	Lending to the corporate sector 

			
				
					
						
					
					
						
								
								Key trends in regard to the growth in loans to the non-financial corporation (NFC) sector

							
						

						
								
								•	NFC credit growth was stable in the third quarter of 2018.

								•	The NFC debt-to-GDP ratio has not increased in 2018; nevertheless, firms in Slovakia are among the more leveraged compared with firms in other CEE countries.

								•	The non-performing loan (NPL) ratio for NFC loans has fallen to new post-crisis low against the backdrop of an expansionary phase of the business cycle.

							
						

					
				

				

			

			

			The situation in the corporate sector continues to be shaped by favourable economic developments; steady credit growth has not translated into debt growth 

			Lending activity to the corporate sector has not changed significantly during 2018. NFC credit growth for the year to date stands at 4.91% year on year (4.66% in Q3 2018). The rate has been stabilising during this year, after recording a relatively sharp correction in the fourth quarter of 2017, when it fell from levels that had been attacking 10%. Owing to this decline and subsequent stabilisation of NFC credit growth, and to the recovery observed in individual EU countries, Slovakia’s banking sector no longer reports one of the highest rates of credit growth in the EU, but rather one that is approaching the EU median and is already at the level of the CEE median. 

			NFC credit growth in 2018 has been driven mainly by investment loans, while operating loans have remained flat. Almost all of the year-on-year increase in total NFC loans in 2018 has been accounted for by loans with a contractual term of over one year, the growth rate of which has been slowing the least. By contrast, total loans with a term of up to one year have not changed, year on year, in 2018. Growth in loans to small and medium-sized enterprises (SMEs) picked up after a slowing trend, and its rate in September was back up to that recorded at the start of the year (4.6% year on year). 

			A relatively significant change has been the increasing concentration of banks’ contributions to NFC credit growth. In 2016 and 2017 NFC credit growth was broad-based across the banking sector, but in 2018 it has been driven almost entirely by the four largest banks. And within this group of banks, too, there has been a rise in credit growth concentration, which, as measured by the Herfindahl-Hirschman Index, is therefore at an all-time high. 

			The period of strong economic expansion has continued to shape the corporate credit market.12 Firms’ demand for loans – in particular investment-related loans – continues to reflect the corporate sector’s optimism at a time of robust domestic and foreign demand. The buoyancy in the corporate sector has also had a positive impact on the supply side of the credit market; nevertheless, supply-side factors like interest rates, credit standards and lending conditions have remained primarily affected by interbank competition. In the case of large enterprises, competition from the area of market funding also plays a role. 

			For some time, however, this situation has not resulted in significant changes in supply-side factors. Credit standards have remained virtually unchanged for the past three years. As regards lending conditions, however, banks are regularly reporting interest margin compression as a significant change. Similarly, interest rates on total loans have been decreasing at a moderating pace; this year they have remained unchanged only in the third quarter. The situation in the EU as a whole has remained different, with most countries still reporting declining lending rates. In terms of their level, lending rates in Slovakia are above the EU average. Rates on new loans have been increasing throughout the year, mostly owing to higher rates on new loans to large enterprises.

			Interest margins on NFC loans stopped declining in 2018. What banks report in the bank lending survey about interest margin compression can be checked against data from the credit register. Interest margins13 in all loan size categories were falling from end of 2014 (when the first data on them became available). In 2018, however, the compression of margins on loans of up to €10 million has been moderating, while margins on loans of over €10 million have even been rising. Nevertheless, the decline in interest margins over the whole period since 2014 stands at 18%. The most marked margin compression – more than 20% – was recorded on loans of between €0.25 and €10 million. 

			Corporate indebtedness14 as measured by the NFC debt-to-GDP ratio did not change in the first half of 2018. While this situation was partly due to favourable trends in the domestic economy, it also reflected a softening of growth in multiple components of corporate sector financing. Besides lower growth in total bank loans to the NFC sector, the volume of securities issued by firms stopped increasing. 

			Corporate debt in Slovakia remains, however, higher than that in surrounding countries. Although their debt-to-GDP ratio has stopped rising this year, Slovak firms are overleveraged compared with firms in other CEE countries. This is because in most EU countries – as well as in the EU as a whole – overall corporate debt has been maintaining a downward trend. 

			The expansionary phase of the business cycle has continued to have a significant impact on firms’ debt servicing capacity 

			The credit quality of the banking sector’s corporate loan book continues to improve in the third quarter of 2018. The period under review saw a continuation of the factors that were putting downward pressure on the non-performing loan ratio: NFC credit growth; low default rates; and a substantial volume of loans reclassified from impaired to performing. As a result, the NPL ratio for NFC loans decreased further, down to 4.17% as at September 2018. This occurred despite a slight increase in the amount of NPLs, which, however, was heavily concentrated among certain banks.

			2.4	Lending to the commercial real estate (CRE) sector 

			
				
					
						
					
					
						
								
								Key trends in the CRE portfolio 

							
						

						
								
								•	The CRE market remains in an expansionary phase.

								•	Banks’ approach to CRE lending has been more cautious than it was in the pre-crisis period.

								•	This portfolio nevertheless remains a major source of risk. 

								•	Investment funds and households also have relatively high direct exposure to the CRE sector.

							
						

					
				

				

			

			

			The CRE market has continued showing growth trends 

			Trends supporting an acceleration of the CRE market’s expansionary phase have been continuing. The signs of an overheating economy and the low interest rate environment have continued to shape developments in the CRE market. The first half of the year saw positive sentiment among both end-users and investors. 

			Investment activity in the CRE sector was higher in the first half of 2018 than in the same period of the previous year. The prevailing view in the market is that the amount of investment in the year as a whole could be close to the record level of 2016. The strong investment activity has been reflected in prime yield expectations in all significant segments of the CRE market, and in some cases the expected yields are as high as those in the pre-crisis period. 

			Robust end-user demand has translated into all-time low office vacancy rates. Similarly favourable trends have been observed in the segments of retail premises and industrial and logistics premises.

			In the residential new-build segment, the trends of the previous period have continued. Prices of empty new builds have been rising and are gradually approaching pre-crisis levels. Demand remains strong, despite falling supply and a tightening of financing conditions for real estate purchase. The main driver of property price growth therefore continues to be the combination of favourable macroeconomic conditions and low interest rates. The decline in the supply of flats is explained by the fact that the number of flats sold has been far higher than the number of new-build flats coming on to the market, a trend that may be evidence of increasing uncertainty and caution among developers. All these trends imply an acceleration of the CRE market’s expansionary phase.

			The year-on-year increase in total loans to the CRE sector has accelerated after moderating in the second half of 2017 and the early part of 2018. The annual growth rate for the CRE loan portfolio has increased from virtual stagnation at the beginning of the year to 6.5% at the end of September, thus making a significant contribution to overall NFC credit growth. 

			Banks are taking a more cautious approach to CRE lending compared with the pre-crisis period 

			Trends in lending to the CRE sector have been more in line with economic fundamentals in the post-crisis period than in the pre-crisis period. Although it is somewhat difficult to say what constitutes CRE lending growth consistent with economic fundamentals, certain differences can be seen between the pre-crisis and post-crisis trends. In the period up to the end of 2009, total loans to the CRE sector were increasing faster than were total loans to non-financial corporations, GDP, and real estate prices, but since 2010 no such clear trend can be observed.

			One of the likely causes of this trend is the decline in the average size of CRE loans in the post-crisis period. This decrease may be due to banks’ taking a more cautious approach, as well as to firms obtaining an increasing share of their financing from the capital markets. The impact of this trend may be seen when the business cycle turns, given that a crisis can result in the failure of larger property development projects and thus cause substantial losses to the banking sector, just as happened after 2009. But despite the drop in the average size of CRE loans, the average outstanding amount of loans to firms in the real estate activities sector has remained around five times higher than the average size of NFC loans.

			Given the substantial share of CRE loans in the total loan portfolio, the CRE sector’s high sensitivity to economic developments, and historical experience, the CRE sector is important from a financial stability perspective. Historical experience has shown the CRE sector to be highly sensitive to economic developments. Both before and during the crisis it accounted for a significant share of both total NFCs loans and non-performing NFC loans. 

			As at September 2018 loans to firms in the construction of buildings sector and real estate activities sector (as defined in the NACE statistical classification of economic activities) made up around one-quarter of total loans to non-financial corporations. This share was similar to the EU average. The share of these sectors’ non-performing loans in total non-performing NFC loans was even more pronounced from 2012 to 2017 – at more than one-third – and only in 2018 did it fall to the level of the share in total NFC loans.

			The CRE sector may continue to be a source of significant losses 

			The CRE loan portfolio is of great importance to the banking sector’s stability. If the NPL ratio for this portfolio were now to increase to the extent that it did from 2009 to 2011, from just under 2% to more than 10%, it could rise to more than 13%. That would mean the amount of non-performing CRE loans increasing by almost €400 million, a considerable jump given that the amount of total non-performing NFC loans increased by around €800 million after the Slovak economy’s 2009 recession.

			Slovakia’s regulatory settings for lending to the CRE sector are relatively conservative. Under EU law, national supervisory authorities may increase risk weights on commercial real estate loans under the standardised approach from 50% to a maximum level of 150%. Although several Member States have increased the risk weight to 100%,15 it appears that the criteria for assigning a 50% risk weight are relatively strict for the Slovak market 16 and that most Slovak NFC loans under the standardised approach are assigned a risk weight of 100%. Where the internal ratings-based (IRB) approach is used, the minimum loss given default (LGD) value may be increased on the basis of Article 164 of the EU’s Capital Requirements Regulation (CRR). Among Slovak banks using the IRB approach, however, such LGD estimates are generally not used and the majority of exposures are assigned a risk weight of between 70% and 90%.

			Non-bank sectors are also exposed to the Slovak CRE sector 

			Although domestic bank loans remain one of the principal sources of financing for the Slovak CRE sector (accounting for almost 75% of its total financing from domestic sectors), other segments of the domestic financial market are also exposed to this sector, mainly through bonds, equity, and loans. 

			Investment funds have significant exposure to the domestic CRE sector, not least owing to the existence of real estate funds. Investment funds, mainly real estate ones, reported an exposure to this sector in the form of equity, bond investments, and direct lending. This exposure amounted to almost €1 billion as at the end of June 2018. 

			Other sectors’ exposures to the CRE sector are largely bond exposures. 

			Among domestic segments, households have the largest bond exposure to the CRE sector. The increasing volume of household bond holdings was previously highlighted in NBS’s November 2017 Financial Stability Report. As at June 2018 household bond holdings related to the Slovak CRE sector amounted to between around €400 and €450 million. The higher returns on such investments in the current low interest rate environment are probably making them attractive for retail investors, too. It is important, however, that households investing directly in this segment, or indirectly via real estate funds, are aware of the risks associated with such investments. 

			Firms’ overall exposure to the CRE sector is more difficult to gauge, since much of their bond exposure is owned by groups that have also issued these bonds. 

			2.5	Liquidity risk in the banking sector has increased 

			
				
					
						
					
					
						
								
								Risk assessment summary

							
						

						
								
								•	The combination of a growing liquidity gap and declining liquid assets is increasing banks’ sensitivity to systemic liquidity risk. 

								•	The share of deposits that are fully covered by liquid assets has continued to fall. 

								•	The loan-to-deposit ratio (excluding covered bonds) has exceeded 100% for the first time.

								•	The Slovak banking sector’s liquidity-related vulnerability has been increasing in comparison with the EU average.

							
						

					
				

				

			

			Liquidity risk in the banking sector has increased largely in connection with the strong growth trend in long-term loans and with the low interest rate environment

			This trend has resulted in three factors adversely affecting banks systemic liquidity: (i) an increasing maturity mismatch between assets and liabilities; (ii) a decline in the liquid asset ratio; and (iii) and a deterioration in the funding of illiquid loans with stable funds.

			The maturity mismatch between assets and liabilities has reached a new historical high. While the average maturity of assets has continued to increase amid the ongoing strong growth in illiquid housing loans, the increase in liabilities has been concentrated among those with the shortest maturities. Virtually 100% of the changes in the structure of assets and liabilities which occurred in the first three quarters of 2018 were attributable to changes in assets with a residual maturity of over two years or liabilities with a residual maturity of less than seven days. Owing to this trend, the ratio of the 12-month liquidity gap to net assets exceeded 50% for the first time. Such developments highlight the need to maintain a liquidity buffer, or the need to have sufficient stable primary deposits.

			Not only has the ratio of liquid assets to total assets fallen during 2018, so has the absolute amount of liquid assets. The declining importance of investments in liquid assets is the logical consequence of the prolonged low interest rate environment and resulting growth in long-term loans. In the traditional business model of the Slovak banking sector, the main role of liquid assets is to offset the maturity mismatch between assets and liabilities. Hence the combination of a widening liquidity gap and decreasing liquid assets implies a further increase in systemic liquidity risk.

			Since the liquidity buffer is declining, banks have been becoming more reliant on the stability of funding sources. However, loan-to-deposit (LTD) ratios have also been falling. In the period 2010-16 year-on-year changes in total loans to customers and total deposits from customers were on a par. In other words, the increase in illiquid assets, i.e. loans, was almost fully funded by the increase in stable sources of funding, i.e. deposits. This period saw only a slight rise in the banking sector’s aggregate LTD ratio. Since 2016 the gap between the annual growth rates for loans and deposits has been increasing, as it did similarly in the pre-crisis period of 2004–08. 

			In the past two years, the LTD ratio has increased markedly, and in August and September 2018 it exceeded 100% for the first time ever. 

			The role of covered bonds as a source of stable funding during this period has been relatively positive. As a result of issues by certain banks, the ratio of loans to the sum of deposits and covered bonds has been slowly increasing during 2018, up to 92%. But while the option of issuing covered bonds may help to maintain a target level of stable funding, it will probably not result in significant changes in the composition of liabilities at the largest banks. It remains to be seen to what extent the option of covered bond issuance will be taken up by medium-sized banks, which may find the minimum issue amount of €250 million to be too high. 

			Systemic liquidity risk in the Slovak banking sector has increased also in comparison with that in other EU countries

			The Slovak banking sector’s capacity to cover short-term liabilities with liquid assets, or to maintain sufficient sources of stable funding, has been deteriorating. The sector’s ratio of liquid assets to short-term liabilities has been falling for a long time. In the first quarter of 2018 it fell to the second lowest level in the EU. This means that banks in Slovakia need to rely on the stability of these short-term liabilities to a greater extent than do banks in other EU countries. On the other hand, the stability of the funding of illiquid claims in the Slovak banking sector, as expressed by the loan-to-deposit ratio, is among the highest in the EU. The risk is that the deviation of the Slovak banking sector’s position from the EU average will become even more pronounced.

			2.6	Trends in other financial market segments

			Non-material damage represents a low, but increasing, risk to the profitability of motor insurance 

			Among the risks now facing the insurance sector are insurance claims for non-material damage and the sizes of such claims, most of which are made under motor third party liability insurance policies. The claims are for compensation for moral, emotional or other non-physical injury resulting from physical injury or death. Non-material damage is insufficiently regulated by legislation, so it is mainly courts that award and determine the amount of compensation payable for such damage. Experience to date, however, shows somewhat mixed outcomes among the cases litigated in this area. Uncertainty about the actual amounts of compensation for non-material damage is undermining one of the principal conditions of risk insurability, i.e. the insurer’s ability to estimate the loss. 

			Actions concerning claims for compensation for non-material damage currently number in the tens per year, with around half of the cases resulting in the court awarding compensation to the injured party. The average amount of such awards is around €30,000, less than half of which is paid by insurers. However, the number of such actions, their success rates, and the amount of compensation awarded differ markedly between Slovak regions.

			In Slovakia, compensation awarded for non-material damage amounts to hundreds of thousands of euro per year, which represents an increase of around one-half of a percentage point in the combined ratio in motor insurance. This trend, however, is growing: in both 2016 and 2017 there was almost a doubling of the amount of such compensation paid by the insurance sector. Still, the number of cases remains low and, moreover, individual insurers do not have information about cases involving other insurers. This shrinks the sample on which the insurance risk estimation is based. If, furthermore, the amount of compensation maintains an upward trend, non-material damage could represent a further risk to the profitability of motor third party liability insurance, which has been under downward pressure for an extended period.

			The insurance sector’s unfavourable capital structure is reducing its ability to absorb unexpected losses 

			In the insurance sector, unexpected losses are covered mainly by own funds, which are important not only in terms of their amount, but also their structure, ranging from Tier 1 (highest quality) to Tier 3 in accordance with the regulatory classification. One formal component of the highest-quality capital is known as ‘expected profits included in future premiums (EPIFP)’, which, however, does not meet the general quality criteria for inclusion in Tier 1 capital. In most EU countries the EPIFP accounts for a low share of the capital and its impact on capital quality is marginal. In the Slovak insurance sector, however, it makes up fully 61% of total own funds eligible to cover the solvency capital requirement (as at June 2018). Furthermore, this share has been increasing – up from 54% in December 2017. The EPIFP share in Slovakia is far higher than that in any other EU country and five times higher than the EU median. 

			EPIFP by its nature should rather be included in Tier 3 capital. If it were, only 20 % of EPIFP would be eligible to cover the solvency capital requirement (SCR). In that case, the overall solvency margin would fall to just over 100% and half of the insurers in Slovakia would fail to meet the SCR.

			In the Slovak financial market segments focused on asset management, the moderately rising trend in market risks continued in the first half of the year 

			Looking at the investment fund sector and the second and third pillars of the pension fund sector,17 the broadest recent trend, observed across all segments, has been an increase in the funds’ equity exposure. The rate of increase in the equity component of pension and investment funds’ asset portfolios slowed during the first six months of 2018, after rising sharply in the previous year. As at 30 June 2018, equities and investment fund shares/units accounted for around 44% of the total net asset value (NAV) of third-pillar pension funds and investment funds, and for around one-quarter of the NAV of second-pillar funds. The residual maturity and duration of debt securities holdings also increased. Their increase was larger in third-pillar funds, although in this case they were rebounding from a decline in 2017. In the second pension pillar, the average value of interest rate sensitivity indicators increased moderately; the median, however, fell, since the increase was driven by only a small group of funds and most of the rest actually recorded a slight drop in these values. In the investment fund sector, the duration of the aggregate portfolio increased. At the same time, this sector was the only one to record an increase – albeit it only modest – in open foreign exchange positions. 

			In the investment fund sector, investor inflows have for some years been accompanied by the targeting of fund portfolios on riskier and less liquid assets 

			Recent years have seen surging demand for investment funds in Slovakia. The most notable rise in inflows into investment funds has been in those from households. This has stemmed partly from households’ increasing disposable income, but also partly from other reasons, including the subdued returns on bank deposits, in comparison with which investment funds have been viewed as a higher-yielding alternative. In addition, fund investments should, at least in theory, be almost as liquid as current account investments, since they are redeemable immediately. But although that is the case in ‘normal times’, it may cease to apply during times of stress or panic in financial markets. If a wave of redemptions is triggered by financial market headwinds, investors who sell their fund shares/units at such time (assuming that redemptions are not suspended) may suffer losses due to the fall in value of the shares/units. This risk increases where less liquid assets are a growing component of investment fund portfolios. Just such a trend has been seen in the domestic investment fund sector in recent years. On the one hand, fund managers have been increasing the risk profile of their investment funds in order to meet rising performance expectations; on the other hand, investors themselves have been shifting the bulk of their investments to higher-risk funds.

			These trends and risks have been particularly apparent in the rapid growth in the amount of assets under management in real estate funds. The aggregate net asset value of these funds has increased sixfold since 2011, to €1.2 billion, while the aggregate NAV of all domestic investment funds has only doubled in that time. As at 30 June 2018 around half of the aggregate portfolio of real estate funds consisted of participating interests in real estate companies and more than 20% comprised claims, largely in the form of loans to the same companies. Altogether, as much as three-quarters of the overall NAV of real estate funds was highly illiquid. Furthermore, the value of these assets may be more prone to decline when the real estate cycle in Slovakia begins to turn.

			Another trend having a downward impact on investment fund liquidity is the increase in investments in Slovak and, to a lesser extent, Czech bonds and notes issued by non-bank private companies. This is because the secondary market in these instruments is highly illiquid. A not insignificant share of them are issues from the CRE sector. The amount of such debt securities held by domestic investment funds at the end of June 2018 amounted to more than €330 million, an increase from €125 million over not-quite-four years. It is true that much of this increase was accounted for by three investment funds whose share in the sector’s total such exposure is almost three-quarters. However, in several investment funds from different categories, the share of non-bank bonds in the asset portfolio has been increasing, but not to an extent that would be systemically significant for the sector as a whole. 

			2.7	Current EU-level issues with macroprudential policy relevance

			Discussions continue on amendments to EU legislation concerning macroprudential policy 

			In November 2016 the European Commission published proposals for amending EU legal acts (the CRR, CRD IV, BRRD and SRMR) in order to reduce risks in the banking sector. The purpose of the measures is to implement into EU law international standards in the area of prudential and resolution policy. The subsequent legislative process has seen fast-tracking of discussions on the proposed transition period for the introduction of IFRS 9 (part of the draft CRR amendment) and creditor hierarchy harmonisation (BRRD). The legislative process has now moved to the final phase – the ‘trialogue’ negotiations. Achieving agreement on a compromise wording of the whole package of measures by the end of 2018 is a priority for both the Austrian Presidency of the Council of the European Union and for the European Parliament. What matters most to Slovakia is that a balance is maintained between home and host Member States, especially in regard to the possible introduction of cross-border capital and liquidity waivers and to the setting of macroprudential instruments and resolution policies.

			The most important of the proposed changes relating to macroprudential policy can be summarised as follows:

			•	to give also national macroprudential authorities power to increase risk weights or the minimum loss given default for loans secured by immovable property (Articles 124 and 164 of the CRR);

			•	to increase the maximum potential O-SII buffer (to 3% of risk exposures, or, in the case of subsidiaries, to the level of the parent group +1%);

			•	to abolish the option of using a systemic risk buffer (SRB) for the same purpose as an O-SII buffer, i.e. to increase the resilience of domestic systemically important institutions;

			•	to add together the SRB and O-SII buffer (at present the higher of the two values is taken into account; they are added together only where the SRB is applied only to domestic exposures). 

			In the first half of 2018 the Single Resolution Board took its first decisions on the determination of the minimum requirement for own funds and eligible liabilities (MREL) 

			Decisions on MREL requirements and related matters are taken by resolution authorities. For institutions in Slovakia, which participates in the banking union, MREL decisions are taken by two authorities: the Resolution Council, which has direct competence for decisions concerning small banks; and the EU’s Single Resolution Board, which has competence for larger banks operating in Slovakia. 

			In the first half of 2018 the SRB took its first MREL determination decisions, at the level of the EU consolidating parent. These decisions were based on the SRB’s 2017 MREL Policy, which provide a more detailed interpretation and application of legislative requirements in this area. In 2018 the SRB (in cooperation with national resolution authorities participating in the Single Resolution Mechanism) has been working on updating the original 2017 MREL Policy by adding details about how to determine requirements for subsidiaries on an individual basis, so as to ensure the feasibility of group resolution plans in the event of a crisis. The SRB expects that updated MREL decisions at the consolidated level and new MREL decisions at the individual level – which should cover banks in Slovakia that fall directly within the competence of the SRB – will start being issued from around the middle of 2019. 

			The Resolution Council’s MREL decisions concerning smaller domestic banks will be taken within a framework aligned with the SRB policy (so as to ensure a level playing field in the domestic market). Furthermore, the timing of the decisions’ adoption vis-à-vis the domestic banks concerned will be coordinated as far as possible with the SRB’s decisions in 2019.

			The importance of the insurance sector to financial stability is expected to be further recognized through macroprudential instruments for insurers 

			Although the insurance sector is also significant from a financial stability perspective, there is at present a lack of instruments designed to mitigate systemic risk in the sector. Hence the ESRB and EIOPA have been working together on proposals for macroprudential instruments to be included in a future revision of the Solvency II regulatory framework. 

			The most significant effects of the proposed instruments on the domestic insurance sector are expected to result from:

			•	extending Solvency II reporting requirements;

			•	increasing capital requirements for systemically significant insurers;

			•	harmonising banking and insurance regulations in regard to the provision of banking products by insurers; 

			•	implementing new measures that are important for the domestic insurance sector;

			•	limiting the inclusion in Tier 1 capital of expected profits included in future premiums (the current regualtory rules in this area are leading to the impairment of capital structures);

			•	applying an accounting-based leverage ratio not affected by mispricing under Solvency II.

			 

			3	Financial sector resilience

			3.1	Solvency and financial position of the financial sector

			3.1.1	Financial position of the banking sector 

			
				
					
						
					
					
						
								
								Key trends in banks’ profitability

							
						

						
								
								•	Bank profits have increased moderately.

								•	Banks remain exposed to interest margin compression. This trend is concentrated in retail loans books, while margins on NFC loans have stabilised.

								•	The main factors offsetting the impact of ongoing interest margin compression have been robust lending activity, growth in fee income, and a prolonged period of low credit risk costs. 

							
						

					
				

				

			

			

			

			The banking sector’s profit has increased year on year 

			The banking sector’s aggregate net profit for the first nine months of 2018 increased by 7.6% year on year.18 This profit growth stemmed partly from the fact that VÚB banka acquired part of the portfolio of a consumer credit company (CFH) at the beginning of 2018. But even leaving aside the impact of this transaction, the sector’s profit would have increased, albeit more moderately. 

			The aggregate profit growth was supported by the stabilisation of interest margins in the portfolio of loans to non-financial corporations. Interest returns on NFC loans stopped falling in around mid-2017 and remained stable thereafter, even rising slightly in the second quarter of 2018. This trend, together with the temporary acceleration of NFC credit growth in 2017, has contributed to an increase in interest income on the banking sector’s corporate loan book. Providing that this trend does not change and that interest rates on NFC loans do not experience another significant dip, net interest income on this portfolio is expected to continue increasing. 

			Interest margins on retail loans have continued falling, and banks have been seeking to offset this decline by ramping up lending activity. Net interest income on retail loans has increased in 2018. This growth, however, is almost entirely attributable to the increase in interest income resulting from a structural change: VÚB banka’s acquisition of part of CFH, a non-bank company, at the beginning of the year. In contrast to the interest margin on the corporate loan book, the margin on the retail portfolio has continued to fall. A major cause of this trend has been the fall in interest rates on new housing loans, which in the first three quarters of 2018 fell from 1.8% to 1.5%. The average rate on all housing loans fell from 2.2% to 2.0%. Furthermore, the relatively large difference between the average rate on the current housing loan portfolio and the rate on new loans implies that the returns on this portfolio will continue to decline. Hence the pressure to maintain strong credit growth will continue to mount. Assuming that the average interest rate on housing loans continues falling at the same rate, the banking sector would not be able to maintain stable net interest income19 on this portfolio unless it increased the growth in total housing loans to 18% year on year. 

			In seeking, however, to maintain profitability by means of balance sheet growth, the banking sector is increasing its costs related to regulatory levies and fees. The principal such costs are the bank levy, contributions to the resolution fund and to the Deposit Protection Fund, and supervisory fees. The amount of these costs has increased in 2018 by almost 5% year on year. 

			Another positive contributor to banks’ profit growth has been an increase in net fee income. This increase is due not only to loan book growth, but also, in the case of the corporate loan portfolio, to a rise in the net fee income rate.20 

			The historical lows of credit risk costs have also been supporting profit growth. The aggregate amount of these costs has even fallen further in year on year terms (by 2%), mostly reflecting a drop in the costs related to retail loans. Provisioning for non-performing loans has actually increased moderately and remains elevated by international comparison. According to data as at December 2017, provisioning coverage in Slovakia was the highest in the EU, and according to the most recent data as at March 2018, it was still the highest in the banking union even after the implementation of IFRS 9.21 

			At the same time, the banking sector’s capacity to cover any increase in loan impairment losses with income from ordinary banking activities has been declining for an extended period. Although the banking sector went into the previous crisis with relatively low voluntary capital buffers, banks were able to absorb credit risk cost increases, largely by generating sufficient income from ordinary banking activities. Given, however, the extended downward trend in the net interest margin, this ability has been significantly weakened. If banks are to regain their pre-crisis capacity to cover losses exceeding the longer-run average, they will have to maintain higher total capital ratios. 

			Bank profitability in Slovakia is one of the highest in the banking union, but the differences are narrowing 

			The Slovak banking sector remains among the most profitable in the banking union. Domestic banks’ aggregate return on equity (ROE) as at 31 March 2018 (calculated for the previous four quarters) was higher than that of any other banking sector in the EU’s banking union. The gap was most pronounced in the category of significant banks, with those in Slovakia reporting an ROE that was twice as high as the average for significant banks in the banking union. On the other hand, the levels of profitability are on a par if the comparison is made only with those significant banks in the banking union which follow a business model similar to that of domestic significant banks. (i.e. a model focused on lending to the domestic economy and involving a low level of cross-border activities). 

			Compared, however, with the banking union as a whole, profitability trends in the Slovakia have deteriorated slightly. In 2017 the banking sectors in more than half of the countries participating in the banking union reported higher ROE growth than did the Slovak banking sector. In 2018 growth in the domestic sector’s net interest income (less the impact of the CFH acquisition) has been lower than the banking union average. In several banking union countries, however, weak provisioning for NPLs remains a problem, while in Slovakia the level of such provisions has long been among the highest in the union. Another issue among banks in the banking union is their low level of operational efficiency. In fact, their operating costs continued rising in the first half of 2018. The operational efficiency of domestic banks is close to the median for banking union banks. 

			3.1.2	Profitability in other financial market segments22

			The insurance sector’s profit for the first six months of 2018 fell by 4% year on year. The main cause of that decline was a deterioration in financial results; by contrast, the impact of technical results on the aggregate profit was marginal. In non-life insurance there was relatively strong growth in premiums, but that was largely accounted for by motor third party liability insurance, which reports elevated loss and expense ratios. Another cause of the non-life premium growth was the reclassification of existing contracts. Looking ahead, there remains the risk that investment returns, which are on a long downward trend, will not be sufficient to cover returns guaranteed under life insurance contract. 

			Fund management companies in both the third pillar of the pension system (SPMCs) and investment fund sector have, on aggregate, increased their profitability in 2018; in the second pension pillar, however, the profitability of the fund management companies (PFMCs) has fallen slightly. All three sectors have recorded a rise in fee and commission income. As regards individual fund management companies, profitability in all three sectors has been somewhat heterogeneous. 

			3.1.3	Solvency and leverage 
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								•	Banks’ solvency fell slightly in the first half of 2018.

								•	The Slovak banking sector’s total capital ratio has fallen close to the lower quartile of the EU range. 

								•	Dividend policies will have to be further tightened in the future.

							
						

					
				

				

			

			

			Capital and leverage ratios in the banking sector have fallen slightly 

			The banking sector’s total capital ratio and leverage ratio fell slightly in the first half of 2018. This decline followed increases in both ratios in 2017. Although banks’ dividend policies23 in 2018, as in 2017, have been more conservative than those in the years 2014 to 2016, the impact of increasing capital requirements amid strong lending activity has been greater. Already in 2017, several banks included a planned retention of earnings in their accounting. 

			Compared with EU trends, the domestic banking sector’s capital ratio levels have been falling slightly behind. By March 2018 the sector’s capital ratios had fallen close to the lower quartile of the EU range, after being just below the EU median for several years. In only six other banking union countries24 was the banking sector’s total capital ratio lower. 

			Insofar as the regulatory regime allows, significant banks are increasing the use of lower-quality capital to meet capital requirements. In the past, the Slovak banking sector’s capital structure consisted mostly of the highest-quality component – Common Equity Tier 1 (CET 1) capital. But while CET 1 still constitutes 97% of the total capital of less significant banks, its share of the capital of significant banks has gradually declined, down to 84% (below the EU median of 90%). 

			Banks’ efforts to optimise the level and structure of their capital demonstrates the increasing importance of capital buffers. In previous years, Slovak banks had relatively large voluntary capital buffers (the difference between the capital requirement and actual level of capital), but now several banks, acting in accordance with the requirements of their parent undertakings, appear to be seeking to significantly reduce the size of these voluntary buffers. The sector, however is increasingly exposed to elevated cyclical risks, to banks’ mounting sensitivity to any deterioration in the economic situation, and to a decline in its loss-absorption capacity amid long-running interest margin compression. (Chart 40). The experience of the pre-crisis period (2006-07) shows that in years of stronger growth and profits, banks tend to reduce their total capital ratios (through high dividend ratios and strong lending growth) and not to build-up reserves for difficult times. At the beginning of the last crisis, several banks reported total capital ratios at minimum levels. Therefore, capital requirements in the form of macroprudential capital requirements are becoming increasingly important, as are the supervisory capital requirements. As continuing robust lending activity brings their capital ratios gradually closer to the regulatory minimum, several banks will find themselves having to follow dividend policies that are more conservative than those pursued in the past. 

			Capital ratio levels are being affected by several regulatory changes. The most significant change has been the transition to the new accounting standard IFRS 9 from 1 January 2018. Its implementation contributed to an immediate drop of 0.2 percentage point in the banking sector’s total capital ratio, and its further cumulative downward impact over the period from 2019 to 2023 is estimated to be 0.3 percentage point. In the long term, banks’ capital requirements will also be affected by the phasing-in of the Basel III standards for the calculation of capital requirements for credit risk and operational risk, due to be completed in 2027. According to a preliminary estimate by the European Banking Authority (EBA),25 the most significant impact of the review on banks whose profile is similar to that of the Slovak banking sector,26 will be in the area of credit risk, increasing their capital requirement by possibly as much as 12%. 

			The immediate impact of the implementation of IFRS 9 on the banking sector has been relatively low 

			Slovak banks are now subject to the new International Financial Reporting Standard (IFRS) 9, in force since the start of 2018. The new standard introduces changes in two main areas: the classification and measurement of financial assets; and the reporting of financial asset impairment losses. Under International Accounting Standard 39, which IFRS 9 replaced, provisions were created only for incurred losses. By contrast, IFRS 9 requires banks to apply an expected credit loss (ECL) model. Loans on which credit risk has not increased significantly since initial recognition (Stage 1 loans) are required to be measured through a loss allowance at an amount equal to the 12-month expected losses. Loans on which credit risk has significantly increased since initial recognition (Stage 2 loans) are required to be measured through a loss allowance at an amount equal to the full lifetime expected credit losses. If a loan subsequently becomes non-performing (or becomes a credit-impaired financial asset – a Stage 3 loan), a change takes place in how interest income is calculated. Whereas for a performing loan, interest income is calculated on the gross carrying amount, for a non-performing loan it is calculated on the amortised cost, i.e. basically the net value of the loan.27

			But while the changes concerning the classification and measurement of financial assets were of a more one-off nature – with banks switching part of their bond holdings from the available-for-sale portfolio to the held-to-maturity portfolio28 – the changes in the reporting of financial asset impairment losses, i.e. in the method of provisioning, are expected to weigh on banks mainly during economic downturns and when credit risk is increasing.

			The overall immediate impact on the banking sector’s capital of the IFRS 9 transition has been relatively low. According to banks’ calculations, the negative impact of the IFRS 9 transition on banks’ own funds is estimated to amount to €190 million, which as at 31 December 2017 was equivalent to just over 3% of the aggregate own funds. Although the impact on the banking sector as a whole is not substantial, the impact on certain individual banks could be greater. Since a number of banks have implemented IFRS 9 in full, without using the option of a five-year transition period, more than €80 million of the estimated impact is already accounted for. The rest of the IFRS 9 impact on banks’ capital will be phased in over the transition period, until 2023, as follows: 

			•	5% by end-2018;

			•	15% by end-2019;

			•	30% by end-2020;

			•	50% by end- 2021;

			•	75% by end-2022.

			The amount of provisions has increased, mainly for Stage 2 loans. The principal change in loan loss provisioning is that banks should now apply ECL provisioning for loans on which credit risk has significantly increased since initial recognition, on the basis of the expected credit losses during the lifetime of the loan. Hence the IFRS 9 transition impact related to the change in provisioning has been most pronounced on loans which from 1 January 2018 were classified as Stage 2 loans. On that date, banks in Slovakia reclassified around 6.5% of their total loan books as Stage 2 loans.29 The share reclassified was slightly higher in the sector’s portfolio of loans to households (8%) than in the portfolio of loans to NFCs (just over 5%). The amount of provisions for the loans reclassified as Stage 2 loans increased by around 68% from 31 December 2017 to 1 January 2018, and the provisioning coverage for Stage 2 loans is now between 5.5% and 6.0%. The increase in both the amount of provisions and the provisioning coverage is similar for both household loans and NFC loans. In the household segment, provisioning coverage was higher for consumer loans (at around 17%) than for housing loans (around 3%), which are generally secured by immovable property.

			In terms of their total amounts, Stage 3 loans and non-performing loans are similar, and the provision coverage for these loans is also comparable. The aggregate amounts of Stage 3 loans and non-performing loans which domestic banks reported as at 1 January were approximately the same, at around 3.5% of total loans. The provisioning coverage for these loans is between 65% and 70%, so the amount of provisions for them did not increase significantly from 31 December 2017 to 1 January 2018. The amount of provisions for Stage 1 loans (with no significant increase in credit risk since initial recognition) rose by around 12%. The provisioning coverage of these loans is, however, naturally lower, at just over 0.3%.

			Although the immediate impact of the IFRS 9 transition on Slovak banks has not been significant, the new standards could weigh more heavily on banks in the event of a business cycle downturn. Under the new standards, banks are expected to increase provisioning at the onset of a crisis, with potentially positive implications for transparency about the credit risk in their loan books. On the other hand, some studies indicate that the new standards may have procyclical consequences.30 This procyclicality may be largely the result of the difficulty in predicting a crisis or economic downturn. In other words, when the business cycle declines and credit risks materialise, provisions may increase more than they would have done under the previous accounting standards (the ‘cliff-edge effect’). Such a sudden impact right at the beginning of a crisis could dampen bank lending and therefore exacerbate the downturn. This aspect of the new standards needs to be taken into account when conducting microprudential and macroprudential supervision. One way of preventing a more pronounced impact of increasing provisioning on bank lending is, for example, to increase the countercyclical capital buffer.

			Insurers’ solvency has remained unchanged 

			The aggregate solvency of insurers in Slovakia did not change during the first half of 2018. In year on year terms, however, it declined. The solvency margin remained twice as high as the regulatory minimum. Several insurers meet the solvency requirement only because they have been able since 2017 to include the item ‘expected profit included in future premiums (EPIFP)’ in their capital; the risk, however, is that the expected profits will not be realised. This risk is addressed in more detail in Section 2.6.

			3.2	Macroprudential policy responsiveness 

			
				
					
						
					
					
						
								
								Countercyclical capital buffer (CCyB)

							
						

						
								
								•	In July 2018 NBS increased the CCyB rate to 1.5% with effect from 1 August 2019.

								•	If credit growth remains excessive and the economy continues overheating, a further increase in CCyB rate next year cannot be ruled out. 

								•	Compared with rate-setting decisions in other countries, the calibration of the CCyB rate for Slovak exposures is relatively moderate. 

							
						

					
				

				

			

			The CCyB rate will be increased from its current level (1.25%) to 1.5% with effect from 1 August 2019 

			In July 2018 Národná banka Slovenska increased the countercyclical capital buffer rate for a third time. The NBS Bank Board’s decision to bolster the banking sector’s resilience to cyclical risks was taken largely in response to the financial cycle’s continuing expansionary phase, in which private sector credit growth remained relatively strong amid exceptionally favourable macroeconomic conditions.31 

			The decision to increase the CCyB rate took into account not only the size and duration of the excessive credit growth, but also banks’ overall capacity to withstand losses. The interest margin compression observed in the Slovak banking sector in recent years has been eroding banks’ capacity to use current earnings to cover any cyclical losses. A combination of narrow margins, high sensitivity to credit risk, and low diversification of income in the banking sector is increasing the importance of capital buffers. 

			The benchmark rates for the countercyclical capital buffer remained elevated when the next rate-setting decision was taken in October 2018. The benchmark buffer rates based on the two core indicators for the CCyB – the domestic credit-to-GDPtrend gap and the Cyclogram – were each higher than the approved settings of the CCyB rate, at 1.75% and 2.50% respectively. 

			NBS does not exclude the possibility of raising the CCyB rate again the future. The current benchmark rates based on the domestic credit-to-GDPtrend gap and the Cyclogram remain above the approved CCyB rate. When deciding in coming quarters whether to raise the CCyB rate again, three points will be key: first, credit market growth; second, the length of the period of elevated credit market growth; and, third, overheating of the macroeconomic environment. All three have a direct impact on the level of credit losses incurred when the cycle turns. Since the CCyB is calibrated with the aim of covering these losses, each of these points will be analysed separately. Recently there has been an increase in the potential impact of economic overheating on the level of future credit losses. For example, the labour market is above its equilibrium, so its correction would be a separate factor exacerbating losses. 

			It will also be important to monitor the extent to which household credit growth at the end of the first half of 2018 was driven by temporary factors. Besides an uptick in credit growth (related to the one-off impact of new NBS measures), this period also saw a further decline in interest rates and strong competition between banks, two factors that may have a longer-lasting impact on the further build-up of risks. The question of raising the CCyB rate will also arise if the measures taken by NBS do not, as they are supposed to, help mitigate risks related to rapidly rising indebtedness.

			The setting of the CCyB rate may also be affected by accounting standards. Although it is not yet clear whether the implementation of the IFRS 9 accounting standard will have a direct procyclical effect, there are strong grounds to expect that the new rules for provisioning will also affect the methodology for calibrating the CCyB rate. The tightening of provisioning rules in regard to forbearance for borrowers could also have a substantial impact. Both these accounting changes would have a tightening effect on the calibration of the countercyclical capital buffer.

			The CCyB rate for Slovak exposures is more moderate than the rates set by several other countries for domestic exposures. Although the indicators used as the basis for setting the CCyB rate may differ across EU countries, the rate-setting decisions are always based heavily on developments in private sector credit. A simplified comparison of private sector credit growth and the CCyB rate in a sample of countries where there is a non-zero buffer shows that the CCyB rate for Slovak exposures is, given the current rate of private sector credit growth in Slovakia, less stringent the rate for domestic exposures in half of the other countries.

			Regulatory standards for retail lending are gradually being tightened 

			In May 2018 the NBS Bank Board approved a gradual tightening of regulatory standards for the provision of housing loans and consumer loans, with effect from 1 July 2018. The tightening has two aspects: 

			•	a tightening of limits on loan-to-value (LTV) ratios, including a prohibition on the provision of loans with an LTV ratio of more than 90% and a reduction in the share of new loans with an LTV ratio of more than 80%;

			•	the introduction of a new limit on borrowers’ debt-to-income (DTI) ratio (i.e. the ratio of total debt to net annual income), set at 8. There is a general exemption from this limit that will gradually be tightened.

			As per the approved schedule the share of new loans that may have an LTV ratio of more than 80% will be gradually reduced from 40% to 20%, and the share of new loans that may have a DTI ratio of more than 8 will be gradually reduced from 20% to 10%. 

			Further analysis of NBS’s measures in the area of regulatory lending standards and capital buffers has been conducted by the IMF, with the findings published in its 2018 Article IV Consultation for Slovakia32 and in a separate paper.33 This analysis confirms that debt growth in Slovakia is excessive. In the IMF’s view, the macroprudential measures taken to date are balanced in regard to their impact on the ongoing process of improving financial intermediation and financial stability. The IMF also welcomes Slovakia’s readiness to further tighten macroprudential measures should this prove to be necessary. 
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							Chart 1 Industrial activity is moderating amid rising political uncertainty 

						
					

					
							
							

						
					

					
							
							Source: Bloomberg.
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							Chart 2 US interest rate increases and their spillover effects on emerging market economies 

						
					

					
							
							

						
					

					
							
							Source: Bloomberg.
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							Chart 3 Non-US equity markets are no longer rising as fast as they recently were

						
					

					
							
							

						
					

					
							
							Source: Bloomberg.

							Note: Rescaled (31 December 2017 = 100).

						
					

				
			

			

		

		
			[image: 278109.png]
		

		
			
				
					
				
				
					
							
							Chart 4 Increasing risk aversion towards Italy has not spilled over to other countries (percentage points)

							(Yields on 10-year government bonds)

						
					

					
							
							

						
					

					
							
							Source: Bloomberg.
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			Box 1

		

		
			1	A total of 16 CCPs are currently established in EU, including three in the UK and 13 in another ten countries. 

			2	Firms whose exports to the UK make up more than 30% of their total exports and whose outstanding loans to the Slovak banking sector amount to more than €10,000.

			3	Denmark’s GDP stagnated in the first half of 2018. 

			4	Spring 2018 Economic Forecast, European Commission.

			5	The rate of labour market overheating measured as the difference between the non-accelerating wage rate of unemployment 
(NAWRU) – representing the unemployment rate that does not lead to an increase in overall wage inflation – and the current unemployment rate. 

			6	After Croatia and Poland.

			7	Labour Force Survey data.

			8	Measured using Labour Force Survey methodology.

			9	People aged 15-64 who are employed or who are unemployed but actively seeking work and able to start work within the next 14 days. It does not include, for example, students, pensioners, homemakers, people on parental leave and people not looking for work. This figure is the denominator for the unemployment rate 

			10	This estimate is derived from the relationship between the percentage of the population that have a housing loan and the debt-to-GDP ratio, estimated on the basis of a linear regression on data for the 28 EU countries for the period 2003-17.

			11	The importance of the interest rate path to banks’ profitability has recently been confirmed by the situation in the Czech banking sector. Following repeated base rate increases, the sector’s net interest income was 11% higher, year on year, as at June 2018 (after an extended period of stagnation) while its credit portfolio had grown by 5% year on year.

			12	Demand and supply in the credit market are assessed primarily on the basis of the euro area bank lending survey. 

			13	For a floating interest rate, the interest margin is the margin above the respective reference rate, while for a fixed rate, it is the overall interest rate.

			14	On grounds of data reliability, the NFC sector debt calculation included only debt in the form of loans from domestic banks and total securities issues. Loans from non-residents and intercompany loans were excluded due to the lower reliability of the data. Loans from other financial intermediaries and from the general government sector were excluded in order to allow an international comparison.

			15	Ireland, Croatia, Norway, Romania and Sweden.

			16	Article 126 of the CRR states, among other things, that the value of the property may not materially depend upon the credit quality of the borrower and that the risk of the borrower may not materially depend upon the performance of the underlying property (unless the country concerned has a well-developed and liquid commercial immovable property market). 

			17	The second pillar of the Slovak pension system – the old-age pension scheme – is a largely compulsory defined-contribution scheme operated by pension fund management companies (PFMCs). The third pillar – the supplementary pension scheme – is a voluntary defined-contribution scheme operated by supplementary pension management companies (SPMCs).

			18	The sector’s net profit for 2017 includes the financial results of entities that ceased operation in 2017. 

			19	For the purposes of this calculation, income means net interest income less bank levy costs, which are rising as a result of the loan book growth. 

			20	The net fee income rate is calculated at the ratio of net fee income to the average outstanding amount of the loan book. 

			21	More recent data for EU countries outside the banking union were not available by the cut-off date for the analysis. 

			22	For further details on the capital structure of the insurance sector, see the November 2017 Financial Stability Report. 

			23	Banks retained 33% of the earnings for 2017 in order to increase their capital.

			24	Except for France, they were EU periphery countries which in the past had faced greater banking sector risks (Greece, Cyprus, Spain, Italy and Portugal). 

			25	For further details, see https://www.eba.europa.eu/-/eba-publishes-the-preliminary-impact-of-the-basel-reforms-on-eu-banks-capital-and-updates-on-liquidity-measures-in-the-eu?doAsGroupId=10180 

			26	Classified as ‘Group 2 banks’, which do not include large internationally active banks. 

			27	For further details on these changes, see the November 2017 Financial Stability Report.

			28	For further details see “Správa o stave a vývoji finančného trhu za prvý polrok 2018” (Financial Market Situation and Trend Report for the First Half of 2018), published only in Slovak.

			29	The data were obtained from a survey conducted among all banks and subsidiaries of foreign banks, but not among branches of foreign banks.

			30	For example, Abad, J. a Suarez, J., “Assessing the cyclical implications of IFRS 9 – a recursive model”, Occasional Paper Series, No 12, ESRB, July 2017.

			31	For further details, see the July 2018 Quarterly Commentary on Macroprudential Policy, available at https://www.nbs.sk/_img/Documents/_Dohlad/Makropolitika/WEB_Stvrtrocny_komentar_TRA-EN_July_2018.pdf 

			32https://www.imf.org/en/Publications/CR/Issues/2018/07/26/Slovak-Republic-2018-Article-IV-Consultation-Press-Release-Staff-Report-and-Statement-by-the-46122

			33	Harrison, O., Jurča, P., Rychtárik, Š. and Yackovlev, I. “Credit growth and macroprudential policies in the Slovak Republic”, Selected Issues Paper, IMF, June 2018.

		

		
			
				
					
				
				
					
							
							Chart 5 The output gap in Slovakia: its estimated level for 2018 and its growth rate since 2015 (as a percentage of potential GDP) do not exceed the EU average 

						
					

					
							
							

						
					

					
							
							Sources: AMECO, European Commission and NBS.
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							Chart 6 Labour market overheating is far greater in Slovakia than in most other EU countries 

						
					

					
							
							

						
					

					
							
							Sources: AMECO, European Commission and NBS.

							Notes: The rate of labour market overheating is measured as the difference between the non-accelerating wage rate of unemployment (NAWRU) – representing the unemployment rate that does not lead to an increase in overall wage inflation – and the current unemployment rate. Positive values indicate overheating of the labour market, while negative values indicate cooling, with the unemployment higher than structural unemployment.
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							Chart 7 Slovakia’s annual GDP growth has been gradually accelerating (percentages)

						
					

					
							
							

						
					

					
							
							Source: SO SR and NBS.
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							Chart 8 The size of the economically active population has been falling moderately in recent years, and there have been demographic changes in its 20-34 and 55-64 year cohorts (in thousands of persons)

						
					

					
							
							

						
					

					
							
							Sources: SO SR and NBS.
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							Chart 9 Household credit growth in Slovakia has in the past year continued to be the highest in the EU (percentages)

						
					

					
							
							

						
					

					
							
							Source: ECB SDW.

							Note: The data show the relative rates of change in total loans to households between August 2012 and August 2018 and between August 2017 and August 2018. The chart excludes the data for Belgium, which are skewed by intragroup securitisations. 
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							Chart 10 NBS Decree amendments were followed by loans being frontloaded in anticipation of new rules coming into force 

							(Annual growth in total housing loans)

						
					

					
							
							

						
					

					
							
							Source: NBS.
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							Chart 11 Consumer credit growth has been far lower in 2018 than in previous years

							(Increase in total consumer loans for the first three quarters of each year; EUR millions)

						
					

					
							
							

						
					

					
							
							Source: NBS.

							Note: Data adjusted to remove the impact of the acquisition of CFH. 
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							Chart 12 An increase in average loan size has been supported by falling interest rates 

						
					

					
							
							

						
					

					
							
							Source: NBS.
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							Chart 13 Domestic banks have been maintaining high interest income despite interest margin compression (percentages)

						
					

					
							
							

						
					

					
							
							Source: ECB.

						
					

				
			

			

		

		
			
				
					
				
				
					
							
							Chart 14 Weakening demographics will support a dampening of credit growth over the long term

						
					

					
							
							

						
					

					
							
							Sources: NBS, SO SR and Infostat.

							Notes: The year-on-year increase in total credit is reduced by the increase in the average nominal wage. The simulation of the number of workers assumes no change in the current employment rate. 
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							Chart 15 Slovak households have been reporting the highest debt growth while having limited net financial assets 

						
					

					
							
							

						
					

					
							
							Source: Eurostat.

						
					

				
			

			

		

		
			
				
					
				
				
					
							
							Chart 16 In Slovakia, the concentration of housing loans among households whose income is less than 60% of the median is far higher than the EU average 

						
					

					
							
							

						
					

					
							
							Sources: Eurostat and EU SILC.

							Note: The data are for 2017. 
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							Chart 17 The share of Slovak households that have a housing loan could in the long term rise as high as 52%

							

						
					

					
							
							

						
					

					
							
							Source: Eurostat.

							Note: The data are for 2017.

						
					

				
			

			

		

		
			[image: 278243.png]
		

		
			
				
					
				
				
					
							
							Chart 18 The share of brokered loans in total housing loans continued increasing in 2018 (percentages)

						
					

					
							
							

						
					

					
							
							Source: NBS.

							Note: The chart comprises data for retail banks.
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							Chart 19 The resetting of housing loan interest rates will be evenly distributed over the next five years 

							(Distribution of housing loans by residual interest rate fixation period as at September 2018; EUR billions)

						
					

					
							
							

						
					

					
							
							Source: NBS.
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							Chart 20 The growth rate of prices of existing flats in Slovakia has remained stable (percentages)

							(Year-on-year increase in prices of flats in Slovak regions)

						
					

					
							
							

						
					

					
							
							Source: CMN.
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							Chart 21 The credit risk cost ratio has fallen to a historical low (percentages)

						
					

					
							
							

						
					

					
							
							Source: NBS.

							Note: The credit risk cost ratio is calculated as the ratio between, on the one hand, costs related to loan loss provisioning, to loan write-offs/downs and sell-offs, and to creating reserves for the previous 12 months, and, on the other hand, the average stock of loans for that period. 
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							Chart 22 Sensitivity to credit risk growth is gradually increasing (percentages)

							(Estimated impact on banks’ net profit of an increase in the credit risk cost ratio)

						
					

					
							
							

						
					

					
							
							Source: NBS.
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							Chart 23 The importance of fee income is gradually increasing, but remains below the EU average (percentages)

							(Ratio of net fee income to the sum of net interest income and net fee income)

						
					

					
							
							

						
					

					
							
							Sources: ECB SDW and NBS.

							Note: 1) The data shown for 2018 are for August 2018.
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							Table 1 Share of total households investing in particular investment vehicles
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							(2013)
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							(2013)
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							(2016)

						
					

					
							
							Voluntary pension insurance or whole life insurance

						
							
							30.3%

						
							
							15.5%
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							Investment funds 

						
							
							9.4%

						
							
							2.0%

						
							
							4.0%

						
					

					
							
							Bonds

						
							
							4.6%

						
							
							0.3%

						
							
							0.8%

						
					

					
							
							Source: HFCS.

							Note: Data for Slovakia for 2016 are provisional and may be subject to revision. 

						
					

				
			

			

		

		
			
				
					
				
				
					
							
							Chart 24 NFC credit growth in Slovakia has been stable in 2018, while the EU median has increased 

						
					

					
							
							

						
					

					
							
							Source: NBS and Eurostat.

							Notes: The chart shows NFC credit growth in year-on-year terms. ‘Range – EU’ denotes the range between the first and ninth deciles. ‘Ranking within EU’ denotes Slovakia’s ranking among EU countries in terms of NFC credit growth. 
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							Chart 25 Interest margins in most loan size categories have been gradually falling

						
					

					
							
							

						
					

					
							
							Sources: NBS and credit register.
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							Chart 26 Corporate indebtedness is higher in Slovakia than in surrounding countries (percentages)

						
					

					
							
							

						
					

					
							
							Sources: ECB SDW and EUROSTAT. 

							Note: Indebtedness is calculated as the ratio to GDP of total NFC loans from domestic banks and total securities issued by the corporate sector.
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							Chart 27 NPL ratio and default rate for NFC loans (percentages)

							

						
					

					
							
							

						
					

					
							
							Source: NBS. 

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

						
					

				
			

			

		

		
			[image: 278353.png]
		

		
			
				
					
				
				
					
							
							Chart 28 The post-crisis trend in CRE lending is more in line with economic fundamentals 

						
					

					
							
							

						
					

					
							
							Source: NBS.

							Notes: The chart shows GDP in nominal, quarterly and seasonally adjusted terms. 

							CRE loans – loans provided to firms in the CRE sector, approximated by loans to firms in the sectors of construction of buildings and real estate activities (as defined in the NACE statistical classification of economic activities).
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							Chart 29 The average size of CRE loans has fallen (EUR thousands)

							

							

						
					

					
							
							

						
					

					
							
							Source: NBS.

							Note: The data show the amount of loans, and also the amount of non-performing loans, to firms in the sectors of construction of buildings and real estate activities (NACE 41 and 68).
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							Chart 30 The share of CRE loans in NFC loans and in total loans in Slovakia is approximately at the EU average level (percentages)

						
					

					
							
							

						
					

					
							
							Sources: ECB and consolidated banking data.

							Note: ‘CRE loans’ refers to loans provided by FINREP reporting institutions to firms in the construction of buildings sector and real estate activities sector.
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							Chart 31 Share of domestic sectors in the total exposure to the CRE sector 

							

						
					

					
							
							

						
					

					
							
							Source: NBS.

							Notes: PFMCs – pension fund management companies.

							The data for investment funds cover exposures in the form of loans, bonds, and equity; data for other segments cover exposures in the form of loans and bonds.
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							Chart 32 The largest bond exposure to the Slovak CRE sector is held by households (EUR millions)

						
					

					
							
							

						
					

					
							
							Source: NBS.
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							Chart 33 The liquid asset coverage of deposits has continued falling in 2018 (percentages)

						
					

					
							
							

						
					

					
							
							Source: NBS.

							Note: The chart shows the median for retail banks.
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							Chart 34 The gap between the growth rates for loans and deposits has increased in the past two years (EUR billions)

						
					

					
							
							

						
					

					
							
							Source: NBS.

							Notes: The growth rates are calculated as the three-month moving average of the absolute year-on-year change. 

						
					

				
			

			

		

		
			
				
					
				
				
					
							
							Chart 35 The continuing decline in stable funding sources has been slowed slightly by issues of covered bonds (percentages)

						
					

					
							
							

						
					

					
							
							Source: NBS.
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							Chart 36 Relatively vulnerable position of the Slovak banking sector: less liquid assets and less stable funding sources

						
					

					
							
							

						
					

					
							
							Source: NBS.

							Note: The chart does not include data for all EU countries owing mainly to differences in the availability of data.
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							Chart 37 The share of EPIFP in the aggregate capital of insurers is much higher in Slovakia than in any other EU country (percentages)

						
					

					
							
							

						
					

					
							
							Source: EIOPA.

							Notes: The data are for the year 2017. EPIFP – expected profits included in future premiums.
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							Chart 38 The overall growth in domestic investment funds has included particularly strong growth in demand for real estate funds 

						
					

					
							
							

						
					

					
							
							Source: NBS.

							Note: The left-hand scale shows NAV rescaled (31 December 2010 = 100).
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							Chart 39 The interest margin on the retail loan book has been falling, while the margin on the corporate portfolio has stabilised (percentages) 

						
					

					
							
							

						
					

					
							
							Source: NBS.

							Note: The interest margin is calculated as the difference between the average interest rate on loans and the average interest rate on deposits. 
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							Chart 40 The capacity to cover a potencial credit risk cost increase out of gross income from banking activities is gradually declining (percentages)

						
					

					
							
							

						
					

					
							
							Source: NBS.

							Note: 1) The simulated values for the years 2018 to 2020 assume the continuation of current trends. 
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							Chart 41 The Slovak banking sector has been one of the most profitable in the EU for a long period of time (percentages)

							(ROE)

						
					

					
							
							

						
					

					
							
							Source: ECB.
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							Table 2 Capital and leverage ratios (percentages)

						
					

					
							
							 

						
							
							December

							2016

						
							
							December

							2017

						
							
							June

							2018

						
					

					
							
							Common Equity Tier 1 capital ratio 

						
							
							15.8

						
							
							16.2

						
							
							15.9

						
					

					
							
							Tier 1 capital ratio

						
							
							16.2

						
							
							16.6

						
							
							16.3

						
					

					
							
							Total capital ratio 

						
							
							18.0

						
							
							18.6

						
							
							18.2

						
					

					
							
							Leverage ratio 

						
							
							8.1

						
							
							8.3

						
							
							8.2

						
					

					
							
							Source: NBS.

						
					

				
			

			

		

		
			
				
					
				
				
					
							
							Chart 42 Capital ratios have fallen close to the lower quartile of the EU range

						
					

					
							
							

						
					

					
							
							Sources: NBS and ECB.

							Note: Data are as at March 2018.
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							Chart 43 Total capital ratios have been rising since the crisis but remain below the median for EU countries 

							(Total capital ratio and Cyclogram indicator)

						
					

					
							
							

						
					

					
							
							Source: ECB.

							Notes: 1) Data for 2018 are as at 31 March 2018.

							Data for other EU countries have been available only since 2008.

						
					

				
			

			

		

		
			
				
					
				
				
					
							
							Chart 44 Slovakia reports one of the lowest gaps between the capital requirement for the banking sector and the sector’s total capital ratio (percentages)

						
					

					
							
							

						
					

					
							
							Source: ECB.

							Notes: Data were not available for certain countries (France, Hungary, Bulgaria and Romania). The chart does not show Pillar II capital requirements, set on the basis of the Supervisory Review and Evaluation Process. Data are as at March 2018. 

							1) Data for Italy and Spain are as at December 2017.
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							Chart 45 Increasing benchmark rates for the countercyclical capital buffer, and NBS Bank Board decisions (percentages)

						
					

					
							
							

						
					

					
							
							Source: NBS.

							Note: The NBS Decisions on the setting of the CCyB rate are plotted on the horizontal axis according to the date as at which the data underlying the decision were updated. 

						
					

				
			

			

		

		
			
				
					
					
				
				
					
							
							Table 3 CCyB rates for Slovak exposures

						
					

					
							
							Period of application

						
							
							Rate

						
					

					
							
							1 August 2017 – 31 July 2018

						
							
							0.50%

						
					

					
							
							1 August 2018 – 31 July 2019

						
							
							1.25%

						
					

					
							
							1 August 2019 – 

						
							
							1.50%

						
					

					
							
							Source: NBS.
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							Chart 46 Compared with CCyB rates and credit growth levels in selected other countries, Slovakia’s CCyB rate is not among the most stringent (percentages)

						
					

					
							
							

						
					

					
							
							Sources: ESRB and ECB.
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