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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 function-
ing of the real economy. Narodna banka Slovenska (NBS) contributes to the
stability of the whole financial system in Slovakia, especially through its
role as the financial market supervisory authority.

Narodna banka Slovenska believes that an important aspect of its contri-
bution 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, particular-
ly since financial stability is affected by the behaviour not only of financial
sector institutions and their customers, but also of non-financial corpora-
tions. 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 implemen-
tation of macroprudential policy in Slovakia.

FINANCIAL STABILITY REPORT | NOVEMBER 2019 5
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Overview

Global developments marked by economic cooling and rising risks

The global economic slowdown that began in 2018 continued during 2019.
The International Monetary Fund forecasts that world economic growth
in 2019 will be the lowest since the global financial crisis. The economic
outlook is moreover affected by the escalating trade conflict between the
United States and China, as well as by the threat of the adoption of further
trade barriers against the European Union. There is therefore declining
demand for products of a more durable nature, including motor vehicles,
with the industry sector in particular bearing the brunt of this trend. Euro
area GDP growth has been slowing sharply, and with the deterioration be-
ing most severe in Germany, Slovakia’s principal trading partner, the slow-
down is also weighing on the Slovak economy.

Monetary stimuli have mitigated the risk of an even more pronounced
euro area slowdown, though they entail several additional risks

In response to unsatisfactory outlooks the ECB’s Governing Council deci-
ded in September to further loosen monetary policy, including with a re-
duction of the deposit facility rate. Other central banks acted similarly.
This new wave of stimulus helped restore calm to financial markets and
also in the real economy. Both long-term and short-term interest rates
have fallen significantly, and markets envisage rates remaining at all-
times lows (even negative in many cases) for a long time yet. It is expected
that the current environment of “low-for-long” interest rates will become

further entrenched, with interest rates remaining lower for longer.

This, however, from a financial stability perspective, has several si-
de-effects that represent gradually accumulating risks. Loose monetary
policy is supporting the financing of the real economy. However, for some
segments or regions, this may lead to the risk of excessive borrowing, ris-
ing asset prices and search-for-yield investment in ever riskier assets.
Hence there is an increasing need for a macroprudential policy response
to these developments.

The economic cycle in Slovakia has gradually started to turn

Slovakia’s GDP growth remains higher than the EU average, though
it, too, is decelerating amid the cooling of foreign demand. The coun-
try’s growth, which stood at 2.6% in June 2019, is largely based on domes-
tic consumption. Household consumption has been increasing, supported
by low unemployment and strong wage growth. Despite its deceleration,

FINANCIAL STABILITY REPORT | NOVEMBER 2019 6
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the domestic economy is still operating above potential, which is evident
mainly in the labour market. The unemployment rate has stopped falling
amid the economic slowdown, but so far it is not rising, either. Its further
trend may be adversely affected by developments in Germany. The impact
of economic cooling on the corporate sector is evident in the softening of
sales growth and decreasing profitability.

The low interest rate environment has been a major factor affecting
financial stability in Slovakia

The environment of extremely low interest rates, which has gradually
become a defining feature of the domestic financial market, is giving
rise to several risks to financial stability. Principal among them are ex-
cessive growth in household indebtedness, long-term downward pres-
sure on banks’ profitability and insurance companies, increasing sensi-
tivity to the business cycle, upward pressure on property prices, and the
need for fund managers to invest in riskier or less liquid assets. These
risks are further exacerbated by certain specificities of the Slovak finan-
cial sector which relate mainly to the legislative environment (the bank
levy, the insurance levy and tax, the statutory cap on early repayment
fees for housing loans) and the fierce competition in certain segments
(supported by the high share of new business arranged through finan-
cial brokers, particularly in the insurance sector and in the provision of
housing loans).

Increasing household indebtedness remains one of the most
significant risks to financial stability

The growth rate for total loans to households gradually moderated in late
2018 and the first half of 2019. The slowdown was particularly large in the
case of consumer loans. Its main causes were NBS’s tightening of regula-
tory lending requirements, the stagnation of interest rates, and the incipi-
ent saturation of certain market segments. Slovakia’s growth rate fell from
first to fourth place in the EU. In line with credit market trends, the rate
of increase in household indebtedness also slowed, while nevertheless re-
maining among the highest in the EU.

In response to strong competition from July 2019 and to the further loo-
sening of monetary policy, some banks began substantially cutting inte-
rest rates. The volume of new housing loans has surged, partly due to bor-
rowers taking advantage of lower rates to refinance or top up their existing
loans. In September 2019 the annual growth rate for housing loans stood at
9.5%, a pace still deemed to be excessive. The continuing high loan growth
largely reflects strong demand supported by a long-running uptrend in
borrowing capacity. Thanks to wage growth and falling interest rates, the

FINANCIAL STABILITY REPORT | NOVEMBER 2019 7
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loans that borrowers can afford are one-third higher now than they were
in 2016. This increase is roughly consistent with the increase in flat prices
over the same period.

The measures taken by NBS to date have greatly contributed to reducing
banks’ exposure to losses on new loans in the event of a deterioration in
economic conditions. Even so, there remain certain segments of the mar-
ket that show signs of greater riskiness. It is therefore necessary, also given
the recent drop in interest rates, to consider the need for a further tight-
ening of regulatory lending requirements. An international comparison of
adopted limits shows that those in Slovakia are less strict than those in
other countries, particularly in the case of financial buffer requirements.
The riskiest loans are those provided to households with a low financial
buffer. Another important factor behind aloan’sriskinessis the level of the

borrower’s income.

Therising indebtedness of households is a problem that has implications
beyond the financial sector. In bad times, overindebted households may
have difficulty in servicing their loans or may have to rein in their con-
sumption, thereby undermining the recovery of economic growth. The
consequences of rising household indebtedness therefore need to be ad-
dressed in broader terms, which include their socio-economic effects.

An excess of demand over supply continues to push up property
prices

Residential property prices have increased, year on year, by 10%, and by
slightly less in the case of new properties. Due to high demand property
price growth has been outpacing wage growth for five years. This gap has
been partly offset by falling interest rates; nevertheless, housing afforda-
bility has decreased. Moreover, prices continued to rise faster than eco-

nomic fundamentals.

The economic slowdown has weighed on corporate loan growth
and on sales growth

The economic slowdown has had its most noticeable impact on in-
vestment loans, as firms’ diminishing interest in investment activity has
reduced their need to finance such activity. While the non-financial corpo-
rate debt-to-GDP ratio is low in international comparison, the greatest risk
of a structural nature is the debt-to-equity ratio, which is among the high-
est in the EU. At the same time, the downtrend in default rates has come
to halt, though they remain at historically low levels. It is mainly among
smaller loans that more defaults are occurring.

FINANCIAL STABILITY REPORT | NOVEMBER 2019 8
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The low interest rate environment is putting the business model
of domestic banks under even more pressure

In the area of housing loans in particular, fierce competition has brought
interest rates down to a level that increasingly raises doubts about the
sustainability of this segment’s profitability, i.e. about the capacity of in-
terest to cover any increase in losses on non-performing loans (NPLs) in
the event of a crisis. Interest margin compression has been so severe that
in some months in 2019 interest margins in Slovakia were the lowest in the

€uro area.

Banking sector stability and the flow of credit may be affected by a pro-
posed increase in the special bank levy and in particular by the proposal
to prolong it. With their profit-generating capacity reduced, banks will
have less scope to increase their capital and may therefore find them-
selves less resilient in bad times. Given its size, the levy will significantly
reduce the attractiveness of domestic banks to foreign investors (the in-
creased rate would have cost banks 40% of their aggregate profit in 2018).
This may lead to a decline in investment in the banking sector, thereby
having a negative impact on lending to the domestic economy (to the cor-
porate sector in particular), as well as on the quality of customer services.
We therefore consider it important that the proposed increase in the levy
should be temporary, applied only in 2020. If it is retained for longer, we
can expect the banking sector to experience structural changes of a more
substantial nature.

Due to ongoing interest margin compression, banks are no longer
maintaining stable profitability

The banking sector’s aggregate return on equity (ROE) for the first nine
months of 2019 fell from 9.3% year on year, to 8.0%. The drop was caused
mainly by the downward impact of interest margin compression on in-
come from the retail! sector. Compared with other banking union coun-
tries, the sector’'s ROE remains above average, but compared with other
central and eastern European (CEE) countries, it is the second lowest. Until
2016 the banking sector in Slovakia was among the most profitable in the
CEE region. In the longer term, domestic banks may become less attractive
from the perspective of their parent groups, whose investment in these
banks may consequently decline.

1 For the purposes of this report, the retail sector of the credit market is defined as consis-
ting of households, sole traders and non-profit institutions serving households.

FINANCIAL STABILITY REPORT | NOVEMBER 2019 9
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On the other hand, the banking sector’s resilience has been strengthe-
ned by its increasing capital adequacy; the aggregate total capital ratio of
domestic banks increased from 18.2% to 18.4% over the first half of 2019,
mainly due to their higher retention of earnings. With risks continuing to
mount, this is a positive development. Domestic banks’ improving resil-
ienceis also supported by other significant features of the sector, not least
that it has one of the highest NPL coverage ratios (including provisions
and collateral) in the whole EU. The funding structure of banks has also
improved during 2019, owing to stronger growth in deposits and to banks’
issuance of covered bonds.

Profitability and capital adequacy are increasingly vulnerable to
any deterioration in the economic situation

The persisting environment of domestic economic overheating to some
extent results in banks’ profit and capital adequacy being cyclically ove-
restimated. Were the credit risk cost ratio to return to its 2014 level, the
banking sector’s net profit would fall by almost one-third. Furthermore,
if the long-term average probability of default for housing loans also took
into account the absence of a period of significant losses in this sector (the
crisis years of 2008-09 did not cause domestic banks major losses on their
retail business, mainly because the amount of their lending to households
was low), banks’ capital adequacy would be estimated to fall by between
1.5 and 2 percentage points. At the same time, although their rate of accu-
mulation has eased somewhat, the risks associated with the long-running
increase in maturity mismatch between assets and liabilities could mate-
rialise in the event of a crisis accompanied by declining stability of depos-
its.

The insurance sector is also facing several long-term risks

Given their lower than originally expected returns on assets, insurance
companies are having to top up their reserves at the expense of their pro-
fitability. Non-life insurance business is under pressure from a new tax
which is eroding profits and, in certain segments, also reducing customer
demand and premium growth. This is further exacerbating the long-term
problem of losses on motor insurance. A significant structural risk is that
alarge part of the insurers’ capital comprises the volatile component that
is expected profits included in future premiums (EPIFP), which will not be
ready to absorb any sudden, unexpected losses. Although the EPIFP share
intheinsurance sector’s aggregate capital has fallen slightly, it remains the
highest in the EU.

FINANCIAL STABILITY REPORT | NOVEMBER 2019 10
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As a result of lower returns on assets, third-pillar pension funds?
and investment funds are investing in riskier assets

To earn the same returns as a few years ago, it is now necessary to invest
in substantially riskier assets. Hence there has been a long-term increase
in the exposure of pension funds and investment funds to equity risk and
interest rate risk. At the same time, especially among several investment
funds and among third-pillar pension funds, an increasing share of port-
folio investments comprise lower-rated or unrated assets.

Across investment funds there is also an uptrend in investments in less
liquid assets, such as assets related to the financing of property or finan-
cial instruments not traded on an exchange. The main risk is the extent
to which such assets can be realised in the event that funds face a sudden
wave of redemptions. At present, this risk is mitigated by regulatory min-
imum requirements for the amount of liquid asset holdings, which funds
are comfortably meeting, as well as by requirements for the regular stress
testing of funds’ liquidity.

2 The third pillar of the Slovak pension system —the supplementary pension scheme - is a vol-
untary defined-contribution scheme operated by supplementary pension management
companies (SPMCs). The second pillar - the old-age pension scheme - is a largely compul-
sory defined-contribution scheme operated by pension fund management companies (PF-
MCs).

FINANCIAL STABILITY REPORT | NOVEMBER 2019 11
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1 Macroeconomic environment
and financial markets

1.1 Heightened risks from the external environment

Global economic activity growth has slowed to a multi-year low,
and the risks of adverse developments becoming more severe
have increased.

Global economic outlooks in the recent period have been accompanied by
increasing risks. A catalyst of this negative trend has been the persisting
uncertainty caused by a complexity of geopolitical developments, above
all the escalating trade conflict between the world’s two largest economies
- the United States and China. Financial markets have experienced several
episodes of elevated nervousness interspersed with periods of asset price
growth and risk premium compression. Amid monetary policy loosening
and expectations of further loosening, market interest rates have fallen to
all-time lows, often moving into negative territory. The new wave of central
bank stimuli has helped anchor sentiment in both financial markets and in
thereal economy, and it seems to have prevented the current economic cool-
ing from turning into a more serious crisis. From the longer-term perspec-
tive however, the stimuli are creating conditions in which imbalances will
continue to build up and thus represent an increasing risk to financial sta-
bility. There is increasing discussion of the central role that macropruden-
tial policy instruments should play in ensuring financial sector resilience
amid the continuing provision of stimuli needed for the real economy.

Chart 1
Increasing uncertainty arising from geopolitical developments
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After moderating significantly in the second half of 2018, global economic
activity has remained subdued during 2019. Global GDP growth in 2019 is
projected to be three per cent,® which is 0.6 percentage point lower than
its level in 2018 and the worst result since the global financial crisis. The
decline in output has been most pronounced in the industry sector, hard
hit by reduced demand for investment-related goods. Indeed, firms’ cau-
tiousness in the area of capital expenditure has been the most apparent
result of the uncertainty generated by rising trade barriers as well as by
other geopolitical risks. Indices of geopolitical threats and uncertainty in
trade policy have climbed to multi-year and all-time highs. This situation
has also been reflected in global trade, which in volume terms was only 1%
higher in the first half of 2019 than in the same period a year earlier. The
IMF envisages a slight economic recovery in 2020, driven mainly by emerg-
ing market economies. Given, however, the extent of prevailing risks, the
fulfilment of this forecast is far from certain. Much will depend on wheth-
er the structural slowdown of the Chinese economy remains very gradual,
or morphs into a sharper decline, eventually accompanied by a crisis in
China’s extensive domestic financial system. As for advanced countries,
their growth levels are expected to remain relatively low, even under an

optimistic scenario in which there are no new shocks.

Chart 2
Economic growth across the world, and especially in the euro area, is being
pushed down by industry; the resilience of the services sector has so far

remained generally high
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3 Forecast in the IMF World Economic Outlook. October 2019.
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The softening of external demand has weighed on euro area economic
growth. After euro area GDP increased by 1.9% in 2018, the European Cen-
tral Bank (ECB) projects it to grow by just 1.1% in 2019 and to pick up only
very slightly in the next two years. A dearth of foreign sales is hurting
mainly industrial production, which since the end of 2018 has been falling
continuously in year-on-year terms. Furthermore, the downtrend of soft
indicators for the industry sector does not suggest that the situation will
improve in the foreseeable future. Domestic demand and the services sec-
tor have so far been holding up quite well, although there are signs that
this key part of the economy may be headed for a more severe slowdown.

For most of the post-crisis period, Germany was the main engine of the
euro area economy, but currently it is the main cause of the economy’s de-
celeration. German industrial output has in recent months been 5% lower
than ayear earlier. Even worse news for Slovakia is that Germany’s produc-
tion of cars and auto parts has fallen by around one-tenth year on year.
Largely owing to these trends, the German economy as a whole has for sev-
eral quarters been teetering on the verge of a technical recession.

The euro area stands on the threshold of a further loosening of monetary
policy. In response to unfavourable economic and inflation outlooks, the
ECB decided in September 2019 to introduce a new wave of monetary stim-
ulus. The approved packages of measures comprise several elements. The
ECB took the interest rate on the deposit facility even further into nega-
tive territory, reducing it by 10 basis points, to -0.5%. It was also announced
that the ECB would be restarting its quantitative easing programme as
from 1 November - expanding its balance sheet with bond purchases at
a monthly pace of €20 billion. Another measure was to reduce the inter-
est rate in the latest series of targeted longer-term refinancing operations
(TLTROIII) and to extend the maturity of the operations from two to three
years. The ECB also unveiled a completely new instrument in September:
a tiered interest rate on funds held by commercial banks with the ECB.
Banks’ reserve holdings in excess of minimum reserve requirements that
are up to six times higher than the minimum reserve requirements will be
exempt from the negative deposit facility rate.

The monetary policy cycle has clearly taken an easing turn, with
market interest rates responding by falling to historically low
levels

Low-for-long interest rates will very likely be a defining feature of the
global economy for some time to come. The ECB is far from being the
only central bank to have changed the course of its monetary policy in
2019. In the United States, the Federal Reserve has reversed course even
more sharply, cutting its key interest rate by 25 basis points in both July
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and September. On the whole, a trend of monetary policy accommodation
has been prevailing in countries that together account for the majority of
global GDP. Furthermore, expectations derived from market prices are that
base rates, especially in advanced economies, will continue on their newly
established downtrend. In several cases, these interest rates are now at un-
precedentedly low levels, and even negative levels in the euro area, Japan,
Switzerland, and northern European countries. No less important than
the actual size of the expected lower amplitude of the interest rate cycle is
the information contained in forward curves: that the era of low interest
rate is expected to continue for much longer than had even until quite re-
cently been expected. In the euro area, the short-term EURIBOR implied by
futures pricesis expected to remain negative until 2025.

Chart 3

According to market expectations, short-term interest rates in the euro area
will remain negative until the middle of the next decade
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Note: The chart shows the expected path of the three-month EURIBOR derived from futures
prices.

The assumed path of the monetary policy stance and of the economic si-
tuation has also put downward pressure on interest rates on longer-term
maturities. Bond yields to maturity have fallen across the spectrum of ma-
turities. The most marked declines have been inrates on longer maturities,
tothe point that risk-free yield curves, or parts thereof, have even inverted.
Within a short period of time, approximately since the last quarter of 2018,
the global volume of debt securities traded at a negative yield has almost
trebled. When this phenomenon was at its peak, in August 2019, the total
amount of such securities stood at USD 17 trillion, almost one-third of the
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total volume of bonds in the world, but by the end of October that amount
had fallen by around USD 3 trillion. Among euro-denominated securities,
the share traded at a negative yield exceeded 40%. For some time, the entire
yield curve of German government bonds, including the 30-year maturi-
ty, was below zero. It is worth noting that the shorter-maturities of Italian
government debt have also been trading at a negative yield. In terms of ab-
solute volumes, government bonds constitute the bulk of negative-yield-
ing bonds; nevertheless, corporate bonds account for a not inconsiderable
amount, and in Denmark there are now also negative rate mortgages. An
even broader testament of the extent to which low interest rates have be-
come the norm across the world in recent years is the fact that only 10% of
all bonds currently offer yields of more than three per cent. The decline
in yields to maturity over a period of less than a year has been a function
not only of lower expectations for future interest rates, but also of further
compression of already extremely low time risk premia. This, however, is
increasing the propensity for a sudden drop in prices of bonds and other
assets if there is a shift in financial market sentiment accompanied by an
increase in risk aversion.

Chart 4
The volume of bonds trading at a negative yield has increased to a record level
(EUR trillions)
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The continuance of interest rates at low, often historically low, levels is
one of the main sources of risk to financial stability. This is because such
conditions create in both the real economy and financial markets incen-
tives that lead to a build-up of imbalances and increasing vulnerabilities.
At times of economic stress, these factors amplify and accelerate adverse
trends and compound the crisis situation. The ECB is aware of the nega-

FINANCIAL STABILITY REPORT | NOVEMBER 2019 | CHAPTER 1 16



8

NARODNA
BANKA
SLOVENSKA

EUROSYSTEM

tive side effects of accommodative monetary policy. In September its then
President, Mario Draghi, explicitly highlighted the need for close monitor-
ing of such risks.* Inits analyses, too, the IMF has placed great emphasis on
the impact of low interest rates on financial stability.

The low cost of money is also resulting in excessive leverage in certain
segments of the corporate sector. As a ratio of GDP, the debt of non-finan-
cial corporations (NFCs) has increased in several major economies in re-
cent years. The global issuance of corporate debt even reached a histori-
cal high in September 2019. Nevertheless, such microeconomic indicators
as firms’ leverage ratios and interest expense coverage have, on average,
largely improved. Risk, however, is concentrated among firms at the low-
er end of the creditworthiness spectrum, where both these parameters
have deteriorated. A serious risk inherent in the current credit cycle, es-
pecially in the United States, is that the historically quite large proportion
of funds obtained through debt financing are being allocated to financial
transactions (dividend payments and share buy-backs) aimed at achieving
a short-term improvement in returns for shareholders, and not to produc-
tive investment. The heightened riskiness posed by NFC sector leverage
has also been shown by stress testing carried out by the IMF. According to
the test results, a GDP shock half as large as that recorded during the glob-
al financial crisis would result in the share of firms in debt distress being
similar to, or even higher than, that observed ten years ago.

Price growth of certain asset classes has been closely related to inflows
of cheap funds. This concerns not just the above-mentioned debt securi-
ties; there has been significant growth in prices of awide range of financial
and non-financial assets. In some cases, models indicate that assets are
overvalued vis-a-vis their theoretical fundamental value. Looking at stock
markets, signs of deviation from equilibrium prices are present in US, Jap-
anese, and, to a lesser extent, euro area equities. Rapidly rising property
prices in the euro area are likewise raising suspicions of a housing bubble.

Prolonged low interest rates are driving investors’ search for yield. In an
environment of low market returns, institutional investors in particular
are under pressure to purchase ever riskier assets, so as to meet their guar-
anteed return commitments. The portfolios of investment funds, pension
funds, and insurers have had elevated risk parameters for a long time, and
this trend has become still more pronounced in recent months. These en-
tities are trying to achieve higher returns, whether by increasing portfolio
durations, purchasing lower-rated assets, or investing in illiquid assets.

4 https://www.ecb.europa.eu/press/pressconf/2019/html/ecb.is190912~658eb51d68.
en.html

FINANCIAL STABILITY REPORT | NOVEMBER 2019 | CHAPTER 1 17


https://www.ecb.europa.eu/press/pressconf/2019/html/ecb.is190912~658eb51d68.en.html
https://www.ecb.europa.eu/press/pressconf/2019/html/ecb.is190912~658eb51d68.en.html

8

NARODNA
BANKA
SLOVENSKA

EUROSYSTEM

Such activity, however, is increasing the riskiness of their balance sheets
in several dimensions - in terms of interest-rate risk, credit risk, and li-
quidity risk.

The euro area banking sector continues to be marked by low profitability.
Banks are struggling with many structural problems - weak operational
efficiency and the previous crisis’s legacy of elevated non-performing loan
(NPL) ratios. The relatively unfavourable outlooks for the state of Europe-
an banks have this year been reflected in banks’ share prices, which have
performed far worse than the region’s general equity indices.

Chart 5

The risk-free yield curve has flattened and has shifted further into negative
territory
(percentages)
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Source: Bloomberg.
Note: The chart shows the yield curve of German government bonds.

Besides the mechanisms described above, there may be further side
effects from low interest rates and non-standard monetary operations.
One particular topic of increasing discussion is the role that quantita-
tive easing is playing in exacerbating income and wealth inequalities by
increasing the prices of assets concentrated within the wealthiest strata
of the population. Another potential unintended consequence of low in-
terest rates could be that households will set aside more of their assets to
provide for their retirement, i.e. to compensate for the weak performance
of pension funds. On the other hand, in regard to the development of the
economy’s long-term potential, it is not efficient to have low interest rates
helping non-viable firms survive and therefore impeding the process
known as creative destruction.
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Geopolitical risks posed by the wave of protectionism and other
issues represent a significant threat to the world's economic and
financial stability

The trade conflict between the United States and China has continued
to escalate. The arrival of 2019 was accompanied by expectations for an
easing of the countries’ dispute. However, their negotiations in spring
eventually broke down and brought precisely the opposite result: a further
significant escalation of the conflict. There was an intensification of rhet-
oric from both sides and a series of tit-for-tat protectionist measures (or
announcements of such). These primarily consisted of increasing import
tariffs or extending their application to a broader group of imports. If all
the measures announced were implemented, almost all the goods traded
between the two countries would be subject to increased tariffs. According
to OECD calculations, the bilateral trade restrictions between the United
States and China could over the next two to three years reduce global eco-
nomic growth by around 0.6%. The recent chillin relations between the two
countries has also had further repercussions: for example, the US decision
to label China as a currency manipulator, or the measures to reduce coop-
eration in the technical area. Although recent weeks have brought some
easing of tensions and commitments to re-enter constructive talks, the
previous experience shows that optimism may be premature. Measures to
protect US domestic producers from foreign competition are not, however,
directed only at China. The US Administration has also been considering
imposing tariffs on imports of cars and auto parts, including ones from Eu-
rope. The trade war’s indirect impact is already non-negligible, but such
amove would have a direct impact on one of the most important sectors of
the European economy. Germany would be hardest hit, as the impact of US
auto tariffs on its car industry exports would represent 0.8% of GDP.

A significantly adverse geopolitical factor, for Europe in particular, has
been the still unresolved withdrawal of the United Kingdom from the
European Union. Despite dealing intensively with the issue, the UK Par-
liament did not approve the EU withdrawal legislation by 31 October, the
extended deadline for Brexit. In these circumstances, the UK Government
had toaskthe EU for a second extension to the Brexit deadline, which, after
agreement between the sides, is now set for the end of January 2020. The
result of these developments is that the uncertainty surrounding Brexit
will continue for the immediate months ahead. At the same time, the most
serious risk from an economic perspective - the possibility of the UK exit-
ing the EU at the end of October without a deal - did not materialise. Even
so, the risk of a no-deal Brexit has not disappeared, but remains a possibil-
ity at a later date. In general, the implications of a no-deal scenario for eco-
nomic conditions and financial stability in the rest of Europe would repre-
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sent a manageable shock. Quantitative estimates of its impact on the euro
area typically show that euro area GDP growth over a three-year period
would be around half of a percentage point lower under a no-deal scenario
than under the baseline scenario. For this calculation, however, any hard
Brexit is treated as an isolated event. In fact, the greatest danger under that
scenario lies in its potential to amplify some of the many other risk factors
described above. Such combination of stress factors could cause serious
harm to the currently weakened European economy.

Other significant sources of geopolitical tensions in the recent period have
been the Middle East and Argentina. The increasing instability in the Mid-
dle East is closely related to oil prices, as was shown, for example, by the re-
cent attack on oil facilities in Saudi Arabia. The disruption to a major part of
the country’s oil-processing capacity caused a sharp rise in global oil prices,
though the increase was short term. Given the many other trouble spots in
the region - including Iran and Syria - the possibility of a similar situation
occurring cannot be ruled out. Any supply shock in the form of increasing
prices of oil and related commodities would represent a serious threat to
the global economy in its current weakened condition. A shift in Argenti-
na’s political climate raised fears in financial markets of the collapse of the
IMF’s largest ever country support programme. Were that to occur, investor
nervousness and the associated volatility of financial assets could spill over
to other emerging market economies and trigger capital flight from them.

1.2 The Slovak economy is decelerating

The cooling of global demand has also affected the Slovak economy,
whose growth is now largely reliant on domestic consumption

Like most EU countries, Slovakia saw its economic growth reach a peakin
the first half of 2019 and then moderate considerably. The cooling of glo-
bal demand has gradually ended the phase of economic expansion that in
recent years was present in the majority of European countries.

The Slovak economy grew, year on year, by 1.8%° in the third quarter of
2019, so returning to a pace previously seen in the second half of 2016. Al-
though Slovakia’s GDP growth over the last four quarters was higher than
the EU average,® it was not unusual in that respect: there were nine EU
countries whose growth outpaced Slovakia’s. The gradual turning of the
business cycle’ that economic sentiment indicators in Slovakia had been

5 Flash estimate for GDP (seasonally adjusted) in the third quarter of 2019 (source: SO SR).

6 For EU countries, average annual GDP growth in the first half of 2019 was 1.6%, and for euro
area countries it was 1.3%.

7 Represented by a gradual slowdown in economic growth and a closing of the positive output

gap.

FINANCIAL STABILITY REPORT | NOVEMBER 2019 | CHAPTER 1 20



NARODNA
BANKA
SLOVENSKA

EUROSYSTEM

presaging for around one year thus became a reality. The main factor be-
hind the slowdown in Slovakia was net exports, which in the second quar-
ter of 2019 made a negative contribution to GDP growth. The softening of
global demand due to mounting uncertainty in world trade, the impact
of protectionist measures, and the problems surrounding Brexit weighed
on the economies on which Slovak exports are most dependent (Germa-
ny in particular). Uncertainty about the future situation and a deteriora-
tion in economic sentiment have been reflected in investment demand,
which also had a negative impact on GDP growth in the second quarter
of 2019. Domestic consumption remained a stable component of Slova-
kia’s economic growth in the first half of 2019. Amid a still favourable la-
bour market situation and strong average wage growth, Slovakia’s house-
hold consumption continued to increase. Nevertheless, its contribution to
GDP growth was not so high as in previous years, which in the context of
agradually increasing saving ratio may indicate increasing caution among
households in regard to their expenditure decisions. Public sector con-
sumption expenditure also contributed positively to GDP growth, mainly
viaincreases in employee compensation in the public sector and in health-
care expenditure. Another GDP component that had a positive impact on
economic growth in the first half of 2019, especially in the second quarter,
was changes in inventories.

Chart 6

Year-on-year growth in Slovakia's GDP at constant prices (adjusted for seasonal
effects) and contributions of components of that GDP growth
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The Slovak economy continues to operate above potential. Whileits growth
is expected to moderate in coming quarters, the economy is still expected
to grow. The extent of economic overheating is expected to ease gradually;
nevertheless, economic outcome is projected to remain slightly above po-
tential through 2020. Macroeconomic developments should therefore con-
tinue stimulating loan demand, but to alesser extent than they were doing
in previous years. At the same time, the build-up of financial market risks
related to cyclical developments is expected to diminish.

The labour market is still overheating, though the job-filling rate is
slowing

The slowdown in economic growth has not as yet had any significant im-
pact on the labour market. The number of people in employment increa-
sed slightly in the first half of 2019, to 2.45 million, but the unemployment
rate has already stopped falling and has stabilised at 5.8%.8

The number of people finding work in Slovakia was around 35,000 higher
in June 2019 than in the same period of the previous year.® At the same
time, however, there was a drop in the number of newly recruited foreign
workers. Even in late 2018, one-half of the people who were filling job
vacancies were foreign, but in the first half of 2019 that share fell to just
one-quarter. The most significant increases in job vacancies were in the
services and construction sectors, which between them accounted for al-
most two-thirds of the vacancies created within the last four quarters. The
slowdown in economic growth has not yet been reflected in an easing of
labour market tightness. Although the market’s overheating is no longer
increasing, it remains elevated. This situation therefore represents a cycli-
calrisk to the financial sector. Among the job vacancies created during the
period of overheating, some are not expected to be sustainable in the long
term. When the business cycle turns, a number of jobs will be made redun-
dant and this will have an impact on people’s debt servicing capacity.

8 Calculated using the Labour Force Survey methodology (source: SO SR).
9 Year-on-year increase in the number of people in employment in June.
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Chart7
The extent of labour market overheating remains substantial
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Notes: The extent of labour market overheating is defined as the difference between the non-
accelerating inflation rate of unemployment (NAIRU), i.e. the unemployment rate that does not cause
inflation to increase, and the current unemployment rate (according to the Labour Force Survey).
Positive values denote overheating of the labour market, and negative values denote cooling, with
the unemployment rate being higher than structural unemployment (NAIRU).

The high tightness in the labour market has been reflected in the aver-
age wage, whose growth remained elevated in the first half of 2019, albeit
slightly lower than in the same period of 2018. Its growth rate of 6.1% was
more than three percentage points higher than the average annual infla-
tion rate for the same period. The increase in real wages has been stimu-
lating household consumption, although a certain degree of caution has
recently started to appear in this area. Going forward, in the context of the
economic activity slowdown, the overheating of the labour market can
be expected to moderate gradually in terms of both employment growth
and wage growth. The deterioration in global demand, particularly in Ger-
many, is putting downward pressure on production in Slovakia and will
consequently be reflected in the domestic labour market. The unemploy-
ment rate has apparently already reached its local minimum and is rather
expected to increase in the period ahead. The labour market is projected
to remain in a state of overheating in coming quarters, though with the
overheating becoming gradually less pronounced. In other words, the la-
bour market situation will continue to support the build-up of risks to the

financial sector which are cyclical in nature.
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Slowdown in corporate sales

The economic cooling has also begun to affect corporate sales. The annual
growth rate for NFC sales was 3.6% in the first half of 2019, lower than the
rate for the same period in 2019. NFC sales growth slowed in all the major
sectors apart from services, where it has remained in double digits in year-
on-year terms. The gradual deterioration in corporate sector expectations,
reflected in business sentiment falling to below its summer 2018 level, has
begun having an impact on corporate sales. At the same time, firms’ finan-
cial results have deteriorated, with firms in the industry sector recording
the largest drop in profitability.

Chart 8

Economic sentiment in most of the major sectors has deteriorated since
mid-2018
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The corporate sector’s worsening expectations are also weighing on loan
demand. Growth in total loans to the NFC sector has for the past few quar-
ters been lower than the growth in the sector’s fundamentals.®

Annual goods and services inflation accelerated further in the first half
of 2019, reaching 2.6% in June and being driven mainly by supply-side fac-
tors. Energy prices were the main cost factor pushing up inflation, as they
increased by 4.7% year on year. Food prices, too, increased sharply, and ser-

10 Nominal GDP growth and corporate sales growth.
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vices inflation was also above 2%. Non-energy inflation was slightly higher
than the ECB’s long-term inflation target. With interest rates continuing
to decline in an environment of accelerating inflation, it remains the case
that many new loans are being provided at a nominal interest rate below
the inflation rate.

Risks to economic growth tilt to the downside

The downside risks to economic growth have become more pronounced
in the recent period. These risks, cyclical in nature, relate mainly to the
possibility of the global economic slowdown being more severe than ex-
pected, with the consequent cooling of global demand likely to have an ad-
verse impact on the Slovak economy. Hence there is a risk that domestic
economic growth will decelerate sooner, and possibly more sharply, than
expected. A particularly crucial factor in this regard will be the econom-
ic situation in Germany, which imports more than 20% of total Slovak ex-
ports (a share that accounts for more than 22% of Slovak GDP). Sentiment
in Germany started to deteriorate significantly back in 2018, and the down-
trends there are not yet showing signs of reversing. Representing anoth-
er structural risk in the medium term are impending changes in the car
industry related to the gradual transition to electric car manufacture and
the uncertainty about how these changes will affect production capacity
in Slovakia.

Chart 9
The Economic Sentiment Index (ESI) for Germany and the ESI for Slovakia show
highly correlated trends

(index)
130 7
120
110
100
90
80
70
60TTTTTTTTTTTTTTTTTTTTTTTTTTTTTTTTTTTTTTTTTTTT
MWD OOVOONNNOOOOTTTOOO - —ANANANMOOMOM<E<FTNLNLLNONDNOMNNN 0 00 00000
OO0O000000O0O0O0O0O0OOO ™ r— r— F F F = r ™ r— I I~ r— r— r— '~ I~ I~ — r— r— I~ I~ ™~ — — — — — —
lefeReRoR=R=Xokok=R=leX=l=X=oR=k=keReleleloloNo oo ooNololofoloJoloNoloNo oo oloRoloNo o]
NANANNNNNNNNANNNNNNNNNNRAANNNQAAANNNNNNNNARNQQQN
CZAacZacaac Pacratagsdlsdcgacgacgacglcgactgacgacga
@ L 0L 0T @ ST 0@ S 0T s& @
ﬂz%%"zﬁi\’zﬁi\‘zﬁ%"z$—~2$—\2mﬂZm—»ZmﬂzﬁﬂZm—azﬁ—»Zmﬁzﬁﬂzm
= Germany = Slovakia

Sources: European Commission and NBS.

FINANCIAL STABILITY REPORT | NOVEMBER 2019 | CHAPTER 1 25



8

NARODNA
BANKA
SLOVENSKA

EUROSYSTEM

2 Financial sector trends
and risks

2.1 The main risk to the household sector is excessive
debt growth

Loan growth has stopped decelerating and remains excessive

After almost a decade as the highest in the EU, Slovakia’s annual growth
in loans to households was down to fourth highest by August, with a his-
torically low rate of 8%. In September, however, the rate was no longer de-
celerating. During the latter part of 2018 and first half of 2019, the growth
rate for total loans to households slowed significantly. This period was
marked by a combination of several factors, in particular by tighter NBS
requirements for credit standards, a plateauing of interest rates (albeit at
existing lows), and signs of gradual saturation of household borrowing ca-
pacity. In the case of consumer loans, an additional factor was high portfo-
lio turnover: a quick process of borrowing and loan and repayment. In oth-
er words, even a relatively modest drop in new loan business had a major

downward impact on consumer loan growth.

Chart 10
Growth in loans to households has slowed in 2019
Total household loans growth (annual percentage changes; EUR billions)
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But since July 2019, despite its general moderating trend, annual loan
growth has been showing increasing signs of upward inclinations. In
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the context of the ECB’s return to monetary policy easing and given the
prolonged period of low interest rates, banks’ pricing policies have been
undergoing relatively significant changes. Under strong competitive pres-
sure, the average interest rate on housing loans fell over the period July-
August from 1.5% to 1.3%, even though only a small number of banks adjust-
ed their interest rates during this period. The adjustments immediately
resulted in an increase in business not only for the banks concerned, but
also across the market as a whole. There were increases both in net new
loans and in refinancing loans. The largest increase was in the category
of refinancing loans that involve a significant increase in the outstanding
amount, as their share of new loan business increased in the third quar-
ter to its highest level in two years (30%, which is five percentage points
higher than average). In September 2019 the amount of new housing loans,
including refinancing loans, was higher than in any previous month, other
than in periods marked by legislative changes (Chart 11). As a result, the
annual growth rate in housing loans stopped decelerating in August, when
it stood at 9.5%, and it did not moderate in September.

Chart 11
The amount of new housing loans was increasing, particularly in the summer

months
Amount of new housing loans, including refinancing loans (EUR billions)
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Annual growth in consumer loans has also stopped decelerating. The rate
continued its downtrend into August, when it eased to 1.2%, almost nine per-
centage points below its level of mid-2018. In September, however, consum-
er loan growth remained unchanged at 1.2%. In contrast to housing loans,
where the end of the slowing trend was caused by an actual increase in the
amount of the loans, the end of the slowdown in consumer loan growth was
almost entirely related to the mathematical properties of the formula. Until
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August 2018 the absolute monthly increase in consumer loans was in the
tens of millions, but in September of that year it fell suddenly, to single-dig-
it millions (and in several subsequent months it was even in negative terri-
tory). The base effect of this trend shift was seen a year later (in September
2019), when consumer loan growth stopped decelerating and remained sta-
ble. The causes of the new lower monthly increases in the amount of con-
sumer loans can be found both in the restriction of the borrowing capacity
of the riskiest, least creditworthy, borrowers, as well as in the decline in the
amount of financing supplementary to housing loans.

Chart 12

Consumer loan growth has almost stalled
Absolute month-on-month change in the amount of consumer loans (EUR millions)
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The overall growth rate for loans to households remains excessive. First
of all, it is being supported by the supply strategy. In Slovakia, the bank-
ing sector’s business model is centred on lending and makes little provi-
sion for activity diversification. The same situation is faced by almost all
banks active in retail lending. This is stoking competition between them
and compressing interest margins, which are now among the lowest in the
euro area and even ranked lowest in certain months in 2019. The expec-
tations of parent undertakings for profitability and market share do not,
however, adequately reflect this situation and, with the unit price falling,
are inevitably resulting in upward pressure on lending activity.

On the demand side, the availability of credit has continued to increase,
buoyed by wage growth, a stable and low unemployment rate, and a low
interest rate environment. Owing to the latest loosening of monetary pol-
icy, interest rates have decreased from levels that were already historically
low. This, in conjunction with wage growth, is increasing household’s bor-

FINANCIAL STABILITY REPORT | NOVEMBER 2019 | CHAPTER 2 28



NARODNA
BANKA
SLOVENSKA

EUROSYSTEM

rowing capacity, which isnow, on average, athird higher than it was in 2016
(assuming the continuance of the financial buffer requirement of 20% of
disposable income). This increase is roughly consistent with the increase
in flat prices over the same period.

Chart 13
Income growth and falling interest rates have substantially increased the
availability of loan, and the increase in the available amount of loan has roughly

matched the increase in flat prices
Maximum amount of a housing loan vis-a-vis the flat price index (index: 2006 = 100%)

Maximum loan in 2016 Maximum loan in August 2019 Flat price index in Q3 2019
(2016 =100%)

Source: NBS.

Notes: The maximum housing loan amount in 2016 and 2019 was calculated as the average for four
model household compositions (one adult with no children; two adults with no children; two adults
with one child; two adults with two children). It assumes the highest possible repayment instalment,
coupled with the continuance of the NBS financial buffer requirement of 20%. For 2016, an average
interest rate of 2.0% was used, and for August 2019, one of 1.3%. Wage growth corresponds to
average increase of 16.4% in wages across the whole economy.

Residential property prices have for five years been rising faster
than wages, and housing affordability has continued to decrease

Property prices have maintained their uptrend in 2019, with their annu-
al growth rate fluctuating close to 10%. As in the previous period, property
price growth has been supported by relatively strong demand and limited

supply.

Although average wage growth has been at its highest level in the po-
st-crisis period, the growth in average prices of flats has been even
higher. This gap has existed since 2015. In that year and in 2016, housing
affordability was still being supported by falling interest rates. In other
words, the increase in loan repayments for an average flat were not out-
pacing average wage growth. Interest rates on housing loans continued to
fall sharply after 2016; however, they were no longer restraining growth
in the average loan repayment for a flat, which was increasing due to ris-
ing flat prices.
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The relationship between property price growth and wage growth in Slo-
vakia is similar to that in the EU countries which, in regard to their re-
sidential real estate sector, have been issued a warning or recommenda-
tion by the ESRB." Residential property prices are on a strong uptrend in
most EU countries. The European Systemic Risk Board has therefore been
addressing this issue, and, in regard to systemic risk related to residential
real estate, it has issued recommendations or warnings to 11 EU countries.
The fact that Slovakia was not among them was due to NBS’s proactive
policymaking in this area. The LTV limit in particular has helped mitigate
risks associated with the property market. It remains the case, however,
that the outpacing of wage growth by property prices in Slovakia has been
similar to the median of the corresponding gaps in higher-risk countries
and far higher than the median for CEE countries in the EU.

Chart 14

The ratio of the average residential property price to the average wage has
been increasing in Slovakia to a similar extent as in countries where there is
higher risk in the residential real estate (RRE) market
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Average flat prices in 2019 have continued to rise faster than fundamen-
tals. The financial strength of household demand for housing is deter-
mined mainly by the number of people in employment who do not at pres-
ent have a housing loan, the wages of these people, and interest rates. In

1 https://www.esrb.europa.eu/news/pr/date/2019/html/esrb.pr190923~75f4b1856d.
en.html
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the context of rising wages, falling interest rates, and the increasing num-
ber of people in employment, the theoretical fundamental price is still
rising. Its growth rate, however, is being slowed by increasing household
indebtedness and by the decline in the number of employed people aged
up to 34 years, who are also the most important age cohort for the period
ahead. The path of actual flat prices has, however, been much affected by
the number of flats for sale, which is not part of the calculation.

Chart 15
The average flat price has been rising faster than fundamentals
(EUR/m?)
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Loan growth is also being supported by current borrowers
increasing their outstanding loan amounts

Another factor behind loan growth is the trend among borrowers to signi-
ficantly increase their outstanding loan amounts through refinancing or
top-up loans.”? This trend has been greatly supported by alaw change ena-
bling loans to be refinanced/topped up at any time for a minimal fee. The
outstanding loan amount payable by a borrower may be increased by top-
pingup the existing loan or by having it refinanced with the same or anoth-
er bank. The share of housing loans with a significant increase in the out-

2 Under the NBS’s Housing Loan Decree and Consumer Loan Decree, a significant increase
in the outstanding loan amount means an increase of more than the lower of the following
two amounts: €2,000, or 5% of the outstanding amount of the loan that is to be refinanced
or topped up (or, where more than one loan is to be refinanced into a single loan, the sum of
those loans’ outstanding amounts).
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standing loan amount has been increasing, largely at the expense of loan
refinancings that do not involve a significant increase in the outstanding
loan amount. In the case of consumer loans, by contrast, the share of new
loans has decreased the most.

Refinancing or topping-up takes different forms, which contribute to va-
rying extents to loan growth. In cases of loan refinancing or consolidation
without a significant increase in the outstanding loan amount, there is no
contribution to loan growth. There is some contribution to loan growth from
loan refinancings or top-ups with a significant increase in the outstanding
amount, i.e. where borrowers take advantage of an improvement in their eco-
nomic conditions to increase their debt. The largest increase results from the
consolidation of consumer loans, or in some cases of partly repaid housing
loans, for the purchase of a property. Young borrowers, for example, use this
option to reduce their existing consumer loan repayments when purchasing
their first home. A similar situation arises with borrowers who have already
repaid part of their first housing loan and want financing for a second proper-
ty -whether torent or for their own use. In such cases, the significant increase
in the outstanding loan amount constitutes most of the new housing loan.

Chart 16

Increasing share of loan refinancing with significant top-up
Different types of loan provided to natural persons in the given quarter as a share of the total housing
loans or consumer loans provided in that quarter (percentages)
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Significant increases in outstanding loan amounts are contributing
around 12% to the absolute increase in housing loans and 25% to the abso-
lute increase in consumer loans. Where there is asignificant increase in the
outstanding loan amount when refinancing or topping-up a housing loan,
the increase constitutes, on average, around 40% of the new loan. Around
30% of these borrowers increase their outstanding amount by more than
€25,000 and account for some 75% of the aggregate increase in the outstand-
ing amount of housing loans. A significant proportion of that 30% comprise
borrowers who are consolidating consumer loans in order to take out aloan
for their first residential property. In the case of consumer loans, the in-
crease in the outstanding loan amount is usually lower, because consumer
loans are lower than housing loans and also because it is awidespread prac-
tice to consolidate consumer loans into a housing loan. As many as 70% of
borrowers who significantly increase the outstanding amount of their con-
sumer loan(s) do so by less than €5,000, but they account for only one-third
of the total increase in the outstanding loan amount.

Chart 17

Number and amount of significant increases in the outstanding loan amount
Situation as at 30 June 2019 (thousands of credit agreements; EUR millions)
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The average amount of refinancing or top-up housing loans with a signi-
ficant increase in the outstanding loan amount rose from €60,000 at the
beginning of 2017 to €76,000 at the end of 2018, since when it has fallen
slightly. The first quarter of 2018 saw the average amount of new housing
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loans rise sharply, by almost €14,000 and match the average amount of loan
refinancings without asignificantincreaseinthe outstanding loan amount.
Among consumer loans, the gap between the average amount of loan refi-

nancings or top-ups and the average amount of new loans is greater.

Chart 18

The average amount of refinancing loans exceeds the amount of new loans
Average loan amount by loan type (EUR)
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The growth in borrowing through loan refinancings and top-ups has been
enabled by rising property prices, falling interest rates, and growth in dis-
posableincome. By significantly increasing their outstanding loan amounts
through refinancing/topping-up, borrowers are depleting the financial buff-
er which naturally arises as a loan is being repaid and which ought to be
used mainly in crisis periods. The debt parameters of borrowers who take
this step return to higher levels. This is particularly noticeable in debt-to-
income (DTI) ratios, debt-service-to-income (DSTI) ratios, and loan terms.

Household indebtedness remains among the most significant
risks to financial stability

The rapid growth in household indebtedness may have implications that
gobeyond just the financial sector. In general, high or rapidly rising indebt-
edness results in banks making greater losses during crisis periods. The ex-
perience from the last crisis suggests a connection between the pre-crisis
debt growth and the slump in household consumption during the crisis.
Simply put, the greater the increases in the household-debt-to-GDP ratio

FINANCIAL STABILITY REPORT | NOVEMBER 2019 | CHAPTER 2 34



8

NARODNA
BANKA

SLOVENSKA
EUROSYSTEM

during good times, the steeper the decline in household consumption dur-
ing bad times and thus the lower its contribution to GDP (Chart 19).

Chart 19
The drop in households’ consumption during the crisis may be related to the
increase in their indebtedness in the pre-crisis period

Household indebtedness and household consumption at current prices (annual percentage changes)
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Source: Eurostat.

In this respect, it should be noted that Slovakia was among the countries
that reported a relatively low rise in indebtedness in the pre-crisis period
of 2007-2008, but it also experienced a relatively moderate year-on-year
decline in household consumption in 2009. The situation today is differ-
ent: household indebtedness has for several years been rising faster in
Slovakia than in any other EU country. It may therefore be expected that
the impact of the next turn in the business cycle on Slovak household con-
sumption will be greater than were past turns. Another point to stress is
that the recent increases in indebtedness in Slovakia are far lower than
those observed in distressed sovereigns in 2007-2008. In the past two
years, moreover, amid the tightening of regulatory lending requirements
for the retail sector and the gradual saturation of the credit market, the
absolute increases in household indebtedness have moderated. In other
words, although indebtedness in Slovakia is still increasing at one of the
fastest rates in Europe, the rate has decelerated (Chart 20).

Besides the fact that their indebtedness is still rising rapidly and is the
highest in the CEE region of the EU, Slovak households also have a relati-
vely low amount of financial assets. The ratio to GDP of households’ net fi-
nancial assets, the difference between their savings and outstanding loan
amounts is lower in Slovakia than in any other EU country. In other words,
inthe event of employment loss, Slovak households have less capacity to use
savings to cover loan repayments than do households in other EU countries.

FINANCIAL STABILITY REPORT | NOVEMBER 2019 | CHAPTER 2 35



NARODNA
BANKA

SLOVENSKA
EUROSYSTEM

Chart 20

Although the rate of increase in household indebtedness in Slovakia is
decelerating, it is still the highest in the EU
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Chart 21

Slovak households' low saving ratio carries added risk due to their rising
indebtedness
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The underlying importance of savings to the repayment of loans by parti-
cular Slovak households has been demonstrated inter alia by a simulation
of a deterioration in economic conditions (Box 1). Households with ample
savings are significantly more resilient under the simulated economic
crisis than are those without such savings. Even where the simulation in-
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cludes only savings held by households in the same bank with which they
have their loan, the non-performing loan ratio is halved.

The household loan market is slowly becoming saturated. Strong loan
growth in recent years has led to an increase in the proportion of indebted
people. In the most important age cohorts, more than 70% of people in em-
ployment have a loan. In several of these cohorts, a majority of borrowers
have a debt-service-to-income (DSTI) ratio of more than 50%, meaning they
have very little capacity to take out a further loan.

Chart 22
Individual borrowers as a share of the working population and as a share of the
total population
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Notes: The horizontal axis shows age cohorts. The thicker bars denote share in the total population,
and narrower bars denote share in the working population.

Slovak households’ rising indebtedness is also related to their long-stan-
ding proclivity to own their own homes. The residential owner-occupancy
ratein Slovakia is one of the highestin the EU. In previous reports, NBS has
shown that if the ownership sentiment persists, it could have a significant
upward impact on household indebtedness. The high home ownership
rate in Slovakia also reflects the relatively low availability of other rele-
vant alternatives for housing. In particular, young, lower-income families
do not have many alternatives for housing and their first choice is often to
borrow by taking out a housing loan.

Over-indebted households may have difficulty in servicing their loans du-
ring bad times. Narodna banka Slovenska has a mandate to influence the
credit market, and thus also borrowing, only to the extent that ensures the
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stability of the banking sector as a whole. The increasing indebtedness of
households in Slovakia is, however, a problem for the whole society, one
that could affect economic growth and households’ social position. The
problem of rising household indebtedness therefore needs to be addressed
at several levels.

The measures taken to date by NBS in the area of lending have
worked mainly towards reducing banks’ potential losses in the
event of a crisis. There remains the risk of a more pronounced
increase in non-performing loans

The measures taken to date have helped reduce the losses which, in the
event of a deterioration in economic conditions, would arise on loans
provided after the measures had been fully phased in. Risk mitigation in
this area was analysed in detail in the Special Feature section of NBS’s May
2019 Financial Stability Report. The analysis showed that, as aresult of the
measures, the overall losses on housing loans during a crisis could be up
to 40% lower. The key measure in this regard has been the phasing-in of
a substantial tightening of LTV ratio limits, which has markedly reduced
loss given default. On the other hand, the impact on the potential increase
in the non-performing loan (NPL) ratio during a crisis has been very slight.

Under the simulated adverse scenario, the probability of default on new
loans granted in 2018 and 2019 falls slightly. Loan riskiness in a period of
stress was analysed using the methodology described in Box 1. On this ba-
sis, we estimated the “stressed probability of default”, i.e. the probability of
default on loans in the event of a deterioration in the economic situation
(including a five-percentage-point increase in the unemployment rate). Al-
though the stressed PD on new loans has recently been falling, it still re-
mains elevated on a proportion of new loans. Under the adverse scenario,
the default probabilities for housing loans and consumer loans are 3% and
6.3% respectively, while the NPL ratios for housing loans and consumer
loan increase by 2.6 and 6.7 percentage points respectively.

Methodology for assessing the risk to new loans of a deterioration
in economic conditions

The risk to new loans of a potential deterioration in economic conditions was assessed in terms

of the probability of default and the recovery rate on these loans during a period of stress. The

methodology used was similar to that used in the analysis that appeared in the Special Feature of
the May 2019 Financial Stability Report.

The main assumption is a general increase of five percentage points in the unemployment rate.

For individual borrowers, the probability of employment loss depends on their socio-demograph-
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ic characteristics, in particular their level of education. We assume that the income of borrowers
who do not lose their job falls by up to 10% (depending on the nature of the sector of employment).
The PD on a loan depends on the probability of the borrower or co-borrowers becoming unem-
ployed and on whether the financial assets and remaining income of the borrower or co-borrow-
er(s) (after factoring in temporary unemployment benefit) will be sufficient to cover the loan re-
payments and living expenses (at 1.5 times the minimum subsistence amount for each member
of the borrower’s household) for a period of at least one and a half years. For borrowers whose
income is not sufficient, it is assumed that they will default on consumer loans before housing
loans. If they do so and are still unable to service their housing loans, they will default on those
loans, too. Other adverse-scenario assumptions are that property prices fall by 20%, that the loss
given default (LGD) on consumer loans is 80%, and that the LGD on housing loans is 10% of the
outstanding loan amount plus the positive difference between the LTV ratio and 80%.

From a financial stability perspective, however, it is necessary to redu-
ce the impact of a potential crisis not only on banks’ losses but also on
their aggregate NPL ratio. The reduction of banks’ losses (i.e. credit risk
costs) is important in terms of mitigating the direct effects of a crisis on
the banking sector. From the view of indebted households, however, what
is more important is the impact of the measures on reducing the number
of non-performing loans. Moreover, fewer NPLs means less pressure to
reduce consumption during crisis periods, thereby enabling the economy
to recover more quickly. This subsequently has an indirect impact on the
economy as a whole, including the banking sector.

Since risks related to rising household indebtedness remain present, it is
necessary to analyse the need for further tightening of regulatory lending
requirements. The measures taken to date have been largely focused on re-
ducing the risk to new loans of a deterioration in economic conditions, as
well as on reducing the rate of loan growth to a level consistent with sus-
tainable growth in the household-debt-to-GDP ratio. The measures have
contributed to the gradual attainment of these goals; nevertheless, the
risks in certain loan categories remain elevated. At the same time, there
has been further easing of monetary policy, which, in an environment of
stiff competition, hasled to a further relatively sharp drop in interest rates.
This has accentuated the ongoing build-up of risks from household bor-

rowing.

The risk-mitigation impact of the NBS measures has been seen mainly in
the decrease in the size of losses given default (via LTV ratio limits). Com-
pared with measures adopted in other countries, a key feature of the NBS
measures has been their broad scope; the limits set by NBS cover a com-
prehensive range of lending parameters, including the LTV ratio, financial
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buffer, maximum indebtedness, maximum loan term, and regularity of
repayments. The most substantial tightening over the past five years has
been the tightening of LTV ratio limits. As a result, the loss given default
on new loans has fallen sharply. On the other hand, the measures’ impact
on the actual probability of default has been only slight. Therefore, in the
following analysis, we focus mainly on the limit concerning borrowers’
financial buffer in terms of income after deductions of loan instalments.
This limit is the one most closely related to reducing the probability that
borrowers in financial difficulty will default. First, we look at the current
limit in international comparison, and then we identify groups of borrow-

ers whose risk of defaulting in the event of a crisis is still relatively high.

The debt-service-to-income (DSTI) ratio limit in Slovakia is
relatively loose by international comparison

An international comparison of DSTI ratio limits shows that the limit
applied in Slovakia is relatively loose. The probability of default is affect-
ed mainly by the DSTI ratio limit, which is set at 80 %. A direct comparison
is complicated by the fact that the DSTIratiois calculated in different ways
in different countries. In Slovakia, the DSTI ratio is calculated as the ratio
of the borrower’s total loan repayment obligations (subject to a stressed
interest rate) to the borrower’s income less the minimum subsistence
amount. Unlike in most other countries, the DSTI ratio in Slovakia factors
in an increase in repayments due to an interest rate shock. In other EU
countries (apart from Cyprus), the minimum subsistence amount is not
deducted from the income component of the DSTI ratio. The implementa-
tion of the DSTI ratio in Slovakia is stricter for lower-income groups (rep-
resenting the highest credit risk) and, conversely, looser for higher-income
households. For comparison with limits on a country-by-country basis, we
recalculated the Slovak DSTI ratio as a ratio of repayments to income ac-
cording to a uniform methodology. We then calculated the share of loans
whose recalculated DSTI ratio exceeds the DSTI limits typical in other
countries, usually within a range of between 40% and 50%.

3 In some countries where it is higher (50%), the limit is applied after taking into account
arelatively high interest rate shock on the level of repayments (Lithuania and Estonia).
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Table 1 International comparison of DSTI and DTI limits

DSTI DTI o
Country E i Int ¢ Bll.'\dl'ng
Main limit xemprion Additional limit nteres Main limit | Exemption limit
(percentage of new loans) rate shock
Slovakia 80%* 8 20% v
Cyprus 80%* 65% for FX loans v
o g _
Slovenia 50% . 67% for higher X
income borrowers
20% up to a DSTI of 60%
[)
Portugal >0% 5% without limit** *
Lithuania 50% 5% up to a DSTI 60% yes - 5% v
Estonia 50% 15% (applies jointly to yes - 6% v
all ratios)
Czechia 45% 5%** 9 5% X
o, H -
Poland 40% . 50% for higher: N
income borrowers
45% for first-time
Romania 40% 15%%** homebuyers v
20% for FX loans
Austria 30% to 40% X
30% for higher-
income borrowers;
Hungary 25% looser limits (up to v
60%) if interest rate
fixation is longer
10.5% to 29.5%
Netherlands (faccordmg to yes - 5% v
income and
interest rate)
Ireland 3:5(9ross | 4600 /20% | v
income)
United 4.5 (gross o
Kingdom income) 15% v
Norway Slaross | 000/ 8% v
income)

Source: ESRB.

Notes: * In Slovakia and Cyprus, the DSTI ratio is calculated as the ratio of the borrower’s loan repayment obligation to the
borrower's net income less the minimum subsistence amount, while in other countries it is calculated as the ratio of loan repayment
obligations to net income not reduced by the minimum subsistence amount.

** The exemption is not subject to an upper DSTI limit; nevertheless, the lender must demonstrate that, the application of the
exemption notwithstanding, there is a high probability of the loan being repaid.

If the DSTI limit in Slovakia was set similarly as in other countries, it wo-
uld affect a relatively large proportion of new loans. If the limits applied
in the Czech Republic were applied in Slovakia, around one-quarter of new
loans would fall outside them. If they did meet the limits, the growth rate

% The comparison with Czechia is analysed in more detail mainly because the limits applied
in that country are roughly in the middle of the limits applied in the countries under com-
parison.
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for housing loans would be lower by around 1.3 percentage points. If the
limits used in Poland were applied in Slovakia, the impact could be even
greater.

Chart 23
If DSTI limits applied in certain other countries were applied in Slovakia, they

would affect a proportion of new loans
The share of new bank loans in Slovakia that would exceed DSTI limits applied elsewhere, and
a comparison of that share with exemptions applied in specific countries (percentages)
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Source: NBS.

Notes: The chart shows the DSTI ratios of new housing loans provided in the second quarter of 2019.
The DSTl is calculated as the ratio of loan repayment obligations (subject to a stressed interest rate)
to income, without deducting the minimum subsistence amount from income. The horizontal axis
shows DSTI limits. The vertical axis shows the share of loans that exceed the limit. The diamonds
denote the exemptions permitted in particular countries. The gap between the top of the bars and
the diamonds shows the share of loans in Slovakia that would exceed the limit applied in the given
country after taking the exemption into account.

The main factor determining the risk to loans of a financial crisis is
borrowers’ low financial buffersin terms ofincome after deductions
of loan instalments, particularly among loans to medium-income
and low-income borrowers'™

Risky loans comprise mainly loans for which repayments constitute alar-
ge part of the borrower’s income. This is the case with both housing loans
and consumer loans. As Chart 15 shows, loans with a high DSTI ratio have
a higher probability of default. This is true during the current period of
economic growth, as evidenced by the rising NPL ratio of the banking sec-
tor’s aggregate loan book, as well as during crisis periods, when the esti-
mated PD increases along with the increase in DSTI ratios. The increase in
loan riskiness is most pronounced for loans with DSTI ratios of between
50% and 60%.

5 The methodology used to identify groups of loans most at risk to a deterioration in eco-
nomic conditions was again that described in Box 1.
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Chart 24
Probability of default rises sharply for loans with a high DSTI ratio

(percentages)
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Notes: The default rate is the non-performing loan (NPL) ratio as at 30 June 2019. The stressed
probability of default (PD) denotes the estimated PD of loans in the event of a deterioration in

economic conditions.

Loan riskiness also increases significantly where loans are provided to
lower-income borrowers. Higher-risk loans comprise mainly loans pro-
vided to borrowers whose net income is less than €1,400 per month. The
probability of default on loans in the event of a crisis is far higher for
loans to lower-income borrowers. On the positive side, the amount of new
loans provided to low-income households (with an income of up to €800)
is relatively low. There is greater risk, however, with loans to households
with an income of between €800 and €1,500, since these households are
relatively high risk and, at the same time, receive a large share of total new

loans.

Furthermore, high DSTI ratios are largely associated with borrowers in the
lower-income and middle-income groups. Loans to these households ac-
count for a significantly higher share of loans with higher DSTI ratios.
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Chart 25
The loans that would be most at risk in a crisis are those provided to lower-income

borrowers
(percentages; EUR millions)
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Notes: The chart shows the volume of new housing loans provided in the second quarter of 2019 and
their riskiness. The stressed PD indicates the estimated PD on loans in the event of a deterioration
in economic conditions. The PD is weighted by the amount of loans. The horizontal axis shows net
monthly income ranges for the households to which the housing loans were provided.

Chart 26
Loans to lower-income and middle income households account for

a significantly higher share of loans with higher DSTI ratios
Loans to households with a net monthly income of less than EUR 1,400 as a share of loans within the
given DSTI ranges (percentages)
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Source: NBS.
Note: The chart shows data for new housing loans provided in the second quarter of 2019.
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2.2 The economic slowdown has been reflected in
corporate credit market trends

Growth in loans to non-financial corporations (NFCs) has
moderated in the context of the economic slowdown

The Slovak economy’s recent slowdown has had an impact on the corpo-
rate credit market. After sentiment began deteriorating in the latter part
of 2018, the economy has been cooling in 2019, resulting in declines in for-
eign trade and corporate sales. The situation in the corporate sector has
therefore worsened significantly, causing a gradual decrease in the growth
rate for loans to NFCs.

The year-on-year increase in total loans to domestic NFCs slowed gra-
dually, down to 3.85% in August 2019. In September, however, it jumped
back up to 5.76%. This increase, though, was driven by growth in short-
term loans to industrial firms provided by a relatively small group of
banks. Growth in NFC loans with terms longer than one year continued
to decelerate until the end of the third quarter of 2019. The largest slow-
down was recorded by investment loans, whose growth fell from almost
9% at the start of the year to 2.15%. There was slower growth also in loans
to small and medium-sized enterprises as well as in loans to large enter-
prises, though the latter did record a marked acceleration in September. In
their breakdown by economic sector, lending trends corresponded quite
closely to sales trends. The growth rate for loans to firms in the real estate
sector and selected market services accelerated, and the same sectors saw
a relatively sharp rise in sales. Most other sectors experienced lower loan
growth accompanied by a correction in sales.

Despite improving slightly in 2019, lending to the commercial real estate
(CRE) sector has remained below the corporate portfolio average. Banks’
lending to the CRE sector slowed in the third quarter of 2019, but its aver-
age growth was higher over the first nine months of the year (at 3.5%) than
in the previous year (2.9%). The moderation of loan growth over the past
two years has resulted in a gradual downtrend in the ratio of loans to the
CRE sector to total NFC loans. Even so, the CRE sector still accounts for the
largest share in the corporate loan book. Among smaller banks, this con-
centration is higher.

A correction on the demand side was observed in 2019, with the key factor
behind it being a decline in firms’ need to finance their investment activi-
ty and operations. At the same time, banks have for the past two quarters
been expecting a drop in demand in the period ahead. The situation on the
supply side is less clear, as the slowdown in supply has not yet been reflect-
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ed in significant tightening of credit standards. Nevertheless, banks have
for the past few quarters been presenting expectations about the econom-
ic situation and outlook for sectors or firms, including firms’ creditworthi-
ness, as factors having a negative impact on credit standards.

Chart 27
Slowdown in NFC loan growth in 2019
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The NFC debt-to-equity ratio remains among the highest in the
EU, despite corporate indebtedness falling

Corporate indebtedness in Slovakia was falling during the first half of
2019. The NFC debt-to-GDP ratio fell by 1.6 percentage points, to 52.4% as
at June 2019, which ranked the domestic corporate sector among the least
indebted in the EU and below the median for CEE EU countries. The fall in
indebtedness reflected the impact of both GDP growth and the stagnation
of corporate debt. Despite decelerating, growth in domestic bank lending
to NFCs was virtually the only source of upward pressure on corporate
debt, while firms’ external borrowing remained flat and their issuance of
securities declined year on year.

Despite decreasing, the debt-to-equity ratio in Slovakia is one of the
highest in the EU. The debt-to-equity ratio has also been falling in 2019,
with the amount of corporate debt stagnating and firms’ aggregate equity
increasing. Between the end of 2018 and the end of September, the ratio fell

by four percentage points, to 87.3%, which is still among the highest figures
in the EU.
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Chart 28
The debt-to-equity ratio is one of the highest in the EU
(percentages)
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Source: NBS, and Eurostat.
Note: To make the chart clearer, the debt-to-equity ratio for Malta was adjusted from 149% to 100%,
and the debt-to-GDP ratio for Luxembourg was adjusted from 339% to 250%.

The downtrend in the non-performing loan ratio has slowed
significantly in 2019

The NPL ratio has continued to decrease gradually in 2019. At the same
time, there have been changes in some of the trends that were underpin-
ning the NPL ratio’s decline in previous years. The NPL ratio has contin-
ued decreasing in 2019, and in September it stood at a post- crisis low of
3.41%. Nevertheless,a change hasbeen seen in the factors that were putting
downward pressure on the ratio in previous years. This year’s fall in the
NPL ratio has been caused largely by growth in the NFC loan portfolio and
by relatively substantial loan write-downs/offs and sell-offs. On the other
hand, the decrease in the amount of NPLs, which in previous quarters con-
tributed significantly to the fall in the NPL ratio, has almost come to a halt
in recent months. In year-on-year terms, however, the amount of NPLs has
continued to fall quite sharply owing to a base effect. In some banks, the
amount of NPLs increased in the third quarter of 2019.

The trend shift in the amount of NPLs has had two principal causes. The
first is a decline in the amount of loans reclassified from non-performing
to performing, which in 2019 has fallen to a multi-year low. The second is
that the default rate has stopped falling, although it still remains at histor-
ically low levels. In the last three years, moreover, there has been a widen-
ing gap between the default rate calculated on the basis of the number of
loans and the default rate calculated on the basis of the amount of loans.
There is a higher default rate for smaller loans (up to €10,000) provided
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to small enterprises and that rate has remained largely unchanged since
2013. By contrast, the default rate for large loans has been falling in recent
years with stabilisation in 2019.

2.3 Banks' traditional business model will remain
under pressure

The protracted period of low interest rates will continue to put pressure
on the business model of Slovak banks. Following the ECB’s most recent
bout of monetary policy easing in September 2019, it appears that the pe-
riod of low interest rates will continue at least for the medium term. For
a banking sector that has a traditional business model and a high ratio of
net interest income to total profit, this will mean further downward pres-
sure on income. Although the Slovak banking sector has so far managed
to maintain its profit levels, these have been supported to a large extent
by historically low credit risk costs and banks’ ability to provide relative-
ly large volumes of loans. In the event, in particular, of adverse develop-
ments in the real economy, it may be expected that credit risk costs will
rise and that lending demand and supply will decline, with the banking
sector’s profit falling as a result.

Chart 29
Low credit risk costs and a rising volume of housing loans have helped the
banking sector maintain profit levels
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FINANCIAL STABILITY REPORT | NOVEMBER 2019 | CHAPTER 2 48



NARODNA
BANKA
SLOVENSKA

EUROSYSTEM

Competition in the credit market is expected to remain strong and also to
have an impact on banks’ risk aversion. Interest rates on housing loans re-
main below the levels implied by fundamentals. Towards the end of the third
quarter of 2019, interest rates on new loans began falling again. This situa-
tion is probably reflective of banks’ efforts to expand their loan books, since
scope for rate cuts is being created both by monetary policy decisions and by
the possibility of certain banks issuing covered bonds at a favourable yield.

Chart 30

Interest rates have remained below their fundamental level
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A further drop in interest rates on housing loans could raise questions
about the profitability of the retail portfolio. The average interest rate on
the Slovak banking sector’s aggregate housing loan book is 1.8%. Given such
a level, the constancy of banks’ fee policy, and a continuing positive trend in
credit risk costs, the banking sector’s net return on the retail portfolio in 2019
is estimated to be around €1.1 billion. If the average interest rate on hous-
ing loans falls to 1.0%, the net return is estimated to decrease by as much as
around €280 million (to just over €800 million per year). That return would
cover only around 65% of banks’ operating expenses. Although the operating
expense ratio for the retail portfolio differs between banks, such low cover-
age could, for those banks focused on the household sector and on providing
housing loans, raise questions about the profitability of the retail portfolio.

If banks want to maintain their current levels of interest income from
housing loans, they must substantially increase the volume of this len-
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ding activity. If the average interest rate on the housing loan book fell from
1.8% to 1.0%, the total amount of these loans would have to be increased by
almost €25 billion in order to achieve the current level of interest income.
That would be a substantial increase, given that the aggregate outstanding
amount of housing loans currently stands at less than €30 billion. And al-
though the recently available option of issuing covered bonds at low, even
negative, yields to maturity is helping banks to reduce costs, this situation
will to a large extent continue to depend on developments in market fac-
tors and in the domestic and global economies.

The pressure on banks’ profitability could be eased in the short term if
the bank levy were discontinued. Banks in Slovakia have been paying
what is known as the bank levy since 2012. At present the levy is set at 0.2%
of total liabilities per year and is in force until the end of 2020. The levy is
intended to cover costs related to the resolution of distressed banks and
to protect the stability of the banking sector in Slovakia. The Government
is proposing, however, that the levy be increased to 0.4% from 2020, a rate
that would have a significantly adverse impact on the sector’s profitability.
This impact is analysed in more detail in Box 2.

In 2015, with the bank levy already in force, the Resolution Council was
established as the national resolution authority in Slovakia. The national
resolution authorities and the Brussels-based Single Resolution Board con-
stitute the Single Resolution Mechanism (SRM) of the euro area banking
union. The main objective of these institutions is to prevent crises in the
financial sector and to ensure the effective resolution of any crises that do
arise, with the aim of preserving financial stability. The overall resolution
framework was established in the wake of the global financial crisis in order
to ensure that governments and taxpayers are not left with the costs of finan-
cial system bailouts. For this purpose, Slovak banks are now required to pay
contributions not only to the domestic Deposit Protection Fund, but also to
the SRM’s Resolution Fund. In other words, the banking sector is currently
paying two types of contribution towards potential resolution-related costs.

The aggregate proceeds from the levy for 2018 amounted to more than
€130 million, costing the banking sector almost 17% of its net profit. The
levy, however, represents a heavier burden for smaller and medium-sized
banks. In the case of banks subject to direct supervision by the ECB -
known as “significant institutions” (SIs) - the levy swallowed up 19% of
their overall net profit for 2018, while across other banks - comprising “less
significant institutions” (LSIs) and foreign bank branches - the take was
28%. Another problem with the bank levy is its procyclicality. Because the
levy is calculated on the basis of liabilities, it places a greater burden on
the banking sector during periods of crisis. Had the levy been applied in
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@ NARODNA its current form in the crisis year of 2009, it would have cost the banking

the levy even if they report a loss.

Box 2
Financial stability and banks' customers could be adversely affected if the
bank levy is increased and, more so, if it is retained for the long term

« Ahigher banklevy will significantly reduce the banking sector’s profit.

« Since lower profits will mean banks have less capacity to prepare for a crisis period, they
represent a risk to financial stability and consequently to the real economy.

« The banking sector’s profit would be under pressure even without the bank levy, given the
traditional nature of the sector’s business model.

« Should a high bank levy be applied on a long-term basis, it may dampen investor interest in
the Slovak banking sector.

« Ahigh, long-term bank levy could have negative repercussions on banks’ customers.

Under a draft law amendment recently put forward by the Slovak Government, the bank levy is
toberaised from 0.2% to 0.4%. As the law stands, banks are required to pay alevy of 0.2% of their li-
abilities (less shareholders’ equity), which will be discontinued after 2020; under the draft amend-
ment, the levy will be doubled and also prolonged into subsequent years. This change, however,
will entail risks to the banking sector’s stability and, indirectly, to the domestic economy.

The bank levy cost banks almost 17% of their net profit for 2018. If the proposed doubled rate had
been applied then, the cost would have been more than 33%. Banks’ profits are a key pillar of finan-
cial stability, since it is firstly from their profits that banks will cover losses arising from the risks
they face. Furthermore, Slovak banks also use their profits to increase their capital, which serves
as a buffer against losses resulting from any sizeable economic downturn. This means that an in-
crease in the bank levy will reduce banks’ ability to be prepared for worse economic times. In the
event of a crisis, the levy’s procyclical nature could also cause problems. In other words, because
the levy is charged on the banking sector’s liabilities, its impact will be even more pronounced
during periods of reduced profit-generating capacity. If a levy of 0.4% had been applied in the crisis
year of 2009, the amount payable would have represented 200% of the banking sector’s net profit.

Furthermore, the profit-generating capacity of Slovak banks is decreasing. The ECB’s monetary
policy stance, which is based on developments across the euro area, is currently accommodative,
which means low interest rates and therefore pressure on banking sectors that follow a tradi-
tional business model. The aggregate return on equity (ROE) of the Slovak banking sector has
remained flat in recent years. In 2018 the ROE stood at just over 9%, above the EU median; how-
ever, in most other EU countries, the corresponding ROE has been increasing in recent years and
in some cases has surpassed the ROE in Slovakia. Furthermore, most other CEE EU countries are
ahead of Slovakia on this metric. It may be expected that this situation will worsen even without
an increase in the bank levy, given that the net profit of Slovak banks for the first nine months of
2019 declined year on year.
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2) The bank levy for 2019 is annualised on the basis of data as at September 2019.

If the bank levy is increased and prolonged, investor interest in the Slovak banking sector may
be expected to wane. The banking sector’s still favourable situation in terms of profitability is
reflected also in heightened interbank competition, one result of which is the high availability of
credit for customers. At present, housing loan interest rates are among the lowest in the EU and
are therefore highly beneficial for banks’ customers. In the event of the bank levy being increased
and prolonged, investor interest in the Slovak banking sector may be expected to wane due to de-
clining returns on investment. This could have an impact on competition in the sector and there-
fore also on the availability and prices of bank products. Thus, an increased levy may adversely
affect banks’ customers themselves. Should banks have difficulty in meeting their capital require-
ments, their lending to the real economy may decline. A reduction in banks’ profits resulting from
alevy increase will also dent banks’ investment in modernisation and new technology whose ul-
timate benefits are experienced by customers in particular.

2.4 The incomplete credit cycle is contributing
to a decrease in risk weights at certain banks

At banks using the internal ratings-based (IRB) approach for assessing
credit risk (‘IRB banks’), the risk weights for the housing loan book have
been decreasing due to low or falling default rates. In the current envi-
ronment of low interest rates, strong growth in loans to households, and
a favourable trend in the default rate for the retail loan book, there has
also been a decrease in risk weights for the housing loan portfolios of IRB
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banks. The banks’ models assume, on the basis of positive recent history,
that the favourable period will continue in the near term. Alongside the
long period of low or falling default rates, the regulatory probability of de-
fault (PD) has also been decreasing. With loss given default (LGD) levels
remaining almost constant, this drop has been behind the decrease in risk

weights.
Chart 32
Risk weights are being reduced amid decreasing PD levels
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Notes: PD - probability of default; LGD - loss given default. The chart shows the average for IRB
banks weighted by the total amount of housing loans. IRB banks use their own model to determine
the risk parameters of their loan book. Other banks, applying the standardised approach, use the risk
parameters defined by regulation.

The decrease in risk weights for housing loans represents a risk mainly
because of the incomplete cycle of these loans. In the event of a deteriora-
tion in the macroeconomic situation, the credit quality of the housing loan
book may also be expected to decline. Any higher PD level during an eco-
nomic downturn will have a major impact on risk weights, since current
PD levels do not incorporate a significant past crisis. Although the econo-
my contracted in 2009, total housing loans recorded double-digit growth
in that year and default rates remained relatively low.

If the credit cycle were complete, the risk weights applied by IRB banks to
housing loans could be far higher. If we assumed a complete credit cycle,
i.e. a cycle including a period when the default rate is elevated, the aver-
age PD level at IRB banks would be higher. The starting point for model-
ling a complete credit cycle is the experience of those countries, such as
Ireland, which during the last financial crisis saw increased default rates
on domestic banks’ housing loan books. Assuming that default rates in
Slovakia would be similar to those in banking sectors which experienced
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a more marked increase in credit risk during the financial crisis, the regu-
latory PD for the whole housing loan book could be between 3.4% and 4.6%
(the current PD level is 2%). Assuming an average PD of 3.4% for the whole
housing loan book and that arelative increase in the PD would be the same
across individual banks, the current risk weights applied in individual
banks would more than double.

Higher risk weights would also have a downward impact on capital
adequacy. Higher risk weights would automatically imply a higher volume
of total risk exposures, which would lead directly to declines in banks’ to-
tal capital ratios, with the level of the decline ranging from 1.5 to more than
2 percentage points, depending on the bank.

In the event of risk weights being inappropriately low, the macropruden-
tial authority can impose measures to increase them. If the macropruden-
tial authority determines that the current level of risk weights is inappro-
priately low, it may increase the risk weights under powers conferred by
the EU’s Capital Requirements Regulation (CRR). Under Article 458(2)(d)
of the CRR, the authority may adopt a measure concerning “risk weights
for targeting asset bubbles in the residential and commercial property sec-
tor”. Several EU countries have already adopted measures concerning risk
weights for housing loans, whether in the form of a floor limit, usually set
at 15%, or through a risk weight add-on for banks, at, for example, the level
of five percentage points.

Any response by the macroprudential authority must also take into ac-
count the current ongoing implementation of the “IRB repair program-
me”,’s which will significantly affect the entire design of IRB modelsin the
future. The changes concern firstly the actual definition of default, which,
however, will apply also to banks that use the standardised approach.”
For IRB banks, there will then be a further group of changes based on
EBA guidelines concerning the IRB approach. The implementation of the
new framework will begin after 2021, while the complexity of the changes
makes it relatively difficult to calculate currently their precise impact on
IRB banks.

16 https://eba.europa.eu/eba-publishes-report-on-progress-made-on-its-roadmap-to-repair-
irb-models
7 http://www.nbs.sk/_img/Documents/_Legislativa/_Vestnik/ODP_1_2019.pdf
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2.5 Systemic liquidity risk in the banking sector has
decreased but remains elevated

Systemic liquidity is typically cyclical in nature. When times are good,
banks can rely more on the stability of deposits despite the short agreed
maturity of these products. They are able to sell liquid assets for a favoura-
ble price and to issue bonds under advantageous terms. During bad times,
by contrast, deposits are less stable, and selling bonds can be complicated;
bond issues themselves are problematic, especially when it is necessary
to replace maturing bonds with a new issue. The current good times have,
moreover, been enhanced by unconventionally low interest rates, thus the

importance of the cyclical aspect in systemic liquidity analysis has only
been heightened.

The financial cycle’s stabilisation in 2019 has eased the upward pressu-
re on the build-up of systemic liquidity risk. One of the main features of
liquidity risk in the Slovak banking sector is the ongoing uptrend in the
maturity mismatch between assets and liabilities, which stems mainly
from growth in long-term housing loans and its steady upward impact on
the average residual maturity of assets. This trend moderated during 2019,
with the result that the liquidity gap in the banking sector stopped in-
creasing. Nevertheless, the asset and liability maturity mismatch remains
close to its historical high.

Chart 33

Risk related to the asset and liability maturity mismatch and to the sufficiency
of stable funding has stopped increasing

(percentages)
120
10 4 (
0 100
-10 -
80
220 4
30 4 60
407 40
.50 4
20
-60
.70 0
© o~ o - ~N [a2] < wn O ~ [ee]
5] ] S ) S ) S S S S S
N ~ N N ~N N ~N ~N ~N N ~
(¢} % 1%} 4 1o (%} (%} %] (%) (%} 9]
a a a a 3 a a a a a8 a
= Ratio of one-year liquidity gap to assets - median for retail banks
== Loan-to-deposit ratio - weighted average for the sector (right-hand scale)
Source: NBS.

FINANCIAL STABILITY REPORT | NOVEMBER 2019 | CHAPTER 2 55



8

NARODNA
BANKA
SLOVENSKA

EUROSYSTEM

The structure of banks’ funding has improved during 2019 owing to an
acceleration of deposit growth and the issuance of covered bonds. The ca-
pacity of banks to fund growth in long-term illiquid loans through stable
sources is crucial in regard to both systemic risk and business model sus-
tainability. On the positive side, at the aggregate level of the banking sector,
thelong-standing uptrend in the ratio of loans to stable funds has stabilised
in 2019; however, at the level of certain individual banks, it has not. The fa-
vourable overall trend has been underpinned by three factors. The first is
the previously mentioned loan growth moderation and the resulting de-
crease in demand for new sources of stable funding. The second is the accel-
eration of year-on-year deposit growth, which has reached all-time highs in
the post-crisis period. The strong deposit growth has supported a material
increase in the stable funding base. The third factor to have improved the
soundness of the funding structure has been the issuance of covered bonds
- a step taken by four banks so far. These banks have taken advantage of
a combination of new legislation and the environment of exceptionally low
interest rates in order to improve their funding structure, not only through
maturity extensions and diversification, but also through favourable pric-
es. From a long-term perspective, it will be important to monitor how the
exceptionally low yields on covered bond issues will affect interest rates on
housing loans and to monitor under what terms banks will replace their
current covered bond issues in the event of shifts in investor risk appetite.

Chart 34
The liquidity buffer's downtrend stabilised during 2019
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Note: The definition of liquid assets corresponds to the definition of the liquidity coverage ratio (LCR).
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An easing of adverse trends has also been observed in the liquidity buffer.
After several years of gradual decline in the ratio of liquid assets to total as-
sets and the ratio of liquid assets to deposits, this negative trend has mod-
erated and come to a halt in 2019. The main contributor to this result has
been purchases of foreign sovereign debt. The capacity of the banking sec-
tor to cope with any substantial withdrawal of deposits by selling bonds
has remained largely unchanged. At the same time, the sector has demon-
strated its self-sufficiency in terms of liquidity, since it is not dependent
on intra-group funding or central bank funding.

2.6 The insurance sector faces long-term risks

The insurance sector has been affected by the low interest rate
environment and the burden of a new tax

Life insurance business has recorded only modest changes in premiums
in 2019. At the same time, however, provision costs in the segment have
increased significantly. As at June 2019 most insurers in the segment re-
ported a year-on-year decline in the amount of premiums under tradition-
al life insurance and under unit-linked life insurance; nevertheless, on av-
erage, gross premiums written in life insurance fell by just 0.1% and those
in unit-linked insurance actually increased by 2.6%. Insurers’ profits were
significantly affected by having to create additional provisions for life in-
surance while their financial result remained unchanged. This was a nat-
ural consequence of the prolonged low interest environment, as insurers
must create technical provisions in excess of the level of their investment

returns and on premiums written.

Annual growth in gross premiums written in non-life insurance has mo-
derated significantly, from 11% in June 2018 to 3.4% in June 2019. The slow-
down has been most pronounced in motor insurance, both in motor third
party liability insurance and in comprehensive motor insurance. In proper-
ty insurance, by contrast, premiums have risen slightly. Anew factor in non-
life insurance is the insurance premium tax in force since January 2019. Al-
though technically this tax is a modification of the previous premium levy
for non-life insurance, the insurance premium tax clearly applies to a great-
er number of non-life insurance contracts. The combined ratio in motor in-
surance, after accounting for mandatory tax payments, has remained above
100%, whereas in other insurance classes it is comfortably below that level.

The insurance sector’s solvency increased moderately in the first half of
2019, though due only to reconciliation reserve. The sector’s profitability
declined in year-on-year terms. The creation of additional provisions in
traditional life insurance had the principal negative impact on the aggre-
gate profit. The solvency level was affected mainly by variations in the sur-
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plus of assets over liabilities. The volume of shareholders’ equity remained
unchanged.

Expected profits included in future premiums continue to reduce
the insurance sector's resilience

In Slovakia, the largest component of insurers’ capital is expected profits
included in future premiums (EPIFP), which cannot be used to absorb
unexpected losses. After increasing to over 60% in 2018, the share of EPIFP
in insurers’ aggregate eligible capital has fallen back to around 50% in 2019,
even while the total amount of EPIFP has risen. It is positive to note that
the number of insurers whose capital not including EPIFP*® would fail to
meet the regulatory solvency capital requirement (SCR) fell from seven
in mid-2018 to just three in mid-2019. Nevertheless, the share of EPIFP in
insurers’ capital remains higher in Slovakia than in any other EU country
and poses a significant risk to the resilience of the insurance sector.

Motor insurance has been loss-making for a long time

Chart 35
Motor insurance has been loss-making for a long time, due in large part to
additional contributions

The loss ratio, expense ratio and combined ratio for motor insurance, including additional
contributions" (percentages)
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Note: 1) The additional contributions comprise transfers to the Slovak Interior Ministry, insurers’
contributions to the Slovak Insurers’ Bureau, and the insurance premium tax (applicable to
comprehensive motor insurance, only in 2018).

18 Assuming that EPIFP were reassigned from Tier 1 capital to Tier 3 capital, only one-third of
the EPIFP’s value (capped by 15% of SCR) would count towards the eligible capital.
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Motor insurance, comprising motor third party liability (MTLP) insuran-
ce and comprehensive motor insurance, has been loss-making almost
continuously since 2016. In no other insurance class in the domestic mar-
ket is competition so strong as in motor insurance, and this competition
is severely limiting the ability of insurers to deal with new cost factors.
The new costs stem primarily from legislative amendments (concerning
the transfers to the Slovak Interior Ministry; insurers’ contributions to the
Slovak Insurers’ Bureau; and the premium levy, later premium tax, on com-
prehensive motor insurance). Another additional cost burden for insurers
has been court-awarded damages for non-material damage, with most of
the claims being made under MTPL insurance. The issue here is not only
theincrease in costs for the insurance sector, but also insurers’ high uncer-
tainty in estimating the amount of such claims, since there is insufficient
information with which to make an accurate estimate of the correspond-
ing technical provisions. Yet another cost pressure has been wage growth,
which in the sector of the sale and repair of motor vehicles stands at more
than 14% for the three years from 2016 to 2018.

The insurance sector appears to be using motor insurance as a marketing
channel for other insurance products. The sector’s aggregate loss on motor
insurance for the first half of 2019 was €8 million. This is a net figure, i.e.
adjusted to exclude reinsurers’ share. For comparison, the sector’s pre-tax
profit for the same period was €94 million.

2.7 Asset credit quality in segments managing
customer assets has been falling in recent years

The recent era of low interest rates has seen the search-for-yield phe-
nomenon spread to non-bank sectors in Slovakia. In funds managed by
pension fund management companies,”® supplementary pension manage-
ment companies, investment fund management companies, and insurers,
there has been a gradual increase in the share of equity holdings in their
funds or balance sheets and lengthening of the duration of bond portfoli-
os. Another trend within bond holdings has been an increase in the share
of bonds of a lower investment grade credit rating, and in the case of in-
vestment funds, also in the share of speculative-grade and unrated secu-
rities. The intensity of this trend has varied significantly from segment to
segment. Over time, this trend has increased balance-sheet credit risk and

19 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 com-
panies (PFMCs). The third pillar - the supplementary pension scheme - is a voluntary de-
fined-contribution scheme operated by supplementary pension management companies
(SPMCs)

FINANCIAL STABILITY REPORT | NOVEMBER 2019 | CHAPTER 2 59



NARODNA
BANKA
SLOVENSKA

EUROSYSTEM

contributed to balance-sheet deterioration in liquidity terms, except in the
case of the insurance sector and second-pillar funds. In these segments,
the credit quality of the bond portfolio has for along time been at a higher
level and that situation has not changed significantly in recent years.

Chart 36

The average credit rating of the bond portfolio has declined in most segments
Average credit rating weighted by the volume of the respective positions (credit rating)
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Source: NBS and Bloomberg.
Note: The calculation included only those bonds which at the given points of time were assigned
arating by at least one of the three major credit rating agencies.

The other two segments that manage customer assets have seen a broad
decline in the credit quality of their debt security holdings, down to lower
investment-grade ratings and, in the case of the investment fund sector,
also to speculative-grade ratings and the unrated category. The decline
in the credit quality of debt security holdings has been most marked in
the investment fund sector. This shift has taken place at two levels. On the
one hand, there has been adrop in the average credit rating assigned to the
securities by at least one of the major credit rating agencies.?? On the oth-
er hand, the share of unrated securities in the portfolio has been steadily
increasing in recent years.? The second of these trends has featured main-
ly in mixed funds. Across bond investment funds, which have the largest
share in the sector’s debt securities portfolio, the share of bonds of lower
investment grade? has increased threefold since 2012, as has the share of
speculative-grade bonds. In the third pension pillar, the decline in the av-
erage credit rating of the debt securities portfolio during the period un-

20 S&P, Fitch, and Moody's.
2 These are mainly debt securities and bills issued by Slovak and Czech issuers.
22 Rating grades BBB+, BBB, and BBB-.
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der review has been similar to that in the investment fund sector, with the
major difference being that the share of unrated bonds in the third-pillar
portfolio has decreased and is now very low.

Chart 37
Distribution of credit ratings of debt securities in selected categories of
investment funds
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2.8 Heightened sensitivity of certain investment funds
to a potential wave of redemptions

The net asset value (NAV) of investment funds returned to growth in
the first half of 2019. After stagnating in 2018, the NAV of investment
fund shares/units increased by more than €530 million in the first half
of 2019, to €7.1 billion (representing an increase of 8% from its level at the
end of 2018). Most of the growth was spread between mixed funds and
real estate funds. The increase in the overall NAV of fund shares/units
was caused not only by growth in the prices of the funds’ assets in fi-
nancial markets, but also by the net issuance of the funds’ shares/units,
which in the first half of 2019 almost matched its level for the whole of
2018.

There are increasing investor inflows to funds that include less liquid as-
sets - assets which, in the event of an increase in redemptions, would not
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be easy to realise within a short time. The funds in question are mainly
real estate funds, whose share in the total NAV of funds managed by do-
mestic management companies increased from 16% in December 2016 to
20% as at the end of June 2019.2 Other less liquid investments may include
funds’investments in bonds issued by lower-rated entities or in bonds not
traded on an exchange (the situation with these investments is addressed
in the previous part). The funds in question are open-end funds, whose
shares/units may be redeemed at any time. Any sudden wave of redemp-
tions of funds that invest in less liquid assets could trigger a fire sale of
assets and a decline in the value of the funds’ shares/units or a suspension
of their redemption. This could undermine customer confidence in the
financial system, since a significant proportion of investors see investing
in investment funds as a full-fledged alternative to investing in bank de-
posits. At the European level, these risks have been a focus of analysis for
alonger time.?*

An investment fund’s liquidity risk is mitigated mainly if its portfolio
includes an ample volume of liquid assets. This is why the Collective In-
vestment Act requires that at least 10% of real estate funds’ portfolios
consist of liquid assets.?® The liquid asset component of real estate funds
long established in the market generally ranges between 15% and 20% of
the fund’s assets, and in one fund it stands at almost 35%. Approximately
20-25% of afund’s assets should be realisable by the management company
within 90 days. In more recently established funds, this share is lower due
to the low total volume of assets under management in the funds. It may
be concluded that fund management companies are maintaining the li-
quidity of real estate funds above the minimum requirements and should
be able to cope with ordinary levels of redemptions.

2 For further details on the NAV growth of real estate funds, see the November 2018 Finan-
cial Stability Report.

% For example: the ESMA Report on Trends, Risks and Vulnerabilities, September 2019; or
the ESRB’s EU Non-bank Financial Intermediation Risk Monitor 2019.

%5 Section 125(6) of Act No 203/2011 on collective investment.
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Chart 38
Portfolio liquidity profile of real estate funds
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Source: NBS.
Note: The chart shows the percentage share of the portfolio which the fund management companies
are able to realise within the given time periods.

Investment fund managers are recommended to conduct regular stress
testing of investment fund liquidity. Asset management companies in
Slovakia typically conduct stress testing of fund liquidity on an annual
basis. In September 2019, on the basis of a Recommendation of the Euro-
pean Systemic Risk Board (ESRB),?® the European Securities and Markets
Authority (ESMA) published Guidelines?” for asset management compa-
nies on liquidity stress testing of funds. ESMA recommends that liquidity
stress testing be conducted at a quarterly frequency and be embedded in
the general risk management process as well as in decision-making pro-
cesses. Asset management companies may select the frequency of stress
testing on the basis of the proportionality principle, taking into account
the given fund’s attributes. Management companies should proceed in
accordance with these Guidelines from September 2020. The supervisory
authority may request the results of the stress tests for review purposes.

% Recommendation of the European Systemic Risk Board of 7 December 2017 on liquidity
and leverage risks in investment funds (ESRB/2017/6).

27 ESMA: Final Report on the Guidelines on liquidity stress testing in UCITS and AIFs, Sep-
tember 2019.
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3 Financial sector
resilience

3.1 Solvency and financial position of the financial sector

3.1.1 Financial position of financial market segments

Due to interest margin compression, banks are no longer able to
maintain stable profitability

The domestic banking sector’s aggregate net profit for the first nine
months of 2019 decreased by 5% year on year. Banks’ return on equity
(ROE) fell, year on year, from 9.3% to 8.0%. The ROE decline was concentrat-
ed among significant banks, whose profitability reached its lowest level
since 2009-10, during the global financial crisis. By contrast, the aggregate
ROE of less significant banks remained stable, though far lower than that
of significant banks (at 5.9%).

Chart 39

Profitability fell year on year, in particular among significant banks
Return on equity (percentages)
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Notes: The chart does not include extraordinary income from the sale of holdings in VISA company
or the reversal of provisions for litigation. ROE was calculated as the ratio of the sum of quarter net
profits/losses over a one-year period to shareholders' equity.

Compared with other banking union countries, the profitability of banks
in Slovakia remains above average; however, that gap is gradually nar-
rowing. In terms of the aggregate ROE of its banking sector for the first
quarter of 2019, Slovakia ranked fifth highest among the 19 banking union
countries. The aggregate ROE of significant banks in the banking union

FINANCIAL STABILITY REPORT | NOVEMBER 2019 | CHAPTER 3 64



8

NARODNA
BANKA
SLOVENSKA

EUROSYSTEM

declined, though by less than did the ROE of significant banks in Slova-
kia. On the positive side, the Slovak banking sector’s provisioning ratio for
non-performing loans as at June 2019 was the highest in the banking un-
ion and the third highest in the EU. As for the sector’s operational efficien-
cy, it is slightly better than the banking union median.

Compared, however, with other central and eastern European EU coun-
tries, the profitability of the Slovak banking sector is relatively low.
Among the 11 CEE EU countries, Slovakia ranked second lowest in terms of
its banking sector’s ROE as at June 2019. Up until 2016 its sector was among
the most profitable, but recent years have seen relatively sharp increases in
banks’ profitability in many other CEE countries. From the perspective of
foreign parent groups that own significant banks across CEE countries, the
attractiveness of their Slovak subsidiaries is therefore gradually diminish-
ing. Furthermore, the ROE of banks’ in Slovakia - 8% as at September 2019
-is now at the minimum level required by most shareholders.?® If the sec-
tor continues to experience declining profitability - which cannot be ruled
out given the mounting risks to the sustainability of its business model - it
may in the longer term experience banking consolidation and reduction in
the scope for investment from parent undertakings.

Chart 40
In terms of profitability, the position of the Slovak banking sector within the

CEE region is deteriorating
Return on equity (percentages)
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Sources: ECB and NBS.
Notes: The chart is based on aggregate profit, including extraordinary income (e.g. the sale of
holdings in VISA company in 2016). CEE - central and eastern Europe excluding Slovakia.

28 The ROE required by 70% of shareholders is between 8% and 10%, and that required by a fur-
ther 15% of shareholders is between 10% and 12% (source: the European Banking Authori-
ty’s Risk Assessment Questionnaire - Summary of Results, December 2018).
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The main cause of the decline in profit has been lower net income from
the retail? sector. This income has been on a downtrend since 2015, inter-
rupted only by extraordinary factors in 2016 and 2018, when certain non-
bank business activities became part of the banking sector (the transfor-
mation of BNP from a non-bank to a bank company; one bank’s acquisition
of part of CFH, a non-bank company). Banks are less and less able to offset
the ongoing substantial impact of declining returns on loans by increas-
ing their volume of lending or reducing their cost of funds rates. In their
retail business, moreover, banks are largely not raising rates of charge to
compensate for interest margin compression. Fee income growth is being
driven almost entirely by growth in loans and deposits.

Chart 41

The interest margins of banks in Slovakia are among the lowest in the euro area
Interest margins on housing loans in Slovakia and the euro area (percentage points)
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On the other hand, banks’ profits for the first half of 2019 were boosted by
net income from the NFC sector, dividend income, and a further decrease
in credit risk costs. Net income from the NFC sector has been increasing
since 2017, mainly because lending rates for NFCs, unlike those for the re-
tail sector, have not been falling and total NFC loans have been increasing
(albeit more slowly than retail loans). Dividend income increased signifi-
cantly in the first half of the year, although that rise was largely accounted
for by one payment of an extraordinary dividend from a subsidiary. Credit
risk costs declined by 10% year on year.

2 For the purposes of this report, the retail sector of the credit market is defined as consis-
ting of households, sole traders and non-profit institutions serving households
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Box 3
The impact on domestic banks of the new two-tier (tiering) system for
remunerating excess liquidity holdings

In September 2019 the ECB adopted monetary policy measures concerning the remuneration of
excess liquidity holdings of credit institutions subject to minimum reserve requirements (MRR),
as one of the ECB’s monetary policy instruments. The excess liquidity created by the ECB’s ac-
commodative monetary policy and by its non-standard monetary policy measures (e.g. the asset
purchase programme) is currently subject to negative remuneration. For the euro area banking
sector, given the amount of liquidity it has accumulated, such remuneration represents an ad-
ditional cost that will eventually weigh on its profitability. The remuneration of excess liquidity
holdings was lowered by a further 10 basis points on 18 September 2019, when the ECBreduced its
deposit facility rate from -0.4% to -0.5%.

The new two-tier system for remunerating excess liquidity, which took effect on 30 October 2019,
will curb the increase in costs related to the negative deposit facility rate (-0.5%) by exempting
from this rate those reserve holdings in excess of the MRR which are up to six times higher than
the MRR. The implementation of the two-tier remuneration system will help temper the side ef-
fects of negative rates on banks’ profitability. Banks’ capacity to provide customers with loans
under favourable conditions will remain unaffected, as the tiering will help offset the negative
rates’ direct impact on banks profitability and thus maintain the effective pass-through of ECB
policy rates to bank lending.
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In an environment of substantial excess liquidity at the euro area level, this measure affects
mainly those euro area jurisdictions and individual institutions that have such liquidity. In the
Slovak banking sector, too, surplus liquidity has been accumulating, though not to such an ex-
tent that the penalisation of excess liquidity would have a significant impact on domestic banks’
profitability.

The introduction of tiering will have a positive, albeit relatively small, impact on most domestic
banks. These include banks whose excess liquidity holdings are still less than six times the insti-
tution’s MRR. The principal beneficiaries of tiering, however, will be those banks whose excess
liquidity holdings are at least up to that limit. If the tiering had been introduced from September
2019, its immediate annualised impact would have been €3.4 million, or 0.5% of the banking sec-
tor’s aggregate profit for 2018. The non-exempt tier of excess liquidity holdings will be remunerat-
ed at the negative deposit facility rate, but since their absolute amount is very low, it will not have
an appreciable impact on banks’ profitability. Tiering will have only a marginal impact on those
banks whose excess liquidity holdings are very low.

Besides the average balance in its central bank current account which exceeds its MRR,
a bank’s excess liquidity also includes its funds placed in the central bank’s overnight deposit
facility via liquidity-absorbing operations. For their part, domestic banks prefer to leave their
surplus funds in current accounts; they use the deposit facility only to a small extent. Under the
zero-rate remuneration applicable to the exempt tier of excess liquidity holdings, domestic banks
have an opportunity to reduce the costs of the negative deposit facility, so they may make even
less use of liquidity-absorbing operations. If, under the above scenario, the surplus funds were
left in the current account, the positive impact on banks’ aggregate profit would be €3.6 million,
slightly higher than the above-mentioned €3.4 million.

Besides its impact on costs, the two-tier remuneration system may also affect excess liquidity ma-
nagement in the interbank market and, to some extent, the balance-sheet structure. According to
the latest available data, the total amount that domestic banks hold in their central bank current
accounts which is not more than six times their MRR is around €2.5 billion; hence it is not expected
to have a significant impact on the balance-sheet structure, though there may be some movement.

For domestic banks whose excess liquidity holdings are less than six times their MRR, there is
less and less reason to lend these funds on the interbank market at negative rates. By eschewing
the market and by taking advantage of the zero-rate remuneration of excess liquidity holdings
under the exempt tier, banks are also trimming their money market transaction costs. A corollary
of this measure could be a decline in the trading activity of domestic banks, which usually lend
excess liquidity on the interbank market. On the other hand, according to the available data, it
appears that only some of the surplus funds lent by Slovak banks have a negative interest rate on
theinterbank market. Hence there is a question as to what extent zero-rate remuneration is being
applied by those banks that are not currently accumulating a large surplus in their minimum re-

quired reserve accounts.
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Besides interbank assets, other parts of the balance sheet where banks are recording negati-
ve returns could likewise be affected. This would currently apply mainly to government bonds,
which banks use largely due to their need for liquid asset holdings. If their need for such assets
increases, banks may be more inclined to hold excess liquidity at a zero-rate remuneration and
with a more favourable position in the category of liquid assets. Apart from the substitution effect
within banking assets, this may affect domestic banks’ demand for negative-yielding government
bonds in regard to compliance with regulatory measures.

The two-tier remuneration of excess liquidity may also have an impact on banks’ intra-group expo-
sure. What matters is the extent to which banks take advantage of tiering at the group level. Groups
that have a large excess of liquidity may exploit the tiering limits through their subsidiaries or for-
eign bank branches, resulting in inflows to these entities’ current accounts held with central banks.

3.1.2 Profitability of other financial market segments

The insurance sector’s net profit continued its downtrend in the first six
months of 2019, falling by 21% year on year. The aggregate ROE dropped
from 15.6% to 11.4%. The decline was caused mainly by the life insurance
segment, which recorded increases in provisioning costs and commaission
expenses. In the non-life segment, by contrast, the overall profit increased
slightly. Although claims paid exceeded premium income in non-life busi-
ness, insurers managed to reduce operating expenses and other technical
costs. In life insurance, despite the persisting downside risk to investment
returns guaranteed under life policies, investment returns as at June 2019
remained moderately higher than the guaranteed level.

In the second pension pillar and the investment fund sector, the aggre-
gate profit of management companies increased, year on year, in the first
half of 2019, while in the third pension pillar it remained flat. Especially
in the case of pension fund management companies (second pillar), the
profit growth was driven by fee and commaission income and in particular
income from fund performance fees.

3.1.3 Solvency and leverage

The banking sector’s solvency increased slightly in the first six months
of 2019. The aggregate total capital ratio of domestic banks rose from 18.2%
to 18.4% between the start and end of the period. The capital adequacy in-
crease was largely accounted for by banks’ retention of 40% of their earn-
ings for 2018.

The strengthening of banks’ solvency is positive news, especially given
the continuing build-up of cyclical risks. The principal such risks are re-
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lated to the increase in household indebtedness supported by a further fall
in interest rates, by rising property prices, and by the economy’s contin-
ued overheating. At the same time, these risks have been behind NBS’s de-
cisions to further raise the countercyclical capital buffer (CCyB) rate, from
1.25% to 1.5% as of 1 August 2019 and from 1.5% to 2% as of 1 August 2020.

Despite the gradual upward path of capital buffers, the four largest ban-
ks in Slovakia have seen their total requirement for Common Equity Tier
1 (CET1) - the highest-quality component of capital - increase by a mere
0.5 percentage point over the past three years. This is because rising cap-
ital buffer requirements have to a large extent been offset by a reduction
of Pillar 2 requirements as well as a reduction of the requirement for CET1
capital allocated to meeting the total capital requirement under Pillar 1.3
This analysis demonstrates the importance of proactive macroprudential
policy in ensuring the maintenance of sufficient levels of highest-quality
capital.

Chart 43
The total CET1 capital requirement has increased only slightly since 2016,

despite rising capital buffers
Ratio of CET1 capital requirements to risk-weighted assets (percentages)
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[l Countercyclical capital buffer
Source: NBS.

Notes: The chart shows aggregate data for the four largest banks in Slovakia. Coverage of AT1/T2
capital shortfall indicates the CET1 capital which is additionally required due to the low amount of
lower-quality capital. The regulatory capital requirement that should be met by capital whose quality is
at least additional Tier 1 (AT1) or Tier 2 stands at 4% of risk-weighted assets. A bank that has a shortfall
of such capital must make it up with CET1 capital. This represents the additional requirement.

30 Part of the Pillar 1 requirements can be met by lower-quality capital components. In 2016
these components accounted for alow share of own funds, so banks met the requirements
with CETI capital. In other words, if the capital buffers had not been introduced, banks
could have paid part of the CET 1 capital to shareholders given its substitution by low-
er-quality forms of capital.
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Insurance sector solvency has increased

The average solvency capital requirement (SCR) coverage ratio for insu-
rers in Slovakia increased during the first half of 2019, from 187% to 205%.
The increase was accounted for, however, by only a few insurers; most
companies in the sector reported no change in their ratio. The quality of
capital also increased moderately during the first six months. The share in
insurers’ own funds of expected profits included in future premiums (EPIFP)
fell to 50%. But given the lower quality of EPIFP in terms of loss-absorption
capacity, NBS still considers this component to be too high even though it
has decreased. This risk is addressed in more detail in 2.5.

3.2 NBS macroprudential policy

NBS has further raised the countercyclical capital buffer rate

At its meeting on 23 July 2019, the NBS Bank Board decided to increase
the countercyclical capital buffer (CCyB) rate for Slovak exposures by 50
basis points, to 2% of risk-weighted assets, with effect from 1 August 2020.
The main reason for the decision was that risks of a cyclical nature were
continuing to build up in the banking sector’s loan book, and therefore it
was necessary to strengthen the sector’s financial stability and resilience.
The accumulation of cyclical risks has stemmed mainly from macroeco-
nomic developments and from the economy growing above potential, with
labour market overheating in particular having contributed to the domes-
tic financial cycle’s increasing amplitude. In this context, the cyclical risk
lies in the fact that many of the jobs created during the period of overheat-
ing will not be sustainable in the long term. When the business cycle turns,
a number of jobs will be made redundant and this will have an impact on
the debt servicing capacity of the affected households.

Another significant source of cyclical risks has been the prolonged low
interest rate environment and still strong interbank competition in the
credit market. Amid the continuing favourable conditions for debt financ-
ing, the risk perceptions of both banks and their customers have lessened.

Despite its recent slowdown, the growth rate for loans to households can
be described as excessive since it is still outpacing economic fundamentals,
in particular household disposable income growth. This has been reflected
in the increase in household indebtedness in Slovakia, which over the past
five years has been higher than in any other EU country. Slovak households
are therefore becoming more sensitive to financial cycle developments.

A further risk is the increasing vulnerability of banks in regard to their
profitability. The Slovak banking sector has so far been able to maintain
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profit levels through a combination of strong lending growth (compensat-
ing for the impact of interest margin compression) and the current excep-
tionally low credit risk costs. In the event of a shift in the financial cycle,
the sector’s profit would be significantly reduced by the resulting slow-
down in loan growth and increase in credit risk costs.

The NBS has taken its decision on the CCyB rate increase at a time when
the financial market conditions for banks are still relatively conducive to
profit generation. With the economy overheating and with lending rates
at exceptionally low levels, default rates for Slovak households and non-fi-
nancial corporations are at historically low levels. In this context, banks
have continued reducing their costs related to default risk. Their current
profit levels may therefore be considered unsustainable if the economic
situation deteriorates. It is important that dividend policy takes this fact
into account, so that profits made in exceptional circumstances are largely
retained by the banks in the form of capital. In the event of an economic
downturn, this capital can be used to absorb future losses. Further evi-
dence that the financial market is experiencing favourable times owing to
its late expansionary phase is provided by the Cyclogram, a composite in-
dicator of the domestic financial cycle. Despite declining over the past 18
months, this indicator has remained elevated, close to historical highs. In
other words, the risks related to cyclical developments in the financial mar-
ket have continued to mount, albeit more slowly than they did in previous
quarters. These risks have accumulated in the banking sector’s loan book.

Chart 44

The Cyclogram indicates that the financial cycle is in a late expansionary phase
(dimensionless; percentages)
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The new CCyB rate of 2% will take effect on 1 August 2020. Banks have
sufficient time to adjust their dividend policies to the new capital require-
ment level. The purpose of the rate increase is to strengthen the resilience
of the banking sector.

In the event of adverse financial market developments, in particular an
increase in non-performing loans in banks’ credit portfolio, NBS stands
ready to immediately reduce the buffer rate to the extent necessary. The
indicators that NBS monitors to determine whether the CCyB rate needs to
be reduced or fully released do not at present imply any need for buffer re-
lease. The still low level of net provisioning and the favourable NPL trends
show that the CCyB rate should not be lowered at this stage.

Local systemically important banks still have to meet additional
capital buffer requirements

Since 2016 NBS has been required to identify domestic systemically im-
portant banks for inclusion in a list of other systemically important
institutions (0O-SIIs) in Slovakia and to review this identification on an
annual basis. The 2019 review did not result in any change in the list of
O-SIIs. There was also no change in the level of buffers that these banks
must meet with CET1 capital.

Table 2 Settings of additional capital buffer rates for O-Slls

Overall
additional Structure

buffer
VSeobecna Uverova banka, a. s. 2% 1% O-SlI buffer + 1% SyRB
Slovenska sporiteliia, a. s. 2% 1% O-SllI buffer + 1% SyRB
Tatra banka, a. s. 1,5% 0.5% O-Sll buffer + 1% SRB
Ceskoslovenska obchodna banka, a. s. 1% 1% O-SlI buffer
Postova banka, a. s. 1% 1% O-Sl| buffer

Source: NBS.
Note: O-SIl| - other systemically important institution; SyRB - systemic risk buffer.
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Abbreviations

CEE
CET1
CMN
CRR

DSTI
DTI
ECB
EPIFP
ESMA
ESRB
EU
GDP
IMF
IRB
LGD
LTV
MRR
MTPL
NAV
NBS
OECD
O-SII
PD
PMI
ROE
S&P
SO SR
SyRB
TLTRO

central and eastern Europe

Common Equity Tier 1 (capital)

Property Price Map (Cenova mapa nehnutelnosti)

Capital Requirements Regulation - Regulation (EU) No
575/2013 of the European Parliament of the Council of 26
June 2013 on prudential requirements for credit institutions
and investment firms and amending Regulation (EU) No
648/2012

debt-service-to-income (ratio)

debt-to-income (ratio)

European Central Bank

expected profits included in future premiums

European Securities and Markets Authority

European System Risk Board

European Union

gross domestic product

International Monetary Fund

internal ratings-based (approach)

loss given default

loan-to-value (ratio)

minimum reserve requirements

motor third party liability (insurance)

net asset value

Narodna banka Slovenska

Organisation for Economic Co-operation and Development
other systemically important institution

probability of default

Purchasing Managers’ Index

return on equity

Standard & Poor’s (credit rating agency)

Statistical Office of the Slovak Republic

systemic risk buffer

targeted longer-term refinancing operation
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