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Financial stability is a state in which the financial system, including key financial markets and financial institutions, is
capable of withstanding economic shocks and can fulfil its key functions smoothly, i.e. intermediating financial re-
sources, managing financial risks and processing payment transactions.

The Magyar Nemzeti Bank’s fundamental interest and joint responsibility with other government institutions is to
maintain and promote the stability of the domestic financial system. The role of the Magyar Nemzeti Bank in the
maintenance of financial stability is defined by the Central Bank Act.

Without prejudice to its primary objective - to achieve and maintain price stability -, the MNB shall support the
maintenance of the stability of the financial intermediary system, the enhancement of its resilience, its sustainable
contribution to economic growth; furthermore, the MNB shall support the economic policy of the government using
the instruments at its disposal.

The MNB shall establish the macro-prudential policy for the stability of the entire system of financial intermediation,
with the objective to enhance the resilience of the system of financial intermediation and to ensure its sustainable
contribution to economic growth. To that end and within the limits specified in the Central Bank Act, the MNB shall
explore the business and economic risks threatening the system of financial intermediation as a whole, promote the
prevention of the development of systemic risks and the reduction or elimination of the evolved systemic risks; fur-
thermore, in the event of disturbances to the credit market it shall contribute to the balanced implementation of the
function of the system of intermediation in financing the economy through stimulating lending and by restraining
lending it in the event of excessive credit outflow.

The primary objective of the Financial Stability Report is to inform stakeholders about the topical issues related to
financial stability, and thereby raise the risk awareness of those concerned as well as maintain and strengthen confi-
dence in the financial system. Accordingly, it is the Magyar Nemzeti Bank’s intention to ensure the availability of the
information needed for financial decisions, and thereby make a contribution to increasing the stability of the finan-
cial system as a whole.

The analyses in this Report were prepared by the Financial System Analysis, the Macroprudential directorates, and
the Financial Institutions Supervision Executive Directorate, under the general direction of Gergely FABIAN, Executive
Director for Financial System Analysis and Lending Incentives.

The Report was approved for publication by Marton NAGY, Deputy Governor.

The Report incorporates the Financial Stability Council’s valuable comments and suggestions following its meetings
on 24" April and 22" May 2018, and those of the Monetary Council following its meeting on 8" May 2018.

This Report is based on information in the period to 18" May 2018. Since data frequency is divergent through the
analyses, the analysis horizons may also alter.
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EXECUTIVE SUMMARY

Executive Summary

The overall shock absorbing capacity of the Hungarian banking sector can be considered strong, both in
terms of liquidity and capital adequacy. The indebtedness of both the corporate sector and the household
sector can be deemed cyclically low in the current favourable environment, and the domestic banking
sector has significant capacity to increase its lending activity. The continuous improvement in banks’
profitability enhances their resilience, but — over the longer term — this profitability needs to be
underpinned with increased business activity and cost efficiency. The MNB is continuously monitoring
domestic and international financial developments and uses its toolkit to identify and manage any
emerging risks. The financial system is characterised by the following current developments and
challenges.

The economic outlook has continued to improve since the publication of the November Financial Stability
Report. The improving global macro environment is coupled with a gradual increase in inflation
expectations, which is also reflected in the recent changes in yield curves. The repricing of yield expectations
reflects different monetary policy challenges in the United States and Europe. The rise in US yields in early
2018 resulted in sharp declines on money and capital markets, while forward-looking indicators point to
mounting uncertainty on the markets. In 2017, the risks in the European banking sector eased
considerably, but did not disappear completely. One favourable development is that the ratio non-
performing loans at European banks declined significantly in the recent period, although the market is still
pricing in an adverse business outlook for many institutions. Nevertheless, it can be established that the
domestic banking sector’s resilience to external shocks remained robust.

Special attention is devoted in the Report to developments in the sustainability of corporate and
household lending. We found that the extent of indebtedness in both sectors as a proportion of GDP is
much lower than the average of the regional peers from a cyclical point of view, and significant capacity is
available for an expansion of lending in the current environment. This could occur via two channels: firstly,
by the credit cycle catching up, i.e. closure of the credit gap, and secondly, through the trend of financial
deepening.

Corporate lending started to increase several years ago. In 2017, SME lending expanded at a rate of 12 per
cent, and lending to the corporate sector as a whole also reached double-digit growth in annual terms. In
the Report, developments in lending are assessed in terms of various corporate features (sector, ownership,
access to cross-border financing). Based on our findings, we expect further, balanced growth in lending to
occur in several key sectors. In addition, the Report focuses on the quality features of post-FGS SME
lending, which has been characterised by a decline in investment loans with long interest rate fixation and
their replacement with shorter-term loans.

Broad-based growth was once again recorded in household lending in 2017, which was reflected in the
segments of both housing and consumer loans. The expansion was primarily attributable to stronger
demand, but banks also eased their credit conditions. Within new housing loans, the ratio of loans with
longer-term rate fixation is increasing, and within that the share of certified consumer-friendly housing
loans is also expanding. Stronger competition is also reflected by the growing ratio of institutions applying
lower spreads and the widening range of customers involved in lending. In the Report, developments in
interest rates on housing loans and in risk-taking are discussed in detail, with particular attention to the
short-term results of certified consumer-friendly housing loans.

The Hungarian housing market is a special topic in the Report. The upturn on the housing market
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continued in 2017, basically due to stronger demand. Nevertheless, the market cannot be considered
overheated, and according to our condition indicators, housing prices are at the level justified by the
fundamentals. The supply side is also assessed with the help of a survey conducted with real estate
developers active in the residential property development market; according to the respondents, frictions
due to capacity constraints are apparent in this area.

Continued improvement in banks’ portfolio quality is one of the key pillars of the improving resilience of
the Hungarian banking sector. 2017 was characterised by consolidation and cleaning of the non-
performing portfolio, with the NPL ratio falling to almost 7 per cent and 10 per cent in the corporate and
household segments, respectively. Nevertheless, in the case of households, banks’ portfolio cleaning still
does not represent a complete solution to the problem, and thus we pay special attention to the features of
the debt management sector. At the same time, both the liquidity and capital positions of the domestic
banking sector are strong, and banks preserve their shock absorbing capacity even in the presumed stress
scenarios.

Over the short run, institutions can ensure a sustainable level of bank profitability by expanding lending
activity, improving operational efficiency and implementing digitalisation solutions. In this context, the
Report also focuses on the presentation of the current challenges of cyber security and bank digitalisation
as well as on the MINB’s active role in incentivising innovation through the operation of the Innovation
Hub.
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INTERNATIONAL MACROECONOMIC ENVIRONMENT. MOUNTING UNCERTAINTY IN A CHANGING INTEREST RATE ENVIRONMENT

1 International macroeconomic environment. Mount-
ing uncertainty in a changing interest rate environment

Global growth prospects may improve further in 2018, which may prospectively cause the strengthening of upside
risks to inflation as well as faster normalisation of monetary conditions, and thus may result in repricing on the mon-
ey and capital markets. One preliminary indication of this was that in early 2018 the more favourable-than-expected
macro data resulted in a sharp capital market correction in the USA, leading to the return of market volatility, which
had been trending downward for a long time. Extremely high debt levels in the private sector and the general gov-
ernment pose a risk in many European countries. Overall, the European banking sector has showed various positive
signs recently. Firstly, the decline in the ratio of non-performing loans is now also supported by the expansion in lend-
ing, and secondly, banks’ profitability has also improved to some extent. However, an unfavourable outlook is already
priced in for many European banks, which may make raising capital more difficult and result in further adjustments of
business models. At the European level, conditions on the real estate market continue to pick up, while significant
investment activity is observed in the commercial real estate market of the Central East European region.

Chart 1: The development of the global economic envi-
ronment 1.1 Global macroeconomic developments

per cent per cent

Economic prospects continue to improve at the global
s level. Following the favourable global macroeconomic
developments seen in 2017, the latest early-2018 fore-
casts point to stronger growth in both advanced and
emerging economies. According to the January prelimi-
nary estimate, global economic output expanded 3.7 per
1 cent last year, exceeding all previous forecasts (Chart 1).
o The improvement in global growth prospects is coupled

with a gradual rise in inflation. In 2017, inflation was

Global economy Advanced economies Emerging economies above the target in the United Klngdom and close to the
EEGDP 2016 Projection EEIGDP 2017 Projection EEIGDP 2018 Projection target in the United States, while it remained persistently
-~CPI 2016 Projection ——CPI 2017 Projection —=—CPI 2018 Projection below the 2 per cent target level in the euro area.

Source: IMF WEO - . . i
ouree Relative divergence is observed in the monetary condi-

tions of developed countries. Although inflation devel-

Chart 2: Inflation targets of major central banks and opments in major advanced economies are converging,
the development of inflation and foreshadow an end to the accommodative monetary

per cent peree™ 7 policy stance over the long run, there is still divergence

6 F 6 between the monetary policy decisions of the major cen-
5 4 b s tral banks (Chart 2). In addition to the gradually reducing
4 t 4 pace of the asset purchase programme, the US Fed also

t 3 once again tightened interest rate conditions in March: in

*
2 * * t 2 line with market expectations, it increased the base rate
14 I I IH b 1 by twenty-five basis points to a target range of 1.5-1.75
o o per cent. The market expects the new Fed leadership to
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raise interest rates two more times in 2018. At the same
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Euro area

time, monetary conditions are being continually eased in

[ mmInflation (2016 Q4) Eiinflation (2017 Q4) @ Inflation target — PCE index| the euro area, although the QE programme was wound

Note: The PCE index is the primarily monitored inflation indicator of down after the European Central Bank reduced the
the U.S. Federal Open Market Committee. Source: OECD, FRED monthly volume of bond purchases (from EUR 60 billion)

to EUR 30 billion starting from January 2018, and — in
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Chart 3: Half-yearly changes in European and US yield consideration of the developments in inflation — also
curves raised the prospect of further reducing the programme,
40 _Percent percent o which runs until September 2018 under the current con-
35 35 ditions. Earlier or faster-than-expected tightening of
301 " [ 3 monetary conditions may lead to an increase in the yield
zz iz curves and/or their higher volatility (Chart 3), which may
15 | | 15 result in major turbulence in a number of global markets
1.0 1 ) t 1.0 through asset repricing.
0.5 A e 05
00 o= oo Inarising yield environment, asset repricing and chang-
054 - 2 - -05 es in capital flows are being observed in the global bond
10 1 [ 1% and equity markets. In early February 2018, the increase
e s 5 5 xz % % &®m % 3 3 **in long-term yields following the release of better-than-
—Furozone (Nov-2017)  ——USA (Nov-2017) —" expected US wage inflation data triggered a strong stock
- —Eurozone (Mar-2017) - - USA (Mar-2017) market correction, which eventually also spread to the
Source: Bloomberg European and Asian markets (Chart 4). The stock market

correction resulted in higher market volatility. Prices on
Chart 4: The development of US and British stock mar- the leading equity markets fell by 9-10 per cent in Febru-

ket composite indices and 10-year bond yields ary, which was later followed by a slight upward adjust-
140 _Per cent percent ment, and in parallel with that the US VIX index, which
150 | | o reflects market volatility and had previously been at a
historically low level, also rose sharply (Chart 5). Looking

120 4 r 1.0

ahead, the rise in long-term yields in parallel with the
110 o ‘15 normalisation of the interest rate environment may result
L 20 in more volatile asset price movements than in the previ-

ous period.
90 -

;0 The effects of the capital market turbulence may also

0 —TT T T T T T T T T T T T T T T T T T T T T T
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ORI R ORI spread to the emerging markets. Prior to the stock ex-
S o3 5250000608285 32350_L 0950w
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— change events, capital inflows to emerging markets were
— — S&P 500 composite price index (2016 Q1 = 100%)
FTSE 100 price index (2016 Q1 = 100%) significant and stable. The yield environment, which was
——US Yield- 10 Year (reverse right hand scale) . .
—— UK Vield- 10 Year (reverse right hand scale) more favourable than in the developed economies, and
Source: Reuters Datastream the strong macroeconomic expansion facilitated the up-
Chart 5: The development of European and US stock swing in emerging markets. Nevertheless, investors still
market volatility indices seem to react sensitively to repricing shocks, and thus the
go . Percent percent o financial vulnerability of the emerging countries may be
significantly impacted by sudden capital withdrawals and
20 increases in yields (Chart 6). In addition to the changes
10 caused by monetary conditions, the possibility of stronger

35 protectionist economic policy at the global level may

s reduce emerging market asset prices (through a decline

in risk appetite), whereas specific trade barriers may have

an indirect negative impact on small, open economies

0 embedded in the global supply chains (through the real

N0 WD m O MM N MN® T Tin N o QN
P G- S rl SO economy channel)
5358582885883 85588583% y '
The level of outstanding debt continues to pose a risk in
—VIX volatility index —VSTOXX volatility index

the case of a possible increase in the interest rate envi-

Note: The value of the VIX (VSTOXX) index is calculated at the Chica- ronment. Although the debt-to-GDP ratio declined in
go Board of Options Exchange (European Options Exchange), and

shows the market’s expectation of the development of volatility for ] ] ) )
the next thirty days. Source: Reuters Datastream heterogeneity across various regions. The debt level is

several European countries, there continues to be strong
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Chart 6: Capital flows by currency of bond funds invest-  still the highest in the Mediterranean and Western Euro-
ing in the emerging region pean countries, and a rise in outstanding debt has been

USD Bn ] usD Bn observed in several of these countries (Chart 7). A rising

interest rate environment may result in significant market
repricing, thereby increasing government bond yields and
thus debt and future deficit financing costs. The rising
debt burden jeopardises the sustainability of outstanding

22 4 : Equity market _ i
g > debt accumulated by both the state and the private sec-

-4 A -4 tor, which may even lead to adjustments entailing growth
-6 1 L -6 sacrifices or difficulties in debt repayment. All of this may
8 | 8 be mitigated to some extent by the fact that political
£2E8888888 3555555550589 ; ; :
G B i ot T R B O EEROY uncertainty, which had postponed fiscal and structural
22fefzac028=38837258882 L : :
reforms, declined in Europe following parliamentary elec-
‘ M Blend currency MW Hard currency M Local currency ‘

tions in Western states.
Note: Hard currency: stable and liquid currency of countries with

strong political and economic background (e.g. US dollar, euro,
Japanese yen, etc.). Source: EPFR

Chart 7: Changes in the government debt-to-GDP ratio crease in Europe, although strong heterogeneity across

and private sector debt in Europe (2013-2017) regions still exists. Overall, the ratio of non-performing
loans declined to below 5 per cent in the EU countries by

The stock of non-performing loans continued to de-

20
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. : growth in the volume of lending also contributed to the
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level the total volume of non-performing loans still ex-
ceeded EUR 800 billion, with Mediterranean countries
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region. Last year, all of the countries in the Central and
Chart 8: The development of problem loans of Europe-

] ] East European region were in the leading group of the EU
an countries compared to gross loans outstanding

s in terms of lending growth, while lending has still not

of the European banking sector (Chart 9). At the same

_ . expanded significantly in the Mediterranean countries.
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Chart 9: After-tax ROE of the EU banking sector
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the EU banking sectors. Source: ECB

Chart 10: Long-term average of return on equity and
the relative size of market value
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of banks. Banks with significant CEE exposure are marked in green,
while Italian banks are marked in red. Source: SNL
Chart 11: Changes in house prices and the ratio of
housing loans to GDP in a European comparison
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Note: Circled in red are the countries warned by the ESRB. Source:
Eurostat, ECB, BIS

by the findings of the bank survey conducted by the EBA.?

Many European banks have priced in an unfavourable
outlook. In the case of listed European banks, strong
profitability is typically coupled with a favourable price-
to-book value ratio (P/BV) of more than one. In the case
of several Italian and German large banks, the persistent-
ly low market value is the combined result of investors’
uncertainty related to growth prospects and profitability
issues. Banks with significant CEE exposure and high re-
turn on equity (ROE) typically have higher market capital-
isation compared to their book value. In the case of Ital-
ian institutions and ones without significant CEE expo-
sure, the level of market value compared to bank profita-
bility is low, i.e. they are undervalued by investors. At the
same time, compared to ROE, banks with high book value
and significant CEE exposure are overvalued by investors
(Chart 10). The persistently low market value of banks has
continued to decline due to the recent stock exchange
turbulence. Simultaneously with the decrease in the
banking sector’s P/BV ratio, its cost of equity (COE)? is
increasing. Due to the current low interest rate environ-
ment and tighter regulatory requirements, some institu-
tions have to offset difficulties in raising capital by down-
sizing or selling their business branches and reducing
their risk exposure, which may have a further negative
feedback on economic growth.

Significant house price appreciation was coupled with
high-volume mortgage lending in many countries. The
pick-up in housing markets has been significant in Europe,
and house prices have risen by 20-50 per cent in most
European countries since the 2008 crisis. In Europe, the
strongest house price appreciation was seen in Austria
and Sweden (Chart 11). The European Systemic Risk
Board (ESRB) issued warnings in the case of eight mem-
ber countries at the end of 2016, after analysing the rising
indebtedness and debt servicing of households as well as
increasing housing prices, which occasionally depart from
the fundamentals.

The volume of investments continued to expand in the
commercial real estate market in the region. Despite
declining returns on investment, significant increases in

1 European Banking Authority, 2017, https://www.eba.europa.eu/documents/10180/2085616/EBA+Dashboard+-+Q3+2017.pdf

2 The cost of equity (COE) indicator can be approximated as the quotient of the return on equity (ROE) and the price to book value (P/BV).
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investment volumes have been observed in the commer-

Chart 12: Commercial real estate investment in a re- cial real estate markets of the region’s capitals since

gional comparison 2012. Compared to the previous years, 2017 saw record

million EUR per cent . ) .
5500 11 turnover in almost all of the countries, while Poland, the
5000 o r 10
4500 | /\_/\ |l o9 Czech Republic and Hungary were the three most popular
:ggg: /\\_ /\/\\ [\'¥ | 3 investment targets (Chart 12). Due to persistently low
3000 I 6  vyields on traditional instruments, investors are seeking to
2500 + r S . . . . . .
2000 4 L 4 improve the yields of their portfolios using the region’s
iggg ] r i real estate markets. Looking ahead, however, the rise in
500 I ||| I | 1 yield curves may be coupled with a decline in investors’
0 - 0 . . . .
LR R L EEEE EEEE demand as borrowing costs rise, eventually resulting in a
R Pt A A I A decrease in real estate prices. The ESRB is closely moni-
Poland Czech Slovakia | Hungary | Romania | Bulgaria . . .
Republic toring developments in the commercial real estate mar-

ket, and in the case of several West and North European

Hl Investment turnover —Prime office yield - capital city (right hand scale) ‘

countries it has already warned about the build-up of
Source: MNB risks (financing, collateral and profitability).
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2 Trends in lending. Household lending picks up, as
corporate lending steadily expands

Corporate lending grew at a rate of 10 per cent in annual terms in 2017, owing to the continued, significant (12 per
cent) growth in SME lending and expansion in the large companies’ segment. In addition to stronger demand, lending
growth was also facilitated by the central bank’s Market-based Lending Scheme, within the framework of which each
bank met its lending commitment for 2017. Mounting competition in the banking sector was coupled with the steady
easing of credit conditions, while corporates’ credit demand also increased. In this favourable market environment,
lending is expected to continue to expand over the forecast horizon. Corporate indebtedness cannot be considered
high in an international comparison; therefore, further growth in lending may be in line with the equilibrium path.
After the major decline following closure of the FGS, the proportion of longer-term, fixed-rate loans within SME loans
increased only slightly and temporarily in H2.

In 2017, considerable growth was registered in household loans outstanding compared to the previous year, amount-
ing to a total of 2 per cent in annual terms. This was mainly attributable to the growth in housing loans, although a
pick-up in consumer lending was also seen during the year. The volume of new contracts reached the level observed
before the crisis, but — as a result of the debt cap rules effective since 2015 — new lending is occurring in a sound
structure, with lower risks. Within new housing loans, the proportion of loans with longer-term interest rate fixation
increased and already amounted to more than 70 per cent in early 2018, and within these longer-fixed-rate loans
more than 40 per cent were Certified Consumer-Friendly Housing Loans in December 2017. According to the respons-
es to the Lending Survey, banks expect rising demand for both housing loans and consumer loans, and further growth
in household lending is projected over the forecast horizon. Accordingly, household indebtedness may approach its
equilibrium level in the coming years, while the negative credit gap may gradually close.

2.1 Corporate lending continued to expand in
2017

Corporate lending continued to grow dynamically in

2017. During the year, non-financial corporations’ loans

outstanding at credit institutions and financial enterpris-

Chart 13: Growth rate of outstanding loans of the overall €S increased by a total HUF 680 billion on a transaction
corporate sector and the SME sector basis. Accordingly, an annual transaction expansion of 9.8

per cent was observed (Chart 13), which is the highest

per cent per cent

rate in the region. Based on the actually available data,
which only contain the credit institution sector, expan-
sion continued in 2018 Q1, at a rate of 10.3 per cent. The
annual growth rate of the SME sector’s outstanding loans

including the self-employed was 11.8 per cent in 2017,
while the outstanding loans of the sector of micro, small
and medium-sized enterprises in a narrow sense in-
creased by 11.4 per cent. In 2017 Q1, SME lending was
still strongly supported by the Funding for Growth

hhONBORNMWAEGOON

= Corporate sector (Quarter-on-quarter) Scheme, but even after its phasing out there was no

——Corporate sector (Year-on-year, RHS)
——SME sector (Year-on-year, RHS)
-=-=SME sector including self-employed (Year-on-year, RHS)

Note: Transaction based, prior to 2015 Q4 data for SMEs are
estimated based on banking system data. Source: MNB

decline in this segment. With the end of the temporary

effects of land purchase loans, the volume of transac-
tions of the self-employed returned to near the underly-
ing trend. Certain major, one-off corporate loans also
played a key role in the acceleration in overall corporate
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Chart 14: Fulfilment of the lending commitments under the

Market-based Lending Scheme
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Note: Two small banks with extremely high commitment and
performance are not shown in the chart.
Source: MNB

Chart 15: Changes in credit conditions in the corporate
segment
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Note: Net percentage balance of respondents reporting tighten-
ing/easing credit conditions weighted by market share.
Source: MNB, based on banks’ responses

growth. A change was seen in the currency composition
of the loans disbursed: while FX loans outstanding had
been steadily declining since 2009, FX loan disburse-
ments already accounted for more than 50 per cent of
the increase in loans outstanding in 2017. The dynamic
growth in corporate FX lending was attributable to large
one-off items as well as an increase in activity in the
commercial real estate market.

Banks significantly overfulfilled their commitments
under the Market-based Lending Scheme (MLS). In
2017, the central bank facilitated lending with positive
incentives through the MLS in an indirect manner. Partic-
ipating banks increased their SME lending commitment
of HUF 170 billion originally planned for 2017 to some
HUF 230 billion in the second phase of the scheme
launched in the middle of the year. By the end of the
year, all 16 participating banks had fulfilled their respec-
tive commitments (Chart 14). As a result, at sector level
the banks achieved performance of 250 per cent, exceed-
ing that of the previous year. In relation to increasing
their commitments, banks proved to be conservative, as
their performance typically exceeded the commitments
to a much greater degree in 2017 than in 2016. None of
the credit institutions wanted to reduce their respective
commitments for 2018; as a result, the scheme continues
to contribute to the expansion in outstanding loans.

Corporate credit conditions eased further in 2017 and
2018 Q1. In the latest lending surveys, banks reported
easing in credit conditions in all corporate size categories.
This easing was primarily justified by the competition and
favourable economic prospects and was mainly reflected
in a decline in interest rate spreads (Chart 15). In person-
al interviews, several banks’ representatives mentioned
increasing risk competition in addition to price competi-
tion. According to forward-looking responses, against the
background of intense competition, credit conditions
may continue to ease in 2018, which may entail a further
decline in interest rates.

Corporate credit demand strengthened. In 2017 and
2018 Q1, banks reported in the surveys that they per-
ceived an increase in the demand for both short- and
long-term loans on the part of SMEs as well as large
companies. There seems to be increasing demand for
both HUF and FX loans, although demand for HUF loans is
stronger. The strengthening in credit demand is primarily
attributable to the low interest rate level, although in the
surveys some 20 per cent of banks reported that compa-
nies’” own funds have a negative impact on demand.
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Chart 16: Interest rate spreads on new corporate loans
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Chart 17: Corporate credit-to-GDP in an international

comparison
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Banks expect these developments to remain, i.e. the low
interest rate environment will continue to support the
satisfaction of emerging financing needs through the use
of bank loans in all segments.

Corporate lending rates and interest rate spreads de-
clined at end-2017. The decline in spreads indicated by
banks in the surveys was reflected in the data in the case
of HUF loans (Chart 16). In the past 2 quarters, in the
case of new corporate forint loan contracts below EUR 1
million, which are typical of the SME sector, a nearly 0.2
percentage point decline was observed, while in the case
of high-amount forint loans a 0.9 percentage point de-
cline in spreads was seen. The average interest rate on
low-amount euro loans also fell slightly, while spreads on
high-amount EUR loans increased, which was attributable
to one-off items. The decline in spreads was typical in all
of the countries in the region, but the largest change was
observed in Hungary.

Based on an international comparison, corporate lend-
ing is expected to continue deepening. At end-2017,
credit institutions’ corporate loans outstanding reached
17 per cent of GDP in Hungary, which cannot be consid-
ered a high ratio by international standards. In the Vise-
grad countries, indebtedness as a proportion of GDP of
more than 20 per cent is observed in Slovakia and the
Czech Republic, while this ratio is much higher in the
euro area, at more than 35 per cent (Chart 17). As a re-
sult of the corporate and banking sector balance sheet
adjustment following the crisis, the degree of credit pen-
etration essentially continuously declined, with the cred-
it-to-GDP ratio falling by nearly 14 percentage points
compared to its peak of over 30 per cent in 2009.

Credit penetration is much higher in every industry in
the euro area than in Hungary. Looking at the individual
sectors’ outstanding loans-to-value added ratio, it can be
established that in the euro area credit penetration is
many times higher than the Hungarian figure in every
sector. At the same time, the overall picture is refined by
the sectoral estimate of the structural credit gap, which
also captures the peculiarities of the Hungarian economy
and uses domestic macroeconomic variables,? as well as
by borrowing abroad, which is an alternative to borrow-
ing in Hungary. According to our estimate, the largest
negative credit gap evolved in real estate transactions,

3 HosszU, Zs. — Kérmendi, Gy. — Mérdg, B. (2015): Univariate and multivariate filters to measure the credit gap. MNB Occasional Papers 118. Magyar

Nemzeti Bank.
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Table 1: Corporate credit-to-GDP in a sectoral comparison

Cycle
No credit-gap

Trend
Sector adapting with
trend

Proportion of foreign funds

Agriculture Low

Before the crisis high,
significant decline
Low

Manufacturing Upturn Negative credit-gap

Trade and Upturn
Sector adapting with

trend

Negative credit-gap

Transportation and storage No credit-gap High

Before the crisis high,
significant decline
Before the crisis high,
significant decline

Building industry No upturn Negative credit-gap

Real estate No upturn Negative credit-gap

Note: Trend and cycle on the basis of the structural credit gap
estimate. Source: MNB

Chart 18: Corporate and SME lending forecast
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Chart 19: Corporate sector indebtedness as a proportion of
GDP and changes in the additional credit-to-GDP gap
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construction and the trade and catering sectors as a re-
sult of banks’ balance sheet adjustment following the
crisis (Table 1). In this context, in several cases significant
declines in financing by foreign banks were also ob-
served, amounting to 5 per cent of current GDP in total.
At the same time, in the manufacturing and trade sectors
there was already a turnaround in 2017: in parallel with
the closing of the credit gap, the trend of indebtedness
also started to rise.

Corporate lending may continue to expand over the
forecast horizon. In an environment of buoyant econom-
ic growth and persistently negative real interest rates,
lending is expected to expand further, still supported in
2018 by the lending commitments that banks made in
the Market-based Lending Scheme as well. The dynamics
may decline to some extent with the fading out of the
effect of the high-volume, one-off borrowings related to
certain large companies. The annual expansion in total
corporate lending may continue over the forecast hori-
zon (Chart 18).

Both cyclical and trend developments may contribute to
growth in loans outstanding. According to the MNB'’s
estimate, at end-2017 the level of the corporate credit-
to-GDP ratio was well below its long-term trend; the
balance sheet adjustment resulted in a negative credit-
to-GDP gap? (Chart 19). At end-2017, the financial inter-
mediary system’s corporate credit-to-GDP ratio fell short
of the trend by 6 percentage points. Accordingly, a future
increase in the level of outstanding loans as a proportion
of GDP may take place through two channels: firstly,
through a trend of deepening entailed by international
convergence; and secondly, through short-term cyclical
catching up with the domestic equilibrium level. The
latter development, i.e. the closing of the credit-to-GDP
gap, will probably take place beyond the forecast period.
Accordingly, the quantitative expansion in lending may
be supported by cyclical developments as well as trends,
but in addition, the qualitative composition of the grow-
ing loan portfolio is also a determinant.

4 For more information on the methodology of the additional credit gap, see http://www.mnb.hu/letoltes/ccyb-methodology-new-en-1.pdf
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BOX 1: CORPORATE CREDIT PENETRATION IN THE CEE COUNTRIES

Prior to the 2008 crisis, corporate loans issued by credit institutions expanded dynamically in the European Union.
Corporate indebtedness was extremely widespread, found in practically all Member States. Today, it is clear that
from the supply side, credit institutions lent excessively to some submarkets, while underestimating the risks — espe-
cially in the case of commercial real estate loans —, which resulted in a lasting confidence and deleveraging crisis
once the risky loans defaulted, undermining the banking system’s stability. Therefore, after the recession corporate
credit declined steadily in several European countries. This exceeded the natural adjustment of the excessive lending
cycle, especially in the countries where banks’ risk appetite decreased substantially.

After the crisis, developments varied in the CEE region. While in Hungary, Bulgaria, Romania and Slovenia the pre-
crisis borrowing cycle was followed by protracted deleveraging and a significant decline in the corporate credit-to-
GDP ratio, no major decrease was registered in the Czech Republic, Poland and Slovakia (see Chart 17). However, the
two factors in the ratio should be examined separately. Hungary experienced a creditless recovery after the crisis. By
the end of 2017, GDP had exceeded its 2008 level by 14 per cent, while corporate credit shrank to two-thirds of its
previous volume, and thus overall the ratio fell from 30 to 17 per cent. By contrast, for example in post-crisis Poland,
the debt-to-GDP ratio increased almost continuously, while both total credit and GDP have grown by around 30 per
cent as compared to the levels seen at the onset of the crisis. The difference can be attributed partly to the excessive
lending observed in certain countries before the crisis. This is because in the countries where the credit-to-GDP ratio
dropped significantly, bank loans’ quality nosedived after the outbreak of the crisis. While in Hungary, Bulgaria and
Romania the share of risky or non-performing loans relative to all credit claims was over 15 per cent, this figure was
typically approximately 5 per cent in other Visegrad countries. The accumulated stock of non-performing loans drove
banks to restrict lending.

Corporate loans outstanding (left) and GDP (right) in the V4 countries
Sep. 2008 = 100 Sep. 2008 = 100 Sep. 2008 = 100 Sep. 2008 = 100

150 150 150 150
140 A - 140 140 + - 140
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With respect to the availability of funds for non-financial corporations, a more accurate picture can be obtained if
alternative sources of finance are also taken into account, in addition to loans extended by credit institutions. Since
the crisis, the balance sheet total of firms in the region relative to GDP dropped substantially only in Romania and
Slovenia, whereas it increased in the other countries despite the financial turmoil. Comparing all of the long-term
loans on companies’ liabilities side, not only those extended by domestic credit institutions, to the size of the econ-
omy vyields a similar picture of credit penetration as presented above: in contrast to Hungary, in the Czech Republic,
Poland and Slovakia outstanding borrowing has increased as compared to pre-crisis levels. In the latter group of
countries, this may have been also influenced by the fact that firms were less indebted prior to the crisis. In the use
of commercial loans there has been no substantial difference in the region, their ratio to total loans outstanding has
been stable after the crisis. Based on our observations, loans from owners behave as an equity-like financing source.
Their use in large quantities is only typical of large enterprises, moreover, they mostly appear as capital in transit in
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the statistics of certain countries, thus they should not be considered as sources of credit. In the absence of an up-
turn in borrowing, Hungarian businesses could only obtain the funds necessary for boosting their balance sheet total
by raising equity. Besides, European Union grants may also have played a substantial role in fundraising. In the crisis
years, of the Visegrdd countries, access to bank financing posed the greatest problem for SMEs in Hungary, while in
the absence of alternative options, Hungarian firms were the most in need of funding from banks.>

Corporate liabilities to GDP in an international comparison

Outstanding Long-term loans Shares and other equities Bonds

amount/GDP | 2008 2013 2017 | Change| 2008 2013 2017 | Change| 2008 2013 2017 | change
Hungary 53 56 42 109 127 141 | — |13 22 15 | ——
Poland 29 30 31 | 73 77 77 | |27 552 63 | —
Czech Republic | 31 36 32 | | 100 93 115 | — |40 [93 70 |
Slovakia 29 31 29 | 68 65 63 - 28 39 67 | _—
Romania 38 33 25 60 58 48 01 o1 01 |
Bulgaria | 98 o2 71 110 132 136 | — |19 38 39 [
Slovenia 53 63 45 % 102 8 | |13 23 25 |
Latvia 59 60 54 55 72 g0 | — o4 o066 07 | —
Lithuania M 30 31 105 91 100 09 02 14 | ——
Estonia 70 62 55 157 176 _— | a7 69 63 |

Note: Higher values with red colours in the table; in the case of changes, decrease compared to 2008 marked with red, increase marked
with green. Source: Eurostat

Another notable aspect is that the corporate bond market is deeper in the countries where neither corporations’
loans from credit institutions nor their total credit contracted: in Poland, the Czech Republic and Slovakia. Moreover,
the debt securities market in these countries was able to expand considerably after the crisis, growing to four times
the size of the Hungarian market relative to the respective economies by the end of 2017. The mature corporate
bond market was able to reduce the negative real economy effects from commercial banks’ deleveraging in Western
European economies as well, which suggests that a deeper corporate bond market may also be favourable from a
stability perspective.

Chart 20: New SME loans by maturity

400 _HUF BN Horen o 2.2 The ratio of fixed-rate loans is still low

among long-term SME loans

The ratio of longer-term SME loans increased in the last
two quarters. Following closure of the Funding for
Growth Scheme at the end of the first quarter of 2017,
there was no major decline in the volume of SME loans,
although the distribution of the maturities of the loans
shifted towards shorter maturities. This is probably at-
tributable to the fact that SMEs tried to materialise a
significant proportion of their investments requiring long-

2016 2016 2016 2016 2017 2017 2017 2017 2018 term loans in the period of the FGS. Following closure of
Ql Q2 Q3 Q4 Ql Q2 Q3 Q4 Q1

‘ HUptolyear M1-5years [OMorethan5 years ‘

the scheme, the ratio of loans with maturity of over 5

years fell to below 30 per cent, but then increased to
around 34 per cent by the end of 2018 Q1. This is already
close to the ratios observed in the individual quarters of

Note: In charts 20-22, loans with a maturity up to 1.2 years
were classified as ‘up to 1-year’ loans, while those with a ma-

turity between 5.0-5.2 years were considered 1-5-year loans.
Source: MNB the FGS, although the volume of contracts in Q1 fell short

of the previous quarters significantly, on account of sea-

5 This was confirmed by the Survey on the Access to Finance of Enterprises (SAFE) conducted regularly across Europe.
https://ec.europa.eu/growth/access-to-finance/data-surveys en
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Chart 21: Volume of new SME loans with fixed and varia-

ble rates by maturity
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Source: MNB

Chart 22: Average interest rate spread on low-amount,
variable-rate SME loans
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sonal factors (Chart 20).

The ratio of fixed-rate loans was significantly lower in
the year following the end of the FGS. Following closure
of the scheme, the ratio of fixed-rate SME loans dropped,
especially at longer maturities. Following the end of the
FGS, banks were presumably less willing to provide fixed-
rate financing with conditions similar to those of the FGS,
or only at an interest rate level that was considered too
high by corporations. 20-30 per cent of the new SME
loans with a maturity of over 5 years granted in the last
four quarters were fixed-rate loans, which is still below
the approximately two-third ratio observed during the
period of phasing out the FGS (Chart 21).

The expansion in the volume of low-amount, variable-
rate SME loans was accompanied by a decline in inter-
est rates in 2017. The interest rate on forint SME loans
repricing within a year with an amount below HUF 300
million declined in 2017. In addition to a decline in the
BUBOR, which serves as a reference rate, this was also
attributable to the sharp decrease in interest rate
spreads, which indicates increasing price competition.
Spreads tended to decline mainly in the case of short-
term (up to 1 year) and medium-term (up to 5 years)
loans, where until the end of 2017 the average spread
weighted by the contract amount changed to 2.0 and 3.1
percentage points, respectively, while there was only a
slight change in the spread on loans with a maturity of
over 5 years (Chart 22). Interest rates increased slightly in
2018 Q1, which was characterised by seasonally lower
activity. In the case of fixed-rate loans, the rise in the cost
of funds that necessarily took place in the medium- and
long-term segments following the end of the FGS was
partly offset by the decline in the spreads applied by
banks. As a result, the average level of transaction inter-
est rates of 2.0-2.5 per cent that had been typical until
then only increased by roughly one half a percentage
pointin 2017 H2.

BOX 2: EFFECT OF THE FGS ON GDP GROWTH

Nearly 40,000 SMEs received financing in the amount of more than HUF 2,800 billion during the three phases of
the Funding for Growth Scheme. The magnitude of the scheme is shown by the fact that during the four years of
the contracting period the total amount of loans disbursed equalled 8 per cent of the average annual gross do-
mestic product. Of this, investment loans (including leasing) accounted for roughly HUF 1,800 billion. The assess-
ment of the effects of a programme of this magnitude is highly relevant; one of its important implications is the
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quantification of the impact on economic growth. In view of the time horizon of the data available at company
level, at present it is mainly possible to estimate the short-term, so-called first-round effects.®

The impact on growth of the Funding for Growth Scheme (FGS) depends significantly on the borrowing character-
istics of the companies participating in the scheme. Taking into account the effect mechanisms of the FGS, the
following main corporate types are distinguished:

e loan refinancing companies (forint or foreign exchange): in these cases there is no direct impact on in-
vestment, but as a result of more stable and cheaper funding their real economy added value may improve
over the long term (second-round effect). In economic term, they also include creditworthy companies
which would have borrowed for the same purpose under market conditions as well even if the FGS had not
existed.

e Companies with recourse to new current assets financing: these firms also do not generate new investment
directly, but they can also increase their efficiency with their more efficient and cheaper operations. Accord-
ingly, they may have new investment as second-round effect over the long term.

e Companies using new investment loans: These companies take FGS loans in order to implement new in-
vestment directly; their impact on growth and employment can be measured over the short run as well
(first-round effects). Their following two groups are distinguished:

1) credit-constrained companies, which would not have had access to financing at all without the FGS,
and

2) creditworthy companies that — without the FGS — would not have implemented their investment
under pure market conditions due to the higher cost of capital.

The aforementioned first-round effects of the FGS on growth are identified using model estimations. Accordingly,
the FGS has an effect on both credit supply and credit demand. On the demand side, the predictable and favour-
able funding allows more investment than lending under market conditions. On the credit supply side, in turn, a
wider range of companies can access loans, and thus the more companies with limited access to credit are
reached by the FGS, the greater its impact is. Based on our estimates also applied before and capturing the credit
supply side, the total contribution of the FGS to growth during the estimation period extended until end-2017
may have amounted to a total 2—2.5 per cent. This means that the annual additional SME lending of 2—5 per cent
resulted in an additional GDP growth of 0.3—0.8 per cent each year.

It is also worth noting that these estimates attempt to quantify only the effects appearing in the short run; fur-
ther indirect effects may have also been felt over the longer term (e.g. more efficient operations, higher value
added), and thus second-round effects, which will be quantifiable from the data of many years, may develop
even after the closing of the FGS. In addition, the contribution to growth also depends on what alternative path
the achievements of the FGS are compared to. If a risk path where lending is characterised by continued decline
(credit crunch) is considered an alternative, a much greater impact on growth can be attributed to the FGS,
amounting to as much as an annual 0.9-1.9 per cent.

Based on the above, it can be concluded that, as a first-round effect, the FGS resulted in a total GDP growth of
at least 2-2.5 per cent between 2013 and 2017, but through the increase in corporate efficiency, as a result of
second-round effects, even stronger, long-term impacts may emerge.

6 This analysis is based on previous estimation methodologies, in particular the following: Endrész, M. — Harasztosi, P. — Lieli, P.R. (2015): The
Impact of the Magyar Nemzeti Bank’s Funding for Growth Scheme on Firm Level Investment. MNB Working Paper 2015/2; MNB (2016): Experien-
ce with the Magyar Nemzeti Bank’s instrument to incentivise bank lending 2013-2015. MNB volume of essays and studies 2016.
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Chart 23: Quarterly changes in household loans of the

financial intermediary system
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Chart 24: New household loans in the credit institution
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2.3 Broad-based expansion in household lend-

ing

Household lending shifted to a rising path in 2017. In
2017, as a result of disbursements and repayments, the
household sector’s loans outstanding vis-a-vis the finan-
cial intermediary system as a whole expanded by a total
HUF 144 billion, exceeding the previous year’s transac-
tion-based growth by nearly HUF 120 billion. Accordingly,
in 2017 as a whole, household lending expanded by 2 per
cent in annual terms (Chart 23). Housing loans contribut-
ed to the expansion by some HUF 140 billion, while re-
payments in the case of consumer loans were close to
the volume of new loans. As a result, the amount of con-
sumer loans outstanding remained almost unchanged
compared to end-2016. Some one-off items further con-
tributed to the decline that took place in other loans
outstanding. In 2018 Q1, the household loans outstand-
ing of the credit institution sector expanded by HUF 10
billion. Thus, annual growth stood at 2.7 per cent in
March.

2017 was characterised by dynamic expansion in hous-
ing and unsecured consumer loans. During the year, the
value of new loans amounted to HUF 1,236 billion, corre-
sponding to annual growth of 37 per cent (Chart 24). The
average issue of new loans in 2017 was close to the aver-
age of the rising phase of the previous credit cycle, which
was mainly attributable to new housing loans. The annual
average increase in housing loans and home equity loans
amounted to 39 per cent and 21 per cent, respectively,
although the latter’s issued volume and share within
total lending is still low. Higher increases of 47 per cent
and 59 per cent were recorded in the case of personal
loans and vehicle loans, respectively, while the issue of
hire purchase and other loans was 8 per cent below the
contracts concluded in the same period of the previous
year.

Within new housing loans, the proportion of loans with
longer interest rate fixation is increasing. While a gradu-
al rise in variable-rate housing loans was observed in
2017 H1, reaching a proportion of nearly 50 per cent, a
major decline was seen as of September in favour of
loans fixed for over one year. This may be partly attribut-
able to the launch of Certified Consumer-Friendly Hous-
ing Loans in September. Housing loans with over 1-year
fixation already accounted for more than 76 per cent in
2018 Q1. Within fixed loans, the strongest rise was ob-
served in the case of loans with 1-5 year interest rate
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Chart 25: New housing loans by interest rate fixation and
the proportion of Certified Consumer-Friendly Housing
Loans (CCHL)
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Chart 26: Changes in credit conditions and credit
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Chart 27: Interest rate spreads on new housing loans
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fixation, but the share of interest rate fixation of over 5
years was also 30 per cent. Between September 2017
and March 2018, banks issued Certified Consumer-
Friendly Housing Loans with a total value of HUF 66 bil-
lion, which reached a 50 per cent share within fixed-rate
loans — excluding loans from home savings and loan as-
sociations — in March (Chart 25). At end-2017, 71 per
cent of the new housing loan contracts were for used
homes, while 19 per cent were used for the construction
or purchase of new homes. In 2017, households conclud-
ed housing loan contracts with a total value of HUF 650
billion, which is around three quarters of the issue ob-
served in 2008. Nevertheless, the debt cap rules in force
in the current credit cycle efficiently prevent households’
excessive indebtedness. Of the housing loans issued in
H2, 18 per cent, i.e. some HUF 62 billion was related to
the Home Purchase Subsidy Scheme for Families (HPS).

The rising demand related to housing market develop-
ments contributes to the upswing in domestic housing
loans. According to banks’ responses to the Lending
Survey, although to a small extent, banks continued to
ease the conditions of both housing and consumer loans
in 2017 H2. Looking at the partial conditions, more than
half of the banks reported declines in the spreads on
housing loans, while the prescribed payment-to-income
ratio (which is stricter at the majority of banks than the
MNB’s debt cap rules) was eased in the case of consumer
loans. Looking ahead, credit institutions held out the
prospect of further easing in the case of both product
groups (Chart 26). Half of the responding banks experi-
enced a pick-up in demand for housing loans, while de-
mand for consumer loans remained unchanged. For 2018
H1, the majority of banks expect an upturn in demand for
both consumer and housing loans.

Interest rate spreads on housing loans declined further
in H2. The average APR on newly issued housing loans
declined by 50 basis points in H2, to reach 4.5 per cent in
December. A similar trend was observed in the average
level of spreads, which decreased by nearly 40 basis
points to 3.9 percentage points by the end of the year. A
significant fall in spreads was seen in the case of housing
loans fixed for 1-5 years, i.e. a 60 basis point year-on-
year decline to 3.9 percentage points by the end of 2018
Q1. The average spread on loans fixed for over 10 years
increased by 40 basis points to 3.6 percentage points by
March, while the spreads on variable rate loans de-
creased to 3 percentage points (Chart 27). In the case of
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Chart 28: Interest rate spreads on new consumer loans
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unsecured consumer loans, spreads on both personal
loans and vehicle loans fell in the previous 12 months,
amounting to 14.3 and 9.9 percentage points at the end
of 2018 Q1, respectively (Chart 28). The spread on hire
purchase loans was more than 22 percentage points in
the period under review.

Note: APR-based smoothed spread over the 3-month BUBOR.
Source: MNB

BOX 3: COMPOSITION EFFECTS IN THE DEVELOPMENTS OF INTEREST RATES AND SPREADS OF HOUSING LOANS

The interpretation of aggregate interest rate statistics is hindered by various, even opposite-signed factors. This
occurs because the direction and level of ‘pure’ price change may be concealed by composition effects that come
into play among banks or in banks’ portfolios, or originate from a shift in emphasis between fixed-rate and varia-
ble-rate transactions. The purpose of this analysis is to identify these composition effects, based on individual
loan transactions, that affect the changes in interest rates on housing loans, and to separate these effects from
the purely price change developments.

To this end, we used a so-called pooled OLS (ordinary o5 oM Composition effect of housing loan spreads _per cent
least squares) model framework to estimate the ef- 04 - 04
fect of the factors that affect the interest rates and 03 - 03
spreads on housing loans issued between January o2 {
2016 and December 2017. During the decomposition, 0.1 - —
explanatory variables controlling for the size of the oo 1
loan, the length of interest rate fixation, the cost of -01
funds approximated by the IRS corresponding to the -0
fixation as well as the intrabank and interbank price -03 -03
differences (bank and time fixed effects and the in- §8:2 §§ 278828882 Egﬁ 228884
teractions among them) were included in the 20k 20y

H Fixed composition B Pricing

weighted regression estimate. In this statistical mod-
el, the aggregation of the estimated parameters of

@ Composition between banks

@ Composition within banks

Source: MNB

the (weighted) individual effects allows an overview of the entire composition effect of the interest rate effects.

Using the statistical model, we identified to what extent the contrasting effects influence the changes in interest
rates and spreads on housing loans and then decomposed the composition of the change between individual
periods accordingly. The positive value of the interbank effect means that the weight of banks that issue more
expensive loans increased compared to the previous period, while a positive intrabank effect reflects the change
in behaviour of the given bank, e.g. an increase in the ratio of riskier clients. The composition according to interest
rate fixation describes the effect stemming from the ratio of longer-term fixed-rate to variable-rate transactions.

The steadily declining costs of funds reduced the interest rates for almost the entire period. However, the devel-
opments in spreads on housing loans observed in 2016 were attributable to multiple additional simultaneous

effects. Although the weight of presumably riskier clients and more expensive banks increased, on the whole, the
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reducing effect of other factors resulted in a decline in the average interest rate level.

In 2017, the weight of loans with fixed interest rates increased within all housing loans issued, but on the
whole, spreads declined further as a result of contrasting effects. The decline was attributable to the increase in
the weight of banks issuing cheaper loans, and the pricing net of composition effects also decreased steadily.
The rise in the proportion of fixation as well as the price-reducing effect of cheaper banks was more typical in H2.

On the whole, it can be established that examining the pure price effect, a sector-level gradual decline in inter-
est rate spreads of housing loans can be observed, while there is also a price-reducing effect among banks,
which might be connected to the introduction and rise of the CCHL. All of this can be observed despite the fact
that banks are gradually easing their previously strict lending standards.
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Chart 29: Household credit-to-GDP in the region
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Chart 30: Household lending forecast
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Household lending in Hungary falls short of the trends in
the region. In terms of household loans outstanding as a
proportion of GDP, Hungary lags considerably behind the
levels typical in the region, as all countries exceeded the
30 per cent ratio by the end of the year (Chart 29). By
contrast, as a result of the decline observed since 2011,
household loans outstanding in the Hungarian banking
sector fell to 15 per cent of GDP. The credit-to-GDP ratio
in the Slovak banking sector rose considerably even dur-
ing the crisis, and indebtedness as a proportion of GDP
expanded to some extent in the case of Poland and the
Czech Republic as well. In Hungary, a significant negative
credit gap evolved cyclically as a result of the household
sector’s balance sheet adjustment; therefore, looking
ahead, the rate of credit expansion taking place may be
even higher. By this, the relative lag behind the region
may lessen, and household indebtedness may simultane-
ously return to the equilibrium level.

Further expansion in household lending is expected
over the forecast horizon. By end-2016, household lend-
ing reached a turning point in the financial intermediary
system as a whole, and according to our forecast, house-
hold loans are expected to expand steadily as of 2017 as
well (Chart 30). The growth is primarily attributable to
the low interest rate environment and the rise in real
wages, which — together with the family support pro-
grammes — result in rising credit demand. Considering
the low credit penetration, even significantly higher cred-
it dynamics than currently being seen may materialise in
household lending beyond the forecast horizon, if con-
vergence takes place in the trend of the indebtedness-to-
GDP ratio as well. Its realisation in a sound structure is
conditional upon the expansion in loans outstanding
taking place with wider credit penetration, accompanied
by a sustainable increase in incomes.
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Chart 31: Household sector indebtedness as a proportion
of GDP and the additional credit-to-GDP gap
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The increase in loans outstanding is sustainable in the
long run as well. The newly disbursed household loan
volume has been increasing since 2013, and household
loans outstanding shifted to a stable growth path in
2017. Their structure is also healthier compared to the
stock built up prior to the crisis. With an increase in wage
dynamics, by applying the effective debt cap rules as well
as through the reduction of the interest rate risk, lending
may continue to grow in a sustainable manner. The room
available for dynamic expansion is also indicated by the
fact that considering the developments in the household
credit-to-GDP ratio, according to our estimate, the addi-
tional credit-to-GDP gap’ would not close in the forecast
horizon even if credit expansion was faster than the
baseline scenario (Chart 31). Therefore, lending is not
expected to be overheated in the short run, and stronger
wage dynamics may facilitate the building up of dynamic
and prudent lending in the longer run as well.

7 For more information on the methodology of the additional credit gap, see http://www.mnb.hu/letoltes/ccyb-methodology-new-en-1.pdf
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3 Portfolio quality. Significant improvement in 2017
and further cleaning expected in 2018

Following a significant decline in previous years, the stock of non-performing loans shrank considerably in 2017, alt-
hough further steps still need to be taken to reach the 5 per cent level of non-performing loans. The decline in the
corporate segment is primarily attributable to the improvement of the portfolio and reclassifications, while in the
household segment it is mostly the result of banks’ active portfolio cleaning. Overall, the ratio of non-performing
corporate loans declined by 6.3 percentage points in 2017, to reach 7.2 per cent at the end of the year. Within that,
however, the 14.7 per cent ratio of non-performing project loans still significantly exceeds the 5.1 per cent ratio in the
portfolio of other corporate loans. Following a decline of HUF 319 billion, non-performing household loans in the
credit institutions sector amounted to HUF 628 billion at the end of December 2017, corresponding to an NPL ratio of
10.9 per cent of total household loans outstanding. The active portfolio cleaning of non-performing mortgage loans
may continue in 2018 as well, and thus further portfolio sales to asset management companies are expected. The
acquisition of non-performing mortgage loans by asset management companies may, in addition to financial stability
aspects, also facilitate a more efficient search for a solution if debtors cooperate. The MNB pays special attention to
compliance with the MNB recommendation that also concerns the activity of asset management companies and
requires them to facilitate the debtor’s performance before launching a legal procedure to enforce the claim.

3.1 The ratio of non-performing corporate
loans is at its pre-crisis level

Both non-performing corporate loans outstanding and
their ratio declined further in 2017. Similarly to previ-

ous years, the portfolio of non-performing corporate
Chart 32: Ratio of non-performing corporate loans in the  |oan in the credit institutions sector declined in 2017 as
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100 (Chart 32). At the end of the year, the ratio of non-
900 performing loans amounted to 7.2 per cent, while that
750
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450 nual terms, non-performing loans outstanding declined
300

150
0 performing loans decreased by 6.3 percentage points.

of loans over 90 days past due was 3.3 per cent. In an-

by HUF 318 billion, while on the whole the ratio of non-

The decline in the ratio of non-performing corporate

C—INonperforming loans not more than 90 days overdue (RHS)

B Loans with 90+ days delinquency (RHS) loans was primarily the result of the improvement of
-=-=-31-90 days delinquency ratio

90+ days delinquency ratio the portfolio and reclassifications. Decomposing the
----- Nonperforming loan ratio

Note: Calculated by clients until 2010 and by contracts from change into factors suggests that the decline in the NPL
2010. Source: MNB ratio in 2017 was mainly attributable to the so-called

portfolio improvement and reclassification component®
(Chart 33). In addition to capital depreciation, if any, this
category contains all events that result in the reclassifi-
cation by credit institutions of non-performing loans

° We talk about a portfolio deterioration component if the factor calculated on the basis of the residual principle causes an increase in the ratio of
non-performing loans, whereas in the case of the opposite effect we can talk about the improvement of the portfolio.
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Chart 33: Factors affecting changes in the ratio of non-
performing corporate loans in the credit institutions
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Chart 34: Loan loss coverage ratio for non-performing
corporate loans in the credit institutions
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into performing ones. Most often, the reason for reclas-
sification may be a permanent improvement in debt
servicing capacity or a decline in the debt servicing bur-
den evolving as a result of reclassification, but reclassifi-
cation of a technical nature may also take place.'® In
addition to portfolio improvement, decelerating but
continued portfolio cleaning as well as the expansion in
loans outstanding as a result of lending activity also led
to a decline in the ratio of non-performing loans. In
2017, the volume and ratio of non-performing corporate
loans decreased by HUF 318 billion and some 6.3 per-
centage points, respectively, but further active portfolio
cleaning is also needed in 2018 to ensure the timely
achievement of the expected 5 per cent ratio.?

The loan loss coverage of the non-performing corpo-
rate loan portfolio is at a high level. The loan loss cov-
erage of the non-performing corporate loan portfolio
was at 57.3 per cent at end-2017, which is historically
the highest value (Chart 34). The increase in the cover-
age of non-performing loans is attributable to the rise in
the coverage of exposures that are non-performing but
are less than 90 days past due. Meanwhile, the coverage
of the portfolio over 90 days past due was also close to
its maximum at the end of December 2017; the decline
in this indicator in early 2017 may have been attributa-
ble to the selling of lower-quality claims with higher
coverage. In parallel with the decline at the beginning of
the year, the range of the LLP coverage of major banks
also increased by the end of the year: while the value of
the indicator was 93.2 per cent for the bank with the
highest coverage, the lowest value was 48.1 per cent.

3.2 Further cleaning is to be expected in the
household portfolio

Non-performing household loans outstanding and the
ratio of such loans decreased considerably in 2017. The
ratio of non-performing loans declined from 16.6 per
cent at end-2016 to 10.9 per cent by end-2017 (Chart
35). In terms of the non-performing portfolio, the annu-
al decline amounted to HUF 319 billion, and thus its size
was HUF 628 billion at the end of December 2017. Of
the non-performing portfolio, loans over 90 days past
due account for some HUF 435 billion, while their ratio

0 Technical type reclassifications originating from the revision of credit ratings within the framework of the prevailing regulations.

11 A 5 per cent NPL level was determined among the 10 criteria of a well-functioning banking sector —

https://www.mnb.hu/letoltes/egy-jol-mukodo-

magyar-bankrendszer-10-ismerve.pdf _ 1)\ ot EU Jevel as well, a not more than 5 per cent level is desirable for each Member State.

FINANCIAL STABILITY REPORT e MAY 2018


https://www.mnb.hu/letoltes/egy-jol-mukodo-magyar-bankrendszer-10-ismerve.pdf
https://www.mnb.hu/letoltes/egy-jol-mukodo-magyar-bankrendszer-10-ismerve.pdf

PORTFOLIO QUALITY. SIGNIFICANT IMPROVEMENT IN 2017 AND FURTHER CLEANING EXPECTED IN 2018

is 7.6 per cent within the household loan portfolio as a

hole. Non-performing h hold | their rati
Chart 35: Ratio of non-performing household loans of whole. Non-performing household loans and their ratio
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ratio of non-performing loans at the sector level by
Chart 37: Ratio and stock of household loans over 90 some 10 basis points. However, the rise in the ratio in
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folio, was 17.1 per cent, and their value amounted to
Note: Banking sector and branch office data. Source: MNB

8 Note: In 2015 Q1, the change in the ratio of non-performing loans was substantially influenced by three one-off items. Firstly, the settlement
primarily reduced the arrears, and secondly, it also reduced the total loan portfolio, and finally, the ratio of non-performing loans became higher
as a result of the new definition. In 2015 Q3, the fact that the formerly overdue contracts affected by the settlement once again became overdue
by more than 90 days, represented a single effect.
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Chart 38: Loan loss coverage ratio for non-performing
household loans in the credit institutions
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Table 2: Distribution of credit institutions’ delinquent
mortgage loans by the status of the solution seeking

process
Status of solution process Contracts
Has not started 39.4%
First contact attempt took place 14.7%
Second contact attempt took place 3.7%
Third contact attempt took place 10.6%
Contact succeeded 7.4%
Information collection took place 1.7%
Situation assessment took place 1.0%
Solution proposal took place 11.4%
Arrangement took place 10.1%
Total 100.0%
Source: MNB

Table 3: Restructuring solutions of contracts falling un-
der the scope of the MINB’s recommendation

Contracts - Contracts -
credit financial

institutions enterprises
Prolongation 1.2% 0.5%
Unconditional debt relief 0.8% 0.1%
Conditional debt relief 1.4% 2.4%
Temporary reduction of the interest rate 0.0% 0.0%
Permanent reduction of the interest rate 0.2% 79.8%
Temporaw and partial refinancing o.f the 76.5% 0.0%
instalment through accrual accounting
Principal payment moratorium 0.0% 0.0%
Combination of the above 19.8% 17.1%

Note: Based on the data of contracts and institutions at least
60 days past due in 2017 Q4, falling under the scope of the
MNB’s recommendation. Only in the case of contracts where
the agreement has already been reached and it contains re-
structuring. Source: MNB
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HUF 193 billion at end of December. In the case of car
purchase loans, compared to the end of June 2017, the
ratio of non-performing loans at end-December was
down by 5.5 percentage points (23.8 per cent), although
it is still the highest among retail products. In terms of
volume, general purpose mortgage loans and housing
loans with market interest rates (including the portfolio
converted into forints) represent the biggest problem;
their total amount over 90 days past due account for
some 74 per cent of all delinquent loans.

The loan loss coverage of non-performing household
loans moved on a rising trend in 2017. The loan loss
coverage of household loans over 90 days past due was
68.7 per cent at end-2017, marking the highest value
since the crisis (Chart 38). The coverage ratio of the
entire non-performing portfolio, including non-
performing loans less than 90 days past due, was 57.3
per cent, which represents a slight decline compared to
end-2016. The variance of the coverage ratio across
institutions increased: the highest and the lowest cover-
age ratio was 87.8 and 39.5 per cent, respectively, at
end-2017. Similarly to corporate loans, this was at-
tributable to the exclusion of lower-quality claims with
higher coverage from the balance sheet, although it was
typical of only some of the major banks. The coverage
with prudent loan loss of non-performing household
loans was supported by last year’s portfolio sales as
well; at the sector level, the impact of portfolio sales on

profits was nearly neutral.

Pursuant to the MNB’s recommendation, the solution
seeking process has started at the majority of the cus-
tomers of credit institutions. The solution seeking pro-
cess concerning some 30 thousand contracts at least 60
days past due in 2017 Q4 falling under the scope of the
MNB’s recommendation started in the case of 61 per
cent of the contracts of credit institutions before the
end of the year. Following the launching of the process,
half of the customers were successfully contacted, and
10 per cent of all delinquent debtors were able to come
to an agreement (Table 2). In 59 per cent of the agree-
ments no participant (guarantor or mortgagor) other
than the debtor and joint debtor was involved. Credit
institutions most often (46 per cent) help customers in
the restoration of solvency by restructuring, and within
that typically — in three quarters of the restructured
contracts — by temporary and partial refinancing of the
instalment with a collecting account. (Since mid-2016) 6
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Chart 39: Ratio and volume of financial enterprises’ non-
performing loans
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Chart 40: Financial enterprises with the highest non-
performing loan portfolio and their share within total
non-performing loans
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per cent of the delinquent customers of credit institu-
tions became involved in the NET (National Asset Man-
agement Company) programme, while voluntary sales
of collateral took place in a mere 2.5 per cent of con-
tracts. Of the more than 71 thousand contracts of finan-
cial enterprises, 5 thousand fall under the scope of the
recommendation, but the solution seeking process
started in the case of 99 per cent of these contracts
before end-2017, and agreements were made with 19
per cent of all debtors. Compared to credit institutions,
in the case of financial enterprises the ratio of restruc-
turing or rescheduling (81 per cent) within the agree-
ments concluded is higher, which means a permanent
reduction of the interest rate in four fifth of the cases
(Table 3).

3.3 Non-performing loans of financial enter-
prises

The non-performing portfolio in financial enterprises’
balance sheets is shrinking, despite the purchasing
activity. In the past years, most of the non-performing
claims concerned in the credit institutions sector’s port-
folio sales were transferred to the balance sheets of
financial enterprises dealing with asset management. In
spite of the continuous buying up of non-performing
claims since early 2015, the non-performing portfolio in
financial enterprises’ balance sheets declined from HUF
705 billion at the end of June 2015 to HUF 542 billion by
the end of December 2017 (Chart 39). The decline is
most prominent in the case of corporate non-
performing loans, where the assumption of claims start-
ed at end-2014 and has mostly been closed by now.
Household mortgage loan sales transactions picked up
later, starting from 2016, and according to market in-
formation this process will continue in 2018.

The non-performing portfolio held by financial enter-
prises is concentrated, with most of it found in the
balance sheets of asset management companies. The
non-performing portfolio of HUF 542 billion in the bal-
ance sheets of financial enterprises is concentrated, as
HUF 392 billion is concentrated in the balance sheets of
six institutions (Chart 40). Based on their activities, fi-
nancial enterprises can be classified into two main cate-
gories: ones dealing with the purchasing and manage-
ment of overdue claims and ones basically focusing on
the issuing of new loans. The first category comprises
factoring and workout companies while the second
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group comprises of institutions that provide financial
leasing and other new loans. Four of the financial enter-
prises holding the largest non-performing portfolio spe-
cialise in asset management, which is a risk reducing
factor when examining financial enterprises’ non-
performing portfolio and its ratio. This is because debt
management companies are more suitable for managing
the claims of non-performing debtors, as this is their
specialisation in terms of organisation and knowledge.
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4 Income and capital position. Profitability may be im-
proved by increasing efficiency over the long run

In 2017, with a total after-tax profit of nearly HUF 629 billion, the profitability of the credit institution sector exceeded
even the record profit of the previous year. In line with that, at the end of the year, return on equity rose to a histori-
cally high level of 17.5 per cent from previous year’s 14.4 per cent. Although the profit is still related to one-off items
and ones that cannot be sustained over the long term (return on equity net of volatile items is estimated to be 5—-7
per cent), also as a result of the stability of core items, the return on equity considerably exceeds the risk-free yield.
Based on profits, the number and market share of loss-making banks based on their balance sheet total declined to a
level close to 3 per cent, and mainly the sector’s smaller institutions belong here. In addition, significant potential is
also seen in the cost-efficiency of the Hungarian banking sector in an international comparison. In terms of staff ex-
penses as a ratio of total assets, the Hungarian banking sector can be considered a laggard, and therefore, over the
longer term, there is room for an increase in efficiency in parallel with a pick-up in lending.

The capital adequacy of the credit institutions sector is still high, as the total consolidated capital adequacy ratio
amounted to 16.8 per cent at end-2017. All credit institutions meet the minimum requirement of 9.25 per cent valid
for 2017 together with the capital conservation buffer. The sector’s free capital buffer is high, although a considera-
ble portion of it is concentrated at the ten largest consolidated banking groups. The CARs of these banking groups
ranged between 13.6 per cent and 24.2 per cent.

Chart 41: Cumulative after-tax profit of the credit institu-
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Chart 42: 12-month rolling after-tax income ratios of the

exceeded the incomes of previous years (Chart 41).

credit institutions and the risk premium Profitability indicators also rose to exceptionally high

per cent percent levels. Historically high profits resulted in profitability

indicators unseen since 2007: the 12-month rolling return
on equity was 17.5 per cent, while return on assets
amounted to almost 1.8 per cent at end-2017. With a
long-term, through-the-cycle comparison, it is worth-
while examining the return compared to the current risk-
free yield as well. As a result of the current close-to-zero

yield of the 12-month discount treasury bills, the risk

premium significantly exceeds even its level observed

= Risk premium based on 12-month T-bills prior to the crisis (Chart 42). In addition, the positive

—12-month cumulative moving ROE . . . .

—12-month cumulative moving ROA (RHS) change took place in parallel with relative growth in the
Source: MNB equity and the balance sheet total, while the leverage
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Chart 43: Main aggregate income components of the
credit institutions sector as a proportion of the 12-month
average balance sheet total
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Chart 45: After-tax loss of banks and branches with nega-

tive after-tax income
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remained unchanged.

In 2017 as well, the outstanding profit of the credit
institution sector was partly attributable to items that
cannot be sustained in the long run. Of the components
of the return on assets, the change in net interest income
had the most important negative impact in 2017, mainly
as a result of the transition to IFRS (Chart 43). The decline
in interest expenditures slowed down compared to the
earlier trend, while interest incomes were significantly
reduced by the low-yield environment as well. Although
they rose in absolute terms, a slight improvement in
operating costs as a ratio of total assets was observed as
a result of the increase in the balance sheet total. As a
ratio of total assets, a minor positive shift was experi-
enced in profits from fees and commissions, and as a
result of the amendments in force since January 2017,
the bank levy also reduced banks’ profits to a lesser ex-
tent than in the previous year. Changes in profits from
trading income had the strongest profit increasing effect
as a result of one-off items, and reversals of provisions
continued to have a positive impact that cannot be sus-
tained over the long term.

Bank profitability would be much lower without the
unsustainable P&L items. Calculating with the long-term
average of volatile items, the December 2017 return on
equity of 17.5 per cent would decline to around 5-7 per
cent (Chart 44). Regarding the main profit and loss com-
ponents, significant and unforeseeable fluctuations are
observed mainly in the case of dividend income, trading
income as well as loan loss provisions. Although reversals
of provisions — at a gradually increasing rate starting from
2015 - had the largest profit improving effect, by end-
2017 the other two volatile items also exceeded their
respective long-term averages calculated from June
2002. While in the case of dividends any major decline is
less probable in the near future, profits from trading
income and reversals of provisions are expected to show
relative deterioration in the period to come, due to a
base effect and the running out of portfolios for reversal
respectively.

All large banks became profitable in 2017. Although the
credit institution sector’s 2017 cumulative profit can also
be regarded as concentrated, the improving trend had an
impact on those institutions as well that had typically
been making losses since the crisis. At the end of Decem-
ber 2017, only seven institutions of all banks and branch-
es posted after-tax losses, which is an improvement
compared to the nine institutions at end-2016 (Chart 45).
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Chart 46: Staff expenses as a percentage of total assets in
EU banking sectors
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The share of loss-making institutions weighted by bal-
ance sheet total declined from 5 per cent to 3.3 per cent
in annual terms. In addition, at a consolidated level no
large bank closed the year with a loss. Nevertheless,
calculating with the long-term average of volatile items
(not excluding the effect of the final repayment), 22 insti-
tutions would have made losses in the same period,
while their market share would have amounted to 21.2
per cent.

4.2 Personnel expenses might hold cost reduc-
ing potential over the long term

The magnitude of the Hungarian banking sector’s staff
expenses is outstanding in an international comparison.
An improvement in cost efficiency is essential in order to
increase the Hungarian credit institution sector’s profits
from its core activity. Staff expenses have a high weight
within operating costs, so they also deserve special at-
tention. Looking at consolidated staff expenses as a ratio
of total assets, the Hungarian banking sector can be con-
sidered a laggard in an international comparison (Chart
46). Although a decline in this indicator was observed in
the past years, the annualised September 2017 value (1.3
per cent) still significantly exceeded both the V4 average
(0.7 per cent) and the level of the other member coun-
tries. Accordingly, the reduction of staff expenses as a
ratio of total assets may offer an important opportunity
to increase efficiency over the long term. In addition to
the expansion of loans outstanding, a more efficient use
of digital channels may also greatly contribute to the
decline in the ratio in the coming years.

The relative decline observed is primarily attributable to
the reduction in the number of employees. The decline
in consolidated staff expenses as a ratio of total assets
raises the question as to whether — in parallel with the
growing assets — the improvement is a result of a wage
decrease or a headcount reduction. A comparison of the
changes in these two dimensions between end-2014 and
end-2016 reveals that while the number of employees
was down by 4.3 per cent, staff expenses declined by a
mere 1.2 per cent. Accordingly, the decline of the ratio
was primarily attributable to the downsizing of the head-
count, while an increase in average wages lessened this
impact. In the EU, an increase in staff expenses was typi-
cal in parallel with a decline in the number of employees,
although there are countries where the fall in both values
was larger than in the Hungarian banking sector (Chart
47).
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Chart 48: Staff expenses of the ten largest banking groups
and the credit institution sector as a percentage of total

assets
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25-75 percentile of staff expenses of the ten largest banking
groups as a ratio of their total assets (2007 = 100), the chart
depicts the value for the credit institutions sector as a whole.
Source: MNB

Chart 49: Consolidated CAR of the banking system
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The distribution of significant Hungarian institutions
does not show a clear improvement. The decline in staff
expenses observed in Hungary can be established on the
basis of the credit institution sector’s aggregate, non-
consolidated data as well, although the picture is more
nuanced in terms of the distribution among institutions.
While significant improvement was identified in the case
of certain institutions between end-2007 and end-2017,
relative stagnation or even deterioration can be discov-
ered in other cases (Chart 48). Nevertheless, improve-
ment is seen at the aggregate level. Overall, domestic
data also confirm that staff expenses provide further
room for the long-term improvement of cost-efficiency.

4.3 Consolidated banking sector data show an
adequate capital position

Based on consolidated data, the banking sector’s capital
adequacy is satisfactory. Despite the gradual decline in
2017, the banking sector’s consolidated capital adequacy
of 16.8 per cent in December can still be considered high
(Chart 49). The year-on-year decline mainly took place
due to an increase in the balance sheet total, but the
slight increase in the average riskiness of assets contrib-
uted to this trend. Considering the low cyclical risks
caused by the benign economic environment and the
strong cleaning of bank portfolios, the quantity of the
SREP capital requirement determined within Pillar Il de-
clined in 2017. For the same reason, the 0 per cent level
of the countercyclical capital buffer rate remained un-
changed. Finally, until 2019, with a further 1.25 percent-
age point rise, the capital conservation buffer will reach
its previously designated 2.5 per cent level, which is al-
ready satisfied by credit institutions.

At the individual level, the picture is positive in spite of
the relatively heterogeneous distribution of the capital
adequacy ratio. In an institutional breakdown, a slight
decrease in the standard deviation is observed regarding
the distribution of the CARs of major banking groups in
the mid-year comparison — at end-2017 they ranged
between 13.6 per cent and 24.2 per cent (Chart 50).
Looking at the banking sector as a whole, the free capital
buffer and the level of the total regulatory capital
reached HUF 784 billion and nearly HUF 3,207 billion,
respectively. Around 66 per cent of the former is concen-
trated at three banking groups. As a result of the past
two years’ outstanding profits, dividend disbursements
can also be taken into account, which may reduce the
level of the accumulated free buffer to some extent. In
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Chart 50: CAR of the ten largest banking groups and the addition, important institutions must also meet the capi-
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BOX 4: BUSINESS EXPECTATIONS OF HUNGARIAN BANKS FOR 2018 AND THE KEY RISKS THEY PERCEIVE

This year, within the framework of its 11 ‘Market Intelligence’ survey, the MNB contacted nine large domestic
commercial banks and one branch office to learn — through a questionnaire survey and personal meetings — about
these credit institutions’ business plans for 2018, their view on the sector, the macroeconomic environment and
the financial market, as well as on the risks they consider the most important. We present below the most im-
portant judgements and expectations of these banks, based on the interviews.

It was the banks' common opinion that the growth prospects of the Hungarian economy are favourable, and eco-
nomic activity is essentially fuelled by domestic demand. Key factors driving domestic economic growth and lend-
ing include the expansion of corporate investments and household consumption. According to the expectations,
economic growth this year may be accompanied by a broad-based, dynamic increase in lending, as a result of
which the total assets of the banking sector may rise further and financial intermediation may continue to deep-
en. Due to continuous market pressure, the acceleration of digitalisation and the application of FinTech solutions
gains increasing weight in the strategy of banks. It was a recurring answer that in the future it may generate grow-
ing competition in certain segments if in the sector several banks of almost identical size have very similar busi-
ness models. As regards the risk developments characterising the household segment, credit institutions found
the central bank's debt cap regulation adequate.

In 2017, most domestic banks successfully overcame the legacy of the crisis, and finally, as they stated, after ten
years they can focus on their core business processes and critical developments. According to participants' expec-
tations, the outstanding borrowing of corporations may increase by more than 10 per cent in 2018 as well, while
growth in retail lending will fall short of this, but may still rise at an accelerating rate. As they noted, due to the
low interest environment for several years now and the intensifying bank competition, the phase-out of FGS had
no material effect on the total volume of lending to SMEs. There is strong demand from SMEs both for overdraft
facilities and investment loans.

The respondents are satisfied with the cooperation with institutional guarantors. They stated that the approval

2 The MNB is strengthening the stability of systemically important financial institutions with a gradually increasing capital buffer:
http://www.mnb.hu/sajtoszoba/sajtokozlemenyek/2017-evi-sajtokozlemenyek/az-mnb-a-rendszerszinten-jelentos-intezmenyek-stabilitasat-

fokozatosan-felepulo-tokepufferrel-erositi.
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process was sufficiently fast, the automated acceptance systems function properly and the current price policy
applied by the guarantee organisations and their risk tolerance are supportive. According to the feedback, the
majority of credit institutions use institutional guarantees for the standard financing of their smaller clients and
enterprises unable to offer sufficient collateral, while they usually do not rely on this possibility when it would
result in the financing of riskier clients, which are otherwise not eligible for lending.

As stated by the credit institutions, an upturn in the disbursement of loans and combined products available
through the MFB Points can be expected from the third quarter of 2018. Credit institutions anticipate that more
significant additional credit demand related to the non-refundable EU subsidies will appear from 2019.

The low interest environment and favourable macroeconomic situation changed households' previous extremely
risk averse attitude, and several banks are ready to capitalise on this opportunity, even those that formerly decid-
ed to reduce this segment. The housing loan market continues to expand and real estate prices are also persis-
tently rising, entailing an increase in the loan amounts requested. The Certified Consumer Friendly Housing Loan,
initiated by the MNB in 2017, is becoming increasingly popular in the household segment. Besides the already
introduced certified instruments banks plan to obtain certification for additional fixed-rate loan products. The
banking sector's liquidity is outstanding, and thus there still may be room for further growth in lending activity.
However, banks that disburse large volumes of mortgage loans will need to obtain financing from the market by
issuing forint mortgage bonds to ensure MFAR compliance.

In the area of portfolio cleaning, most of the banks achieved a breakthrough in 2017, and in view of the outstand-
ing quality of the loan portfolio built up after the crisis, the growth in lending further improves the credit institu-
tions' NPL ratio. The vast majority of the banks outperformed the preliminary profit expectations in 2017, and
they also anticipate profitable operation for 2018, albeit the degree thereof will somewhat fall short of the histor-
ically high profitability of 2017, resulting from one-off items (mostly reversals of impairments). Based on respons-
es given within the ‘Market Intelligence’ survey, the 2018 pre-tax profit of the banking sector is expected to
amount to HUF 333-370 billion, corresponding to a 10-12 per cent return on equity. The majority of the re-
spondent banks also agreed that outstanding growth in productivity and efficiency may be achieved through the
accomplishment of digitalisation and the application of FinTech solutions; however, some of the banks doubted
that as a result of digitalisation costs would indeed decrease. The application of innovation-based banking solu-
tions is also promoted by the fact that labour shortage reached the banking sector as well, and it is particularly
critical in the case of IT developers and operators.

Several banks are paying dividends this year for the first time since the escalation of the crisis. The capital injec-
tions performed in the past years and the profit of the previous year(s) had a favourable effect on the banks'
capital position, and thus there are hardly any institutions that need to raise capital in 2018. At the same time,
banks noted that the changes in the regulatory environment significantly influenced their capital position and

profitability.
Results of Market Intelligence survey on most important risks characterising the According to the experiences of the surveyed
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Source: MNB
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sector level, i.e. the ‘difficulties of portfolio cleaning’, fell to third place. According to the banks, in 2018 the se-
quence of risks that jeopardise the sector the most, is as follows: the ‘ultra low interest environment’, ‘bank levy
remains for years’, the ‘difficulties of portfolio cleaning’, the ‘adjustment due to stricter capital and liquidity regu-
lation’, ‘potential changes in monetary policy toolkit of central bank of Hungary’, the ‘fall in external economic
growth’, the ‘fragility of domestic economic growth’, the ‘re-emergence of the euro area crisis’ and the ‘sudden
rise in market yields’. In terms of their own operation, banks defined a different sequence of the most important
risks. In this case, the ‘adjustment due to stricter capital and liquidity regulation” was ranked first, followed by the
‘potential changes in monetary policy toolkit of central bank of Hungary’, the ‘fragility of domestic economic
growth’, the ‘ultra low interest environment’, the ‘fall in external economic growth’, the ‘sudden rise in market
yields’ and ‘the bank levy remains for years’. It is obvious that banks perceive the bank levy and the difficulties
related to portfolio cleaning as considerably stronger risks at the sector level than at the institutional level. On the
other hand, they assess the ‘fragility of domestic economic growth’ and the ‘sudden rise in market yields’ as risks
that threaten their own institutions more than the sector as a whole.
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5 Market and bank liquidity. Ample liquidity fed by ris-
ing deposits

In early 2018, the Hungarian yield curve also became steeper in line with international developments. Firstly, short-
term yields declined due to the quantitative limit on the main policy instrument and the reduction of the central bank
overnight deposit rates, and secondly, long-term yields rose slightly, as a result of the improving economic activity
and inflation expectations. However, the increase in the yield curve was attenuated on the whole by the new central
bank monetary policy interest rate swap (MIRS) facility, and thus the degree of the rise fell short of what was ob-
served in the other countries in the region. Nevertheless, the increase in the steepness of the yield curve still does not
represent a major financial market risk. Credit institutions’ liquid assets increased, primarily due to corporate and
household deposit inflows, and this was only partly offset by the dynamic expansion in corporate loans. In parallel
with the increase, a rearrangement also took place in liquid assets, and thus the assets crowded out due to the quan-
titative limit on the main policy instrument were rechannelled into overnight deposits. A slight rise was observed both
in the case of HUF swap positions and external liabilities compared to the previous period, but the level of current
holdings still cannot be considered risky.

Chart 51: Factor based Index of Systemic Stress (FISS)

1 1 o o2s 5.1 The increase in long-term yields was
09 1 T dampened by the new monetary policy tool
Zj | L Zj The Factor based Index of Systemic Stress®® still does
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05 A Fo5 02 A 02 term trend of the index remains in a low range, and up
04 1 o4 until the end of 2017, a decline was observed in the
03 1 o3 value of the index (Chart 51). In early 2018, due to the
0.2 1 - 0.2 )
o1 | o capital market turbulences that evolved as a result of
ol 1, o5 s increasing yield, the indicator rose slightly. However, the
£E8858¢83 S5 %% stress effect on the financial markets of the rise ob-
22 %5 82 served on the long side of the yield curve can be consid-
ered low, and the value of the indicator is still far from
Source: MNB

the critical level.
Chart 52: BUBOR and the central bank policy rate
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04 | L o4 policy instrument as well as the —15 basis point central
02 b o2 bank overnight deposit rate. At the same time, the de-
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Zi 1 I Zz pace than before (Chart 52). Following a slight rise ob-
IR AR R I R A B B B M B B B BB served at end-2017, overnight market rates started to
c28s5#z<23333c285¢283% sink again, and continuously stayed in negative territory
:ﬁ,”,:omhs :i;ﬁ::::e as of 2018, which was also followed by the one-week
O/N marginal interest rate - bottom — — O/N marginal interest rate - top deposit with a delay of a few days. The 9-month deposit
Source: MNB fell to below 0.1 per cent, whereas the 6-month deposit

13 The index measures the stress level of the financial system. Its purpose is to capture the common components of the data describing the finan-
cial system. https://www.mnb.hu/letoltes/mnb-wp-2017-9-final-1.pdf
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stood at 0.5 per cent in mid-April.
Arise in long-term yields was observed at the beginning
of the year. This rise was observed in the region as well.

Chart 53: Benchmark yields of government securities The steepening of the regional and domestic yield curves
and the central bank policy rate is the consequence of improving economic activity and
per cent per cent . . . .
4.0 4.0 inflation expectations, the effect of which only appeared
3.5 4 r 3.5

in the Hungarian vyield curve in a delayed manner and

3.0 r 3.0 . . . . .
Je Js partially: the rise in the Hungarian yield curve was small-
20 4 | ,o  er than seen elsewhere in the region. This smaller rise

was a result of the central bank’s unconventional easing,
which, attaining its target, prevented the vyield curve
from quickly becoming steeper. In 2018, the first interest

rate swap auction serving monetary policy objectives

> R B i 5T E § 29 > had unexpected effects as well. In spite of the central
£ <2232 8¢ 2488 ¢35 < bank’s communication, the market expected a higher
_zx'::ri':;':; _gi :Z::ZEEZ :z quantity than the amount announced at the first auc-
——10YR reference rate - - Policy rate tion. Prior to the auction, speculative positions conform-
Source: Government Debt Management Agency, MNB ing to the quantitative expectations had built up, and the
immediate closure of these positions following the ten-
der entailed a rapid rise in long-term yields. The central
bank carried out a quick correction in the technical con-
ditions of the interest rate swap facility, confirmed its
earlier communication as well, and thus long-term yields
also readjusted following the next auction (Chart 53).
5.2 Increasing lending capacity on the liquidi-
ty side
The changes in the loan-to-deposit ratio of the domes-
tic credit institutions sector were in line with last year’s
Chart 54: Loan-to-deposit ratio of the credit institu- regional developments. In 2017 Q4, the loan-to-deposit
tions sector in international comparison ratios of the banking sectors of the region changed in the
130 _per cent percent_ .o

same direction, i.e. a decline took place everywhere

120 4 NG F 120 (Chart 54). The degree of the decline varies; it is more

110 110 moderate in countries with a higher loan-to-deposit

100 | | 100 ratio, and higher in the ones with a low loan-to-deposit

o0 | ratio. In the case of the Polish and Slovak indicators, a

slight decline was observed at high values. In both cases,

the significant, mostly corporate lending was strongly

70 A t 70 . . .
offset by the continuous inflow of corporate deposits. In
60 e e e A e e e e LA e m e S s 60 . . . .
o the Czech Republic, Poland and Slovakia the increase in
go0Jdo0gogogdo0go0od0ggogo0dggaogogaggagaogaga
o~ o < wn o ~ . . . .
S = g = = = deposits offset the high growth in loans outstanding,
o~ o~ o~ o~ o~ o~
— Hungary ~ - -Poland — —Slovakia Romania while high deposit inflows were accompanied by a
~ - “Bulgaria === Czech Republic —— Euro area smaller increase in loans outstanding in the other coun-
Source: ECB, MNB tries of the region.

Despite the increase in loans outstanding, the Hungari-
an loan-to-deposit ratio continued to decline and
stands at 73 per cent. The continued expansion in cor-
porate lending resulted in a HUF 308 billion increase in
loans outstanding in banks’ balance sheets, which thus
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Chart 55: Decomposition of changes in the loan-to-

deposit ratio of credit institutions
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Chart 56: Maturity structure of credit institutions’
corporate and household deposits as a proportion of

the balance sheet total
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Chart 57: Changes in credit institutions’ LCR ratio
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amounted to HUF 6,643 billion in February. However, in
parallel with the increase in lending, deposit inflows are
still high, and thus the loan-to-deposit ratio decreased
further (Chart 55). At the end of the previous year, the
growth in corporate and household deposits was ex-
tremely high: between August and February, a total
increase in excess of HUF 800 billion was observed for
the former and nearly HUF 350 billion for the latter.
Deposit inflows were primarily seen in the increase in
demand deposits.

A significant majority of credit institutions’ deposits are
already in the form of current account and demand
deposits. Between 2014 and 2017, the ratio of deposits
to balance sheet total increased significantly (from 37
per cent to 47 per cent). In this period, the amount of
corporate and household current account and demand
deposits grew by more than HUF 3,100 billion and by
HUF 1,865 billion, respectively, while the amount of term
deposits remained practically unchanged. Accordingly, in
addition to the expansion in the volume of deposits,
their structure has also changed considerably: the ratio
of current account and demand deposits rose significant-
ly, while the ratio of term deposits declined within the
stock (Chart 56).

The LCR ratio remains well above the regulatory re-
quirement, at 189 per cent in February. Starting from
September 2017, the LCR fell until the end of the year,
before returning close to the September value in January
(Chart 57). The steady increase in liquid assets was offset
by outflows; in the last four months of last year, liquid
assets and outflows were up by more than HUF 1,400
billion and by HUF 1,300 billion, respectively. The LCR
adjustment in early 2018 was caused by a decline in
outflows and a further increase in liquid assets.

The liquidity position of the credit institutions sector is
still extremely stable. The stock of liquid assets in-
creased further during the past half year, which was
primarily attributable to the expansion in cash and clear-
ing accounts as well as in overnight deposits (Chart 58).
In 2017 H2, an increase of nearly HUF 800 billion was
observed in the case of cash and clearing accounts and
nearly HUF 700 billion in the case of overnight deposits.
The rise in overnight assets was mainly attributable to
the quantitative restriction of HUF 75 billion on the
three-month central bank deposit, while the increase in
cash account resulted from the general liability-side
expansion. Growth in government securities holdings
occurred with some minor restructuring, as the average
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Chart 58: Liquid assets of credit institutions maturity of banks’ exposure to the state increased. Gov-
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BOX 5: SHIFT IN THE YIELD CURVE — SHOULD WE BE AFRAID OF AN INTEREST RATE RISK?

The international yield environment, which is rising to various degrees, is the result of mounting inflation expecta-
tions. Although its effect was perceptible on the long side of the yield curve in Hungary as well in January 2018, this
increase can primarily be interpreted as an adjustment of expectations that had built up previously. The rapid in-
crease in January was followed by a slight correction in the months thereafter.

Starting from autumn 2017, actors in the domestic banking sector started to lower the interest rate swap (IRS)
stock, which reduces the interest rate risk. This decision may be attributable to the possibility of a change in the
quantity of liquid assets and to the anchoring role of central bank decisions. Following the central bank’s decisions
concerning the main policy instrument and the MIRS, the market presumably amended its yield estimates accord-
ing to the changed expectations. On the basis of these expectations, the banking sector perceived the interest rate
risk of liquid assets, and primarily of securities holdings, as being lower, and thus considered it possible to reduce
the coverage; from September until early May, the banking sector’s net IRS position, i.e. the difference between
gross long-term and gross short-term stocks, declined by HUF 471 billion. This does not mean that in parallel with
the interest rate risk of securities the banking sector undertook another long interest rate position with the IRS; it
only reduced the previous levels of coverage. The self-financing programme, and then the interest rate swap condi-
tional on lending activity (LIRS) tied to the central bank’s Market-based Lending Scheme provided significant help
to the banking sector in covering the interest rate risk of the securities holdings with the IRS instruments. Notwith-
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standing the declining trends in the past period, the banking sector still has an IRS stock of nearly HUF 1,100 billion.

Nevertheless, the decline in IRS coverage
and the rise in long-term yields result in an

Changes in banking sectors interest rate risk reducing asset, net IRS
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It is also important to emphasise that — based on banks’ swap holdings as well as interviews with treasury and as-
set-liability management staff — it can be established that banks follow very different strategies in the management
of interest rate risk. Irrespective of size, some banks cover the interest rate risk to a great degree, while other mar-
ket participants trust in the persistently low interest rate environment and speculate on the short side of the yield

curve.
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The relatively higher interest rate risk is mostly the consequence of the fact that — as a result of the extremely low
interest rate environment — the banking sector reacts in a more sensitive manner even to a slight increase in yields.
Of course, such a drastic and immediate shift in the yield curve would only take place as a result of a major, ex-
tremely unlikely shock; accordingly, the devaluations presented are very strong stress scenarios.

The MINB monitors all of these possible stresses, and if necessary, it may even raise the capital requirement re-
lated to the market risk for the interest rate exposures in the banking and trading books.
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Chart 60: External liabilities of credit institutions Along with a slight increase in external liabilities, the
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while long-term liabilities increased (Chart 60). At end-
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Chart 61: Changes in the net HUF swap position and Net HUF swap positions increased. Starting from Sep-
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BOX 6: INTRODUCING THE INTERBANK FUNDING RATIO

The global financial crisis showed that excessive reliance on funds from financial corporations can carry significant
systemic risks, and the possible materialisation of these risks can have serious consequences both for the financial
system and the real economy. Under normal market conditions, the market of funds from financial corporations is
liqguid and efficient. However, in the event of a shock that affects several market participants or the financial
system as a whole, or even as a result of the weakening of the financial position of individual financial institutions
or as a consequence of a loss in confidence due to any related rumours, raising such funds may face obstacles and a
shortage of liquidity may emerge. The potential drying-up of these markets is well represented by the significant
shift in the 3-month interbank and overnight yield spreads seen in crisis situations.
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Short-term liquidity stress
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According to international experience, in the upswing phase of lending, growth in liabilities that are traditionally
considered more stable (e.g. household deposits) is unable to keep up with the increase in assets, and therefore
banks turn to other sources of funding primarily originating from banks and other financial corporations (e.g.
financial auxiliaries, insurance companies, pension funds and investment funds), which later may result in the
erosion of the risk premium.'* When risks materialise, in the case of a deterioration in certain major market
participants’ risk assessment, the other institutions — based on risk management considerations — reduce their
limits not only vis-a-vis the problematic bank, but also in respect of all other counterparties.’> As a result, shocks
can quickly emerge in the interbank markets, and lending between financial corporations may suddenly decline due
to the fear of a contagion effect, thus reducing market liquidity as a whole.® Considering that typically there are
few, but very closely related participants in this market, as a result of a sudden loss of confidence not only a price
increase and withdrawal of funds may take place, but such interbank transactions may come to a halt completely.

There are international examples of handling financing risks associated with funding from financial corporations,
but they only tackle the problem in a less targeted manner. The most well-known instrument based on Basel-
standard instruments is the Net Stable Funding Ratio (NSFR), which is used by many countries, particularly in Asia,
such as Indonesia, Hong Kong and Singapore, and Australia, from 2018, where — by way of disadvantageous
treatment — the NSFR indirectly disincentives the involvement of short-term interbank funding. In the EU, the NSFR
is expected to come into effect in 2020 following the revision of the single rulebook. Several EU Member States
already use a variety of funding constraints indirectly reducing reliance on short-term funds from financial
corporations. These include the Slovakian and Slovenian recommendations on the loan-to-deposit ratio, and the
Austrian measure on the loan-to-local stable funding ratio which also considers inflows and outflows. In New
Zealand, the "core funding ratio" regulation serves a similar objective. In addition, there are examples of limiting
risks related to such funding with instruments that are not specifically liquidity and financing tools. In the United
States, systemically important institutions with higher-than-average exposure to short-term interbank funding may
expect more stringent capital requirements. In Norway, banks' reliance on interbank funds is considered in the
decision on the countercyclical capital buffer rate.

4 Joon-Ho Hahm, Hyun Song Shin, and Kwanho Shin (2012): Non-Core Bank Liabilities and Financial Vulnerability, NBER Working Paper No. 18428.
September 2012 http://www.nber.org/papers/w18428.pdf

15 Rocco Huang and Lev Ratnovski (2010): The dark side of bank wholesale funding, ECB Working paper series No. 1223, July 2010
https://www.ech.europa.eu/pub/pdf/scpwps/ecbwp1223.pdf?404bcedafaffeac05542fb2123617d9a

16 lyer R. — Peydrd J-L. (2010): Interbank contagion at work: Evidence from a natural experiment. ECB Working Paper Series, No. 1147. January
2010. https://www.ecb.europa.eu/pub/pdf/scpwps/ecbwp1147.pdf?dcdff044a3464278a0cb9e5e3969fb0c
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In Hungary, the funding practice behind the foreign currency lending highlighted the risks of vulnerability resulting
from excessively short-term sources of funding in different currency denominations. Under the current market
conditions, the stock of funds from financial corporations cannot be considered extremely risky. Nevertheless, in
order to prevent the development of systemic risks and to increase the resilience of the financial intermediary
system, as well as due to the expected dynamic pick-up in lending activity it is justified that the MNB introduce a
targeted regulation that prevents the build-up of systemic risks stemming from less stable financing.

Therefore, the central bank elaborated an interbank funding ratio (IFR) effective as of 1 July 2018, and determined
its conditions in a decree.’ The ratio limits the amount of liabilities from financial corporations weighted according
to currency and residual maturity as a proportion of all external liabilities. Exceptions and preferences ensure that
the rule does not limit attracting low-risk funds from the market, allocation of funds within banking groups and
sustainable lending.

On the basis of the data available, the upper limit of 30 per cent concerning the ratio does not force the
overwhelming majority of banks to adapt, but it is an efficient constraint preventing the banking sector from
becoming excessively exposed to systemic risks originating from liabilities from financial corporations.

7 MNB Decree 10/2018 (llI. 27.) on the regulation of recourse to funds from financial corporations by credit institutions.
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6 Stress tests of the banking system. Extremely strong

shock absorbing capacity

Based on the findings of the liquidity stress test, at end-2017 the majority of banks would have met the 100 per cent

regulatory minimum of the LCR even in the case of the simultaneous occurrence of wide-ranging liquidity shocks.

Although — due to a rise in risk exposures — the impact of the negative components of the stress scenario strength-

ened by 2017 Q4, the resilience to liquidity stress of the banks under review improved considerably. As the Liquidity

Stress Index shows, sector-level liquidity risks remain low.

The banking sector’s capital position is strong not only now, but it would remain so even in the case of a significant

economic slowdown taking place as a result of unfavourable shocks. Based on our solvency stress test, none of the

institutions would need capital injection even in a stress scenario. Moreover, the majority of the banking sector would

remain profitable by the end of the two-year time horizon even under unfavourable conditions.

Table 4: Main parameters of the liquidity stress test

Assets

Liabilities

Item

Degree

Currencies
affected

Item

Degree

Currencies
affected

Exchange rate shock

15

Withdrawals in

10

lines of credit

per cent

from owners

per cent

FX HUF/FX
on derivatives per cent household deposits per cent /
Inty

n .erest rate shock 30(? Withdrawals in 15
on interest rate basis HUF . HUF/FX
o A corporate deposits per cent
sensitive items points
Calls in household 20 Withdrawals in debt 30
HUF/FX HUF/FX

Calls in corporate
lines of credit

30
per cent

HUF/FX

Source: MNB

6.1 The general resilience to liquidity stress of
the banks under review continues to be ade-
quate

The complex liquidity stress test presumes the simulta-
neous occurrence of risks and also takes contagion
among banks into account. The liquidity stress test exam-
ines the impact of an assumed low-probability, simultane-
ous occurrence of financial market turmoil, exchange rate
shock, deposit withdrawals, credit line drawdowns and
withdrawals of owners’ funds on the LCR. In addition,
when determining the outcome of the stress test, banks’
short-term adjustment possibilities as well as the conta-
gion effects of these adjustment channels and of defaults
on the interbank market are also taken into account
(Table 4).18

The resilience to liquidity stress of the institutions under
review improved considerably by end-2017. As a result,
the liquidity of the significant majority of banks exceeds
the regulatory requirement even in the case of a stress.
Our stress test was conducted at a quarterly frequency,
for the end-of-quarter LCR of the nine largest financial
institutions, which account for 81 per cent of the banking
sector (in terms of their balance sheet total). The prior-to-
stress LCR distribution for 2017 Q3 basically corresponds
to the one observed in H1. However, based on the distri-
bution that is the result of the stress test and in which
both shocks and adjustment possibilities are taken into
account, compared to previous quarters more banks fail

18 For a detailed description of the methodology, see Box 9 of the May 2016 Financial Stability Report. In terms of its objective, logic and applied
assumptions, our stress test is fundamentally different from the liquidity stress test used in the supervisory review of the Internal Liquidity

Adequacy Assessment Process (ILAAP). Therefore, our findings cannot be directly compared to that.
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Chart 62: Distribution of the LCR before and after
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Note: The edges of the box of the box plot mean the lower and
upper quartiles of the distribution; the horizontal line in it means
its median. The lower whisker of the plot shows the lowest value,
while the upper the second highest value. Source: MNB

Chart 63: Aggregate systemic impact of stress com-

400

200

-200

- 400

-600

-800

-1000

HUF Bn

ponents

HUF Bn

ol
|
=S
SIS

o|
=
=)
I

20174
2015 Q
2017Q

Interest rate|
shock

Exchange
rate shock

2015Q

Household

withdrawal

ol
=
1S
<)

2015Q
2017 Q

ol ||
S b
1SS ISt
SIS RIRIS

Corporate | Callsin
deposit

withdrawal

deposit
lines of
credit

household

i o]
ol ol
&l =
Il S

2015Q
2017 Q:
2015 Q«
2017 Q:

I <

Withdrawals|
in debt from)
owners

Callsin
corporate
lines of
credit

-200

-400

-600

-800

-1000

Note: For calculating the impact of individual shocks we applied
the assumption that the given shock occurs solely. Therefore, the
sum of the impacts of individual shocks do not necessarily reflect
the impact of the shocks taken together. Source: MNB

1400

1200 +
1000 A
800 -
600 -
400 A
200 4

-200 4

-400

Chart 64: Liquidity Stress Index

HUF Bn per cent
< b (o) o < b} o [s2) <
g a g a (e} e} g g (e}

n o o o o ~ ~ ~ ~
I — — - - - I - I
o o o o <] o <] o o
~ o~ o~ o~ o~ o~ o~ o~ o~

W Liquidity need to meet the regulatory requirement
[l Liquidity buffer above the regulatory requirement
— Liquidity Stress Index (right-hand scale)

Note: The indicator is the sum of liquidity shortfalls in percentage
points (but maximum 100 percentage points) compared to the 100
per cent regulatory limit of the LCR, weighted by the balance sheet

to meet the regulatory requirement (Chart 62). By Q4,
however, the result of the hypothetical case of allowing
for stress effects but not for adjustment opportunities
improves considerably: institutions’ after-shock median
LCR (with a value of 126.5 per cent) significantly exceeds
the regulatory requirement. Moreover, the adjustment
possibilities are sufficient for the majority of institutions
that fall below the regulatory minimum to attain the 100
per cent level again. Accordingly, in 2017 Q4, most of the
banks would have met the minimum requirement of the
LCR even in the case of the serious liquidity shocks of the
stress test.

By 2017 Q4, the effect of the negative components of the
stress scenario strengthened significantly, which is a
result of an increase in risk exposures. Within the com-
ponents of the stress, due to the dominance of positions
against the forint, the exchange rate shock to banks’ de-
rivative holdings continues to have a liquidity-improving
effect (Chart 63). In addition, by 2017 Q4, the effect of all
other risk factors, which have a negative aggregate im-
pact, strengthened. It is worth highlighting the interest
rate shock and the shock of the withdrawal of household
deposits as they not only have the most significant effect
in absolute terms, but since 2015 Q4 they would have had
the strongest effect to date in the case of a stress occur-
ring at the end of 2017. The primary reason for this is that
the exposures concerned (household deposits and the net
holdings of interest sensitive items) increased significantly
by 2017 Q4.

The Liquidity Stress Index rose moderately during the
half year under review, but remains at an extremely
low level. The Liquidity Stress Index designed to capture
the heterogeneity across institutions aggregates the
post-stress percentage-point liquidity shortfalls com-
pared to the regulatory limit calculated at the individual
bank level by considering the size of the given bank. By
taking into account the size of the institution, we can
also draw conclusions with respect to the extent of a
potential stress situation within the banking system.
Compared to 2017 H1, the shortfall of the banks not
meeting the regulatory minimum increased considerably,
although it mainly concerned institutions with a relative-
ly lower market share. As a result, the value of the index
rose slightly (from close to its theoretical minimum), but
still stands at an extremely low level of around 2 per cent
(Chart 64). In 2017 Q4, banks’ liquidity surplus exceeding
the regulatory limit amounted to HUF 850.5 billion, while
their liquidity need necessary for meeting the regulatory
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total in the stress scenario. The higher the value of the indicator,

the greater the liquidity risk. Source: MNB

Chart 65: GDP growth rate in the scenario.
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Chart 66: Loan loss to the corporate portfolio
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Chart 67: Loan loss to the household portfolio
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requirement amounted to HUF 218.5 billion.

6.2 In terms of capital adequacy, the shock
absorbing capacity of the banking sector is
strong

In the stress scenario, we examined the impact on capital
adequacy of an economic slowdown, a rising interest
rate level and a weakening exchange rate evolving as a
joint result of unfavourable shocks. The forecast in the
March Inflation Report'® was chosen as the baseline sce-
nario for the stress test. Compared to that, in a stress
scenario we examined the impact of decelerating external
economic activity, the accompanying financial turbulences
and increasing labour market capacity shortage. As a re-
sult of all this, the demand for Hungarian exports would
be more subdued, which, together with the insufficient
labour capacity, would restrain the volume of investment
and, through that, the growth of the economy. In two
years, in cumulative terms, economic growth would be
nearly 4 per cent lower than the assumption in the base-
line scenario (Chart 65), which would be coupled with a
14.3 per cent weakening of the exchange rate and a 247
basis point increase in the interest rate.

We quantified restrained risk parameters and moderate
vulnerability in the case of both the household and cor-
porate portfolios. Deceleration in domestic growth would
raise companies’ risk parameters, but only to a limited
extent, and thus loan loss would remain moderate (Chart
66). We presumed relatively moderate probabilities of
default in the case of the household portfolio as well, but
as a result of the shock, their trend, which is declining in
the baseline scenario, turned upward in direction, which is
also reflected in the growing ratio of loan losses (Chart
67). Although the shock absorbing capacity of the portfo-
lio improved significantly with the end of the exchange
rate risk, the interest rate risk is still present for variable-
rate loans, and thus a major rise in the interest rate level
would result in a large increase in the probability of de-
fault in their case. In preparing the stress test we did not
yet have any actual data regarding the impact of the in-
troduction of the IFRS9 standard at the beginning of 2018,
and accordingly this impact — similarly to the practice
applied half a year ago — was once again taken into ac-
count based on an estimate.

Both in the baseline and stress scenarios we presumed

9 Inflation Report (March 2018): https://www.mnb.hu/en/publications/reports/inflation-report/29-03-2018-inflation-report-march-2018
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Chart 68: Market risk stress test result continued favourable developments in profitability. In
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Of the market risks, the impact of the interest rate shock

Table 5: Stress test results at 8 and 10.5 per cent remains significant, while that of the exchange rate risk
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7 Strong demand and supply frictions in the domestic
housing market

7.1 Rising house prices, but without overheating

The pick-up in the Hungarian housing market continued in 2017. House prices rose by 13.8 per cent in nominal
terms compared to the previous year, while the number of market transactions expanded by nearly 2 per cent in
2017. Although this means that the annual dynamics of house prices is lower than the 15.4 per cent observed in
2016, the annual number of transactions was almost 150,000 and is thus nearing the long-term annual average of
155,000-160,000.

Nevertheless, domestic housing market developments continue to be characterised by strong geographical heter-
ogeneity, although the relationship between developments in the capital and the country seems to be reversing.
Since the turnaround in the housing market in 2014 there has been a major upswing in the capital, while more mod-
erate improvement has been observed in smaller settlements. While house prices in Budapest rose by 101 per cent
in nominal terms compared to end-2013, in cities and municipalities the price increase in the same period amounted
to 49 per cent and 33 per cent, respectively. The growth rate of house prices already slowed down in the capital in
the past two years, but the opening of the price gap between real estate in the capital and in the country remains
wide. In 2017, the average square metre price in county seats, cities and municipalities stood at 49 per cent, 41 per
cent and 25 per cent, respectively, of the average square metre price in the capital (Chart 70). As a result of the sig-
nificant price increases observed in the capital in the past years, the number of sales and purchases already declined
in 2017, and thus the role of countryside properties in transactions is increasing.

Chart 70: House price indices and average square metre prices of the average square meter price in Budapest by
settlement type
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The dynamically rising house prices are still below the level justified by the economic fundamentals nationally.
House prices rose considerably following the market turnaround in 2014, although this may also be considered as a
kind of adjustment compared to the earlier trend. Following the crisis, homes in Hungary lost much of their value;
between end-2008 and end-2013, the national average decline in house prices in nominal and real terms amounted
to 21 per cent and 35 per cent, respectively. Following that, the national average of house prices in real terms

FINANCIAL STABILITY REPORT e MAY 2018



STRONG DEMAND AND SUPPLY FRICTIONS IN THE DOMESTIC HOUSING MARKET

reached the pre-crisis level only at end-2017, although catching up with the trend has not taken place completely.
Moreover, strong improvement in the economic fundamentals that determine the market were observed in the past
years behind the major house price rise experienced at present in both nominal and real terms. While the long-term
unemployment rate declined from 5 per cent at end-2013 to below 2 per cent, households’ real income increased by
a stable 3—4 per cent at annual level. As a result of all this and in spite of the major price rises, domestic real house
prices on a national average are still below the level justified by the macroeconomic fundamentals (Chart 71). Never-
theless, as a result of the significant growth, house prices in the capital have already reached and slightly even ex-
ceeded the level justified by the economic fundamentals. Notwithstanding the fact that there is not yet any signifi-
cant overvaluation in the Budapest, further monitoring of the market is justified due to the steady increase in hous-
ing prices and the dynamic growth in new housing loans.

Chart 71: Deviation of house prices from the estimated equilibrium level justified by fundamentals, nationally and in
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The underlying developments point to further increases in housing market demand, and therefore a healthy up-
swing in the supply of new homes is of key importance. The expansion in households’ disposable income and the
low level of the permanent unemployment rate, which captures longer-term income prospects, may persist, and
together with the favourable financing environment they suggest a continued pick-up in housing market demand
and thus a further rise in house prices. Using data from real estate agencies, we prepared a preliminary housing price
index for 2018 Q1,%! based on which nominal house prices are estimated to rise by 4.7 per cent and 3.4 per cent
countrywide and in Budapest, respectively. In addition, taking account of the operating environment of the housing
market, we forecast a continued price increase for 2018. In the current housing market environment of strong de-

20 The deviation of house prices from the level justified by fundamentals is quantified based on four methodologies. In the report, we publish the
minimum, maximum and average values of the results delivered by the individual methodologies. The four calculation methods are as follows: 1.
Percentage deviation of the ratio of real house prices to disposable income from the average of the indicator calculated between 2001 and 2016.
2. Estimation of the long-term equilibrium of Hungarian house prices driven by macroeconomic fundamentals by means of a vector error cor-
rection model (VECM). For the detailed methodology see: Tamds Berki - Tibor Szendrei (2017): The cyclical position of housing prices - a VECM

approach for Hungary, Magyar Nemzeti Bank, OP 126. 3. Estimation of the level of Hungarian house prices driven by macroeconomic funda-

mentals by means of a dynamic OLS model. 4. Deviation of Hungarian house prices from the equilibrium by means of a structural model used for
forecasting house prices. For more details, see: Housing Market Report, October 2016, Box 1. Deviation of house prices in Budapest from the level
justified by fundamentals is quantified by the dynamic OLS model framework; for more details on the methodology, see: Magyar Nemzeti Bank:
Financial Stability Report, May 2017, Box 2.

21 For details see: Magyar Nemzeti Bank: Housing Market Report, May 2018, Box 1.
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mand, it is extremely important for the supply of homes to expand at an adequate rate. Low supply may result in an
unhealthy increase in prices, which, especially in the capital — through the overvalued real estate collaterals that
suddenly lose much of their value — would already increase the risks passing through from the housing market po-
tentially to the financial system.

7.2 Supply side of the housing market: frictions hinder a healthy upturn in home-building

The current level of renewal of the housing stock in Hungary is low both in historical and regional comparison.
Following the turnaround in the domestic housing market in 2014, a strong rise in demand was observed, but due to
the time necessary for implementing the projects, the supply side was only able to adjust with a delay. Following a
slight increase in the number of building permits issued in 2014 and 2015, 2016 saw a major breakthrough in the
number of developments launched, which is attributable to the preferential 5 per cent VAT rate on new homes. In
2016, building permits were issued for 31,600 homes, representing an increase of 152 per cent compared to the
previous year, and in 2017 the construction of an additional 38,000 homes was permitted, which is a further 20 per
cent rise compared to the numbers of the previous year. An increase in completions started only as of end-2016,
when 14,400 completion were registered, marking 44 per cent growth compared to the previous year. However, the
annually built 14,000 new homes are still considered insufficient, as according to one of our earlier estimates the
annual number of homes built should be nearly 40,000 in order to reach an equilibrium.?? This is the level that can
ensure the stabilisation of the housing stock per household with the observed depreciation of the housing stock.
However, at present only some 0.3 per cent of the housing stock is renewed every year, which is a low level com-
pared to the observation in the pre-crisis years (0.8—1.0 per cent) as well as in regional comparison (Chart 72). Of the
countries under review, at present the annual renewal rate of the stock of dwellings is the highest in Austria; in 2017,
1.4 per cent of the housing stock there was renewed, and even in the past 10 years the renewal rate was around 1
per cent. Poland also recorded a renewal rate exceeding 1 per cent (1.25 per cent in 2017), while this rate is 0.9 per
cent in Slovakia and around 0.6 per cent in the Czech Republic and Romania. Although the significant number of new
homes to be handed over in 2018 (nearly 9,000 new homes in Budapest alone) will contribute to the improvement in
the 2018 renewal figure of the housing stock, a permanent increase in the number of newly built homes would be
desirable.

Chart 72: Building permits issued for dwellings, dwellings completed and the housing stock's rate of renewal within
the region

thousand pcs per cent

~NOoOm o ~NOoOm o ~NOoOm o ~NOoO m o ~N O mn o ~NOoOm o
O ™ O ™ - O - O ™ - O ™ - O ™ o
o O OO o O oo o O oo [N eleolo) o O oo o OO o
NN NN NN AN N NN AN NN AN N NN AN N NN NN
Poland Czech Rep. Slovakia Austria Hungary Romania

EmBuilding permits issued (number of dwellings)
=o=Number of dwellings completed
Annual renewal rate of the housing stock (righ-hand-scale)

22 For details see: Magyar Nemzeti Bank: Housing Market Report, October 2016, Box 2.
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Note: Data concerning building permits show the aggregate number of dwellings included in the issued building permits. In case
of several countries, calculation of the housing stock's rate of renewal is based on estimated housing stock data.
Source: ECB, national statistics offices, MNB

An examination of the composition of homes being and planned to be built in Budapest according to completion
dates reveals that during 2018 and 2019 the number of homes completed over is expected to increase considerably,
but expected completions will fall to a minimum as of 2020 (Chart 73). Only the major market players plan to hand
over homes in 2020, and compared to previous years the numbers of their dwellings completed will also be much
lower.

Chart 73: Breakdown of new homes under construction and planned in Budapest at the end of the first quarter of
2018 by quarter of planned completion
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For a more detailed understanding of domestic housing market developments, in March 2018 we conducted in-
depth interviews with the main market participants. Based on these interviews, the frictions and challenges pre-
sented below can be identified on the supply side of the housing market.

The uncertainty that emerged concerning the applicability of the preferential VAT rate is restraining residential
property developers and may result in a narrowing of supply in the medium term. The decline seen in the construc-
tion plans of new homes from 2020 is related to the expiry of the temporary effect of the preferential 5 per cent VAT
rate that was introduced at the beginning of 2016 for sales of new homes.?® According to the currently effective
regulation, as of 1 January 2020, the general, 27 per cent VAT will apply again to sales of newly built residential
properties. On the whole, the actors in the residential property development sector had a favourable opinion of the
existence of the preferential VAT rate, and expectations regarding the extension of the preferential period devel-
oped among them. As a result of the ensuing uncertainty concerning the applicability of the preferential VAT rate,
developers tend to refrain from launching projects whose completion would extend into 2020. Namely, in this case
the final purchase price to be paid by the customer would be uncertain, which makes financing and thus the planning
of the project more difficult. According to what was said in the interviews with housing market participants, devel-
opers are striving to build and sell as many homes as possible in the preferential period before end-2019, which, in

2 Applicable from 1 January 2016 until 31 December 2019 in the case of selling new flats and houses not exceeding 150 and 400 square metres,
respectively. Properties not meeting these criteria are subject to the standard tax rate of 27 per cent.
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turn, results in an even more stretched recourse to construction capacities. The more favourable profitability created
by the preferential VAT rule also contributed to the fact that as of 2016 many smaller, so-called non-professional
developers appeared as well, who entered the market from other fields of activity in the hopes of rapid profits. At
present, this latter group accounts for 50 per cent of the developments, and, in the opinion of the respondents, the
developments by these companies involve both quality and delivery risks. It is the uniform opinion of market partici-
pants that concerning the VAT issue it would be worth taking a decision that would be valid for an extended period
of time as soon as possible, as it would entail positive developments for residential property developers, the con-
struction industry, the granting authorities as well as the buyers of new homes.

According to housing market participants, at present there is a shortage of skilled labour of 30,000-40,000 persons
in the construction sector. According to the data of the HCSO, at end-2016, the number of people working in con-
struction was 40,000 lower than at end-2006, while the number of construction workers that have their respective
households in Hungary and work abroad is nearly 25,000. The number of the latter already declined to some extent
in 2017, which also corresponds to what was said in the interviews with housing market experts, i.e. in the Hungarian
construction industry the significant rise in labour cost has already stopped the increasing outflow of construction
workers. During the crisis, a significant part of the labour capacity of the construction industry degraded, and accord-
ing to the respondents, talented specialists who speak foreign languages went abroad to work. At present, the
greatest labour shortage in Hungary is among skilled workers; respondents estimate the number of missing skilled
workers to be roughly 30,000-40,000.

Market participants experienced an increase of roughly 50-80 per cent in the costs of construction in the past two
years. Respondents said that it was generally true that the cost of construction activity is comprised roughly half-
and-half of construction material and labour cost, but depending on the complexity and labour demand of the re-
spective task, the proportion of either cost factor may increase. According to respondents, of the construction works
the building of homes requires more manual work and control; therefore, in the case of residential projects the pro-
portion of labour cost is typically higher. Labour costs doubled in the past two years, and the price of some building
materials rose considerably (by up to as much as 60 per cent), while the price of some others increased more mod-
erately (by 20-30 per cent). In addition, it is a general trend that the prices of certain building materials increased
even without a rise in the cost of the direct base materials in the past years, which is primarily attributable to the
price increases resulting from the demand that exceeds the production capacities of building material producers.

In some respondents’ opinion, 15-20 per cent of the existing construction capacity is used for residential projects,
while public investment accounts for the major part of capacities. In addition, respondents mentioned the labour-
absorbing effect of public investment and commercial real estate developments as a challenge for the home devel-
opment market. Based on the project database we examined,?* home-building and the construction of commercial
real estate account for 22-23 per cent of the development value of projects under construction each, while the
share of public investment is 55 per cent.?> The uniform opinion of respondents is that of the assignments offered to
the construction market the primarily preferred works are the public investment and commercial real estate projects
(office buildings, retail buildings, industrial-logistics facilities, hotels). Public investment is on the top of contractors’
preference list because of the higher fees attainable as well as the possibility of a longer-term job, due to the larger
size and higher value of the developments. Some market participants attributed the higher contract prices attainable
in the case of public investment to the fact that building for the state means greater responsibility as well as taking
higher risks due to higher penalties and tighter deadlines. Several respondents mentioned that residential construc-
tion is a process that requires much more supervision and labour compared to public investment and commercial
real estate projects, which has a negative impact on the profitability of home-building. The activities of the largest

24 ibuild.info project database: The database contains all the construction projects currently going on in Hungary regarding the building, expansion
or renovation or modernisation of real properties. In addition to the value of projects, (expected) start and (expected) completion, their location
and the type of property are available in any case.

25 The calculations were made on the basis of the ibuild.info database as at 10 March 2018.
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general contractors in construction are focused on public investment in the first place and on the construction of
commercial real estates in the second place. More than 60 per cent of the new homes currently being built in Buda-
pest are affected by delays compared to the originally planned completion dates.
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8 Results of the expansion of Certified Consumer-
Friendly Housing Loans so far

8.1 The risks of variable-rate loans

The stock of variable-rate loans may result in substantial vulnerability, due to consumers’ limited risk perception
and risk management options. In the life of families, purchasing a home, or, if not all the funds are available, select-
ing the mortgage for the purchase, is one of the most important economic decisions. Since in a low interest rate
environment such as today the interest rate on the loans with a rate fixed for a longer term is typically higher than
that of products with rapidly changing rates, households that are in a tight income situation, i.e. “liquidity-
constrained” households, may be more likely to choose the latter.?® International studies have also found that
household borrowers do not necessarily have the competencies necessary for making optimal decisions and as-
sessing future risks accurately. Decisions often take into account the risks of future interest rate increases based on
simple rules of thumb derived from recent experiences.?” In case of high share of variable interest rate loans, the
potential realisation of an interest rate shock could lead to payment difficulties through the rise in instalments and
possible creditors’ losses?® may even hamper the proper functioning of the banking system. From a real economy
perspective, another risk factor is that the consumption of debtors with variable-rate loans is more sensitive to hikes
in the interest rate environment than warranted by the rise in instalments, which further amplifies the procyclical
functioning of the financial system.?

The interest rate risk of variable-rate mortgages requires close attention from a financial stability perspective.
Considering the typically long maturity of mortgages, these loans may bear the gravest interest rate risk. The risk of
these loans also deserves special attention because real estate represents the largest element on households’ bal-
ance sheets, and therefore if many households default, high social tensions may arise besides the stability risks when
collateral is enforced.

In many countries, the risks of variable-rate loans are managed through regulatory measures. Several countries
have considered taking into account the interest rate risk when granting new loans. Similar to the Hungarian debt
cap rules, these steps mitigate the risks of over-indebtedness. Pursuant to regulations, during credit assessment,
lenders must take into account the potential effects of the increases in the interest rate environment on debtors’
capacity to service loans. Such rules were introduced in Cyprus, Estonia, Norway, Portugal and Slovakia, while rec-
ommendations containing similar expectations were issued by the regulatory authorities in the United Kingdom,
Ireland and Romania. In addition to the indirect regulation of new contracts the lending of variable interest rate
loans is explicitly limited in Israel.3°

The MINB currently supports the spread of loans with a longer interest period through several measures, but fur-
ther regulatory steps are also worth considering. In recent months, the MNB has facilitated the spread of loans with
a rate fixed for a longer term by introducing and popularising Certified Consumer-Friendly Housing Loans certifica-
tion and its tools fostering the deepening of the mortgage bond market. Partly on account of these measures, the
share of variable-rate loans within new loans has decreased drastically since September 2017: their proportion with-
in new housing loans dropped by 18 percentage points, from 42 per cent in August 2017 to 24 per cent by the end of
March 2018. However, other regulatory tools may also have to be used in order to further reduce and prevent the
build-up of risks.

26 pajella, M. and Pozzolo, A.F. (2007), “Choosing Between Fixed and Adjustable Rate Mortgages”, UNIMOL Economics & Statistics DP No. 33/07.

27 Badarinza, C., Campbell, J.Y. and Ramadorai, T. (2014), “What Calls to ARMs? International Evidence on Interest Rates and the Choice of Adjus-
table-Rate Mortgages”, NBER Working Paper No. 20408.

28 Brzoza-Brzezina, M. Gelain, P. and Kolasa, M. (2014), “Monetary and macroprudential policy with multi-period loans”, Norges Bank WP
16/2014.

29 Calza, A., Monacelli, T. and Stracca, L. (2013) “Housing finance and monetary policy”, Journal of the European Economic Association Vol. 11 (1).
30 http://www.boi.org.il/en/NewsAndPublications/PressReleases/Pages/21-08-2013-loans.aspx
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8.2 First experiences from the introduction of Certified Consumer-Friendly Housing Loans

The spread of loans with longer interest periods may have been catalysed by the introduction of the Certified
Consumer-Friendly Housing Loan (CCHL) certification framework. One of the key goals of the Certified Consumer-
Friendly Housing Loan Programme launched by the MNB during the spring of 2017 is to promote loans with longer
interest periods, since this product is available only with an interest period of 3, 5 or 10 years or in a fixed-rate
scheme. The products offered in a standardised framework focusing on consumer aspects and with a capped interest
rate spread enhance transparency and the comparability of products, thereby also spurring competition among
banks. The disbursement of certified products, in parallel with the use of the online calculator3! enabling the accu-
rate comparison of different products, has increased dynamically since the programme’s launch in September 2017,
and CCHL products represented a share of 50 per cent within lending with longer interest periods in March 2018.

CCHL products also exert a visible impact on the Annual Percentage Rate of Charge (APRC) of loans with a longer
interest period. The APRC of certified loans is 1 percentage point lower than in the case of other market loans.
Therefore, in parallel with the spread of certified products, the average APRC of housing loans with an interest peri-
od of over one year fell faster than that of loans with an interest period of maximum one year, hence the spread of
CCHL loans could support the mitigation of the interest rate difference of loans with interest rate fixation period up
to and over one year (Chart 74).

Chart 74: Evolution of the average APRC value of housing loans
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Note: volume-weighted average APRC.
Source: MNB

Irrespective of risk characteristics, CCHL products are disbursed with a lower spread than non-certified housing
loans. With respect to the interest rate spreads over the reference rate, the APR-based interest rate spread of hous-
ing loans with a rate fixed for a longer term dropped by 30—-70 basis points on average between September 2017 and
March 2018 depending on the duration of the interest period. Based on transaction-level data, in the case of the
loan contracts signed between September 2017 and March 2018, the decreasing spreads and the lower spread of
certified products could be observed in all risks groups and ranged between 80—130 basis points depending on risk
categories. The development of interest rate spreads is influenced the most by income and the loan amount among
the factors under review, but debtors’ income tightness and the loan-to-value ratio may also affect spreads due to
debtors’ varying riskiness. Spreads declined in all the risk groups formed based on these indicators, and the interest
rate spread of CCHL products dropped much more generally. Thus, the contraction in spreads could be felt both in

31 www.minositetthitel.hu
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case of higher and lower risk clients (Chart 75). Therefore, the Certified Consumer-Friendly Housing Loans may pro-
vide an attractive alternative for a wide range of debtors.

Chart 75: The APRC-based interst rate spread advantage of Certified Consumer Friendly Housing Loans in comparison
to non-certified longer interest rate period housing loans according to various risk characteristics

percentage point percentage point
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Note: The interest rate spreads were calculated as the difference of the APRC and the BIRS-yields of the corresponding maturity.
The different reference rate of various interest rate change indicators has been disregarded during the calculation of spreads.
Sept 2017 — March 2018.

Source: MNB

Due to the favourable pricing of CCHL products, a higher loan amount with the same debt-service burden is avail-
able to a wide range of consumers. According to transaction-level MNB data, between September 2017 and
March 2018, CCHL products were characterised by an average loan amount HUF 4 million higher, and an APRC
1.2 percentage point lower than non-certified housing loans with a longer interest period, while maturities were
comparable, and borrowers’ indebtedness and the loan-to-value ratios were roughly the same (Table 6).

Table 6: Main average values for new certified loans and other housing loans on the market with an interest period of
at least 3 years

Non-certified products Certified Consumer-friendly Housing
(interest rate fixation period at least 3 years) Loans
Average loan amount HUF 7 million HUF 11 million
Average maturity 14.8 years 16.5 years
Average APRC 5.7% 4.5%
Average PTI 26% 28%
Average LTV 55% 55%
Note: averages by number of contracts based on data from September 2017 —March 2018.
Source: MNB

Almost one-third of CCHL products were disbursed in Budapest, typically with a higher loan amount but a similar
maturity and lower APRC. The average value of properties in Budapest is higher by HUF 6 million on average than
outside the capital, while the average loan amount is larger by HUF 3 million. The examination of the loans outside of
Budapest shows that in the case of the most typical maturities of 3, 5, and 10 years, they were disbursed with an
average APR 5-30 basis points higher when taken out with the same loan amount and interest period, which may be
attributable to the higher liquidity of the property market, the better creditworthiness of borrowers and the stronger
competition of the banking sector in Budapest (Table 7).
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Table 7: Main features of Certified Consumer-Friendly Housing Loans by the geographical location of the properties
for which the loans were taken out

Budapest Outside of Budapest Countrywide
Contract Number 33% 67% 100%
Disbursed volume 41% 59% 100%
Average maturity 16.7 years 16.4 years 16.5 years
Average APRC 4.36% 4.66% 4.56%
Average loan amount HUF 13 million HUF 10 million HUF 11 million
Average property value HUF 24 million HUF 18 million HUF 20 million

Note: based on data for the loans disbursed between September 2017 and March 2018.

Source: MNB

Certified Consumer-Friendly Housing Loans are also favourable from the perspective of administrative deadlines
and fees. In 2018, 90 per cent of all Certified Consumer-Friendly Housing Loan applications were approved, in
13 working days on average. With respect to the fees related to loan contracts, the maximum set for certified prod-
ucts is more favourable than the limits on non-certified loans, so substantial amounts can be saved when taking out
the former. In the case of certified loans, the disbursement fee capped at 0.75 per cent was not charged by credit
institutions in around half of the transactions between September 2017 and March 2018. The prepayment fees were
around the 1 per cent permitted, which was much lower than the maximum stipulated in the law, and when the
prepayment is made from a building savings deposit, it is free.

8.3 Further options for promoting the long-term fixation of interest rates

The current regulation on the APRC does not provide an adequate basis for assessing interest rate risks. Consum-
ers do not attach enough significance to interest rate risk, which is also attributable to the fact that— pursuant to the
currently effective European Union and Hungarian legislation — before signing the loan contract, an annual percent-
age rate of charge (APRC) is presented that calculates future expected instalments assuming the interest rates that
were applicable at the origination of the loan even in the case of variable-rate loans. The annual percentage rate of
charge is calculated with the formula of the internal rate of return, however, assuming a fixed interest rate means
that the cash flows used in the formula do not reflect all the information available to financial institutions that may
influence the future development of instalments. Therefore, in a low interest rate environment such as today, the
APRC indicated for variable-rate loans underestimates the actual cost of borrowing expected over the whole maturi-
ty of the loan, leading to excessive difference in the indicator as compared to a product with a fixed rate for a longer
period. This issue could be addressed if financial institutions did not derive their cash flow estimates from the initial
interest rate, but estimated future interest rates from money market interest rates, and based their APR calculations
on that value. In the case of the annual percentage rate of charge adjusted for interest rate risk calculated in this
manner, the difference between the APRC value of a variable-rate product and one with an interest rate fixed for a
longer period would be lower, which would provide a clearer picture and better comparability for the consumers
making the decision.

The introduction of PTI rules differentiated by the duration of the interest period may have a direct effect. Having
regard to international experiences, it may arise that in case of taking out a mortgage loan with shorter interest rate
fixation period and keeping income constant, customers are allowed to take out a lower amount, hence altering the
consumers’ decision by the regulation to choose loans with interest rates fixed for longer periods, for example at
least 5 or 10 years, where limits could be left unchanged. For those customers who still decide to pick the shorter
interest rate fixing, this change would provide a greater income buffer to cushion the effects of a potential rise in
monthly payments. Such a regulatory measure would directly impact on contract-level and foster credit growth in a
healthy structure and in a sustainable manner.

All in all, it can be stated that Certified Consumer-Friendly Housing Loans have achieved significant results in a
short time with respect to the qualitative features of mortgages, while also substantially mitigating the potential
interest rate risk arising in the future among new contracts. Along with their increasing share, the certified
products can be obtained with more favourable APRC levels overall, than the non-certified housing loans
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disbursed in the same period, and this can be observed both in the higher and lower risk segments. Decreasing
long-term interest rate risk in mortgage lending is desirable from both a real economy and a financial stability
perspective, therefore further regulatory measures with more direct impact should also be considered.
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9 Digitalisation in the Hungarian banking sector

9.1 Importance of IT developments in the implementation of the business strategy

In our time, the role of IT is becoming increasingly important in the life of enterprises, including financial institu-
tions, as they strive to automate more and more business processes in part or in full. In addition, in the banking
sector the vast majority of fund transfers take place in IT systems in electronic form these days. This also means that
banks increasingly depend on their IT systems in terms of availability and performance. The reliability and flexibility
of its IT systems in satisfying business objectives influence the business success of any institution to an unprecedent-
ed degree. Due to this increasing supportive role of IT, more and more market participants tend to harmonise their
business and IT strategy, and in the past few years banks started to include distinct technological elements (e.g.
mobile application, digital signature) in their business strategies. In parallel with this, business managers are more
and more often asked to review the traditional IT strategies focusing on systems and technological directions, in-
stead of treating those as the private affairs of the IT department, and thus digitalisation becomes increasingly im-
portant not only in operations, but also in the business and strategic decision-making.

Sometimes it is difficult to align the goals outlined in the digital IT strategies with the business objectives (e.g. the
need to consolidate technological platforms, database management systems/operating systems may require a lot of
explanation and analyses), while in certain cases they can be very well substantiated by calculations and business
cases. For example, among the well-founded digitalisation goals, paperless operation through digital document
management is one of the most frequent elements of modern corporate strategies. In addition to efficiency and
reliability, such developments are also supported by actual cost and benefit analyses, as the procurement of paper,
printing and archiving generate substantial costs, and thus the investment related to the implementation of digital
document management can be recovered in a matter of a few years.

New technological solutions also facilitate the enhancement of the traditional banking service model, i.e. there are
fewer and fewer services that require the customer to visit the branch. The financial services available through elec-
tronic channels, in addition to being more convenient and faster for the customers, also generate less manual work
for banks. Moreover, they make the processes more measurable and reduce the possibility of clerical errors, and
also offer new fraud prevention opportunities. For example, when a customer manages his banking matters through
his mobile application, through the security-focused monitoring of the mobile device we can notice if he logs in from
an unusual location or device.

9.2 Digital developments in the Hungarian banking sector

At present, several smaller and larger actors of the Hungarian banking sector have strategic digitalisation objec-
tives and ongoing projects for the realisation of those. In an international comparison, according to the survey per-
formed by the EBA, Hungary is in the mid-range, i.e. it has neither a major lag, nor a significant advantage in the area
of digital developments. Budapest is becoming an increasingly important factor on the global map of financial in-
novation,3 but the role of FinTech companies from the technological line is more significant in this than that of
banks. Traditional banks see a competitor in these firms,3 but also an opportunity for partnering with them in the
development of innovative services through their faster and more flexible development capabilities. Several domes-
tic institutions have FinTech incubator programmes.3* Hungarian FinTech solutions are linked to a wide range of
financial services, with mobile payment and other payment services being the most widespread uses.

32 Deloitte: A tale of 44 cities, Connecting Global FinTech: Interim Hub Review 2017
33 PwC: Global FinTech Report, 2017

34 MKB FintechLab, Raiffeisen Elevator, NN Insurance SparkLab

FINANCIAL STABILITY REPORT « MAY 2018 | 61



MAGYAR NEMZETI BANK

62

A smaller part of the developments aimed at digitalisation are performed by the institutions in-house, relying on
their own development team or primary IT service provider. At the same time, larger international banking groups
make efforts to capitalise on group synergies and develop uniform solutions, which often offer identical user experi-
ence to the customers. It is also quite common that institutions do not internalise these types of developments, but
rather purchase the solutions from external developers — typically from FinTech or other technological firms — and
even adjust their business processes to them, if necessary. The advantage of this approach is that in this way even
larger banks with less dynamic development models and organisational structure may enjoy the benefits provided by
the agile development methodology and flexible cooperation capabilities, without the need to alter their internal
structure.

Another important driver of technological innovation, in addition to the business objectives, is the regulatory
environment, for example, the elDAS regulation, governing electronic signatures, or particularly the PSD2, which
opens the market for payment providers from the FinTech sector in several areas (Account Information Service Pro-
viders - AISPs, Payment Initiation Service Providers — PISPs), and in parallel with this, it obliges banks to develop the
technical conditions necessary for cooperation.

9.3 Challenges of digitalisation and pitfalls of cyber security

One of the typical problems of digitalisation developments can be summarised by stating that companies face the
difficulties of an unbeaten path, i.e. they need to apply regulations and technologies where only few known and
well-functioning precedents can be found in practice, and thus the perfecting of the solutions require continuous
experimentation and (supervisory/regulatory) consultations. The lack of resources, particularly that of sufficiently
competent IT experts (developers, system engineers, security experts) — faced not only by the banking sector — rep-
resents a major challenge. The problem can be perceived globally as well, and the situation is likely to worsen in the
coming years; moreover, Hungary is among the countries that are characterised by the outflow of IT expertise.

Increasing dependency on IT infrastructure also represents a risk in the digitalising banking sector, as a result of
which financial services rely on stable IT services and certain specific elements of those (networks, servers, applica-
tions, system administrators) to an unprecedented degree. In this environment a breakdown that affects the tele-
communication core infrastructure may impact the payment system, while in an extreme situation a newly discov-
ered security vulnerability may jeopardise financial stability. Having recognised this, the regulatory authorities pre-
scribe increasingly strict requirements in respect of the elements of the critical financial infrastructure, which —
albeit positive in security terms — may restrain or decelerate innovation in certain cases. Several functional areas of
the MNB participate in a number of international initiatives, aimed at the development of harmonised European
cyber security requirements and methodologies; in addition, the critical system components have already been iden-
tified in the Hungarian financial sector as well, and the authorities involved in the process cooperate closely.

9.4 FinTech initiatives of the MNB

Based on the results of the MNB’s market consultation, there is strong demand for regulatory support for FinTech
innovations. Therefore, it might be useful to consider the development of new regulatory and supervisory processes
for the regulation and support of these innovations in an appropriate framework. International experiences show
that active cooperation between the financial supervisory authority and the market participants spearheading finan-
cial innovation and the safe spread of innovations on the market can be fostered by the establishment of an Innova-
tion Hub and the creation of a Regulatory Sandbox. The former, as a so-called Financial Innovation Platform, offers
guidance in legal and operational issues arising in connection with the innovations, while the latter acts as a testing
ground for financial innovation and provides an environment for testing innovative solutions where the innovations
are granted a temporary exemption from certain prudential regulations.®> The solutions supporting innovation

35 For more details on regulatory solutions and an outline of international practices, see: https://www.mnb.hu/letoltes/consultation-
document.pdf
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through an open approach by the supervisory authority and the forms of cooperation presented above are increas-
ingly widespread in Europe (Chart 76).

Chart 76: FinTech related regulatory actions in Europe

A supervisory framework Dedicated Innovation Dedicated Regulatory Dedicated Innovation Hub
facilitating innovation Hub Sandbox and Regulatory Sandbox

Source: authors’ compilation based on BIS and the websites of national authorities

By operating the Financial Innovation Platform (Innovation Hub), the MNB has been supporting the safe spreading
of new FinTech initiatives in financial markets while preserving financial stability since March 2018. The success of
the Innovation Hub can be ensured by international experiences, the active and direct dialogue between the central
bank and market participants as well as the flexible, goal-oriented approach. The Hungarian Innovation Hub3® is
based on an online interface or, more precisely, the communication through that, connecting the regulatory authori-
ty and market participants. It has the following major functions:

= |nformation Repository: For those with innovative ideas, especially the FinTech firms without any significant
experience on the financial services market, understanding the specific legal provisions pertaining to their
planned innovations is usually difficult. Therefore, collecting information on legal obligations and supervisory
expectations frequently hampers swift implementation. The Information Repository offers an opportunity for
market participants to familiarise themselves with the expectations identified in connection with the provision
of financial services in a clear and structured form, focusing on the type of activity planned to be undertaken.

= Communication Hub: Establishing and maintaining communication links among the players in the FinTech eco-
system (e.g. FinTech firms, banks, insurers, law firms, venture capital funds) is crucial. The Communication Hub
serves as an information-sharing and networking platform for all stakeholders, which may help bring them clos-
er in different topics and foster potential cooperation.

= Regulatory support platform: The market implementation of certain innovative ideas is often frustrated by
complicated legal interpretation issues that cannot be settled in a straightforward manner simply on the basis
of the current legislation due to the novelty of the idea or the different mentality of the regulation. The MNB
provides help to FinTech innovators through the Regulatory support platform in a one-stop-shop, flexible and
goal-oriented approach, in the form of guidelines, with respect to the clarification of the finance-related legal
problems arising in connection with their innovations and requiring a case-by-case assessment. Responses are
provided in a predetermined process (Chart 77), in which all the relevant business areas of the MNB are in-
volved, thereby fostering the provision of accurate information.

= |nternational cooperation platform: Digital solutions are especially likely to spread very fast across the globe,
which often takes the form of cross-border services. The aim of the international cooperation between the au-
thorities is to forge cooperation ties to foreign authorities active in the FinTech arena and possessing relevant
experience. This facilitates the efficient identification of potential risks and the exploration of the relevant best
practices and may even contribute to the swifter spread of successful ideas.

36 https://www.mnb.hu/en/innovation-hub
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Chart 77: Operation of the regulatory support platform
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The establishment of the Regulatory Sandbox would also efficiently support innovation efforts and could foster
the spread of FinTech innovations in Hungary while also reducing risks. This is supported by both international
experiences and Hungarian actors’ need for testing: according to the MNB'’s survey, around 40 per cent of the actors
have a product or service ready for testing. While the Innovation Hub encourages innovation by answering specific
questions related to legal interpretation and law enforcement, a test run in the Regulatory Sandbox with exemptions
from certain expectations on given conditions may prove efficient in assessing the viability of concrete business solu-
tions.

The development of the instant payment system, being the MNB's key innovation initiative, has commenced. With
a view to enhancing the efficiency of payments in Hungary and improving the competitiveness of the payment mar-
ket and the Hungarian economy, the MNB has initiated the development of the instant payment service. The pur-
pose of the development of the new payment system is to ensure that payments between domestic payment ac-
counts can be completed in a matter of seconds, 24 hours a day. The instant payment system will permit the utilisa-
tion of the state-of-the-art communication and information technologies, which have become available in recent
years, also in the payment traffic in Hungary. The MNB expects the institutions to develop new, innovative services
relying either on their own labour force or on start-up companies. The MNB regards it as a key objective to achieve
that banks treat the development as a business project rather than an IT one, and it also supports the players of the
sector with active dialogue.
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Appendix: Macroprudential indicators

1 Risk appetite

Chart 1: Primary risk indicators
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Chart 3: Dresdner Kleinwort indicator
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2 External balance and vulnera

bility

Chart 4: Net lending of the main sectors and external balance as

percentage of GDP
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Chart 5: Net lending and its financing as a percentage of GDP
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Chart 6: Net external debt as a percentage of GDP Chart 7: Open FX position of the main sectors in the balance sheet as
percentage of GDP
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3 Macroeconomic performance
Chart 8: GDP growth and its main components (annual growth rate) Chart 9: Employment rate and net real wage developments
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Chart 10: Use of household income as a ratio of disposable income Chart 11: Corporate real unit labour cost in the private sector
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Chart 12: Sectoral bankruptcy rates
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4 Monetary and financial conditions
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Chart 13: Long-term sovereign default risk and forward premium of
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Chart 15: HUF/EUR, HUF/USD and HUF/CHF exchange rates

compared to 2 January 2006
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Chart 14: Three-month EUR, USD, CHF and HUF money market
interest rates (LIBOR and BUBOR fixing)
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Cha

rt 17: Interest rate premium of new loans to non-financial

enterprises (over 3-month BUBOR and EURIBOR, respectively,
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5. Asset prices
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Chart 19: MINB house price index break down by settlement type
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Chart 21: Annual yield of key Hungarian and Central and Eastern
European stock market indices
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Chart 20: Annualised yields on government securities’ indices and

money markets
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6 Risks of the financial intermediary system

Chart 22: Indebtedness of non-financial enterprises as a percentage Chart 23: Denomination structure of domestic bank loans of

of GDP non-financial corporations
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Chart 24: Annual growth rate of loans provided to non-financial Chart 25: Lending transactions to the non-financial corporate sector
corporations by domestic banks broken down by maturity
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Chart 26: Quality of the corporate loan portfolio Chart 27: Provisioning on loans of non-financial corporations by
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Chart 28: Indebtedness of households in international comparison
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Chart 30: Annual growth rate of total domestic household loans
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Chart 29: Debt service burden of the household sector
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Chart 31: Transactions of household loans broken down by credit
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Chart 32: The denomination structure of household loans
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Chart 33: Household loans distribution by collateralisation
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Chart 34: Distribution of new housing loans by LTV
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Chart 36: Quality of the household loan portfolio
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Chart 38: Open FX position of the domestic banking sector
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Chart 35: Housing Affordability Index (HAI)
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Chart 37: Provisioning on household loans
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Chart 39: The exchange rate exposure of the banking sector
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Chart 40: 90-day re-pricing gap of the banking sector
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Chart 42: Liquidity index (exponentially weighted moving average)
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Chart 41: Estimated maximum loss based on interest rate risk stress
tests relative to equity
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Chart 43: Liquidity sub-indices (exponentially weighted moving
average)
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Chart 44: Bid-ask spread indices of the major domestic financial

Source: MNB, KELER, Reuters, DrkW

Chart 45: Credit to deposit ratio of the banking sector
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Chart 46: Liquidity ratios of the banking sector
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Chart 48: Distribution of banks’ total assets by ROE
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Chart 50: Operating efficiency indicators of the banking sector
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Chart 47: ROA, ROE and real ROE of the banking sector
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Chart 49: Net interest income as a proportion of the gross and net
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Chart 51: Banks' capital adequacy ratios
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Chart 52: Distribution of banks’ total assets
by capital adequacy ratio
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Chart 53: Underline data of insurance tax Chart 54: Development of non-life insurance
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Chart 55: Outstanding amount life insurances Chart 56: Life insurance benefit
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Chart 57: Costs in the insurance sector
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Chart 59: Development of gross mtpl reserves
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Chart 61: Capital market turnover of investment firms
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Chart 60: Number of investment fund managers and funds
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Chart 62: Asset allocation in mutual investment funds
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Chart 63: Capital adequacy (CAR) of investment firms
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Chart 64: Capital and capital allocation of venture capitals
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Notes to the appendix

The chart date (e.g. 2016) means the end of the year (the 31t of December) if it’s not indicated otherwise.
Chart 1:

The increased value of the indicator indicates declining risk appetite or increasing risk aversion.
Chart 2:

VIX: implied volatility of S&P 500.

MOVE: implied volatility of US Treasuries (Merrill Lynch).
Chart 3:

The increased value of the indicator shows declining risk appetite or increasing risk aversion.
Chart 4:

General government augmented SNA-deficit includes local governments, APV Ltd., institutions discharging quasi-fiscal duties (MAV, BKV),
the MNB and authorities implementing capital projects initiated and controlled by the government but formally implemented under PPP
schemes. The indicator includes private pension savings.

In case of the household sector, financing capacity is consistent with the SNA deficit of the general government and does not take savings in
private pension funds into account. The official financing saving of households (in the financial account) is different from data on the chart.

Chart 7:

The open FX position of households has turned because of the FX conversion. The compensation of this is shown at banks temporarily (see
chart 38), by time it is expected to get to the consolidated state with the MNB.

Chart 10:
Disposable income is estimated by the MNB using household consumption, investment and financial savings data.
Chart 12:

Number of bankruptcy proceedings of legal entities, aggregated as of the date of publication and cumulated for 4 quarters, divided by the
number of legal entities operating a year before.

Chart 13:

The 5-year forward forint risk premium as of 5 years from now, compared to the euro forward yield (3-day moving average) and the 5-year
Hungarian credit default swap spread.

Chart 16:

Historic volatility: weighted historic volatility of the exchange rate (GARCH method). Implied volatility: implied volatility of quoted 30-day
ATM FX options.

Chart 17:

Spread on the 3-month BUBOR and EURIBOR. Loans with floating interest or with up to 1-year initial rate fixation. Adjusted for money mar-
ket loans > 1M EUR since 2015.

Chart 18:
Spreads based on the APR.
Chart 19:
2002 average = 100%.
Chart 22:
Nominal values, on current exchange rates. Revised, earlier loans were adjusted for revaluations since 1995.
Chart 25:
Exchange rate adjusted values.
Chart 26:
Loans overdue more than 90 days are calculated by clients until 2014, and by contracts from 2015.
Chart 27:
In brackets bellow the names of sectors the weights within corporate credit portfolio are indicated for end-of-observation period.
Chart 34:
The category 0-30 percent contains also the loans disbursed without mortgage before 2008.

Chart 35:
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HAI shows how many times the income of a household with two average wages covers the income necessary for the purchase of an average
(65 m2) dwelling from loan. Parameters of loan product are except for the interest rate throughout unchanged. LTV = 70%, PTI = 30%, ma-
turity = 15 year.

Chart 36:
Before 2010 by costumers, since then by contracts.
Chart 38:

An increase in the swap stock stands for swaps with a long forint spot leg. Based on the daily FX reports of credit institutions. Calculated
from swap transactions between credit institutions and non-resident investors. The MNB does not take responsibility for the accuracy of the
data. Revisions due reporting errors and non-standard transactions can lead to significant subsequent modifications of the data series. The
data series does not include swap transactions between branches, specialised credit institutions, cooperative credit institutions and non-
resident investors. The swap stock is the sum of termin legs calculated at actual foreign exchange rates.

Chart 41:

The interest rate risk stress test indicates the projected result of an extreme interest rate event; in this scenario this event is a parallel up-
ward shift of the yield curve by 300 basis points for each foreign currency. For the calculations we applied re-pricing data and the Macaulay
duration derived from them.

Chart 42:
A rise in the liquidity index indicates an improvement in the liquidity of the financial markets.
Chart 43:

Similarly to the liquidity index, an increase in liquidity sub-indices suggests an improvement in the given dimension of liquidity. The source of
bid-ask spreads in case of HUF government bond market is calculated from the secondary market data transactions. The earlier version of
the liquidity index included the CEBI bid-ask spread.

Chart 44:

A rise in the indices represents narrowing bid-ask spread, thus an increase in the tightness and liquidity of the market. The liquidity index of
HUF FX swap market includes the data of USD/HUF and EUR/HUF segments, taking into account of tom-next, overnight and spot-next trans-
actions. The earlier version of the liquidity index included only the tom-next USD/HUF transactions.

Chart 45:

Client loans include loans and bonds of non-financial institutions, household loans, loans and bonds of financial and investment enterprises,
government loans, municipal loans and municipal bonds. Client deposits include the deposits of non-financial institutions, household depos-
its, deposits of money market funds, deposits of financial and investment enterprises, government deposits and municipal deposits. The
loan-to-deposit ratio is exchange-rate-adjusted with respect to the last period.

Chart 46:

Funding gap is the difference between the exchange rate adjusted customer credit and deposit, divided by the exchange rate adjusted cus-
tomer credit.

Chart 47:
ROE: pre-tax profit / average (equity - balance sheet profit).
ROA: pre-tax profit / average total assets.
Interim data are annualised.
Pre-tax profit: previous 12 months.
Average total assets: mean of previous 12 months.
Average (equity - balance sheet profit/ loss): 12 month moving average.
Deflator: previous year same month=100 CPI (%).
Chart 48:
Pre-tax profit.
Chart 49:
Based on aggregated individual, non-consolidated data
Net interest income: 12-month rolling numbers, the difference of interest revenue and interest expenditure
Gross interest bearing assets: 12-month average numbers, total exposure
Net interest bearing assets: 12-month average numbers, exposure minus the provision
Chart 50:

Cost: previous 12 months
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Income: previous 12 months
Average total asset: mean of previous 12 months
Chart 51:
Capital adequacy ratio (CAR) = (total own funds for solvency purposes/minimum capital requirement)*8 per cent
Tier 1 capital adequacy ratio = (tier 1 capital after deductions/minimum capital requirement)*8 per cent
Chart 61:
Sum turnover of investment firms and credit institution.
Chart 62:

29-Dec-2017
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Ferenc Deadk

(17 October 1803 — 28 January 1876)

Politician, lawyer, judge at a regional high court, member of parliament, minister for justice, often mentioned by his
contemporaries as the ‘wise man of the homeland’ or the ‘lawyer of the nation’. Eliminating the ever-recurring public law
disputes and clarifying the relationship between the ruling dynasty and the hereditary provinces, he not only reinforced the
constitution and the existence of the nation but also paved the way for the development as well as the material and intellectual
enrichment of Hungary.

Dedk was actively involved in preparing the laws for the parliamentary period between 1839 and 1840, and he became an
honorary member of the Hungarian Academy of Sciences in 1839. After the death of his elder brother in 1842, Dedk the
landowner liberated his serfs and voluntarily undertook to pay taxes proving that he was an advocate of economic reforms
not only in words but also in deeds. He refused to fill the position of delegate to the 1843/44 parliament because he disagreed
with the idea of having to be bound by the instructions received as delegate, and as a moderate political thinker he had his
concerns about the radical group led by Kossuth.

He remained level-headed also with regard to the evaluation of the events of 1848, he was afraid of violence and rejected it
as a political tool. All the same, he accepted the post of minister for justice in the government of Lajos Batthyany. In December
1849 he was arrested for revolutionary activities, but later on, after being tortured for information, he was released. From
then on he acted as the intellectual leader of the national passive resistance movement, and believed from the very beginning
that Austrian centralisation was doomed to fail due to its inherent faults. He became the leader of the Address Party in the
parliament of 1861, and even though they failed to bring the monarch to accept their ideas, he increasingly managed to take
over the initiative over time.

Based on his earlier proposals, in 1865 Deak published his so-called Easter Article — which radically influenced Hungarian
politics of the time — and until 1867 he virtually devoted all his time to reaching a compromise with the Hapsburg dynasty.
After the compromise between Austria and Hungary ratified in 1867, Hungary was able to return to the path of social and
economic development.
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