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Foreword

Narodna banka Slovenska produces the Analysis of the Slovak Financial
Sector (ASFS) for the needs of the NBS Bank Board, the professional com-
munity and the wider public.

As one of the tools for assessing the stability of the Slovak financial sec-
tor, the ASFS should also be seen in the context of other NBS publications
in this area, particularly the Financial Stability Report and the Quarterly
Commentary on Macroprudential Policy, which are published on the NBS
website.

The aim of the ASFS is to provide an overview of the current situation and
developments in the domestic financial sector and to warn of potential
risks. With regard to its systemic focus, the ASFS employs stress testing as
a way of assessing the financial sector’s sensitivity to various scenarios.

The last section complements the analytical part of the report by provid-
ing charts of selected macroprudential indicators for the principal risk ar-
eas in the financial sector.

This edition of the ASFS evaluates the overall condition of the financial
sector as at 31 December 2019, on the basis of banking statistics data. In
several parts, however, it refers to more recent available data. Activities re-
lated to the supervision of individual institutions are not covered.
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Overview

The global economic slowdown in 2019 stemmed mainly from
uncertainty related to international trade

The global economy’s performance in 2019 was its worst since the 2008-
09 global financial crisis, with overall GDP growth standing at just 2.9%.
Broad-based across both advanced and emerging-market economies, the
slowdown was caused mainly by the adverse impact of declining trade ac-
tivity and investment demand on industrial production. The euro area was
no exception in this regard, as it also reported a decline in economic per-
formance in 2019.

This slowdown required a response from central banks, which obliged
with a return to monetary policy easing, whether via interest rate reduc-
tion or bond purchases. This also, however, further entrenched the long-
term low interest rate environment and whetted risk appetite in financial
markets. Bond markets saw a drop in required yields to maturity, while
major equity indices climbed by between 20% and 30%.

Signs of global economic recovery started to appear towards the end
of 2019, but these were snuffed out in the first quarter of 2020 by a new
shock: the coronavirus (COVID-19) pandemic. The restrictions put in
place to contain the spread of the virus will have an adverse impact on
the global economy. Equity indices experienced their sharpest decline
since the global financial crisis. It remains to be seen how long the crisis
will last.

Slovakia's economic growth slowed amid cooling global demand

Although Slovakia’s GDP growth of 2.3% in 2019 was above the EU average,
around half of the EU countries, including the other Visegrad Four coun-
tries, reported stronger growth. In 2019, as in the previous year, domestic
demand was the largest contributor to Slovak GDP growth; it was under-
pinned by an exceptionally favourable labour market situation that was
not impaired by the cooling global economy. Nevertheless, Slovakia’s ex-
port-oriented economy is now expected to contract significantly given the
further weakening of global demand - due to the coronavirus situation,
the increasing market uncertainty about future economic developments,
the continuation of protectionist measures, and the lack of an agreement
on post-Brexit arrangements between the UK and the EU.

ANALYSIS OF THE SLOVAK FINANCIAL SECTOR | 2019 5
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Annual retail loan growth slowed moderately in 2019

Although retail loan growth slowed to 7.9%, year on year, in December 2019,
it remained among the highest in the European Union. This still elevated
rate of loan growth was supported by economic fundamentals, in particu-
lar a strong labour market and wage growth. Other factors adding notable
upward pressure were the rising prices of flats and exceptionally low in-
terest rates. In view of the risks related to these trends, NBS further tight-
ened regulatory lending requirements during 2019. By doing so, the central
bank helped not only to moderate growth rates of loans and indebtedness,
but also to mitigate credit risk.

The weakening of loan growth was more marked in the case of consumer
loans (their growth rate fell to 0.2 %). Housing loan growth actually acceler-
ated slightly, to 9.7%. This may have been partly related to the average inter-
est rate on housing loans, which by the end of the year was basically down
to 1% - the second lowest level in the euro area. Another factor may have
been the high share of loans arranged through financial brokers, especially
in regard to the refinancing or topping-up of existing housing loans.

Most households were servicing their loans without difficulty

The quality of loan books did not change significantly in 2019; the non-per-
forming loan (NPL) ratio for housing loans rose slightly, to 1.7%, while the
ratio for consumer loans fell moderately, to 8.4%. The stability of retail loan
books was strongly supported by a favourable labour market situation
and the continuing decline in interest rates, which reduced consumers’
loan-servicing costs.

Corporate loan growth decelerated over the year, as the economy
decelerated

The global economic slowdown in 2019 was also reflected in the Slovak cor-
porate sector, in particular through a deterioration in business confidence
and through slower growth in sales and in foreign trade. In this context,
annual growth in loans to non-financial corporations (NFCs) moderated,
down to 3.6% in December 2019, similar to the level in other CEE countries.
At the same time, the outstanding amount of non-performing loans to
NFCs came to the end of its downtrend and even began to rise slightly to-
wards the end of the year.

The NFC debt-to-GDP ratio declined over the course of 2019, as did the
NFC debt-to-equity ratio. Despite the general deterioration in the corpo-
rate sector, interest rates and interest margins decreased, owing mainly to
the effects of competition and monetary policy. Given the impact of the
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coronavirus, the situation in the corporate sector is expected to continue
worsening in 2020.

The banking sector’s profitability declined due to ongoing interest
margin compression

Although the banking sector’s aggregate net profit for 2019 was 0.4% high-
er than its profit for the previous year, large banks and small banks in the
sector reported a decline in their return on equity. The main reason for
this was the further substantial drop in retail loan returns, and since loan
growth was slowing, banks were no longer able to offset that decline by in-
creasing their lending activity. On the other hand, some banks were helped
by lower interest rates on their bond issues, by dividend income, and by
adecrease in credit risk costs. It is precisely lending activity, bond spreads
and credit risk costs that may be particularly sensitive to the impact of the

virus.

The Slovak banking sector’s profitability was also weak in comparison
with bank profitability in other EU countries of the central and eastern
European (CEE) region. This is an unfavourable situation for Slovak banks
to be in, especially from a foreign investment perspective. Taken together
with the increase in the bank levy, this situation threatens to dampen in-
vestment in the development of the Slovak banking sector. On the positive
side, the domestic banking sector is well positioned within the euro area,
not only in regard to its profitability, but also in terms of its NPL coverage
ratio and operational efficiency.

The resilience of the banking sector as a whole remained largely
unchanged in 2019

The aggregate total capital ratio of domestic banks was 18.2% at the end
of 2019, unchanged year on year, while their CET1 capital ratio increased
marginally, to 15.9%. The difference between the total capital ratio of sig-
nificant banks and that of less significant banks increased slightly, as the
one fell to 17.8% and the other rose to 19.2%. The sector’s average liquidity
coverage ratio also remained largely unchanged.

Macro stress testing offers a perspective on banks’ resilience in times of
stress. The stress test conducted for this report included a theoretical sce-
nario - which for the sake of comparison abstracts from the recent deteri-
oration in the economy and financial markets - and two adverse scenarios.
Both adverse scenarios were calibrated on the basis of experience gained
from the global financial crisis, and although they do not factor in current
parameters related to the coronavirus, they may contribute to the discus-
sion about the potential impact of the virus on Slovak banking sector.
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Even under the more severe of the two adverse scenarios, the banking sec-
tor as a whole shows relatively strong resilience, though at the expense of
its total capital ratio declining to 12.7%. In that scenario, some banks have
difficulty in meeting their capital requirements, and it is less significant
banks that are in a more vulnerable position. The stress test exercise also
demonstrated the procyclical nature of the bank levy, which in the event of
bad times serves to amplify the impact of any crisis on the banking sector.

The insurance sector’s profit and technical provisions increased,
while traditional life insurance business declined

The insurance sector in 2019 was affected in particular by the low inter-
est rate environment and an increased tax burden on non-life insurance.
Nevertheless, the sector’s aggregate profit for 2019 increased by 7.2% year
on year, owing to the reduction of operating costs in the non-life segment.
Compared with the previous year, the sector’s solvency remained almost
unchanged.

In the life insurance segment, demand for guaranteed products continued
todecline in 2019, yet premiums written in unit-linked insurance business
increased only marginally in year-on-year terms. On the other hand, re-
turns on assets invested under unit-linked policies were strongly positive
in 2019, after falling in the previous year.

Premium growth in non-life insurance slowed, apparently affected by the
new insurance premium tax. Even so, the reduction of operating costs in
the segment ensured that non-life insurance was the principal contribu-
tor to the insurance sector’s overall profit growth.

The pension fund sector reported strong growth, including
a substantial increase in investment returns

In both the second and third pillars of the Slovak pension system, the net
asset value of funds recorded the strongest growth for several years in
2019. This reflected mainly the increase in returns on funds, but also in-
creasing enrolment in the pension schemes. The increase in the number
of second-pillar savers was the highest on record, and although the rise in
third-pillar participants was more moderate, it was still robust.

The relatively strong performance of pension funds and its contribution
to asset growth in both pension pillars in 2019 needs to be seen, however,
in the context of market developments.

ANALYSIS OF THE SLOVAK FINANCIAL SECTOR | 2019 8
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The investment fund sector’s historically high growth in 2019
resulted from customer inflows and asset price growth

Afterincreasingatarecord pacein2019,the outstanding amount of shares/
units issued by investment funds in the Slovak investment fund sector
ended the year at €9.6 billion. This growth was based on a combination of
new customer investment in funds and the strong performance of funds.
All domestic asset management companies reported an increase in the net
asset value of the funds under their management. Net sales increased in
all fund categories apart from bond funds, which experienced net redemp-
tions for a fifth successive year.

The average nominal return on all domestic and foreign investment funds
marketed in Slovakia was 8% in 2019. As for the highest return by fund cat-
egory, equity funds ranked first with an average return of 23%.

The equity component of pension funds increased

Pension fund investment strategies in 2019 reflected the presence of
strong risk appetite. Not only did the share of equities in funds’ portfolios
increase, so did the duration of portfolios; in addition, the corporate bond
component increased at the expense of the government bond component.

Looking at the asset structure of investment funds in different fund cat-
egories, there was no significant change in 2019. Across real estate fund
portfolios, the share of real estate-related investments fell slightly, while
the share of bank deposits, aliquid component, increased.

ANALYSIS OF THE SLOVAK FINANCIAL SECTOR | 2019 9
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1 External and domestic
developments from
a financial stability
perspective

1.1 External environment

The global economic slowdown in 2019 stemmed mainly from
uncertainty related to international trade

The global economy’s performance in 2019 was its worst since the glo-
bal financial crisis. GDP growth stood at 2.9%, seven-tenths of a percent-
age point below the previous year’s rate. The slowdown was broad-based
across both advanced and emerging-market economies. The industrial
production slowdown related to falling trade and weaker investment de-
mand became the main drag on GDP growth. The principal cause of this
trend was the increase in uncertainty and deterioration in sentiment
which resulted from increasing political and geopolitical threats around
the world. A particularly prominent role was played by the escalation of
tensions between the United States and China, which at some stage devel-
oped into a full-blown trade war.

The worsening economic situation in the rest of the world had a substan-
tial impact on the economic situation in the euro area. With exports fall-
ing and firms taking a more cautious approach to investment expenditure,
euro area GDP growth eased to 1.2% in 2019, down from 1.9% in 2018 and
from 2.5% in 2017.

From a sectoral perspective, the recession in industry was the main fac-
tor behind the growth slowdown. It was largely centred on the contrac-
tion of Germany’s manufacturing production, which was adversely affect-
ed not just by weaker demand, but also by production disruptions related
to the car industry’s adaptation to stricter emission standards. As a result,
in contrast to its position in previous years, the German economy contrib-
uted significantly to the euro area’s economic slowdown.

Among the positive aspects of the euro area’s economic situation in 2019
was the relatively strong resilience of household consumption demand,
which held up well thanks to benign labour market conditions. Although
employment growth was lower in 2019 than in the previous year, the un-

ANALYSIS OF THE SLOVAK FINANCIAL SECTOR | 2019 | SECTION 1 10
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employment rate fell to levels close to historical lows, which supported
growth in real wages. As regards GDP calculated by the production ap-
proach, its growth was supported by the services and construction sectors.

Chart 1
Global GDP growth and GDP growth of selected regions
(percentages)
5
4
3 -
2 —
1 —
o -
World Advanced economies Euro area Germany Emerging market
economies
H 2018 H 2019 2020 (p)

Source: IMF World Economic Outlook Update, January 2020.
Note: 2020 (p) - projection for 2020, made before the coronavirus outbreak escalated.

A return to monetary policy easing and the prospect of long-term
low interest rates stoked risk appetite in financial markets

The widespread worsening of economic relations across the world
required a response from central banks. In 2019 global monetary policy
had been entering a moderately tightening phase of the cycle when it took
a sharp accommodative turn. The US Federal Reserve led the way by low-
ering the target range for the federal funds rate on three occasions, by 75
basis points altogether. The European Central Bank responded to the ad-
verse developments by moving its deposit facility rate further into nega-
tive territory, reducing the rate by 10 basis points to-0.50%. In addition, the
ECB decided to restart net purchases under its asset purchase programme
at a monthly pace of €20 billion, and it adopted further support measures
aimed at stimulating economic activity.

Despite deteriorating outlooks for the real economy, financial markets
saw an increase in risk appetite during the period under review. The new
wave of easing of monetary conditions resulted in robust investor demand
for abroad range of financial and non-financial assets. The prevailing view
about interest rates was that they would be “lower for longer”, i.e. that the
period of very low interest rates would be even lengthier than originally
expected. In bond markets, this consensus was reflected in decreases in

ANALYSIS OF THE SLOVAK FINANCIAL SECTOR | 2019 | SECTION 1 11
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required yields to maturity across the credit and maturity spectrum. Since
theresponse was more pronounced inregard tolonger-maturity securities,
yield curves not only moved down, but also became flatter. The volume of
bonds trading at negative yields increased sharply. By late summer, when
concerns about the health of the global economy were at their height, the
overall amount of negative-yielding bonds was as high as USD 17 trillion.

Equity markets were on an upswing for most of 2019. The EURO STOXX
50, an index of euro area stocks, surged by 23%, and the US S&P 500 index
climbed by 29%. In Europe, equity markets increased sufficiently to make
up the ground lost in the previous year, while in the United States they rose
tonew historical highs. In several countries, the search for higher-yielding
investments was putting upward pressure on property prices.

Chart 2
Major global equity index trends

135
125
115
105 4

95 4

75

T T T T T T T T

~ © © © <) o o o o
— — — — — — — — —
o o o o o o o o o
N N N N ~ N N N N
o~ ) Ne) o~ o~ o0 0 o o~
- = o =} - = =} o -
= o] ™ ™ pa o] ™ ™ =
= EURO STOXX = S&P 500

Source: Bloomberg.
Note: Rebased, 31 December 2018 = 100.

Signs of an economic upturn towards the end of 2019 were quashed
by a new shock: the coronavirus (COVID-19) pandemic

In late 2019 and the first weeks of 2020, the global economic situation
was showing signs of stabilising. A majority of “soft” indicators of confi-
dence and sentiment were improving moderately around the turn of the
year. The rising optimism was largely predicated on the partial trade deal
struck between the United States and China, which was expected to signal
areturn to better relations between the two countries and to lay a basis for
further negotiations. In Europe, the finalisation of the United Kingdom’s
withdrawal from the European Union helped ease uncertainty.

ANALYSIS OF THE SLOVAK FINANCIAL SECTOR | 2019 | SECTION 1 12
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In early February 2020 the prospects of an economic upturn suffered
amajor blow. The global economy was hit by an unexpected new shock: the
coronavirus (COVID-19) pandemic. After breaking out in China, and initial-
ly causing economic complications only in that country, the virus quickly
spread across the world and has most recently hit Europe quite hard, with
Italy the principal epicentre. It is now clear that the measures taken to con-
tain the spread of the virus will, at a minimum, have a short-term impact
on global economic performance. Both the demand and supply sides of the
economy are affected. Nervousness is also spreading to financial markets.
Equity indices have fallen more sharply than at any time since the global
financial crisis, and there is rising demand for safe assets such as govern-
ment bonds. The Federal Reserve responded to the emerging situation by
cutting its benchmark rate by 50 basis points. The baseline expectation is
still that the pandemic will have a short-term impact on economic perfor-
mance and that the second half of 2020 will see the situation rapidly sta-
bilise and start returning to normal. The key questions in this context are
how long the crisis will last and whether the virus can be prevented from
spreading to the greater part of the population. If the situation were to de-
velop negatively in these dimensions, a serious systemic shock to global
economic activity would loom large.

The prevailing downside risks to the global economic outlook are not
only related to the coronavirus. Although the uncertainty surrounding
US economic and trade policies has eased slightly, it remains a prominent
threat to the world economy. The “Phase 1” trade agreement between the
United States and China does not encompass all the areas touched by the
countries’recent trade dispute. It remains to be seen to what extent the two
sides will fulfil the terms of the deal. Apart from this, the United States is
threatening to impose duties and tariffs on other countries, including euro
area countries. The United Kingdom'’s withdrawal from the European Un-
ion finally took place at the end of January 2020; nevertheless, a return to
the uncertainty that previously surrounded this issue cannot be ruled out.
Relations between the UK and EU will be governed until the end of 2020 by
the transitional provisions laid down in the Withdrawal Agreement. The
permanent terms of the future UK-EU partnership must therefore be set-
tled before the end of year, which, given the nature of the issue, is a very
tight timeframe. The approach of the deadline could give rise to concerns
in both financial markets and the real economy. Another source of recently
escalating geopolitical tension is the hostility between the United States
and Iran. Any further ratcheting up of tension between the countries could
affect oil prices and consequently also the global economy.

In the medium term, the global economy remains exposed to risks arising
from the long-term build-up of financial system imbalances. This con-
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cerns mainly the burgeoning indebtedness of private and public sectors
during the period of low interest rates. The other side of this story is the
expansion of financial sector balance sheets; a proportion of the acquired
assets are exposing financial institutions to the risk of higher losses in the
event of adverse economic developments.

1.2 Domestic environment

Although the cooling of global demand weighed on Slovakia's
economic growth, domestic labour market conditions remained
tight

Slovakia’s economic growth was slower in 2019 than in previous years.
A majority of EU countries experienced an appreciable economic slow-
down in 2019, and Slovakia was among that group. The cause of this decel-
eration was the cooling of global demand which resulted from the imple-
mentation of protectionist trade measures and the climate of heightened
uncertainty. The principal negative contribution to Slovakia’s GDP growth
came from foreign demand. At the same time, the growth rate continued
to be supported by domestic side of the economy, as domestic demand re-
mained relatively stable.

Chart 3
Slovak GDP growth and its components
(percentages)
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Sources: SO SR, NBS.

The strongest component of domestic demand remains household con-
sumption. With its stability still supported by wage growth and a favour-
able labour market situation, this component accounted for more than
one-half of GDP growth in 2019. Investment, too, has been a stable compo-
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nent of GDP growth over the past three years, and its contribution in 2019
was more than one-third. The main source of investment growth last year
was private sector activity. Another positive contributor to overall GDP
growth was government consumption, whose growth was driven mainly
by expenditure on wages and bonuses of public employees and by health-
care expenditure. Changes in inventories also had a positive impact on
growth. After deteriorating in the second half of 2018, economic sentiment
remained stable during 2019, at a level indicated persisting uncertainty
about future developments.

The domestic labour market proved resilient to the cooling trends in
2019. After six years of falling, the unemployment rate ended the year at
5.5%.! Net job creation was more than 20 thousand higher in 2019 than in
the previous year, and the number of employed people stood at more than
2,450,000 at the end of the year. From a sectoral perspective, job creation
was highest in the services sector. In industry, by contrast, employment
contracted. The number of jobs filled by foreign workers became increas-
ingly fewer. At the peak of the economy’s expansion, around half of the
jobs filled were filled by foreign nationals, while last year that ratio fell to
around one-third. The relatively low labour supply was reflected in the av-
erage wage, which increased by 5.4% in nominal terms and by more than
2.5% in real terms (taking inflation into account). Household disposable
income increased, as evidenced by the persisting strength of household

demand for new loans.

The economic slowdown was fully reflected in corporate sales in 2019,
as their annual growth rate slumped to 2.3%. Sales in the second half of
2019 even declined year on year. The drop in sales was most pronounced
in the industry sector, which, being export oriented, felt the full impact
of the softening of foreign demand. On the other hand, the services sector
managed to maintain quite respectable sales growth, as did the telecom-
munications and information industry. The economy’s slower growth was
also reflected in construction sector sales growth, which decelerated in
2019 after being relatively strong in 2017 and 2018. Another corollary of the
gradually weakening economic growth and uncertainty about future de-
velopments was that demand for loans to non-financial corporations was
far weaker in 2019 than it had been in previous years.

Despite the economy’s slower growth, prices of goods and services acce-
lerated in 2019. The average annual increase in the price level in 2019 was
2.8%. The largest increases were in prices of energy and food. By contrast,

non-energy industrial goods inflation was very moderate and continued

1 According to the Labour Force Survey (seasonally adjusted data).
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its decelerating trend. Given the ongoing decline in interest rates and the
acceleration of headline inflation, an increasing share of loans secured by
residential real estate were being provided at a negative real interest rate.

Compared with 2019, however, the risks associated with adverse econo-
mic developments have increased. Looking at the first quarter of 2020, it
already appears that the coronavirus pandemic will have severely negative
repercussions for the economy and financial market. It is expected that
global demand will decline much further due to the spread of the virus
and that the Slovak economy will suffer as a result. The likelihood of the
domestic economy stagnating or falling into recession has risen consid-
erably. Weak foreign demand and the suspension of production at several
of the domestic economy’s large producers and exporters will erode eco-
nomic activity growth and result in a sharp downturn of the Slovak econ-
omy. At the same time, financial market uncertainty about the future eco-
nomic situation has increased significantly and is also having a negative
impact on overall economic and financial activity. In such circumstances,
economic sentiment is expected to plummet, with resulting declines in in-
vestment and household consumption. What matters most in this regard
is how long the coronavirus pandemic will last and what effects it will
have on the economy and financial market. From a medium- to long-term
perspective, the Slovak economy also faces the following structural chal-
lenges: electro-mobility and the tightening of emission standards in the
context of the transition to a carbon neutral economy; and the substantial
competitive pressure on the European steel industry.

ANALYSIS OF THE SLOVAK FINANCIAL SECTOR | 2019 | SECTION 1 16



8

NARODNA
BANKA
SLOVENSKA

EUROSYSTEM

2 Integrated overview of
the financial sector

Slovakia's economic slowdownin 2019 was not yet having anotable
impact on the domestic financial sector; nevertheless, the
environment of long-term low interest rates is putting downward
pressure on the banking sector’s profitability

The gradual ending of the expansionary phase of the business cycle and
the moderation of economic growth in 2019 was not yet reflected in a slow-
down of the financial sector. Compared with the end of 2018, the sector’s
total assets were higher by 6.8%, or more than €8 billion, at the end of 2019,
at €126.3 billion. All significant segments of the financial sector recorded
asset growth. The aggregate asset growth was supported by households’
continued willingness to increase their borrowing. With economic senti-
ment faltering amid uncertainty about future economic developments,
the private sector saving ratio increased in 2019. In this context, household
investment demand increased and thus supported asset growth in those
financial market segments focused on investment and capital markets.
Despite the easing of expansionary trends, the build-up of risks in the fi-
nancial market remained relatively elevated.

Chart 4

Distribution of assets and management assets in the Slovak financial market
(percentages)
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billion

Insurers
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Source: NBS.

The banking sector had a significant impact on the financial market’s
overall asset growth in 2019, even though asset growth in this sector was
lower than that across the rest of the market. Banks’ total assetsincreased,
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year on year, by 5.5%, so accounting for more than half of the overall asset
growth in the financial sector. An environment of strong competition and
ongoing compression of interest margins (among the lowest in the euro
area) is compelling banks to step up lending activity in order to maintain
their profitability. Although the domestic economy slowed appreciably in
2019, the absolute year-on-year increase in the banking sector’s total as-
sets was around €4.5 billion, maintaining a stable trend going back to 2015.
The sector’s business model is coming under substantial pressure, as the
persisting decline in interest margins is forcing banks to provide large vol-

umes of new loans, thereby increasing their exposure to risks of a cyclical
nature.

Chart 5

Total assets in the financial sector
(annual percentage changes)
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Insurers performed well in 2019, as did companies operating in the
capital market

The insurance sector performed well in 2019, with its total assets recor-
ding their largest year-on-year increase in eight years, more than 6%. This
growth was supported not only by an increase in gross premiums written,
but also by the increasing value of invested assets. Financial market seg-
ments investing in the capital market also had a favourable year in 2019. In
the investment fund sector and in both the second and third pillars of the
pension system, the year-on-year increase in aggregate fund assets was in
double digits. The assets of fund management companies themselves were
boosted not only by the continuing demand for investment and pension
fund products, but also by the fact that financial market developments in
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2019 were conducive to such investments. At the same time, pension fund
management companies (second pillar) benefited from a statutory 0.25
percentage point increase in the rate of mandatory contributions to the
second-pillar pension scheme, up to 4.75%. In the leasing and consumer
credit segment, total asset growth was moderate at just over 1%; this con-
trasted sharply with the previous year’s result, when this segment report-
ed double-digit growth.

From a profitability perspective, companies operating in the capital
market performed particularly well

Profitability in the Slovak financial market in 2019 was heterogenous
across sectors. Capital market funds benefited from favourable financial
market trends, but the banking sector’s profitability measured by return
on equity (ROE) decreased, even though asset growth was strong. The
banking sector’s net profit in 2019 was similar to that in the previous year,
recording a year-on-year increase of 0.5%. The sector’s ROE, however, de-
clined by 0.5 percentage point year on year and is now approaching 8%.
In terms of profitability, the Slovak banking sector was one of the highest
ranked among CEE banking sectors in 2016 but now lies on the edge of the
lower quartile. From the perspective of foreign parent groups that own
significant banks in CEE countries, the attractiveness of Slovak banks
has been gradually diminishing. The domestic insurance sector main-
tained double-digit profitability in 2019, with a year-on-year increase of
13.3% that was close to its historical average. In the investment fund sec-
tor, asset management company profits were notably buoyed by financial
market developments, and profitability remained significantly above the
historical average.

The uptrend in credit quality indicators was turning slightly
towards the year-end

As regards the credit quality of household loans, indicator trends varied
between loan types in 2019. In the consumer loan book, which is smaller
in volume terms, both the default rate and the non-performing loan (NPL)
ratio decreased. This downward shift is more favourable for the fact that
NPL ratios were at elevated levels to begin with. In the case of housing
loans, by contrast, net default rates for housing loans rose from practical-
ly zero to 0.1% per annum. This segment, moreover, also experienced one-
off effects of portfolio cleansing, which if included in the indicator would
have raised the market average to 0.4%. Nevertheless, the increase in NPLs
was still moderate, owing to the generally favourable economic situation
and the environment of falling interest rates.
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During 2019 indicators of credit risk in the corporate loan book reflected
the general economic situation. Until September the credit quality of the
loan book continued to improve, but in the last quarter, when economic
trends deteriorated, both default rates and the NPL ratio increased. The
rise in default rates was relatively broad-based across sectors and firm siz-
es. But although the NPL ratio for loans to non-financial corporations in-
creased, it was still close to post-crisis lows.

The broad increase in equity positions was accompanied by
increasing bond portfolio durations in several sectors

Looking at asset portfolio trends in different segments of the Slovak fi-
nancial market in 2019, there was one common denominator. All sectors
reported an increase in equity positions. The volume of equities and in-
vestment fund shares/units in asset portfolios increased in a largely pas-
sive manner, as the general buoyancy of equity markets during the period
under review resulted in a surge in the prices of equities already included
in portfolios. In some sectors, the growth of this component was further
supported by targeted increases in the purchase of these instruments.

In the composition of asset portfolios, the increase in equities and in-
vestment fund shares/units was accompanied by a decline in debt se-
curities. This trend was seen in all financial market segments with the
exception of the banking sector. A number of sectors also recorded an in-
crease in the duration of debt securities. This was most evident among
insurers, whose bond portfolio durations have even so been the highest
in the financial market for along time, possibly due to insurers’ efforts to
bring the durations of their assets and liabilities closer together in order
to optimise capital requirements. The next largest year-on-year increas-
es in the durations were reported in the second and third pillars of the
pension system and, some way behind, in the banking sector. The moves
to extend durations may have been triggered by the decline in market
rates and the reversal of monetary policy from a path of gradual tight-
ening back to an easing stance. It therefore seems that financial institu-
tions were gravitating towards the longer end of the yield curve in order
at least to maintain their returns on these instruments. Increasing the
duration of bond portfolios also makes them more exposed to interest
rate movements.
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Table 1 Changes in the share of equity, foreign exchange and interest

rate positions in individual segments of the financial market
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Sources: NBS and Bloomberg.

Notes: Values are given as a percentage share of total assets (or NAV) and represent the asset-
weighted average for the given group of institutions.

Foreign exchange positions are given as a percentage share of assets (or NAV); they were calculated
as the sum of the absolute values of the positions for each institution.

Equity positions are given as a percentage share of assets (or NAV); they do not include participating
interests in subsidiaries and affiliates.

Durations and residual maturities are given in years.

" ULI - assets invested by insurers under unit-linked life insurance policies.

The least clear trend in the Slovak financial sector in 2019 was in open fo-
reign exchange positions. In some sectors they increased, while in others
they fell or at least remained unchanged compared with the previous year. In
those sectors where the aggregate positions did change, the movement was
not very significant. Inregard to the absolute sizes of these positions, the mar-
ket segments exposed to the largest exchange rate risk were, as in previous
years, second-pillar pension funds and collective investment funds.

In 2019, as in previous years, stress testing was conducted to
check the resilience of different segments of the Slovak financial
market under a simulated deterioration in economic performance
and a climate of nervousness in financial asset markets

Under the adverse scenario, third-pillar funds suffer the largest weigh-
ted average loss, representing more than 5% of their net asset value. In
the second pension pillar, the decline in the pension-point value (recalcu-
lated for the sector as a whole) is around half as large as that in the third
pillar, which is explained mainly by the fact that less risky bond funds
still account for a considerable share of the aggregate NAV of second-pil-
lar funds. On the other hand, under the more severe adverse scenario, the
index funds and equity funds that constitute the rest of the second-pillar
funds experience a notable greater aggregate decline in asset value com-
pared with many third-pillar funds.
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In both adverse scenarios, the average vulnerability of investment funds
is relatively greater. In the less adverse scenario, the aggregate asset value
of domestic investment funds falls by 4%; in the more adverse scenario,
by 7%. The risk is highly concentrated across a few funds - mainly equity
funds and, to a lesser extent mixed funds - which explains why this sector
reports a far lower median value.

The profitability of banks falls significantly under the adverse scenarios.
In the less severe adverse scenario, the banking sector as a whole is able to
generate a cumulative profit over the three-year stress test period, but that
profit is far lower than its profit under the baseline scenario. The banks still
in profit under the first adverse scenario are mainly large banks; more than
half of the sector’s banks report a loss, and the loss-making banks are most-
ly small ones. In the more severe adverse scenario, virtually all banks make
a loss. In this case, the ratio of the sector’s aggregate loss to its total assets
is just over 1%. Credit losses, especially those arising from retail loan delin-
quency, are the principal source of downward pressure on profitability.

Chart 6

Distribution of the impact of macroeconomic scenarios on the financial sector
(percentages)
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Sources: NBS, RBUZ, ECB and Bloomberg.

Notes: The chart shows quartiles of the estimated profit/loss-to-asset ratio resulting from the
application of the respective scenarios as at 31 December 2019.

In the case of banks, the quartiles refer to the ratio of the total estimated net profit for the three-year
stress test period to net assets as at 31 December 2019.

The data for insurers include only the change in the fair value of assets. The stress test does not
include assets covering technical provisions for unit-linked insurance policies, nor the impact on
insurers'’ liabilities.

Values are given as a percentage share of total assets (or NAV).

A detailed description of these scenarios can be found in Section 6 and in the separately published
Annexes to the ASFS.
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rialisation of market risks, for an increase in the loss ratio in non-life in-
surance, and for an increase in the surrender rate in life insurance. Under
the baseline scenario, the solvency of all domestic insurers remains flat
or increases. Under the less severe adverse scenario, more than half of the
insurersinthe sector record adecline in their equity capital,and almost all
of them report a solvency capital requirement coverage ratio of more than
100%. In the more severe adverse scenario, virtually all insurers make loss-
es that weigh on their equity, though the vast majority of them still meet
the solvency capital requirement.
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3 Banking sector

3.1 Trends and risks in the banking sector’s balance sheet

3.1.1 Loans and credit risk

Retail sector

Despite easing, retail loan growth in Slovakia was among the
fastest in the EU in 2019

Retail loan growth in Slovakia slowed in 2019. The year-on-year increase
in total retail loans stood at 7.9% in December, 7.7% in November and 7.8%
in October, levels that were the lowest recorded since the establishment
of mortgage banking in Slovakia at the beginning of the century. Janu-
ary 2020 saw a slight upward correction, to 8.1%. The banking sector’s retail
loan book grew by €2.9 billion in 2019, which was its lowest absolute an-
nual increase since spring 2016. Slovakia’s retail loan growth was almost
twice as high as the EU median, though in the second half of 2019 it went
from being the fastest in the EU to the fourth fastest, behind the growth
rates in Hungary, Bulgarian and Malta.

Chart7

Slovakia’s retail loan growth remains among the highest in the EU
Retail loans in the EU (annual percentage changes)
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Note: For euro area countries, the chart includes all loans irrespective of currency of denomination
or country of counterparty; for non-euro area countries, it includes only loans in the domestic
currency to domestic counterparties, which covers the bulk of retail loan business. Due to exchange
differences, the ECB's Statistical Data Warehouse does not allow the inclusion of all loans provided
by non-euro area banks.
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Retail loan growth in Slovakia continued to be supported by macroeco-
nomic fundamentals in 2019. Although the registered unemployment rate
was no longer changing to any significant extent, its average level for the
year, 5.0%, was the lowest in Slovakia’s modern history. Besides the avail-
ability of employment opportunities, factors supporting loan growth in-
cluded the rising income of households, the increasing price of loans, and
the continuing residential property price growth that was putting upward
pressure on demand for debt financing. On the other hand, there was
downward pressure from weakening demographics, particularly in regard
to the number of people entering the age cohorts in which there is highest
demand for primary residence financing.

Loan growth in 2019 was further dampened by macroprudential measu-
res adopted by NBS. Although no new measures entered into force during
the year itself, the first half of 2019 was still part of the phasing-in period
for new regulatory rules concerning loans with high loan-to-value (LTV)
ratios or high debt-to-income (DTI) ratios. At the end of the year stricter
rules for debt-service-to-income (DSTI) ratios were adopted, but these did
not take effect until January and were to be phased-in by the end of June
2020.

Housing loan growth slowed, while interest rate cuts had
a moderate upward impact

Annual growth in housing loans slowed in 2019, so continuing a trend
that began in spring 2017. In the second half of the period under review,
housing loan growth dropped below 10% for the first time. The rate re-
corded its lowest levels in November (9.4%), before picking up slightly in
December (9.7%) and January 2020 (9.9%). The overall slowdown in hous-
ing loan growth in 2019 was caused mainly by weaker absolute increases in
the first two quarters of the year. The monthly amount of new loans started
to increase from around July and proceeded to climb to almost historical
highs, buoyed by interest rate reductions and by fierce interbank competi-
tion, particularly in the area of loan refinancing. Narodna banka Slovenska
responded to these developments by tightening regulatory requirements
in order to reduce the riskiness of lending.

One area of the housing loan segment which showed a different trend was
loans provided by home savings banks, which increased by just 0.2% year
on year, or just under €7 million in absolute terms.
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Chart 8
The monthly flow of housing loans picked up from summer 2019, and in
January 2020 it reflected the impact of frontloading

Total housing loans (month-on-month change in EUR millions)
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The large majority of new housing loans were used to repay existing
debt, whether with the same bank - in order to secure better terms and
conditions (loan renegotiations) - or with another bank. New housing
loans can be divided into three groups according to their use. The first and
largest group comprises loan renegotiations that involve a change in the
borrowing rate, whether at the interest rate reset date or at another time.
These loans made up around 38% of total new housing loans in 2019. A sec-
ond group, accounting for 28% of the total, comprises loans used for repay-
ing a loan from another bank; these include refinancing loans without an
increase in the borrower’s outstanding loan amount or refinancing loans
with an increase in the outstanding amount, net of the amount of the in-
crease. Only the third group, making up 34% of the total, represents actual
new debt, whether in the form of pure new loans or outstanding amount
increases under refinancing loans or top-up loans. Refinancing loans often
involve loan consolidation, in particular the consolidation of consumer

loans or smaller borrowings through credit cards or authorised overdrafts.

The average interest rate on new housing loans remained close to 1.5% du-
ring the first half of the year, before decreasing in the second half of the
year to a historical low of 1.1% (December 2019). If loans provided by home
saving banks are excluded, the rate fell to below 1.03%. The average interest
rate on renegotiated housing loans fell to 0,9 %. The average annual per-
centage rate of charge for housing loans decreased to 1.3%.

In international comparison, interest rates on new housing loans were

among the lowest in the EU, with their ranking varying between second-
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and fifth-lowest during the course of the year. In December 2019 they were
the second-lowest in the EU, with only Finland reporting lower rates.

The reduction in interest rates in 2019 was reflected in a re-opening of the
gap between rates on existing loans and rates on new loans, from 0.4 per-
centage point at the start of the year to 0.6 percentage point at the end. This
once again increased the incentive for loan refinancing.

Maturity indicators for new housing loans remained almost unchanged in
2019 in year-on-year terms. The average maturity of housing loans in the
period under review was 26.1 years. For pure new loans, the average was half
a year higher, and for refinancing loans (including renegotiated loans) pro-
vided in 2019 it was half a year lower. As a share of new housing loan busi-
ness, loans with a maturity of 30 years stood at 45%. Housing loans with
a maturity of more than 30 years saw a slight increase in their fringe share
(which rose gradually from 0.4% in 2018 to 1.0% in the last quarter of 2019).
This increase was driven by the subcategory of refinancing loans not involv-
ing an increase in the outstanding amount, as their share of new housing
loan business increased from 1% in 2018 to 4% in the last quarter of 2019. In
line with the usual trend, the vast majority (90%) of the loans provided in
2019 had an interest rate fixation period of between one and five years.

The average LTV ratio on housing loans fell to 74.2% in 2019; its decline of
around 1 percentage point was on a par with its declines in 2017 and 2018.
In accordance with NBS regulatory measures, there remained no housing
loans with an LTV ratio of more than 90%. The share of loans with an LTV
ratio of more than 80% fell from 26% to 14% between the fourth quarter of
2018 and the same period in 2019.

The share of housing loans arranged through financial brokers stopped
increasing in 2018 and remained unchanged in 2019. Across individual
banks operating in the retail market, the share of these loans in new busi-
nessranged between 0% and 97%, with the median for 2019 standing at 66%.
Large, medium-sized and smaller banks could be found on both sides of
the median. Approximately one-third of the brokered housing loans were
arranged through one of the four largest financial intermediation compa-
nies in Slovakia; this indicates low market concentration.

Consumer loan growth almost came to standstill

Annual growth in consumer loans in Slovakia almost came to complete
standstill in 2019, following on from its weakening towards the end of
the previous year. Between December 2018 and December 2019, consum-
er loan growth fell from 6.0% to 0.2% year on year. The monthly flows of
these loans were far lower compared with 2018, and in some months they
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were even negative. The written-down/off amount of consumer loans was
almost the same in 2019 as in 2018, at €150 million.

Chart 9

The monthly flow of consumer loans was several times negative in 2019
Total consumer loans (month-on-month change in EUR millions)
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Note: The chart is adjusted to exclude the one-off impact of one bank’s acquisition of part of a non-
bank company in January 2018.

The slowdown in consumer loan growth in 2019 stemmed mainly from re-
duced production of new loans; consumer loan outflows had a more mode-
rate impact. Some part of the slowdown may be ascribed to the consolida-
tion of consumer loans into housing loans. As Chart 10 shows, the largest
outflows of consumer loans were caused by early repayment of whole loans,
although the average monthly flow of such repayments has been on a slight
downtrend in recent years (€127 million in 2017; €121 million in 2018 and
2019). Most of the repaid loans were refinanced with another consumer
loan or consolidated into a housing loan. On the one hand, refinancing with
a housing loan reduces the riskiness of consumer debt, since the debt be-
comes secured. On the other hand, housing loans take longer to amortise
owing to their longer maturity. Furthermore, because the interest rates on

them are lower, these loans reduce banks’ interest income.

As for other factors affecting consumer loan growth, the volume of current
loan repayments increased in 2019. This was due not only to the actual size
of the consumer loan book, but also to areduction in interest rates or a pos-
sible change in the average maturity of the existing loan book. The impact
of other outflows remained marginal during the period under review.

The most significant change, by contrast, was in the production of new con-
sumer loans. The total volume of consumer loans provided during the year
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fell to €2.859 billion down from €3.057 billion in 2018 and €3.205 billion in
2017. Here, too, there was certain form of consolidation, related in this case
to housing loan refinancings that involve an increase in the outstanding
amount; the borrowers receive an additional financial sum that can be used
for consumption purposes, so they then have less need to take out a sepa-
rate consumer loan.

Chart 10
The slowdown in consumer loan growth in 2019 was caused mainly by lower

growth in loan production
Month-on-month flows of consumer loans broken down into positive and negative contributions
(EUR millions in inverse scale; EUR millions)
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Note: The chart is adjusted to exclude the reclassification resulting from one bank’s acquisition of
part of a non-bank company in January 2018. For the sake of clarity, the chart data are smoothed with
a three-month moving average.

The average maturity of new consumer loans remains elevated. Of the
new business in 2019, 70% had a maturity of eight years, the maximum al-
lowed. Among pure new loans, the share with the maximum maturity was
62%; among loans used for refinancing without an outstanding amount
increase, 73%; and among loans used for refinancing with an outstanding
amount increase, 81%.

The share of bank consumer loans provided through electronic media re-
mains relatively low: 6.6% in 2019. Given the size of individual loans pro-
vided online, it may be assumed that their share in the total number of
new consumer loan agreements was higher than their share in the volume

of new business.

The share of brokered loansin total consumer loansincreased, year-on-ye-
ar, to 9% in 2019, from 6% in 2018. Their share in pure new loans climbed
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to 13%. Only some banks in Slovakia provide consumer loans through bro-
kers. Even among those banks with a significant presence in this segment,
there is considerable heterogeneity.

Interest rates on new consumer loans remained almost unchanged in
2019; their average rate in January 2020 was the same as in January 2020
(8.0%), though in autumn 2019 it dipped to 7.6%. Among euro area coun-
tries, Slovakia is ranked in the third quartile for the average interest rate
on new consumer loans. Like interest rates, the average annual percentage

rate of charge for consumer loans maintained its level in 2019, at 8.7%.

After a multi-year downtrend, the share of non-bank lenders in consumer
financing stabilised in 2019. Compared with the previous year, their share
evenincreased by 1 percentage point, to15%, owing mainly to the stagnation
of banks’ consumer loan book. More than half (54%) of the non-bank lending
was accounted for by car leasing, and three-quarters of that share comprised
loans provided by bank subsidiaries. The three largest non-bank lenders pro-
vided 44% of the outstanding amount of non-bank consumer loans.

The production of new non-bank consumer loans? increased from €366
million in 2018 to €429 million in 2019, with almost the entire increase ac-
counted for by a few lenders.

The average APRC for non-bank consumer loans (excluding credit cards)
changed only slightly in 2019, increasing from 13.0% to 13.5%. This rise
was largely centred on short-maturity loans, due to the increased activi-
ty of a small group of lenders. The average APRC for credit cards fell from
31.7% to 30.4%.

The outstanding amount of any-purpose secured loans increased,
while credit card and overdraft loans decreased

In 2019 there was an increase in the outstanding amount of “other retail
loans”, a category that includes any purpose loans secured by immovable
property. Up to the end of 2017 this category underwent little change, but
in 2018 it grew by 16.0% and in 2019 by 14.5%, owing mainly to the lending
activity of large banks. The share of other retail loans in total retail loan
hadrisento 4.7% by the end of 2019, while the average interest rate on these
loans decreased in 2019, from 1.7% to 1.5%.

The outstanding amount of credit card and overdraft loans in the Slovak
banking sector decreased in 2019, by 6.7% year on year. The share of these
loans in total retail loans fell to 2.2%.

2 The data come from the Slovak Financial Ministry’s report on new consumer loans.
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The aggregate non-performing loan (NPL) ratio was falling moderately
for most of 2019, before rising again later in the period; its level of 2.9% at
the end of 2019 was close to its level at the start of the year. The NPL ratio
for consumer loans fell during the period under review, from 8.6% to 8.4%,
while the NPL ratio for housing loans increased from 1.6% in December
2018 to 1.7% in December 2019.

Looking at the net default rate, which captures the change in the amount of
NPLs during the period under review and is adjusted for the impact of loan
write-downs/offs and loan sell-offs, its trends in 2019 differed according
to portfolio. For consumer loans, the net default rate fell from 2.9% in De-
cember 2018 to 2.4% in December 2019, while for housing loans it increased
from 0.0% to 0.4%. In the case of housing loans, the year-end rate reflected
the substantial impact of a one-off reclassification, absent which it would
have been 0.1%. At the same time, however, several medium-sized and large
banks reported a slow increase in the default rate for housing loans.

Retail deposit growth accelerated, driven up mainly by sight deposits

Total retail deposits held with banks and foreign bank branches in Slova-
kia grew by 7.2% year on year in 2019, which was their largest increase sin-
ce 2016. In absolute terms, deposits increased by €2.6 billion. The strongest
growth was in sight deposits, which at the year-end made up 67% of all re-
tail deposits.

Total sight deposits increased by 17.9% year on year in 2019. Their growth
was more pronounced across large banks (19.7%), where a large volume of
deposits redeemable at notice were shifted into sight deposits. Abstracting
from this effect, their growth rate in large banks stood at just 12.1%. Foreign
bank branches reported aggregate sight deposit growth of 17.6% in 2019,
while across medium-sized and smaller banks the rate was 7.3%.

The market share of the three largest banks in total sight deposits in-
creased to 71.3% at the end of 2019, which was 1.7 percentage points high-
er compared with a year earlier. No other institution had a market share
greater than 7%. The average interest rate on sight deposits remained close
to zero throughout the period under review.

As for time deposits, their outstanding amount declined by 3.2% year on
year in 2019. The decrease was greater among time deposits held with large
banks (-10.2%) and foreign bank branches (-9.0%). Across medium-sized and
smaller banks, by contrast, time deposit growth stood at 5.0%. Time deposits
held with home savings banks declined for the first time on record, by 2.2%.
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The market distribution of time deposits remained relatively balanced in
2019, as 32.5% of the total deposits were held with large banks, 27.8% with
medium-sized and smaller banks, and 31.8% with home savings banks.

The average interest rate on new time deposits was 0.5% in 2019, 0.1 per-
centage point higher than the average for 2018. Certain banks’ structured
products had a relatively large impact on the average rate, as these offer
a higher interest rate on time deposits provided in a defined combination
with investments in investment funds. In 2019 new time deposits with
large banks had an average interest rate of 0.8%; those with medium-sized
and smaller banks, 0.4%; and those with home savings banks, 0.9%.

Asregards demand for deposit products from a maturity perspective, 55%
of the new deposit business in 2019 comprised one-year time deposits.?
At the end of 2019 one-year time deposits constituted 38% of total depos-
its; deposits with a maturity of seven days, 7%; two-year deposits, 12%; time
deposits with a maturity of between three and five years, 11%; and deposits
held with home savings banks, 32%.

The outstanding amount of deposits redeemable at notice fell by 27.6% in
2019. Their share in total retail deposits therefore fell to 6.4%. The average
interest rate on new deposits in this segment was 0.2% in 2019. This type of
deposit is provided by only a few banks.

Residential property market

Historically low supply in Bratislava's residential new-build market
pushed up residential property prices in 2019 and did so amid
strong demand for new flats

Offer and sale prices for flats in Slovakia maintained their uptrend throu-
ghout 2019 and reached their highest levels on record. Offer prices for new
flatsincreased by 10% year on year in the fourth quarter of 2019, ending the
period at a historical high. Sale prices also increased, but at a more moder-
ate pace. Sale price growth eased from 11% year on year in December 2018 to
5.3% in December 2019, even while the labour market situation remained
favourable and the cost of borrowing for housing purchase dropped fur-
ther. At the same time, however, sale price growth was dampened by the
combination of continually rising new-build prices and the impact of NBS
regulatory measures.

The fourth quarter of 2019 saw a relatively large decline in the average
size of flats sold, in particular in the main market categories (one- and

3 The amount of new time deposits is adjusted for so-called daily time deposits, which, al-
though technically renewed each day, are a historical product and can no longer be opened.
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two-room flats). Consequently, sale prices for flats increased more slowly
than did square metre prices. The fourth-quarter decline in size was a one-
off result that may have been caused by the layouts of new property devel-
opments. It will be important, however, to keep monitoring the situation
to see whether the decline corrects. The absence of a correction may in-
dicate that price growth has outpaced customers’ financial capacities and
that the supply-side response is a reduction in property sizes along with
the preservation of some price growth.

Demand for new flats remained elevated in 2019. Favourable labour mar-
ket conditions coupled with falling interest rates continued to stoke de-
mand for these properties. Sales of new flats decelerated quite significant-
ly for most of 2019, before rebounding strongly in the fourth quarter, when
alarge number of new flats came onto the market. But despite the late-year
surge, total annual sales of new flats were the lowest in four years. These
sales must, however, be seen in the context of the limited supply of flats,
since the number of flats sold is significantly affected by the number of
flats on the market - as the trend in 2019 well exemplified. Several other in-
dicators tend to suggest that demand remains at robust levels. Both the ra-
tio of sales to total supply and the velocity of property development sales
have remained elevated, and in nine of the last ten quarters the number of
flats sold exceeded the number coming onto the market.

Chart 11

The supply of new flats reached a historical low in 2019 and did so while
demand was strong

(number)
5,000 2,500
4,500
4,000 2,000
3,500
3,000 1,500
* | !
2,500
2,000 1 1,000
1,500
1,000 = 500
500
0 0
O 0000000000000 00OO0OOO0O0O0O0OOOOGC OO O O
AN AN AN AN AN AN AN AN AN AN AN AN AN AN AN A AN A AN AN AN AN AN AN ANANANNNNN
Y Pdads2dgsladsfdayEladsgdayEady
c o &8 € 0 &8 < g C @ &8 € 9 8 ¢ 0 &8 € 9 8 ¢ b
3883883883803 88388=x388=z3828

Supply B Flats coming onto the market

|
n
=
®
n

Source: Lexxus.

ANALYSIS OF THE SLOVAK FINANCIAL SECTOR | 2019 | SECTION 3 33



8

NARODNA
BANKA
SLOVENSKA

EUROSYSTEM

Looking at the new-build market in Bratislava in 2019, it was significantly
affected by the limited supply of new flats. The 12% year-on-year decline in
the supply of flats at the end of 2019 would have been greater but for the
late-year increase in the number of new flats coming onto the market. In
the third quarter of the year, however, the number of flats on the market
was close to its post-crisis low. The insufficiency of supply in the context
of still strong demand was also indicated by the average ratio of sold flats
to total flats in project developments, which reached an all-time high of
more than 85% in 2019. Despite the recent slowdown, however, construc-
tion activity is robust and the number of new builds under construction
is far surpassing 2014 and 2015 levels. And considering the number of new-
build starts, as published by the Slovak Statistical Office, the construction
of flats in Slovakia may even be at a record level.

The situation in the housing market may be adversely affected by the co-
ronavirus pandemic. Given the economic activity slowdown in numerous
sectors and the decline in employment that is expected to result, the hous-
ing market may be negatively affected for a temporary period.

Prices of existing flats continued to rise in 2019

Prices of existing flats maintained their uptrend in 2019, recording an
average increase of 10.9%, 1 percentage point higher compared with 2018.
This same trend was seen in both prices of flats per square metre and
prices of flats as a whole. The average size of existing flats sold in 2019 re-
mained almost unchanged. These trends remained broadly present across
the whole country, except for moderate inter-regional differences in the
average price increase, which ranged from 6.7% to 16.4%. The number of
flats on the market continued its downtrend in most regions, falling by an
average of 10%. In Nitra, Trenc¢in and Zilina regions, however, the number
of flats on the market increased by 40% on average. In the case of Trencin
Region, the increase was confined to the regional capital itself, while in the
other two regions it was broad-based across the whole region.

Supply and sale indicators showed the same trends across prices and sizes
of flats. Prices of flats followed similar trends across all types of flats, irre-
spective of number of rooms.*

Rental prices increased by 6.1% in 2019, which was similar to their trend in
the previous year. Unlike the supply of flats for sale, however, the supply of
flats for rent increased year on year in 2019, by almost 20% on average. Since,
however, more than 75% of the rental flats on the market were located in Bra-
tislava, the increase is not reflective of trends across Slovakia as a whole.

“ Reliable data on trends according to number of rooms are available only for Bratislava.
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Non-financial corporation (NFC) sector

Growth in the corporate loan market slowed as the economy
decelerated

Annual growthinloanstonon-financial corporationsin Slovakia continued
to moderate throughout 2019, ending the period at 3.55%. Compared with
the end of 2018, the rate was lower by 1.6 percentage points. NFC loan growth
continued its decelerating trend in January 2020, ending the month at just
2.3%. In the ranking of EU countries for NFC loan growth in 2019, Slovakia
was at the median for central and eastern European countries and slightly
above the EU median. In terms of the rate of change in loan growth, however,
Slovakia ranked among the countries reporting a greater slowdown.

The slowdown in NFC lending could be largely ascribed to the economy’s
gradual cooling and to the worsening economic outlook. Signs of a relatively
large deterioration in the corporate sector could be found not only in leading
indicators of sentiment, but also in hard indicators such as sales growth and
foreign trade trends. Corporate sales experienced a large correction in 2019 af-
ter their growth had been attacking 10% in 2018 and in early 2019. Sales began
declining, year on year, in the second half of 2019 and contracted by 2.8% at
the end of the period. Sales trends did, however, show considerable heteroge-
neity across sectors of the domestic economy. Exports recorded a more mod-
erate correction, and while they did decline, year on year, in some months in
the second half of 2019, they ended year with a growth rate of 2.3%. The corpo-
rate sector’s situation worsened further in the first months of 2020 as a con-
sequence of measures taken to contain the coronavirus pandemic.

Chart 12

NFC loan growth slowed in 2019 as the economy decelerated
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The corporate sector slowdown in 2019 was reflected in weaker lending
growth in several key segments of the banking sector’s corporate loan
book. In the breakdown of the loan book by firm ownership, lending to
private firms slowed the most (its December rate of 2.7% was 3.8 percent-
age point lower year on year). By contrast, the flow of loans to public firms
recorded an upward jump in late 2019, without which the slowdown in
total NFC loan growth would have been even more pronounced. Lending
to SMEs also experienced a sharp deceleration in 2019, and its December
growth rate of 1.8% represented an absolute year-on-year decrease of 3.2
percentage points. Total NFC loan growth was therefore largely driven by
lending to large enterprises. In the decomposition of loan growth by loan
maturity, the largest slowdown was in loans with a maturity of more than
five years (typically investment-related); their growth rate in December
2019 was more than 4.5 percentage points lower than the rate in December
2018.

Lending to most economic sectors moderated in 2019, while the situation
within sectors was relatively heterogeneous. Alongside declining sales,
borrowing demand moderated in several sectors, including such key sec-
tors as industry, construction, trade, and transportation and storage. In the
commercial real estate sector, loan growth maintained its pace and there
was anotable increase in sales. Lending to the sectors of energy supply and
administrative activities accelerated.

Chart 13
Growth in lending to different economic sectors and sectoral shares in total
loans to NFCs
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Notes: The horizontal scale shows average annual loan growth for the fourth quarter of 2019. The
vertical scale shows the change in average annual loan growth in percentage points (the average for
Q4 2019 compared with the same period of 2018). The bubble size corresponds to the economic
sector’s share of total loans to NFCs.
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The main factors affecting corporate credit market trends in 2019 were the
deteriorating economic situation and interbank competition.> Demand for
NFC loans fell over the year as awhole. The previous time that happened was
in 2013, during the debt crisis. The main cause of the decline was a drop-off
in corporate financing needs for fixed investment, the impact of which out-
weighed that of low interest rates. Overall credit standards remained sub-
stantially unchanged during the period under review. Economic cooling was
another factor that had a tightening impact on credit standards. Another
factor, however, had a stronger tightening impact, namely “cost of funds and
balance sheet constraints” The main easing impact on credit standards con-
tinued to come from interbank competition in the corporate credit market,
which resulted in further interest margin compression. Credit standards for
SMEs were tightened more than those for other borrowers, while in the case
of lending to large enterprises, several banks eased their credit standards.

Lending rates for non-financial corporations continued to decrease in 2019,
owing to the low interest rate environment and competition pressure in
the banking sector. The average interest rate on total loans to NFCs in Slova-
kia decreased slightly year on year in 2019, to 2.35%. Compared with other EU
countries, this figure was above the median (2%). Taking into account their
standard volatility, interest rates on new loans fell moderately in 2019. Their
average of 1.96% for the year was close to the EU median. Looking, however,
at lending rates for different loan size categories, significant differences can
be seen. In terms of the average interest rate on loans of more than €0.25 mil-
lion, Slovakia’s ranking among EU countries is similar to that for the average
rate on total loans; by contrast, for the interest rate on small loans, typical-
ly provided to SMEs, Slovakia lies just above the third quartile. This means
that borrowing costs for SMEs, which obtain most of their financing from
banks, are relatively expensive in Slovakia by European standards.

Despite the economic slowdown, corporate deposits experienced
an uptrend in 2019

Total deposits from non-financial corporations stood at more than €13 bil-
lion in December 2019, representing a year-on-year increase of 5.6%. The
main contribution to that growth came from a 5% year-on-year increase in
sight deposits, which make up 90% of total corporate deposits. Term de-
posits had a more moderate impact on the total growth, as they ended the
year 12% higher than their level a year earlier. December’s growth in total
deposits was moderately lower compared with the 7% increase recorded in
December 2018. Deposit rates for NFCs remained at almost zero through-
out the period under review.

5 The corporate credit market is evaluated on the basis of the euro area bank lending survey.
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Corporate indebtedness declined in 2019

The indebtedness of domestic NFCs was lower year on year in September
2019. The NFC debt-to-GDP ratio in that month stood at 53.8%, 2.4 percent-
age points below its September 2018 level. The 2019 figure ranked the corpo-
rate sector in Slovakia among the least indebted in the EU and close to the
median for the CEE region. The decrease in the debt-to-GDP ratio occurred
against a backdrop of GDP growth and a modest increase in corporate debt.
Growth in loans from domestic banks was virtually the only positive con-
tributor to corporate debt growth. The NFC sector also reported year-on-
year decreases in borrowing from non-residents and securities issuance.

The NFC sector’s debt-to-equity ratio was also lower year on year in Sep-
tember 2019, largely because the aggregate amount of own funds had in-
creased while the amount of corporate debt was almost unchanged. As
a result, the ratio stood at 87.4% in September 2019, 3.9 percentage points
below its end-2018 level. This was the third-highest debt-to-equity ratio in
the EU, behind the figures for Malta and Luxembourg.

Chart 14
The debt-to-equity ratio is one of the highest in the EU
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200 ® ®

180 .

| * SE * NL Cy

160 ® R ¢ BE MT
o 140 - 'S
g 120
) € DK “FI
O 100 - PT
2 L =3 ¢ & R® AT
& 80+ Py @ UK
8 Py Lv &4

07 &G O ®oeg o ® s

40 4 & T st L &t

€ RO
20 -
0 T T T T T T 1
30 40 50 60 70 80 90 100

Debt-to-equity ratio

Sources: NBS and EUROSTAT.
Note: For the sake of clarity, the debt-to-equity ratios for Malta and Luxembourg were trimmed,
respectively, from 148% to 100% and from 330% to 200%.

The NPL ratio’s downtrend ended in the second half of 2019, and
the default rate increased

The non-performing loan ratio for NFC loans continued its downtrend du-
ring most of 2019, but then increased slightly, quarter on quarter, in the
fourth quarter of the year. By October 2019 the NPL ratio stood at a post-cri-
sislow of 3.38%; at the year-end its level was 3.46%, and in January 2020 it was
3.5%. In year-on-year terms, however, the NPL ratio continued to decline.
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The main factor behind the ending of the NPL ratio’s downtrend was the
increasing default rate for NFCloans. Whether calculated on the basis of the
amount or number of loans, the default rate for NFC loans increased in 2019.
The increase was broad-based across economic sectors and became more
pronounced in the second half of the year. The trend shift in NPL growth
also reflected - in the context of the corporate sector’s deteriorating situ-
ation - a substantial reduction in the amount of existing NPLs being paid
down or paid off. On the other hand, there was some downward pressure on
the NPL ratio from the increasing amount of NPLs that were being written
down/off or sold off. The result was a significant slowdown in the year-on-
year decline in the amount of NPLs, whose decline in 2018 had contributed
significantly to the NPL ratio’s decrease in that period. Some banks were re-
porting an increase in the amount of NPLs towards the end of the year.

3.2 Commercial real estate

The commercial real estate market cycle remained in an

expansionary phase in 2019, though the easing of some trends
may indicate a peaking of the cycle

The commercial real estate (CRE) market cycle remained in an expansio-
nary phase in 2019, but the situation was not as clear-cut as it had been in
2018. Several trends which were indicating CRE market expansion in 2018
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decelerated in 2019. The continuation of that trend in 2020 may indicate
a turn of the cycle. The CRE market may be adversely affected by the eco-
nomic contraction expected to result from the measures taken to contain

the coronavirus pandemic.

Chart 16

Decline in investment activity in the CRE market
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Investment activity in the CRE market fell, year on year, by more than
20% in 2019. Total investment during the period under review amounted
to €641 million, which was the third-highest level on record and just above
the figure for 2014. Most of the investment activity was in the office and
industrial (logistics) segments. The slowdown in activity could already
be attributed to the global economic slowdown in late 2019. Early in 2020,
however, market participants generally had positive expectations for in-
vestment in 2020, which they envisaged would approach €1 billion. Favour-
able investor sentiment in 2019 is also evident from the further decrease
in expected prime yields in the main market segments - office space, and
logistics and industrial space. In the case of the retail segment, the expect-
ed prime yield increased moderately.

End-user demand in 2019 remained similar to levels in previous periods,
although there was a correction in the industrial segment late in the year.
In the office segment, leasing activity matched its 2018 level and did not
decline in the last quarter of the year. Nevertheless, the completion of sev-
eral office development projects during 2019 resulted in the office vacancy
rate increasing from 6% at the end of 2018 to 8.7% a year later. In the in-
dustrial and logistics segment, leasing activity in 2019 was also similar to
its 2018 level, except that in the fourth quarter it experienced a relatively
sharp downward correction as the economic outlook deteriorated. As a re-
sult, the vacancy rate fell to 6%.
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As regards CRE financing provided by domestic banks, its growth rate
moderated in 2019. The slowdown in bank lending to the sector was more
pronounced in the second half of the year, and the rate dropped to 2.7% at
the end of the period. The credit quality of the CRE loan book continued to
show a modest improvement in 2019, with the NPL ratio falling to a new

historical low of 2.3%.
3.2.1 Securities

Banks' increased their investments in foreign government bonds,
bank bonds and, only to a slight extent, Slovak government bonds

Domestic banks’ investments in debt securities increased, year on year
by almost 7% in 2019. The share of Slovak government bonds in the aggre-
gate portfolio was 8.5% at the end of 2019, which was lower compared with
a year earlier because the amount of these holdings increased only slight-
ly, to €7.4 billion. Five other EU countries reported a higher share of do-
mestic government bonds in total banking sector assets, namely Romania,

Hungary, Poland, Italy and Croatia.

Chart 17
Domestic government bonds as a share of total banking sector assets in

individual EU countries
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The increase in bank’s aggregate holdings of foreign government bonds
and bank bondsin 2019 was greater than that of Slovak government bonds.
The amount of foreign government bond holdings therefore reached a his-
torical high of €1.8 billion. In the breakdown of the overall bond portfolio by
country of issuer, only Italy and Poland had a share of more than three per
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cent, with the next highest positions held by Slovenia, Spain and Czechia.
The number of countries of issuer increased in 2019 with the addition of
Belgian and Luxembourgian government bonds to the portfolio. The larg-
est increases, accounted for by only a few banks, were in holdings of Italian
and Spanish government bonds, while the largest decreases, also accounted
for by only a few banks, were in holdings of Czech government bonds. Only
a few banks invested to any significant extent in foreign government bonds
in 2019, while the portfolio remained diverse in terms of its country-of-is-
suer composition. At the levels of both the sector and individual banks, in-
vestments in other types of debt security remained less significant in 2019.

After foreign government bonds, one of the fastest increasing components
of the aggregate debt securities portfolio in 2019 was foreign bank bonds.
Like holdings of foreign government bonds, these holdings increased
to a historically high amount, in this case €630 million. This was still
less, however, than the overall holdings of domestic bank bonds, which
amounted to €854 million. The growth in foreign bank bond investments
was driven by only a few banks. In its breakdown by country of issuer,
the overall portfolio of foreign bank bonds is diverse (including Canada,
France, Poland and the United Kingdom).

Chart 18
Foreign government bonds with the largest shares in the banking sector’s
bond portfolio
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Banks reported a larger increase in their available-for-sale bond
portfolio than in their held-to-maturity portfolio

The form in which banks hold securities did not change significantly in
2019, even after the applicable legislative framework was amended in 2018.
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As ashare of the banking sector’s aggregate debt securities, the held-to-ma-
turity portfolio (loans and receivables) decreased slightly owing to an in-
creased allocation to the available-for-sale portfolio (FVOCI), whose share
of the aggregate portfolio increased from one-fifth to one-quarter.

Banks issued a substantial volume of covered bonds in 2019,
mainly in the first half of the year

Domestic banks’ issuance of covered bonds in 2019 was concentrated in
the first half of the year; only one issue took place thereafter. Four banks
issued a total of €2.25 billion worth of covered bonds in the period under
review, and four of the five bonds they issued met the definition of a bench-
mark issue. The amount of covered bonds issued in the first half of the
year far exceeded the annual average amount of mortgage bonds issued
by banks between 2009 and 2017. This difference reflected the fact that the
legislative conditions for covered bonds mark an improvement on those
that were applied to now defunct mortgage bonds; the issuance of mort-
gage bonds was dependent on the volume of mortgage lending, whereas
the issuance of covered bonds is not, thus giving banks greater flexibility
in issuing bonds appropriate to both their own requirements and finan-
cial market conditions. The covered bonds issued in 2019 had maturities
of between five and ten years and coupon rates of between 0.01% and 0.5%
per annum.

Chart 19

Aggregate amount and average spreads of bonds issued by domestic banks
(percentage points; EUR billions)
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Source: NBS.

Notes: The spreads are weighted by the nominal amount of covered bonds issued or mortgage bonds
issued (until the end of 2017). The average spreads are calculated for fixed coupon covered bonds
issued in euro as the difference between the coupon rate and the euro swap rate with a maturity
matching that of the issued bond.
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3.2.2 Interbank market

The interbank market experienced a liquidity inflow from covered
bondissuesin 2019, which resulted in a decline in banks’ borrowing

from the central bank and an increase in funds deposited with the
central bank

The largest increase in bank funding in 2019 came from certain banks’
issuance of covered bonds. This increase in stable funds may have been
reflected in reduced intra-group funding from other banks and reduced
borrowing from the central bank through the repayment of targeted
longer-term refinancing operations. Central bank borrowing was further
displaced by intra-group borrowing from Czech banks.

Some banks moderately increased their intra-group funding without par-
ticipating in refinancing operations with the central bank. The banks in
question, however, were those which have been engaging in intra-group
borrowing for an extended period. Foreign currency borrowing declined
in 2019 and was confined to certain banks’ borrowing from Czech banks.

The increase in funds on the liabilities side of the banking sector’s balance
sheet translated into an increase in surplus liquidity deposited with the
central bank, given that the amount of funds provided to non-residents re-
mained almost unchanged in year-on-year terms. The sharp decline in funds
deposited with foreign banks was entirely accounted for by a reduction in
foreign currency funds deposited by a few domestic banks with Czech banks.

Chart 20

Principal components of the interbank market

(EUR billions)
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Most banks saw a balanced trend in their liquidity coverage ratio
(LCR) during 2019

From a liquidity perspective, it is good that all banks in the sector were
comfortably meeting the regulatory liquidity coverage ratio (LCR) in
2019. Although the LCR is not a systemic risk indicator, its level suggests
that individual banks have the wherewithal to cope with a run on depos-
its as simulated. The composition of banks’ aggregate liquid assets did not
change significantly during the period under review; Slovak government
bond continued to have a predominant share, and there was a gradual in-
crease in the share of foreign government bonds, in particular Spanish and
Italian sovereign debt.

The gradual slowdown in loan growth eased upward pressure on
the maturity mismatch between assets and liabilities

Although the banking sector’s liquidity gap-to-assets ratio reached a new
historical high in December 2019, it was only marginally worse compa-
red with the start of the year. Across retail banks, whose average maturity
mismatch between assets and liabilities is greater than the sector aver-
age, the ratio of the maturity mismatch to total assets actually decreased
in 2019. It must also be stressed, however, that current elevated liquidity
gapisincreasing the fragility of the Slovak financial sector. The ratio to the
sector’s total assets of aggregate long-term illiquid assets and short-term
deposit liabilities is among the highest in the EU.

The loan-to-deposit ratio stopped rising in 2019

After rising above 100% in 2018, the banking sector’s ratio of total loans
to total deposits - loan-to-deposit (LTD) ratio - stopped rising in 2019 and
remained just above that threshold. If covered bonds are included in the
LTD ratio calculation, its level at the end of 2019 falls to 91.3% (see Chart
P45 in the section ‘Macroprudential indicators’).

The positive impact of covered bond issues is most apparent among retail
banks. Under a new legislative framework in effect since the start of 2018,
retail banks have been able to issue covered bonds, which are of higher
quality than the mortgage bonds they previously issued. By issuing cov-
ered bonds in 2018, four banks not only gained an additional source of sta-
ble funding, but also benefited from exceptionally favourable issue prices.
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Chart 21

Impact of mortgage bond/covered bond issues on the loan-to-deposit ratio
(percentage points; percentages)
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Notes: MB denotes mortgage bonds; CB denotes covered bonds, including bonds originally issued
as mortgage bonds. The chart shows data for universal retail banks.

3.3 Financial position of the banking sector

3.3.1 Profitability

Due to the ongoing interest margin compression, banks were no
longer able to maintain stable profitability in 2019

The banking sector’s net profit for 2019 was €643 million, which re-
presented a year-on-year increase of 0.4%. The sector’s pre-tax profit
decreased, however, by 1.5%. All banks reported a profit. The aggregate
return on equity (ROE) declined from 9.2% in 2018 to 8.5% in 2019. Signif-
icant banks were the main contributor to that decline (as their overall
ROE fell from 10.4% to 9.6%), but less significant banks, whose ROE has
long been at a lower level, also had a downward impact (as their ROE fell
from 5.8% to 5.4%).
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Chart 22

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 quarterly net
profits/losses over a one-year period to shareholders' equity.

Compared with other banking union countries, the profitability of ban-
ks in Slovakia remains relatively high; among CEE EU countries, howe-
ver, it is one of the lowest. In terms of the aggregate ROE of its banking
sector, Slovakia remained one of the highest-ranked euro area countries
in 2019. The domestic banking sector also ranked among the highest for
its provisioning coverage of NPLs, and its operation efficiency was slight-
ly above the euro area median. On the other hand, the position of Slovak
banks is expected to deteriorate in the period ahead. This is firstly be-
cause interest margins in banks’ retail business are falling faster than
those in other euro area countries. A second reason is the increase in the
bank levy, which will weigh heavily on banks’ profits. In terms of profit-
ability in 2019, the Slovak banking sector was less successful when com-
pared with other CEE countries, ranking second-lowest. This situation
is particularly important from the perspective of foreign parent groups
of domestic banks, since it implies that Slovak banks are becoming less
attractive. With the increase in the bank levy, this problem will become
more apparent and may in the longer term weigh on investment in the
Slovak banking sector and possibly lead to further consolidation in the
sector.
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Chart 23

The Slovak banking sector’s profitability in international comparison
Return on equity (percentages)

14

12

1 2014 | 2015 | 2016 | 2017 | 2018 | 2019"
Banking union

‘ 2014 | 20151 2016 | 2017 | 2018 | 2019V
CEE EU countries

Interquartile range = Median = Slovakia

Sources: ECB and NBS.

Notes: The chartis based on aggregate profit, including extraordinary income (e.g. the sale of holdings
in VISA company in 2016). 1) The 2019 figures for the banking union and for CEE EU countries are
calculated as at 30 September 2019 for the previous four quarters.

The cause of the decline in the Slovak banking sector’s profitability in
2019 was adecline in net income from the retail sector. This income fell by
7.7% year on year, owing mainly to a further substantial drop in returns on
loans (from 3.2% in 2018 to 2.7% in 2019), which are on an extended down-
trend. In addition, retail loan growth decelerated, so banks had less capaci-
ty to offset margin compression with loan book growth. Another factor was
net interest income on the bond portfolio, which fell significantly in 2019
(by 13% year on year). As they redeem their higher-yielding bond holdings,
banks are replacing them with bonds offering far lower yields. On the oth-
er hand, in 2019 banks benefited from a sizeable drop in interest rates on
their own bond issues (from 1.1% to 0.7%), owing mainly to new legislation
which since the start of 2018 enables banks to issue high-quality covered
bonds attractive to investors. Banks’ net interest income from the NFC sec-
tor increased in 2019, by 8.7% year on year, supported mainly by a moderate
increase in returns on loans (from 2.9% in 2018 to 3.0%). The banking sec-
tor’s overall net interest income decreased by 2.8% year on year.

Mitigating the impact of lower net interest income in 2019 were increa-
ses in dividend income and further reductions in credit risk costs. The
sector’s aggregate credit risk costs decreased, year on year, by 8% in 2019.
The reduction centred on the retail loan book; by contrast, credit risk costs
related to the corporate loan book increased. The sector’s aggregate prof-
it was also boosted by an increase in extraordinary dividend income. The
impact of the adverse interest income trend on banks’ profits was further
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mitigated by an increase in net fee income. This was driven mainly by fee
income from the retail sector, which increased by 13.2% year on year. The
share of net fee income in banks’ aggregate net interest and non-interest
income increased from 26.5% in 2018 to 27.6% in 2019.

Chart 24

Returns on retail loans remain on a marked downtrend
Returns on retail and NFC loans and the credit risk cost ratio for retail and NFC loans (percentages)
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3.3.2 Solvency and leverage

The banking sector’s solvency remained largely unchanged in 2019. The
aggregate total capital ratio of domestic banks was 18.2% at the end of
2019, the same as its level a year earlier. The sector’'s Common Equity Tier
1(CET1) ratio increased marginally, from 15.8% to 15.9%. In terms of capital
adequacy, the differences between the group of significant banks and the
group of less significant banks became more pronounced in 2019. For sig-
nificant banks, the aggregate total capital ratio fell slightly (from 18.0% to
17.8%), whereas for less significant banks it increased (from 18.7% to 19.2%).
The sector’s leverage ratio edged down from 8.1% at the end of 2018 to 7.9%
ayear later.

The capital adequacy trends in 2019 reflected mainly the continuing up-
ward impact of loan growth on capital requirements and the banks’ re-
sponse: to increase their capital, primarily by retaining 40% of their earn-
ings for 2018.

The Slovak banking sector’s total capital ratio at the end of September 2019
was 0.8 percentage point below the EU median.
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Capital buffers are strengthening the banking sector’s resilience. The
countercyclical capital buffer (CCyB), which is currently set at a rate of
1.5% and was introduced in the past in response to gradually accumulat-
ing risks, is increasing the loss-absorbing capacity of domestic banks.
Furthermore, if banks should be faced with rising losses due to the eco-
nomic repercussions of the coronavirus pandemic, Narodna banka Slov-
enska will not hesitate to consider releasing the buffer with immediate
effect, so that banks can cover their losses with existing capital without
incurring any economic sanctions. This instrument would also facilitate
the flow of loans if banks’ lending activity were constrained by capital ad-
equacy requirements. The structure of capital requirements also enables,
if necessary, the adoption of further regulatory relief aimed at containing
the impact of the coronavirus pandemic on the financial sector and credit
market.
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4 |nsurance sector®

The insurance sector's aggregate profit recorded anincrease based
on non-life insurance business

The aggregate net profit of the Slovak insurance sector increased in 2019
by 7.2%, year on year, to stand at €190 million. The improvement stemmed
mainly from a reduction in operating costs in the non-life segment. The
sector’s pre-tax profit rose by 3.7%. The vast majority of insurers reported a
profit for the period under review.

Chart 25
The insurance sector’s profit broken down by component
(EUR millions)
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Source: NBS.

The aggregate return on equity (ROE) of domestic insurers fell to 13.32%
in 2019, from 14.04% in the previous year. Alongside an 8.2% increase in
their net profit, domestic insurers recorded a 14.0% increase in their equity
capital in 2019, which had a significant impact on the ROE denominator.

In the life insurance segment in 2019, traditional business maintained
its established trend and unit-linked business had a successful year.
The aggregate technical result in life insurance (adjusted for investment

6 The profitability analysis is based on the financial statements of insurers and branches
of foreign insurers. The data for a few branches of foreign insurers, accounting for 0.6% of
gross premiums written, were not available at the time of writing. The analyses of trends
in premiums, claims/benefits paid, and technical provisions are based solely on data for
domestic insurers.
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returns in unit-linked business) was slightly lower in 2019 than in the
previous year (by €8 million). The decline corresponded approximately
to the change in volume of extraordinary accounting transactions, which
were confined to only a small part of the market. Absent these effects, the
technical result for 2019 increased by €2 million year on year. The finan-
cial result in non-unit-linked life insurance fell in 2019 by 3.0%, year on
year, to €118 million, so continuing a gradual downtrend that included
declines 4.8% in 2018 and 0.8% in 2017. By contrast, unit-linked insurance
had a successful year in 2019, as its financial result climbed to €185 mil-
lion (after falling by €86 million in 2018 and increasing by €84 million in
2017). In traditional life insurance, aggregate investment returns on as-
sets covering technical provisions were 11 bp lower in 2019 than in the
previous year, at 2.86%. For the period under review, the average interest
rate guaranteed under life insurance contracts was not available at the
time of writing.

The overall technical result in non-life insurance increased in year-on-ye-
ar terms, as technical income increased and technical expenses remained
flat. The non-life technical result increased to €53 million in 2019, from
€30 million in the previous year, and made the largest contribution to the
insurance sector’s annual profit. The main driver of the technical result
increase was a quite large drop in operating expenses in the form of the ad-
ministration costs for insurance contracts, which fell by €26 million (7%).
This was their largest decrease in recent years and indicated a stepping
up of rationalisation measures in investment services. The financial result
remained unchanged year on year.

In 2019 insurers paid €58 million in tax on non-life insurance business,
€5 million in a premium levy on non-life business, and €28 million in le-
vies to the Slovak Interior Ministry under motor third policy liability in-
surance. Furthermore, the sector is also subject to a special levy payable by
firms in regulated industries, under which it paid €15 million in 2019. For
the period under review, these charges on the insurance industry amount-
ed to €107 million.

The sector maintained its solvency level in 2019

Compared with 2018, the insurance sector’s solvency remained virtually
unchanged in 2019. At the end of the year the solvency capital require-
ment (SCR) coverage ratio averaged 192% and the median level was 180%.
The insurers whose SCR coverage ratio fell the most in 2019 were among
those with the highest ratios, and the insurers that posted increases in
2019 were among those with the lowest ratios. By the end of December the
SCR coverage ratios of individual insurers ranged from 141% to 291%. As for
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the minimum capital requirement (MCR) coverage ratio, the sectoral aver-
age increased from 482% at the end of 2018 to 510% at the end of 2019, when
the ratios of individual insurers ranged between 234% and 1,085%.

In insurers aggregate eligible capital, the share of expected profits inclu-
ded in future premiums (EPIFP) remained elevated in 2019, at 49%, even
though it fell from 58% in 2018. Across individual insurers, however, there
was considerable heterogeneity in the size of its share. If this volatile com-
ponent were reassigned to Tier 3 capital, where by its nature it belongs, the
insurance sector’s average SCR coverage ratio would fall to 114%. In that
case, the number of insurers that would fall below the regulatory mini-
mum of 100% decreased from seven to four in 2019.

Premiums written maintain adowntrend in traditional life insurance
premiums and remained almost unchanged in unit-linked life
insurance

After falling in the previous year, gross premiums written in traditional
life insurance business decreased further in 2019, ending the period 3.3%
lower year on year. At the end of 2019 they amounted to €683 million and
accounted for 67% of overall gross premiums written in the life insurance
segment. All domestic insurers reported a drop in these premiums.

The decline in traditional life premiums was not mirrored by an increase
in the principal substitution product - unit-linked insurance - in which
gross premiums written posted a marginal year-on-year increase of 0.5%.
At the year-end they amounted to €254 million and accounted for 25% of
the total in the life segment.

Other life insurance classes, typically offered under traditional life and
unit-linked contracts, saw their aggregate gross premiums increase by 15%
in 2019, though their share in the life segment total fell by 8%.

Data on the amount of life insurance surrenders in 2019 were not avai-
lable at the time of writing, owing to reporting deadlines. In 2018 the
ratio of surrenders to gross premiums written during the year stood at
28%. Thisratio hasbeen falling in recent years (from 34% in 2017 and 49% in
2016). The levels of this ratio in traditional life insurance and unit-linked
insurance were 45% and 36% respectively, while the ratio in health insur-
ance was less than 0.1%. In other life insurance classes, no surrenders were
reported.

Reinsurers’ share in life insurance gross premiums written increased
from 3% in 2018 to 5% in 2019. The placement of outward reinsurance
was more prevalent among certain medium-sized and smaller insurers.
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Accepted reinsurance business does not exist in the life segment of Slo-
vakia’s insurance sector.

Premium growth slowed in the non-life insurance segment

In non-life insurance business, growth in both gross premiums written
and accepted reinsurance slowed, year on year, from 11% in 2018 to 4% in
2019. This slowdown was broad-based across all the main insurance class-
es and almost all institutions in the sector. Trends in the sector may have
been significantly affected by an insurance premium tax in force since the
start of 2019, at a rate of 8%. The available data do not make it possible to
clearly abstract the tax’s impact on sectoral-level trends, partly due to the
premium levy in force in 2017 and 2018, the implementation of which was
subject to legal disputes over interpretation. Unlike the insurance premi-
um tax, this levy was included in the amount of premiums.

In motor third party liability (MTPL) insurance, the year-on-year growth
in gross premiums written fell from 9% in 2018 to 5% in 2019. This insur-
ance class is the only one not directly affected by the insurance premium
tax. On the other hand, MTPL insurance has for a long time been subject
to other levies (an 8% levy payable to the Slovak Interior Ministry and a
levy payable to the Slovak Insurers’ Bureau). Given the compulsory nature
of this insurance class, it may be assumed that its trends are largely deter-
mined by the actual number of motor vehicles on the road in Slovakia.

As for premiums in comprehensive motor insurance, the year-on-year
decrease in their growth was greater than that in MTPL insurance, from
10% in 2018 to 3% in 2019. The slowdown corresponded approximately to
the proceeds from the insurance premium tax. It may therefore be the case
that this tax substantially accounted for the deceleration in comprehen-
sive motor insurance premiums.

The net combined ratio in motor insurance recorded a moderate technical
decrease in 2019 (to 98.2%), but after taking into account levy payments to
the Slovak Interior Ministry and to the Slovak Insurers’ Bureau, it incre-
ased to 102.5%. Even so, motor insurance losses in 2019 were the lowest in
recent years.
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Chart 26
The combined ratio in non-life insurance has for a long time been showing

losses in motor insurance
The loss ratio, expense ratio and combined ratio for motor insurance (including additional levy
payments), adjusted for outward reinsurance (percentages)
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Note: The combined ratio for motor insurance (MTPL and comprehensive motor insurance) includes
levy payments to the Slovak Interior Ministry and the Slovak Insurers' Bureau (applied under MTPL
insurance in all of the years shown) and the special insurance premium levy (applied on comprehensive
motor insurance in 2017 and 2018).

A slowdown in premium growth was also observed in the third-largest
non-life insurance class - property insurance. Compared with motor in-
surance, however, property insurance has been showing greater volatili-
ty in terms of year-on-year premium growth, with rates of 1% in 2017, 6%
in 2018 and 1% in 2019. The impact of the insurance tax on this insurance
class is therefore not clear-cut. The net combined ratio in property insur-
ance reached an all-time high of 84.5% in 2019, even though in 2017 and
2018 theratio alsoincluded the impact of the insurance premium levy. The
ratio’s increase stemmed mainly from increases in claims paid (including
changes in provisions) reported by several insurers.

For other non-life insurance classes, aggregate premium growth in 2019
was 5%. Premium trends in these classes have, however, been volatile in
recent years, with the aggregate growth surging by 27% in 2018 and then
falling by 1% in 2018. In no individual class was the combined ratio close to
100% in 2019.
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Technical provisions increased more slowly compared with the
previous year, and the credit quality of the assets held to cover
them deteriorated

The aggregate amount of life insurance technical provisions in insu-
rers’ accounts increased in 2019. Technical provisions for traditional
life insurance and unit-linked insurance increased respectively by 1.0%
and 10.8%, year on year, appreciably less than they did in 2018 (4.4% and
19.6%). Non-life technical provisions increased only slightly, by 0.2%.

In assets covering life insurance technical provisions, government bonds
continued to make up more than half of the portfolio in 2019, though the-
ir share fell by 5 percentage points, year on year, to 51%. By contrast, the
share of corporate bonds increased by 2 percentage points, to 33%. Equity
investments edged up by 0.3 percentage point.

Looking at the assets covering unit-linked technical provisions, precisely
half of the aggregate portfolio originated in Slovakia, 7% in the Netherlands
and 6% in France. No other country of origin had a share of more than 5%.

Of the assets covering technical provisions for traditional life insurance,
the share for which a credit rating was available as at end-2019 was 82%. Of
that share, the proportion of assets of credit quality step 2 (corresponding
to an A rating) fell from 58% to 50% and those of credit quality step 3 (BBB)
fell from 15% to 12%. On the other hand, the share of assets of credit quality
step 4 (BB) rose from 0% to 8%. As for assets of credit quality steps O (AAA)
and 1(AA), their shares stood at 8% and 17% respectively.

In the aggregate portfolio of assets covering unit-linked technical provi-
sions, investment fund shares/units have by far the largest share. In 2019
that share increased by a further 2 percentage points, year on year, to 85%.
Structured securities had the next largest share (9%, down by 2 percentage
points), followed by corporate bonds (4%, unchanged).

As for their country of origin, 26% of the assets covering unit-linked tech-
nical provisions originated in Slovakia, 20% in the Netherlands, 16% in Lux-
embourg and 15% in Austria. No other country of origin had a share of more
than 5%.

Of the assets covering unit-linked technical provisions, the share for which
a credit rating was available as at end-2019 was only 9%. Of that share, as-
sets of credit quality steps 3 (BBB rating) and 2 (A) accounted for 51% and
43% respectively.

The portfolio of assets covering non-life technical provisions has also ex-
perienced a downtrend in the government bond component, from 42% in
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2016 to 26% in 2019. Corporate bonds showed the opposite trend in 2019,
when their share increased from 32% to 48%. Remaining as relatively sig-
nificant components of the portfolio were bank deposits (9%) and real es-
tate investments (9%).

As for their country of origin, 30% of the assets covering non-life technical
provisions originated in Slovakia, 9% in the United States, 8% in the Nether-
lands and 6% in Austria. Other countries of origin had only marginal shares
in the portfolio. Some 9% of assets did not have a determined country of
origin, since they were real estate investments and therefore unlisted.

Of the assets covering non-life technical provisions, the share for which
a credit rating was available as at end-2019 was 71%. As a share of this vol-
ume, assets of credit quality step 2 (A rating) declined from 59% in 2018 to
49% in 2019 and those of credit quality step 3 (BBB) fell from 24% to 17%. By
contrast, assets of credit quality step 4 (BB) increased from 2% to 16%. Assets
of credit quality steps O (AAA) and 1 (AA) had shares of 4% and 11% respec-
tively.

Chart 27
Unit-linked investments are focused on investment funds, while bonds are the

largest component in insurers’ own-account investments
Unit-linked investments and insurers’ own-account investments broken down by type of financial
instrument (percentages)
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5 Financial market
segments focused on
asset management

5.1 Old-age pension scheme’

Significant increases in the number of savers and the amount of
assets under management

The figures for savers in the second pillar of the pension system recorded
several notable milestones in 2019. Not only did the total number of savers
continue to grow, its pace of growth accelerated for a fourth year in a row.
The number joining the scheme in 2019 was almost 77,000, the highest in
the scheme’s history if we exclude the initial influx following its launch.
The new enrolments resulted in the total number of savers reaching a new
historical high of 1,564,152 as at 31 December 2019, which surpassed the
previous high recorded at the end of 2007. So, after more than a decade,
the impact of the scheme’s several ‘re-openings’? each of which resulted in
a sharp drop in the number of registered savers, has been eliminated.

As in previous years, many savers were gravitating towards equity invest-
ments, in particular towards index pension funds. Nevertheless, around
70% of all savers were invested in bond pension funds.

The period under review saw an event that had quite a significant im-
pact on the make-up of the PFMC market. The pension fund management
company Aegon, d.s.s., a.s. ceased its operation in 2019, after being in the
market since the launch of the second pillar 15 years earlier. Its portfolio
of savers was taken over by NN, d.s.s, a.s., another PFMC. As regards the
market shares of individual PFMCs, they underwent a change for the first
time in along time, with NN rising from third to fourth in the ranking. An-
other consequence of this event was a reduction in the overall number of
pension funds, as two funds managed by Aegon, an equity fund and abond
fund, were merged with the corresponding funds managed by NN. Aegon’s
index fund was added to NN's suite of funds.

7 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 avoluntary defined-
contribution scheme operated by supplementary pension management companies (SPMCs).

8 A re-opening of the scheme is a temporary period when existing savers are permitted to
leave it.
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The rate of growth in assets under management in the second pillar ga-
ined significant momentum in 2019. The aggregate net asset value (NAV)
of second-pillar funds increased by €1.25 billion, which was comfortably
higher than any previous annual increase. The growth rate of 16% was the
fastest in seven years. As at 31 December the funds’ overall NAV amounted
to more than €9.3 billion.

The above average NAV growth was driven mainly by returns on pension
funds’ assets. More than 40% of the asset growth came from this channel.
At the same time, however, the strong performance of funds and its contri-
bution to their asset growth must be seen in the context of market devel-
opments back towards the end of 2018, when prices, especially those of eq-
uity investments, fell sharply. A proportion of funds’ asset returns in 2019
represented simply the recouping of previous losses.

Further supporting the uptrend in the asset growth of second-pillar funds
were the regular contributions paid by the savers. Aggregate saver inflows
in 2019 amounted to €737 million, which was 17% more than in 2018. For
several years now, contribution growth has been buoyed by a combination
of favourable labour market conditions, a rising number of savers, and in-
creases in the rate of mandatory contributions as a percentage of the as-
sessment base.

In the breakdown of aggregate NAV growth by fund type, index pension
funds had the largest share, followed closely by bond pension funds. For
each of these fund types, overall assets increased by nearly €0.5 billion in
2019. By the end of the period under review, index funds had replaced equi-
ty funds in second place in the ranking of fund types by NAV. At the same
time, the share of bond funds in the sector’s NAV decreased slightly, from
78% to 72%.

The main change in the second-pillar portfolio was an increase in
the duration of the bond component

In terms of its composition, the aggregate portfolio of second-pillar funds
did not change significantly in 2019. The only notable change was an in-
crease in the equity component of mixed pension funds’ aggregate NAYV,
which increased from 38% to 44%. This occurred at the expense of the bond
component, with the result that equity and bond components of the mixed
fund portfolio were almost equal by the end of the year.

Across equity pension funds, the share of equity-focused investments in
the aggregate portfolio edged up in 2019, to stand at 70% at the end of the
year. Added to these funds’ portfolio in 2019 were several instruments
constituting indirect commodity exposure, although their share did not
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exceed 3% of the total NAV. As for bond pension funds, their structure did
not change significantly; the bond component predominated and there
was a smaller, liquid component in the form of bank deposits.

Changes in monetary policy outlook resulted in PFMCs modifying their
strategiesinregard to the composition of the bond portfolio of second-pil-
lar funds. Even until around April 2019, the weighted residual maturity of
debt securities remained unchanged. Thereafter, once it was apparent that
interest rates would be remaining “lower for longer”, the second-pillar sec-
tor saw a pick-up in demand for longer-maturity bonds. By the end of 2019,
the average residual maturity of second-pillar funds’ bond assets stood at
a historical high of 6.3 years, which was almost one year longer compared
with the end of 2018. The increase was broad-based across all types of pen-
sion funds except index funds, and it was more pronounced in those funds
in which this parameter was already relatively elevated. As the average re-
sidual maturity increased, so too did the duration of funds’ bond portfoli-
os. The upward impact on interest rate sensitivity was, however, only lim-
ited, since a large share of the bonds that accounted for the increase in the
average duration across funds were included in the part of the portfolio
valued at amortised cost. Despite this shift towards the longer end of the
yield curve, the average coupon rate and yield to maturity of bond invest-
ments continued to decline year on year.

Chart 28
Average residual maturity of debt securities in second-pillar fund assets
(years)
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In the breakdown of the second-pillar bond portfolio by sector of issuer,
the share of non-financial corporations increased in 2019, reaching the
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30% mark for the first time ever. As for the portfolio’s composition by coun-
try of issuer, the most notable movements were in the general government
bond component. In particular there was a year-on-year decrease in the
share of Italian and Spanish bonds. On the other hand, bonds issued by
Israel, the United States, Ireland and Germany were added to the portfolio
to an increasing extent.

As ashare of the aggregate NAV of second-pillar funds, non-derivate assets
denominated in a currency other than the euro increased by 1.5 percentage
points, to 7.3% at the end of 2019. Equity pension funds had the largest for-
eign exchange exposure, averaging 40% of their overall NAV.

For second-pillar pension funds as a whole, 2019 was one of their best
ever years from a performance point of view. The weighted average nom-
inal return on second-pillar funds was 6.7% in 2019. This result, however,
masked significant cross-fund heterogeneity related mainly to fund type.
As always, strongly performing equity markets benefited index pension
funds, which made an average return of 28.3%. The next highest returns
were recorded by equity funds (18.9%) and mixed funds (12.1%). Bond pen-
sion funds had the lowest return, 1.9%, due to the absence of an equity com-
ponent in their portfolio.

5.2 Supplementary pension scheme

New enrolments in the scheme slowed, while the aggregate NAV
of third-pillar funds recorded an all-time high increase based mainly
on investment performance

After reaching its highest level in ten years at the end of 2018, the number
of participants in the third pillar of Slovakia’s pension system continued
its upward trend throughout 2019. But whereas new enrolments in the
scheme had been accelerating steadily over the previous five years, their
pace of growth slowed during the period under review. The total number of
participants in the third pillar increased by around 30,000 in 2019, which
was two-thirds as large as the increase in the previous year. The number of
participants invested in growth-focused third-pillar funds has for a long
time been gradually increasing and approaching the number invested in
balanced funds. At the end of 2019 the total number of participants in the
third pillar stood at around 834,000. After declining in the previous year,
the number of beneficiaries under the scheme remained stable at just over
26,000.

As regards the NAV of third-pillar funds during the period under review,
2019 was a notable year. The funds’ aggregate NAV increased by €364 mil-
lion, its largest ever increase in a single calendar year. Its year-on-year
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growth rate of 18% was, by some margin, the highest since 2007. At the end
0f 2019 the total amount of assets under management in third-pillar funds
was €2.37 billion.

The NAV growth in 2019 differed from the previous year in regard to the
positive contribution from returns on assets. In the third pillar, as in the
second pillar, the aggregate amount of funds’ NAV growth in 2019 resulted
about equally from investment returns and other financial flows. Around
half of the overall returns on funds’ assets represented, however, simply
the recouping of losses made during the financial market turbulence at
the end of 2018.

The amount of new contributions paid by participants and their em-
ployers maintained a linear uptrend from the previous year. Even with
agradual increase in the amount of benefits paid, the net balance of flows
into and out of the scheme increased by 5% year-on-year, to €195 million.

The overall number of third-pillar funds increased by one in 2019, with
launch of anew index fund in February. The establishment of this fund fol-
lowed that of the first ever third-pillar index fund in the second half of 2018.
Hence the passive investment strategies that were increasingly popular in
the second pillar were finally gaining traction in the third pillar, too.

Third-pillar equity funds saw an increase in the equity component
of their asset portfolios

Looking at third-pillar funds subject to a balanced investment policy, the
share of equity investments in their aggregate NAV was 23% at 31 Decem-
ber 2019, two percentage points higher than a year earlier. The increase
was largely based on the upward market valuation of equities. Since, how-
ever, the volume of new equity purchases for the funds’ portfolios was
relatively low, the proportion of equities in their overall NAV remained
slightly below the level it was at for most of 2018, before the equity market
slump.

A different trend was observed in third-pillar growth funds. The share of
equities and indirect equity investments in their aggregate NAV increased
during 2019, from 40% to 50%. This component therefore surpassed the
levels it reached during the first three quarters of 2018. As corollary of the
equity component’s increase in 2019, the share of bond investments in
growth funds’ overall NAV dropped from 30% to 24%. The share of bank de-
posits also declined year on year.

As for third-pillar distribution funds, the composition of their aggregate
asset portfolio remained stable in 2019. The investment mix continued to
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comprise bond instruments and bank deposits in a ratio of two-thirds to
one-third respectively.

Across the asset portfolio of third-pillar funds, the weighted average resi-
dual maturity of debt securities increased by a relatively sizeable 1.4 years
in 2019. By the end of the year, the average maturity stood at a historical
high of 7.3 years. Its increase was, however, driven mainly by two large-
sized funds managed by a single SPMC, as the average residual maturity of
their bond assets, already far above the sectoral average, increased signif-
icantly. Among the other third-pillar funds, the situation was heterogene-
ous. The moderately prevailing development was for the average residual
maturity to decrease, as evidenced by the small decline in its median value
across all third-pillar funds.

Given the prolonged low interest rate environment, the average coupon
rate of funds’ bond investments continued to decline in 2019. By the same
token, the remuneration of bank deposit assets, already below 0.1%, also
decreased. In no fund, however did the remuneration of these assets turn
negative.

In the bond portfolio of third-pillar funds, the predominant general go-
vernment bond component fell slightly, while the corporate bond com-
ponent increased. A notable development in the bond portfolio was the
disposal of a large volume of Italian government bonds. In the breakdown
of the portfolio by country of issuer, Italy held the leading position at the
turn of the year (mainly through Italian government bonds), with its share
of 16% even surpassing that of Slovakia, traditionally the principal source
of securities in the third-pillar bond portfolio. By the end of 2019, the share
of Italian bonds had decreased by precisely one-half. Also moving down
were the shares of Romanian, Spanish and Polish bonds. The increase in
the corporate bond component was largely attributable to inflows of Czech
and US corporate bonds.

In the aggregate NAV of third-pillar funds, the share of non-derivative as-
sets denominated in a currency other than the euro fell in 2019, from 18%
to16%. At the level of individual funds, however, there were both decreases
and increases in the foreign exchange component of asset portfolios.

In the majority of the third pillar’s contributory funds, pension-point va-
lues were on an upward path for alarge part of 2019. As aresult, this group
of funds recorded their best performance in several years. The weighted
average nominal return on their assets in 2019 stood at 8.6%. As for distri-
bution funds, whose assets do not include an equity component, the aver-
agereturn on their portfolio was 1.6%. All third-pillar funds recorded a pos-
itive nominal return in 2019.
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5.3 Investment fund sector

Customerinflows and asset price growth ensured arecord increase
in the amount of assets under management in investment funds

Slovakia’s investment fund sector recorded its largest ever increase in
managed assets in 2019. The aggregate NAV of domestic investment funds
and foreign collective investment undertakings marketed in Slovakia
climbed, year on year, by €1.224 million during the period under review,
which represented an annual growth rate of 15% and brought the total
amount of assets under management in the sector to €9.6 billion. This
growth was in contrast to the previous year, when the amount of managed
assets remained virtually unchanged over the twelve months.

Domestic investment funds accounted for around two-thirds of the
growth in the sector’s NAV. Their overall NAV increased by €808 million,
one of the highest ever single-year increases, though not the highest. In
the case of foreign investment funds, however, customer inflows reached
an all-time high. Their NAV corresponding to their sales in Slovakia in-
creased by €416 million. Thus, foreign investment funds maintained their
trend of increasing market share, which by the end of the year was close to
one-quarter.

Chart 29

Domestic investment funds' NAV growth broken down by principal components
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The record increase in investment funds’ assets was based on a combina-
tion of customer inflows and strong returns on assets. These two com-
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ponents contributed about equally to the funds’ aggregate NAV growth.
In terms of demand for investment funds, 2019 was about average for re-
cent years. The net issuance of domestic investment funds’ shares/units
amounted to €383 million in 2019, around three-quarters higher than in
the previous year. Compared with 2017, however, customer inflows were
somewhat lower.

The growth in investment funds’ NAV during the period under review was
strongest in the first quarter, due to a notable upward revaluation of the
equity component. Thereafter, the pace of growth gradually slowed, espe-
cially during the summer months, before picking up again toward the end
of the year on the back of increases in both demand for investment funds
and returns on their assets.

All domestic asset management companies reported an increase in their
investment funds’ aggregate NAV in 2019. On this metric, however, there
was quite significant heterogeneity across companies, with growth rates
ranging from 2% to 29%. This had a notable impact on market shares in the
sector, but without resulting in any change in the companies’ ranking by
market share. The number of asset management companies marketing do-
mestic investment funds increased by one in 2019.

The number of domestic investment funds marketed in Slovakia increased
in 2019, from 86 to 93, even though some such funds were dissolved dur-
ing the year. The largest expansion of funds was in the category of mixed
funds, followed by real estate funds.

In terms of the breakdown of NAV growth and net sales by fund
category, 2019 continued the trends of recent years

In 2019, as in previous years, the growth in investment funds’ aggrega-
te NAV was driven mainly by mixed funds, whose overall NAV grew by
€0.5 billion during the year. Of that amount, the net issuance of shares/
units constituted one-half. In four of the last five years, however, these
funds reported higher net sales.

There was a partial shift in investor demand towards real estate funds
and equity funds. Aggregate net sales in both categories were higher in
2019 than in 2018, with real estate funds recording a total of €159 million
and equity funds around half of that amount. Given the high returns on
equity funds, the aggregate growth in their NAV and the growth in real es-
tate funds’ NAV was almost the same in 2019, each at just under €200 mil-
lion.
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Chart 30
Net sales and the change in NAV of each type of domestic investment fund in

2019
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Forafifthyearinarow,bondinvestment fundsrecorded netredemptions
in 2019. Their net redemptions amounted to €112 million, which at least
was much reduced from the outflow recorded in the previous year. The
returns on their asset portfolios narrowed the year-on-year decline in
these funds’ aggregate NAV to €74 million. Even so, in terms of overall
NAV, the lead of bond funds over real estate funds became marginal in
20109.

In the sectoral breakdown of shares/units issued by domestic investment
funds, households continued to have the largest sharein 2019. At the same
time, however, their position was less dominant than in the past. Also con-
tributing significantly to net sales were purchases of shares/units by pen-
sion funds, insurers and other investment funds.

Among foreign investment funds, equity funds recorded the highest NAV
growth in 2019 owing mainly to the upward revaluation of their portfo-
lio. Significant NAV increases were also reported in bond funds and mixed
funds, in their case mainly owing to net sales.

At the category level of domestic investment funds, the composition of
asset portfolios remained stable in 2019. In the case of real estate funds,
the share of real estate-related investments fell slightly, while the share of
bank deposits, aliquid component, increased.

Annual returns on investment funds were significantly above average in
2019. Weighted by asset volume, the average nominal return on domestic
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and foreign investment funds was 8%. The average for equity funds was far
higher, at 23%, while the averages for mixed funds and structured funds
were around the sectoral average. For the other fund categories, the aver-

age returns were in a range between 3% and 4%.

Asset management companies marketing domestic investment funds
made an aggregate profit of €30.4 million in 2019. Compared with the
previous year, their profit increased by 14%. This improvement stemmed
mainly from savings on fee and commission expenses and, in the case of

some companies, also from increases in fee and commission income.
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6 Macro stress testing
of the Slovak financial
sector

6.1 Banking sector

While the stress test's zero scenario assumes stable growth
(without factoring in negative effects related to the current
coronavirus pandemic), its adverse scenarios assume a substantial
shock and the second of these scenarios does not envisage
a speedy economic recovery

Like last year’s stress test, this year’s exercise simulated three scenarios
of potential economic developments. The zero scenario (Scenario 0) as-
sumes a situation in which the coronavirus pandemic does not exist and
there are no factors weighing on economic and financial developments.
This scenario is based on the projections contained in NBS’s December
2019 Medium-Term Forecast (MTF-2019Q%4), which envisages that the Slo-
vak economy will grow without any significant impact on the labour mar-
ket. In addition, the exercise includes two adverse scenarios that assume
deterioration in both the global and domestic economy. Neither the MTF-
2019Q4 forecast, nor the stress testing exercise, were completed by the
time the pandemic’s adverse implications for the economy and financial
market were known. There were no available data that would capture the
impact of the pandemic. In these circumstances, the headwinds resulting
from the pandemic could not be incorporated into Scenario 0. The adverse
scenarios assume a modellable deterioration in economic and financial
market developments resulting from different factors: a sharp decline in
foreign trade that may happen, for example, due to increasing market un-
certainty about the future situation, to the continuance of protectionist
measures, and, above all, to the spread of the coronavirus in Slovakia and
the rest of the world.® The more severe adverse scenario, Scenario 2, does
not assume that there will be any significant economic recovery before the
end of the stress test period. The stress test exercise covers the three-year
period from 2020 to 2022.°

9 The scenarios do not, however, represent estimations of the expected fallout from the pan-
demic; they are simply modelled scenarios for macro stress testing of the financial sector.

10 The macro stress testing of the Slovak financial sector was conducted using data as
at 31 December 2019.
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Chart 31
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Scenario 0, which does not envisage the impact of the coronavirus pan-
demic, assumes stable economic growth that has no significant impact
on the labour market and inflation. Slovakia’s GDP growth is assumed to
accelerate moderately over the stress test period, but not to exceed 2.6% in
any of the three years. The domestic side of the economy and export per-
formance contribute about equally to GDP growth, with exports benefiting
from the gradual pick-up in foreign demand. The unemployment rate does
not change significantly, while employment growth is little more than
moderate in view of the headwinds from demographic trends and the fact
that economic activity is weaker than in previous years. In this context,
inflation pressures moderate and the annual headline inflation rate ap-
proaches the inflation target of below 2%.

In Scenario 1 of the macro stress test, Slovakia’s economic growth is
assumed to decelerate and turn negative due to the above-mentioned
trends in the cooling global economy, before rebounding moderately. In
the first year of the stress test period, Slovakia’s GDP is assumed to re-
main flat, year on year, while in the second year it contracts by 1.7%. The
economy does not pick up again until the third year, and even then its
growth is a sluggish 1.5%. Adverse economic trends are reflected in the
labour market: the unemployment rate climbs gradually, from just under
6% at the end of 2019 to 9.25% at the end of 2022. The headline inflation
rate gradually moderates, reaching 1.6% by the end of the stress test pe-
riod.
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In Scenario 2, Slovakia is assumed to experience a more pronounced and
more prolonged GDP downturn. In what may be dubbed the “lower-for-
longer” scenario, the elimination of the negative effects of cooling glo-
bal trade on the economy is a slow process, and GDP growth does not
turn positive before the end of the stress test period. In the first year,
the economy contracts by 1.1%, while the second year sees a more severe
decline of 3.8% and the third year a more moderate decline of 0.7%. This
adverse trend weighs heavily on the labour market situation. The unem-
ployment rate almost doubles over the three years, up to 11.7%. In these
circumstances, Slovakia’s headline inflation rate remains below the ECB’s
target inflation rate. At the same time, there is mounting nervousness in
financial markets which is reflected in increasing credit spreads and in-
terest rates.

Developments in recent weeks have, however, been severely affected by
the global coronavirus pandemic, which is starting to have substantial
negative repercussions for the economy and financial markets. The trend
starting to develop in 2020 is therefore that originally envisaged in the
macro stress test’s adverse scenarios. In Table 2, some of the stress test’s
input indicators are compared with actual developments during the first
months of 2020.
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Table 2 Comparison of certain input indicator developments in 2020

with assumptions used in the macro stress test

Actual data Scenario 0 | Scenario 1 | Scenario 2
Change in the USD/EUR exchange 4.6% 01% 01% 15.0%
rate
Oil price in USD -59.1% -5.8% -4.8% -23.3%
Change in the three-month
EURIBOR 1bp -2 bp -2 bp -2 bp
Change in equity prices -28%"; -32%? 0% -35% -50%
Change in the iTraxx Senior Financials
5Y index 68 bp 0 bp 203 bp 353 bp
Real GDP growth 1.4%; -4.5%; -9.4%° 2.2% 0.1% -3.8%
Average annual inflation 2.3%%; 2.1%%; 2.0% 2.5% 2.3% 1.7%

Sources: Bloomberg and NBS.

Notes: The column “Actual data” shows the percentage or basis point change in the given indictors
between 31 December 2019 and 20 March 2020. The “Scenario” columns show the changes in the
indicators which each scenario (0, 1 and 2) assumes for 2020.

1) S&P 500 index.

2) EURO STOXX 50.

3) Under the first scenario used in NBS's March 2020 Medium-Term Forecast.

4) Under the second scenario used in NBS's March 2020 Medium-Term Forecast.

5) Under the third scenario used in used in NBS's March 2020 Medium-Term Forecast.

The banking sector shows relatively strong resilience under the
stress test, though in Scenario 2 some banks are unable to meet
capital requirements

Under Scenario 0 (with no coronavirus impact), the capital adequacy
of the banking sector is estimated to remain basically unchanged. After
taking into account the expected retention of earnings from 2019, the sec-
tor’s aggregate total capital ratio at the outset of the stress test period is
estimated to be 18.5% of risk-weighted assets. In the first and second years
of the stress test period, banks’ solvency increases moderately due to re-
tained earnings,"! while in 2022, as a result of an assumed increase in lend-
ing activity, the total capital ratio drops back to 18.4%. In this scenario, all
banks meet the 8% capital requirement and the 10.5% requirement (includ-
ing a capital conservation buffer).

In Scenariol, the less severe of the adverse scenarios, the banking sector’s
capital adequacy is estimated to drop to 14.9% 2022. This 3.6 percentage
point decline in banks’ aggregate total capital ratio is accompanied by a de-
crease in the sector’s profit (owing to an increase in credit risk costs) and
by an assumed increase in risk weights. Even under this scenario, howev-

er, banks meet the capital requirement without difficulty.

1 The profit distribution in these years is assumed to be similar to that in 2019.
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In Scenario 2, the situation is much different, as the banking sector’s sol-
vency declines to such an extent that, by the end of the stress test period,
some banks are struggling to meet the capital requirement. The sector’s
total capital ratio is estimated to fall by 5.8 percentage points over the peri-
od, to 12.7% in 2022. The decline in solvency stems from persisting adverse
trends in the financial market, with a majority of banks unable to gen-
erate a profit. The banking sector as a whole makes a loss over the three-
year period. Faced with losses, some banks are no longer able to increase
their capital and thereby offset the increase in risk-weighted assets; hence
they struggle to meet the capital requirement. The sector’s capital short-
fall against the 10.5% capital requirement is estimated to be €182 million
(equivalent to 2.7% of banks’ aggregate own funds as at end-2019).

Chart 33
The banking sector’'s aggregate profit and total capital ratio under the stress

test scenarios
(percentages; EUR millions)
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Note: Total capital ratios as at the end of 2019 are adjusted to include the assumed impact of capital
increases.

The banking sector’s profit is significantly affected by the bank levy
and by developments in interest income, which is quite exposed to
interest rate movements

In Scenario 0, the banking sector’s aggregate net profit is estimated to
decline gradually, from €582 million in 2019 to €346 million in 2022, re-
presenting a drop of 40%. Despite aggregate loan book growth, the sector’s
profit declines due to the continuing downtrend in interest rates on the
outstanding amount of loans and the consequent compression of interest
margins. The profit also falls because there is not assumed to be any signif-
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icant income arising from more volatile sources, such as equity markets
or foreign currency transactions. Further weighing on the sector’s profit
is the doubling of the bank levy as from January 2020. In these circum-
stances, the sector’s ROE falls from 8.5% in 2019 to 4.9% in 2022, below the
current average for euro area banks. In Scenario 1, the banking sector is
under greater pressure amid adverse economic trends and financial mar-
ket stress. In the first year of the stress test period, the sector’s profit is es-
timated to fall sharply, to €9 million, with seven banks making a loss. This
decline results not only from a substantial rise in credit costs (by more
than €220 million per year), but also from market risk losses - the negative
impact of the repricing of portfolio equity components and securities -
which reduces the sector’s profit by one-third. Over the next two years, giv-
en the easing of pressures and financial stress, the banking sector’s profit
increases, reaching €92 million in 2022. In Scenario 2, where the adverse
economic and financial market trends are more pronounced and more pro-
longed, the banking sector is estimated to report a loss of €448 million in
the first year of the stress test period. Thereafter, the losses gradually mod-
erate, and in 2022 the sector reports a loss of €144 million. Under this sce-
nario, only two banks make a profit. Behind the severe deterioration in the
banking sector’s financial performance is the decline in interest income,
which results from a sizeable slowdown in loan growth and large increase
in credit costs.

The banking sector’s profitability remains heavily dependent on interest
income. Even under the adverse scenarios, this income is the main source
of the banking sector’s overall income. At the same time, however, interest
income is significantly affected by the volume of lending, which decreas-
es under the adverse scenarios due to the assumed deterioration in the
economic situation. In these scenarios, banks’ interest income is further
squeezed by falling interest rates, especially on the corporate loan book,
resulting from the accommodative monetary policy response to adverse
developments. In Scenario O there is an assumption of gradual monetary
policy normalisation accompanied by a moderate increase in retail inter-
est rates. The sector’s profit is still reduced by the doubling of the bank
levy, which islinked to the amount of deposits in the banking sector. Since,
however, banks’ deposit holdings are less exposed to financial cycle devel-
opments than is their interest income, the increase in the bank levy repre-
sents a substantial burden on the Slovak banking sector’s profitability. In
Scenario 2, the cost of the levy is €22 million lower than the cost in Scenar-
io O, but banks’ interest income drops by almost €107 million. Hence the
bank levy has a procyclical impact on the sector’s financial performance.
Banks’ credit costs are also sensitive to financial cycle developments and
increase sharply under the adverse scenarios.
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Table 3 Credit risk costs

2019 2020 2021 2022
Scenario 0 0.34% 0.30% 0.31% 0.33%
Scenario 1 0.34% 0.81% 0.75% 0.70%
Scenario 2 0.34% 1.38% 1.08% 0.94%

Source: NBS.
Note: Credit risk costs are expressed as percentage of total claims on customers.

The requirement to comply with the MREL does not have
a significant impact on the banking sector’s profit under Scenario
0, but its impact increases markedly under the adverse scenarios

Another factor affecting the banking sector’s profit is the obligation to
comply with the minimum requirements for own funds and eligible lia-
bilities (MREL), which is intended to help ensure that banks are able to
adopt effective resolution actions. At the end of 2019 the MREL was for the
first time set for certain banks in Slovakia, with a four-year transition pe-
riod for the phasing-in of full compliance. The banks subject to the MREL
must therefore have sufficient capital or instruments (liabilities) eligible
for the MREL, representing an additional cost affecting their profitability.
In Scenario 0, the impact on these banks’ aggregate profit is not significant;
it increases from €7 million in the first year to €19 million in 2022, and the
cumulative impact over the three-year stress test period amounts to al-
most€39 million. In Scenarios 1and 2, despite a decline in liabilities that is
not present in Scenario 0, the impact on profit is greater due to the increase
in interest on MREL-eligible instruments. Compared with Scenario O, the
impact on the banks’ profit is approximately 1.8 times greater in Scenario 1
and 2.5 times greater in Scenario 2.

In terms of profitability and capital adequacy trends, differences
between significant and less significant banks persist

Significant and less significant banks* differ considerably in their pro-
fit-generating capacity, even under the adverse scenarios. While signif-
icant banks are still able to generate a profit under Scenario 1, and some
of them also under Scenario 2, the profits of less significant banks are far
more contingent on economic and financial market developments. In Sce-
nario 1, only one of the less significant banks is able to turn a profit, and in
Scenario 2 none of them are. Banks’ profit-generating capacity also relates
to their capital adequacy, which in the case of less significant banks is es-
timated to fall significantly under the adverse scenarios as a result of the
institutions’ losses.

2 Significant banks are directly supervised by the ECB.
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BANKA
SLOVENSKA The profitability and total capital ratio of significant and less significant banks
under the stress test scenarios
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Notes: The net after-tax profit covers all three years of the stress test period and is expressed as
aratio to own funds as at 31 December 2019. The total capital ratio is weighted by the amount of risk
exposures and is expressed as at end-2022.

The importance of market risks is falling, while credit risk is

increasing
Chart 35
Risk losses broken down by type
(EUR millions)
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Source: NBS.

Note: The chart shows the overall loss for the stress test period.
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Under each scenario, losses arising from credit risk in both the corporate
and household loan books are a few times greater than losses arising from
market risks. Although the amount of market risk has increased since the
previous macro stress test exercise, its importance remains relatively low.
This relates to the fact that a considerable share of bond holdings remains
inthe portfolio of securities held to maturity (loans and receivables). These
securities are therefore not being revalued at fair value, so they are not sen-
sitive to increases in interest rates or risk premia.

Compared with the previous stress test exercise, credit risk losses on
the household loan portfolio have decreased slightly; nevertheless, in all
three scenarios they continue to exceed credit risk losses on the corporate
loan portfolio. The fact that credit risk in the household loan book is lower
than it was in the previous exercise seems to be related to the adoption
of measures by NBS in in the area of household lending. Their impact is
gradually being observed in the loan book, as an increasing share of loans
are being provided under tighter conditions. At the same time, however,
the amount of credit losses is greater on loans to households than on loans
to NFCs, even though the riskiness of NFC loans is rising faster than that
of household loans; this is because the volume of lending to households is
around twice as high as the volume of lending to NFCs.

6.2 Insurance sector

The insurance sector is prepared in the event of additional losses

The insurance sector was stress-tested for additional costs from three
sources: losses arising from market risks; costs arising from an increa-
sed loss ratio in non-life insurance; and surrender costs in life insurance.
In the market risk module, the assumptions for economic developments
were the same as those applied in the stress testing of the banking sector.
In the non-life insurance module, it is assumed that insurers’ aggregate
claims paid in the first year of the stress test period are 10% higher than
their historical average. In the life insurance module, the surrender rate is
assumed toincrease to 20%®in the first year. The impact of such increaseis
estimated to be half of the amount that is included in the solvency capital
requirement for the coverage of losses arising from a run of policy surren-
ders.

The stress test includes Scenario O and the two adverse scenarios (Scenar-
ios 1and 2) covering a three-year period. The non-life and life modules are

3 The degree of stress applied is based on the European-wide stress test of the insurance
sector carried out by EIOPA in 2018.
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the same for both adverse scenarios. Other expenses and income in each
year of the stress test period are assumed to be the same as those in 2019,
as are the solvency capital requirements.

The stress test results (see Chart P56 in the section ‘Macroprudential in-
dicators’) show an increase in asset value under Scenario 0. No insurer is
constrained to use its available capital to cover losses, and the solvency of
each insurer either remains flat or increases.

Inthe first adverse scenario, the insurance sector records equity-reducing
losses. In the first year of the stress test period, the additional costs arising
under this scenario amount to €374 million, while in the subsequent two
years, owing to asset repricing, these costs fall gradually, by €75 million
and €113 million respectively. In the first year, the sector makes an aggre-
gate loss and its equity falls by 11%. If its available capital falls to the same
extent as its equity, the average SCR coverage ratio falls by 21 percentage
points, to 172%. In this scenario, nine of the 13 tested domestic insurers re-
cord a drop in capital, and one insurer’s SCR coverage ratio is just below
100% for the whole of the stress test period.

In the second scenario, the sector makes greater losses, but not to an ex-
tent that poses a risk to its capital position. The aggregate loss in the first
year amounts to €537 million, while the losses in the next two years are
mitigated by upward repricing, in the respective amounts of €49 million
and €70 million. After the first year, the sector reports an average SCR cov-
erage ratio of 149%, while among the 13 insurers tested, 11 record a decline.
Asinthefirst adverse scenario, one insurer’s SCR coverage ratio falls below
100% and remains below it throughout the three-year exercise.

6.3 Other financial market segments

Sectors focused on asset management are exposed mainly to
market risks

The stress testing exercise for 2019, like that for the previous year, inclu-
ded entities from sectors focused on the management of customer assets.
In contrast to banks and insurers, these entities were tested only in regard
to market risk scenarios. Scenario 1 assumes that equity markets decline
by 35% in one year and that there are increases in risk-free interest rates
and credit risk premia. Scenario 2 is even more severe, assuming that equi-
ty prices slump by 50%, that the increase in market rates is even more pro-
nounced than in the first scenario, and that the exchange rates of certain

foreign currencies weaken against the euro.
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In the adverse scenarios, second-pillar funds are affected more than the
other market segments. The average pension-point value falls by 5.3% un-
der the first adverse scenario and by 7.1% under the second. The greater
vulnerability of second-pillar funds may be explained by the significant
share of equity investments in their asset portfolios and by the longer du-
ration of their debt securities compared with the other sectors covered by
this part of the stress test exercise.

The impact of the adverse scenarios on investment funds is also quite
significant. The sector’s average loss peaks in the first year under both the
first and second adverse scenarios, at -4.1% of NAV and -6.9% of NAV respec-
tively. Over the next two years of the stress test period, the effect of falling
asset prices is partly offset by the accrual of interest income, but only to
a moderate extent, by around 2 percentage points of NAV. The losses are
concentrated in equity investment funds and certain mixed investment
funds that have a significant equity exposure. In the second adverse sce-
nario, the average devaluation of portfolio assets in equity fundsis close to
30%. Investment funds accounting for almost one-third of the NAV of this
category face losses of 40% and higher.

The greatest resilience to the predefined shock is shown by second-pil-
lar pension funds and unit-linked insurance products. In both segments,
the average loss peaks at below 3% of NAV under the first scenario and at
around 4% of NAV under second scenario. At the same time, in the case of
second-pillar funds, interest income inflows have by the end of 2022 large-
ly offset the negative impact on the pricing of portfolios, and in the case of
unit-linked insurance products they have entirely cancelled it out.
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Macroprudential indicators

General note: 31 December 2019 = 1’ means that the given index was nor-
malised so that its value on the specified date (31 December 2019) was
equaltol.

Macroeconomic risk indicators

Chart P1

Manufacturing Purchasing Managers' Index (PMI) in selected economies
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Note: The indicator is defined in the Glossary.

Chart P2

Services Purchasing Managers’ Index (PMI) in selected economies
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SLOVENSKA Consumer confidence indicators in the United States
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Chart P4
Economic sentiment indicators in the euro area
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SLOVENSKA Unemployment rates in selected economies
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Chart P6

Consumer price inflation in selected economies
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Chart P7

170
160
150
140
130
120
110
100
90 +

NARODNA
BANKA
SLOVENSKA
EUROSYSTEM

- 0zoT "uer - 0Z0T "uer
- 6L0Z AInf - 6L0Z AN
- 6L0¢ "uer 610 "uer
- 8L0Z AInf -8LOZ AInr
F8Loz uer o - 8L0T "uer
C
L ziozAnr g - £L0T AInp
- zlozuer G - £10T "uer
- 9L0Z AInf | - 9L0Z AInr
- 9107 "uer 910z "uer
- SLOZ AInr SLoz Ainf
Fsloziuer s - §L0T "uer
Lyiochnr 53 - L0z AInf
. o] a :
L 107 "uer 3, 10T "uer
o
- €L0Z AInf g o - €L0Z At
- €10 "uer E ‘E - €10C "uer
[0}
- ZLozZ AInr @ o - zLoz Ainr
(V]
Lziozuer @ g2 S S - T10T "uer
3 23 v
-Lozhnr 29 ] o - LLoz Ainr
Q []
Floziuer 2 s | Loz “uer
£ =] S 9 £
- oLoz Ainr S < I 0L0T AInf
T N
Loozuer | @ o m - 0L0T "uer
n O o—
- 600Z AInf > m o - 600Z AInf
4 el
L 600 "uer = L L 6007 uer
© O
-8oozAnr ¢ m.m £ - 800Z AInr
]
~soozuer £ L o - 8007 “uer
] [s} i
I £00T AInr ﬁw % o I £00Z ANt
a4 —
£00T "uer _ ° s = T : : : : 1 1007 "uer
8 3 5& 8 & 8 2 g2 8 v
wZz O - S = = - e

82

= Germany

= United States Slovakia

== Euro area
ANALYSIS OF THE SLOVAK FINANCIAL SECTOR | 2019 | ANNEX

Sources: Eurostat and US Department of Commerce.
Note: Rebalanced (average 2007 = 100); seasonally adjusted.



iesin 2018

.

General government balances of EU countr

Chart P9
(percentages)

zﬁ
5

NARODNA
BANKA
SLOVENSKA
EUROSYSTEM

Binoquiaxn
Ble
Auewuisny
eueb|ng
spueliayiaN
BIYo9Z)
EREES[5)
uspamg
BIUSAO|S
Syrewuaq
BlUBNYI
elyeol)
elLysNy
puejaJ|
puejod
jebnyiod
®aJe 04NJ
BlUO}ST
wnibjag
BIAYET
puejul4
BDBAOIS
Arey
wopbury payun
Arebunp
Souel4
uredg
BlUBWIOY

snudAD

Gross government debt of EU countries in the third quarter of 2019

Note: The balance is expressed as a ratio to GDP.
(percentages)

Source: Eurostat.
Chart P10

180
160 -
140
120
100
80
60

40

20
0 -

BlUO}ST
Binoquiaxn-
eueb|ng
uspamg
BIYd9Z)
eluenyn
elUBWOY
BIAYET
Srewusq
LTI

puejod
BD[eAOIS
spuelayiIaN
puejui4
Auewusg
Arebunp
BIUBAOIS
puejad|
el)SNy
eljeO.D)
wopbury payun
®aJe 0ing
snudAD
uredg

Souel4
wnibjag
|ebnyiod
Aey

EREEY)

83

ANALYSIS OF THE SLOVAK FINANCIAL SECTOR | 2019 | ANNEX

Note: The gross debt is expressed as a ratio to GDP.

Source: Eurostat.



NARODNA Financial market risk indicators
SLOVENSKA

EUROSYSTEM ChartP11

Price commodity indices
(31 December 2019 = 1)

2.0

1.8

1.6

1.4

1.2

0.8

0.4

0.2

0.0

\
2014 2015 2016 2017 2018 2019 2020
= Brent oil price index = Gold price index

Sources: Bloomberg and NBS.

Chart P12

Exchange rate indices
(31 December 2019 = 1)

1.3 7

2014 2015 2016 2017 2018 2019 2020
= USD/EUR = CZK/EUR == HUF/EUR = PLN/EUR

Sources: Bloomberg and NBS.

ANALYSIS OF THE SLOVAK FINANCIAL SECTOR | 2019 | ANNEX 84



NARODNA
BANKA Chart P13

SLOVENSKA Equity indices
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Chart P14

Share price indices of the parent institutions of the five largest domestic banks
(31 December 2019 = 1)
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Chart P15
Yield curve slope in selected economies
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SLOVENSKA CDS spread indices

EUROSYSTEM . .
(basis points)
140
120 4
100

80

60

40

20

T T T
2014 2015 2016 2017 2018 2019 2020
= iTraxx Europe 5Y == iTraxx Senior Financials 5Y

Sources: Bloomberg and NBS.

Chart P18

CDSs of the parent institutions of the largest Slovak banks
(basis points)

400 1 !
|
|
|

300 }
|
|
|
|
|

200 |
|
|
|
|

100 !
|
!
|
|

0 \ i
2014 2015 2016 2017 2018 2019 2020
Min-max range for CDS spreads of parent institutions = iTraxx Senior Financials 5Y

Sources: Bloomberg and NBS.

ANALYSIS OF THE SLOVAK FINANCIAL SECTOR | 2019 | ANNEX 87



NARODNA
BANKA
SLOVENSKA

EUROSYSTEM

Chart P19

Three-month rates and the OIS spread
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Chart P20

Inflation-linked swap prices
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Note: The inflation-linked swap price is defined in the Glossary.
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SLOVENSKA Credit spreads on higher-risk 5-year government bonds
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Chart P22
Credit spreads on 5-year government bonds issued by selected central

European countries and Germany
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in the domestic currency of the given country and 5-year swap rates for the respective currency.
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Corporate credit risk indicators

Chart P23
Exports and the business environment
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SLOVENSKA Sales in selected sectors compared with their level for the period June 2007 to

June 2008

(percentages)
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Chart P26

NFC loans and sales
(annual percentage changes)
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Chart P27

Interest rate spreads on new loans to NFCs
(percentages)
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Sources: NBS and www.euribor.org.

Note: The spread is defined as the difference between the monthly EURIBOR rate and the average
rate on new loans in the respective category.

Chart P28

Non-performing loans (NPLs) and default rates
(percentages; EUR millions)
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Source: NBS.

Note: The default rate denotes the ratio of the number/volume of loans that defaulted within a period
of one year to the number/volume of non-defaulted loans at the beginning of the one-year period.
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Source: NBS.

Notes: The chart shows interquartile ranges. The indicator expresses the share in total NFC loans of

loans to NFCs which in the given quarter recorded both a loss and a year-on-year decline in sales of
more than 30%.

Chart P30

The debt service burden and its components
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Chart P32

Commercial real estate: sales in the residential segment (new flats)
(number; percentages)
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Sources: Lexxus and NBS.
Note: The data are for the residential segment in Bratislava.
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Chart P34
Structure of NFC liabilities
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Chart P36
Household indebtedness in Slovakia and in selected countries
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Notes: The indicator is calculated as the ratio of households’ total debt to their disposable income.
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Chart P37

Changes in credit standards and credit demand according to the bank lending

survey
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Note: The data show net percentage shares, with positive values denoting an increase in demand or

an easing of standards.

Chart P38
Loan-to-value (LTV) ratio for new loans
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Chart P39
Net default rates for retail loans
(percentages)
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Interquartile range Market average

Source: SO SR.

Note: The net default rate denotes the net change in the amount of NPLs over a 12-month period as
a share of the outstanding amount of loans at the beginning of the period. The numerator is adjusted

for the effect of loan write-downs/offs and sell-offs.

Chart P40
NPL ratios for retail loans
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SLOVENSKA The consumer confidence index and its components
EUROSYSTEM
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Source: SO SR.

Chart P42
New jobseekers and the total number of jobseekers by income category
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Source: Central Office of Labour, Social Affairs and Family of the Slovak Republic.

Notes: The left-hand and right-hand scales show numbers of jobseekers in thousands.
The income categories are defined in the Glossary.
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SLOVENSKA Real wage index in selected sectors
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Chart P44
Housing affordability index
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Sources: NBS and SO SR.
Note: The housing affordability index is defined in the Glossary.
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Market risk and liquidity risk indicators

Chart P45
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Chart P46

Liquid asset ratio and liquidity coverage ratio
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Source: NBS.
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SLOVENSKA Sensitivity of the banking sector to different risk types
(percentages)

Foreign exchange risk

Credit spread risk \ , Equity risk
Interest rate risk Interest rate risk B Data as at 31 December 2018
(change in economic value) (repricing) B Dataas at 31 December 2019

Sources: Bloomberg and NBS.
Notes: The data represent the loss (as a percentage of assets) under each scenario of the sensitivity
analysis. The sensitivity analysis is described in more detail in the Glossary.

Chart P48
Sensitivity of second-pillar pension funds to different risk types
(percentages)

Foreign exchange risk

2.0
Credit spread risk , Equity risk
Interest rate risk Interest rate risk M Data as at 31 December 2018
(change in economic value) (repricing) B Data as at 31 December 2019

Sources: Bloomberg and NBS.
Notes: The data represent the loss (as a percentage of NAV) under each scenario of the sensitivity
analysis. The sensitivity analysis is described in more detail in the Glossary.
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SLOVENSKA Sensitivity of third-pillar pension funds to different risk types
(percentages)

Foreign exchange risk

Credit spread risk Equity risk

Interest rate risk Interest rate risk B Data as at 31 December 2018
(change in economic value) (repricing) B Data as at 31 December 2019

Sources: Bloomberg and NBS.
Notes: The data represent the loss (as a percentage of NAV) under each scenario of the sensitivity
analysis. The sensitivity analysis is described in more detail in the Glossary.

Chart P50
Sensitivity of investment funds to different risk types
(percentages)
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Interest rate risk Interest rate risk M Data as at 31 December 2018
(change in economic value) (repricing) M Data as at 31 December 2019

Sources: Bloomberg and NBS.

Notes: The data represent the loss (as a percentage of NAV) under each scenario of the sensitivity
analysis. The sensitivity analysis is described in more detail in the Glossary.
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SLOVENSKA The sensitivity of insurers' assets to different risk types
(percentages)
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Sources: Bloomberg and NBS.
Notes: The data represent the percentage decline in the value of assets under each scenario of the
sensitivity analysis. The sensitivity analysis is described in more detail in the Glossary.

Chart P52

Impact of stress test scenarios on second-pillar pension funds
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Sources: NBS, ECB, Bloomberg and internet.
Note: The left-hand scale shows the average of the index of the current pension-point value weighted
by the NAV of individual funds.
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Sources: NBS, ECB, Bloomberg and internet.
Note: The left-hand scale shows the average of the index of the current pension-point value weighted

by the NAV of individual funds.
Chart P54

Impact of stress test scenarios on investment funds
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Sources: NBS, ECB, Bloomberg and internet.

Note: The left-hand scale shows the estimated profit or loss as a share of the NAV weighted by the
NAV of individual funds.
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Notes: The left-hand scale shows the estimated profit or loss as a share of assets (except for assets

covering technical provisions in unit-linked insurance) weighted by assets of individual insurers. The
impact of the stress test scenarios on the value of liabilities was not taken into account.

Chart P56
Additional expenses of the insurance sector under stress test scenarios
(EUR millions)
150,000
o_jl. m B m
-150,000
-300,000 -
-450,000 -
-600,000 |
2020 ' 2021 ' 2022 2020 ' 2021 ' 2022 2020 ' 2021 ' 2022
Scenario 0 Scenario 1 Scenario 2
B Life insurance module B Non-life insurance module [ Market risk module
Source: NBS.

ANALYSIS OF THE SLOVAK FINANCIAL SECTOR | 2019 | ANNEX 106



NARODNA Chart P57

BANKA

SLOVENSKA Impact of stress test scenarios on unit-linked insurance assets

EUROSYSTEM
(percentages)
3*
5 e
1
0 T T r T r T T 1T 11T T 1T T T T T~ T T T T T T T T T T T T T1
-1 4
-2 -
-3
-4
-5
2RRRR2RRRR3_R33SRSSNNANANAENSNANNRARNNNNNNAN
o O OO0 0000000000000 O0O0O0O0O0OO0OO0O
Ucdese282gds3dcdyss5a22odssdcagssx>0a8 3y
] 8 o8 c ] 08 0Z82F S35 50000 L Yo 0
08P <2332 8028°Lx<235200z0235<2332480208
= Scenario 0 == Scenario 1 = Scenario 2
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Note: The left-hand scale shows the estimated profit or loss as a share of NAV weighted by the net
value of assets covering unit-linked insurance in individual insurers.
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Glossary

Bank lending survey (BLS) - A survey of supply and demand in the credit
market conducted among individual banks.

Default rate - The percentage of loans defaulting over the period under re-

view.

Household income categories - A categorisation based on the KZAM em-
ployment classification and KZAM income data; it consists of three catego-
ries: higher-income category (income of over €800 per month) - legislators,
senior officials and managers, scientists, professionals, technicians, health
professionals, and teaching professionals; middle-income category (income
between €600 and €800 per month) - office workers, craft and skilled work-
ers, processors, and plant and machinery operators; lower-income category
(income of up to €600) - service and retail workers, agricultural and forest-
ry workers, auxiliary and unskilled workers.

Households - The population (individuals’ accounts).

Housing affordability index - An index expressing the ratio of disposable
income to loan repayments. The calculation of disposable income takes
into account the average wage and average expenditure of households.
The calculation of the amount of loan repayments takes into account the
average price of a flat, the average interest rate, the average maturity, and
a constant LTV ratio (75%). The calculation methodology is described in
the following paper in Slovak: Rychtarik, S. and Krémar, M. (2011), “Vyvoj
na trhu Gverov na byvanie a jeho interpretacia”, Nehnutelnosti a byvanie,
2010, No 2, Bratislava.

Leverage ratio - The ratio of Tier 1 capital to the total value of all on-bal-
ance sheet and off-balance sheet exposures (not risk weighted).

Liquidity coverage ratio (LCR) - The ratio of liquid assets to volatile liabil-
ities over a horizon of one month. Its level should not fall below 1.

Loan-to-deposit ratio - The ratio of customer loans to the sum of retail de-
posits, deposits of non-financial corporations, deposits of financial corpo-
rations, and issued mortgage bonds. It indicates the extent to which loans
are financed with stable funds from customers. The lower the value, the
greater the extent to which loans are financed with customer deposits,
and therefore the lesser the extent to which they are financed through the
more volatile financial markets.
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Loan-to-value ratio - The loan value divided by the value of the loan col-
lateral.

Net default rate - The net change in the amount of non-performing loans
over a12-month period as a share of the outstanding amount of loans at the
beginning of the period. The numerator is adjusted for the effect of loan
write-offs/downs and sell-offs.

Non-performing loans - The definition is governed by Article 178 of the
Regulation (EU) No 575/2013 of the European Parliament and of the Coun-
cil of 26 June 2013 on prudential requirements for credit institutions and
investment firms and amending Regulation (EU) No 648/2012.

Purchasing Managers’ Index (PMI) - An indicator of the economic health
of the manufacturing or service sector: an index value of more than 50 rep-

resents expansion, while a value of below 50 represents contraction.

Retail interest rates - The interest rates applied by banks to households
and non-financial corporations.

Retail sector - Households, sole traders and non-profit institutions serv-
ing mostly households.

Tier 1/2/3 - categories of capital used in the calculation of capital ratios.

Total capital ratio - ratio of own funds to 12.5 times the minimum capital
adequacy ratio requirement

Unit-linked life insurance - Insurance as defined in points 1 and 3 of Part
A of Act No 8/2008 on insurance (and amending certain laws) as amended,
where the policy is linked to an investment fund (where the insured sum
is payable on death or survival or the insurance is coupled with an invest-
ment fund-related capitalisation contract).
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Abbreviations

APRC
bp
CDS
CEE
CET1
DTI
ECB

annual percentage rate of charge
basis point

credit default swap

central and eastern Europe(an)
Common Equity Tier 1 (capital)
debt-to-income (ratio)

European Central Bank

ECB SDW ECB Statistical Data Warehouse

EU
EVOCI
IMFE
KZAM
LCR
LTV
MREL
MTPL
NAV
NEC
NPL
NAV
OECD
PEMC
PMI
RBUZ

ROE
SCR
SPMC
SO SR
UPSVaR
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European Union

fair value through other comprehensive income
International Monetary Fund

Employment Classification / Klasifikacia zamestnani
liquidity coverage ratio

loan-to-value (ratio)

minimum requirements for own funds and eligible liabilities
motor third party liability (insurance)

net asset value

non-financial corporation

non-performing loan

net asset value

Organisation for Economic Co-operation and Development
pension fund management company

Purchasing Managers’ Index

Register of Bank Loans and Guarantees / Register bankovych
uverov a zaruk

return on equity

solvency capital requirement

supplementary pension management company

Statistical Office of the Slovak Republic

Office of Labour, Social Affairs and Family / Ustredie prace,
socialnych veci a rodiny
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