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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 financial
system as a whole.

The analyses in this Report were prepared by the Financial System Analysis Directorate, the department of Macropru-
dential Regulation, 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
9t April and 14t May 2019, and those of the Monetary Council following its meeting on 30t April 2019.

This Report is based on information in the period to 8" May 2019. Since data frequency is divergent through the anal-
yses, the analysis horizons may also alter.
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EXECUTIVE SUMMARY

Executive Summary

The shock-absorbing capacity of the Hungarian banking system continues to be robust. Banks’ capital adequacy ratios
indicate strong solvency, while the liquidity coverage ratio is also well above the regulatory requirements. Based on
the results of our methodologically developed solvency stress test, the institutions in the Hungarian banking sector would
be able to meet the regulatory requirements even in the case of a severely adverse macroeconomic scenario.

In 2018, Hungarian banks continued to expand their balance sheet, especially their outstanding loans vis-a-vis the
private sector. Corporate loans outstanding of credit institutions rose by 14 per cent during the year, while their house-
hold loans increased by over 7 per cent. The favourable economic environment and the wide range of regulatory in-
struments ensure that credit growth is occurring in a balanced and sustainable way.

In order to foster the mitigation of households’ interest rate risk, the MNB issued a recommendation to financial
institutions. Furthermore, it launched the Bond Funding for Growth Scheme to support deepening of the bond market.
Due to the relatively high share of variable-rate loans, debtors in both the household and the corporate segment are
sensitive to interest rate fluctuations. In the case of household loans, there is only a limited room for manoeuvre in
reducing interest rate risk on a market basis on account of the high costs of refinancing, the inappropriate financial
awareness of borrowers and the large share of those debtors who are not creditworthy. Therefore, the MNB issued a
recommendation to financial institutions, pursuant to which they specifically target the most affected customers who
have variable-rate mortgage loans, by making an offer to transition to a fixed-rate scheme with an amendment to the
contract. In the corporate loan segment, the share of fixed-rate loans increased again for longer maturities, thanks to
the Funding for Growth Scheme Fix. The further improvement in the corporate sector’s resilience to crises as well as the
opportunities for diversifying funds may be fostered by the Bond Funding for Growth Scheme, the central bank’s pro-
gramme aimed at deepening the bond market, in the coming years.

The Report gives a detailed account of the following major risks and developments influencing the Hungarian banking
system.

The uncertainty of the international macroeconomic environment has not decreased. In early 2019, a slowdown in
global economic growth was observed, affecting growth forecasts as well as the expected development of inflation and
interest rate changes. Major central banks typically postponed interest rate hikes in the face of the changing economic
environment, and therefore the low interest rate environment is now expected to be more persistent than previously
forecasted. The downward shift in market expectations regarding developed country interest rates has also reduced the
risk of capital flight from developing countries, yet the risks entailed by the low interest rate environment (over-indebt-
edness, asset price bubbles, less room for central bank stimulus) have become more pronounced. The greatest external
risk faced by the Hungarian economy is the substantial slowdown of the economic growth in the euro area, specifically
Germany, but the Hungarian economy is more resilient to shocks than before due to its strengthening fundamentals.

The risk of overheating on the Budapest housing market has increased. Property prices in the capital continued to
increase during the year, achieving a 22.9 per cent annual growth rate by the end of 2018. Compared to the trough in
the current housing market cycle at the end of 2013, housing prices have soared by 153 per cent in five years. The effect
exerted by the potential overvaluation of the housing market on the banking system is mitigated by the fact that the
price increases were not coupled with a considerable rise in the share of risky loans with a high loan-to-value ratio (LTV).
The proportion of mortgage loans with an LTV of over 70 per cent relative to banks’ own funds is at a fraction of the pre-
crisis levels, both in terms of outstanding loans and new contracts. This suggests that a potential housing market shock
would be less likely to create a negative, self-reinforcing spiral between the banking system and the housing market.

The geographically heterogeneous pick-up in the property market helps only some of the delinquent debtors. While
house prices in the capital have skyrocketed in recent years, the property market has hardly recovered in certain parts
of the country. Delinquent mortgage debtors in these areas are in an especially difficult situation, since selling their
property does not typically offer them a way out of the default status. This problem may be alleviated by the “rural HPS”
(Home Purchase Subsidy Scheme for Families) programme announced by the Government to support the property mar-
ket in areas suffering from population loss. Although the issue of overdue loans is nowadays concentrated on the balance
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sheets of workout companies, which poses a limited risk to banks, the Report continues to focus on this in view of the
social aspects of the phenomenon.

The banking system’s profits have dwindled compared to the extreme levels seen last year on account of the reversal
of impairment losses. Releasing write-downs has significantly boosted profits in recent years, but this process seems to
have lost momentum by the end of 2018. The write-back of earlier reserves concealed the fact that banks’ structural
profits (which can be maintained in the long run) are considerably lower than in the past two years. Improving cost
effectiveness is still considered to be crucial to boost sustainable profitability, and it may be greatly facilitated by cost-
cutting measures (e.g. digitalisation, consolidation), as well as the expansion of credit.

FINANCIAL STABILITY REPORT e MAY 2019



INTERNATIONAL MACROECONOMIC ENVIRONMENT. DECELERATING GROWTH, WAIT-AND-SEE MONETARY POLICY

1 International macroeconomic environment. Decel-
erating growth, wait-and-see monetary policy

Financial stability risks have not diminished since the publication of the previous report. At the same time, fears of a
slowdown in global economic growth have strengthened. Due to the deteriorating growth outlook, central banks are
typically postponing tightening. Geopolitical risks have not eased, while political risks continue to hinder structural re-
forms that have long been due in EU Member States. Capital flows to the emerging markets resumed in early 2019, but
developed countries’ monetary policy normalisation may have a major impact on capital movements affecting emerging
economies — especially ones struggling with financial imbalances — and may strongly influence the sustainability of the
current high level of sovereign and private debts.

European banks continue to face structural challenges, and a convincing turnaround in lending and the reduction of non-
performing loan portfolios would be needed in several Member States. Due to the postponed monetary policy normali-
sation, structural problems and technological challenges, the pressure on banks’ profitability will be high in the future as
well, which may be further exacerbated by the expected fall in growth prospects. The most important external risk for
the Hungarian economy is the considerable slowdown in economic growth in the euro area, and especially in Germany,
although the robust fundamentals of the Hungarian economy increase the country’s resilience to external shocks.

Chart 1: Changes in the macroeconomic environment of 1.1 Protracted monetary policy normalisation

developed economies and decelerating growth prospects
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Chart 3: Evolution of the EONIA forward curve
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Chart 4: Evolution of 10-year US yields and emerging
market capital flows
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their market valuation is also more difficult. The uncer-
tainty of growth prospects is well reflected by the decline
in economic sentiment indices (Chart 2).

Due to the increasing uncertainty and worsening growth
prospects, several central banks are taking a “wait-and-
see” attitude on monetary policy normalisation. The un-
certainty surrounding economic prospects is coupled with
lower-than-expected inflation both in the euro area and
the US. The ECB left its policy rate unchanged both in
March and April. According to the ECB’s expectations, the
rate of inflation will remain below 2 per cent over the fore-
cast horizon; therefore, it intends to keep the base rate un-
changed until end-2019. In parallel with the central bank
steps, market expectations concerning yields also have
changed: at present, market participants expect the first
hike in the spring of 2021 (Chart 3). Considering the global
economic and financial developments as well as the lower-
than-expected inflation data, at its March and May interest
rate-setting meetings the Fed also decided to leave the
level of base rate unchanged and to continue its patient
monetary policy attitude. In the opinion of most market
participants, the probability of interest rate hikes continu-
ing is falling in the US: the market does not expect any rate
hike this year, and the number of participants pricing in in-
terest rate cuts for next year has increased. In the spirit of
cautious monetary policy stance, the Polish, Romanian,
Japanese, English, Canadian, Swiss and Swedish central
banks, among others, decided to keep their respective
rates unchanged.

Monetary policy normalisation in developed countries
may have a strong impact on developing countries’ capi-
tal flows. Monetary policy tightening in the US had a sig-
nificant effect on global money and capital market trends
in 2018 (Chart 4). As a result of the rise in USD interest
rates, monetary conditions in emerging countries became
relatively looser: developed countries” market yield in-
creases and the appreciation of the US dollar had an unfa-
vourable effect, especially on the countries with less stable
macroeconomic fundamentals. Capital withdrawals af-
fected mainly Asia, while the CEE region was less shaken by
market turbulences, due to its sound fundamentals. Hun-
gary maintained its ability to attract capital during the
whole year. In early 2019, partly as a result of a change in
monetary policy expectations, the balance of emerging
market capital flows became positive. Nevertheless, capi-
tal movements affecting developing markets continue to
be sensitive to developed countries’ interest rate policies,
and these risks may again be realised if the normalisation
of monetary policy starts again, with particular regard to
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Chart 5: Bank and non-bank lending to the private non-fi-
nancial sector and the economic growth in China
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Chart 6: Evolution of main composite indices and vola-
tility indices (1 Jan 2018 = 100 per cent)
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Chart 7: Evolution of composite banking indices and the
financial intermediaries stress indicator (1 Jan 2018 = 100
per cent)
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countries that struggle with financial imbalances and have
weaker macroeconomic fundamentals. Cautious investor
behaviour is indicated by the fact that capital typically
flows into USD- or EUR-denominated emerging funds,
while the ability of local currency funds to attract capital is
weak. Although the low interest rate environment had a
favourable impact on emerging market capital flows, it en-
tails serious global risks, as it increases the probability of
the formation of asset price bubbles, may encourage ex-
cessive borrowing, and narrows central banks’ scope for
action in case of a downturn.

The lower-than-expected growth in China also contrib-
utes to the downside risks. The growth of the Chinese
economy is slowing down (Chart 5). The factors jeopardis-
ing the country’s economic prospects include, inter alia,
the trade war with the US, the efficiency problems of large
state-owned corporations and corporate indebtedness
(the latter is high in international comparison as well). The
government intends to stimulate economic growth by sig-
nificant tax cuts, infrastructure investment and by support-
ing lending to small enterprises, but it may pose a risk that
—although the regulators took strict actions against the ex-
pansion of the Chinese shadow banking system in the past
—according to analysts they may have to ease rules in order
to stimulate the economy. The lower-than-expected
growth in China may have a negative impact on commod-
ity-exporting emerging countries and the euro area as well
(in particular the export-oriented German economy due to
the decline in car imports).

Global uncertainty is reflected in the changes in stock
market indices. The major fall in stock indices and the rise
in volatility indices were good indicators of investors’ wan-
ing risk appetite at end-2018 (Chart 6). Although indices
partly adjusted in view of the more favourable news at the
beginning of the year, the persistence of the risks is well
reflected by the fact that the indices of both Germany and
the emerging countries are still below their levels observed
in early 2018.

1.2 Despite gradual improvement, stability risks
in EU banks are significant

For European banks, 2018 was one of the weakest years
since the crisis, based on their stock market performance.
Banks faced various challenges last year, which signifi-
cantly restrained their stock market performance, and this
was also reflected in the slight rise in the stress index af-
fecting financial intermediaries (Chart 7). Investors’ con-
cerns regarding the sustainability of the Italian government
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Chart 8: Components of the return on asset and the
capital adequacy ratio in EU countries
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Chart 9: Transaction-based annual credit growth in EU
Member States in 2019 March
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Chart 10: CDS spread on selected banks’ five-year senior

debt
250 basis point basis point 250
200 (\\sy L 200
o b
150 \f\/\'\lj r 150
100 *N/‘ l_\‘\‘ r 100
RS G Y
so o L s0
0 T T T T T T T T T T T T T 0
=) 0 0 0 0 0 o0 o0 o0 o0 (<)) N (<)) ()]
D Sy O AR ri A /A
£ 2553232 88: & 588 &8 37
—UniCredit (IT) —Morgan Stanley (US) —BNP Paribas (FR)
——Erste Group (AT) Intesa Sanpaolo (IT) —KBC (BE)
BBVA (ES)
Source: S&P

FINANCIAL STABILITY REPORT e MAY 2019

debt affected the banks with high exposures to Italy, while
the Turkish currency crisis primarily had an impact on
banks with large Turkish exposure. Meanwhile, the deteri-
orating growth prospects, the high sovereign exposure,
banks’ low cost-effectiveness, money laundering scandals
and balance sheet challenges (increase in profitability, re-
duction of non-performing loans) affected a wider scope of
the European banking sector.

Banks’ shock absorbing capacity is adequate, but profita-
bility still faces challenges. The capital position of EU banks
is still stable, but their profitability is not improving: ac-
cording to the EBA’s data, European banks’ return-on-as-
sets (ROA) reached 0.5 per cent in 2018 Q3, which essen-
tially represents stagnation compared to the same period
of the previous year. In addition, EU banks’ cost-to-income
ratio also increased, reaching 63.2 per cent in 2018 Q3,
compared to 61.7 per cent in the same period of the previ-
ous year. Strong heterogeneity is observed across country
groups: while banks in the northern countries have low op-
erating cost levels, in the case of the banks in CEE countries
higher (interest) incomes covering higher expenses are
seen (Chart 8). At the same time, on average, stagnation in
interest incomes is experienced in the EU, due to the low
interest rate environment and the strong competition.
Moreover, interest incomes will presumably remain under
pressure due to the expected postponement of the ECB’s
base rate hike. At the same time, from the cost side, ad-
justment in the short run is made difficult by technological
challenges (compliance with digitalisation, the necessity of
IT investments).

Apart from the Mediterranean countries, lending is ex-
panding in the EU. In parallel with economic growth, the
gradual cleaning of banks’ balance sheets and more favour-
able labour market situation, there is an upswing in lending
in most of the EU Member States. At the same time, loans
outstanding continue to decline in the Mediterranean
countries, the Netherlands and Ireland (Chart 9), partly in
view of the still significant non-performing portfolio and its
cleaning.

The ECB’s newly announced longer-term refinancing op-
eration may ease the problems of the banking sectors
that are struggling with liability-side tensions. In order to
support lending, on 7 March 2019 the ECB announced a
new Targeted Longer-term Refinancing Operation (TLTRO-
3). Within its framework, between September 2019 and
March 2021, the banks participating in the programme
may receive longer-term loans at a favourable interest rate
up to 30 per cent of their total loans outstanding as at 28
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Chart 11: Ratio of non-performing loans in European

countries

er cent i
ZOTpl percentage point 20

41.2%
15 + r 15
10 10
5 4 r5
°1 ry 00 60 g0 VeF O

P 2 4 ’0 L 4
*
5 1@ * P'S <* r -5
o 4

10 L@ -10

EEERPRERERaUREIFEaE8ZzE0583404%

B NPL ratio - 2018 Q4
@ Change between 2016Q4 and 2018Q4 (right-hand scale)

Source: EBA

Chart 12: Share of variable-rate housing loans and house-
hold indebtedness in the EU
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February 2019. The first maturities of the TLTRO-2 only fall
onJune 2020, but the residual maturities of these refinanc-
ing loans will soon be less than one year, and thus these
amounts may no longer serve as collateral in banks’ liquid-
ity management. Accordingly, some institutions may be
compelled to involve longer-term —and probably more ex-
pensive — funds. Moreover, the repayment of expiring
loans may reduce banks’ lending capacities. 35 per cent
and 24 per cent of the EUR 740 billion financing drawn
within the framework of the TLTRO-2 is related to Italian
and Spanish banks, respectively. Therefore, the introduc-
tion of the TLTRO-3 may mainly help the banking sectors of
these two countries, at present especially the Italian banks
which can obtain funds from the market only at relatively
higher prices (Chart 10).

Banks’ asset quality shows an improving trend. The ratio
of non-performing loans is decreasing in practically every
EU Member State, as a result of which the EU average fell
to 3.2 per cent in December 2018, from 5.1 per cent two
years earlier. Nevertheless, in certain Member States
(mainly in the Mediterranean countries), in spite of the
strong balance sheet cleaning by banks, non-performing
portfolios are still high, and their reduction may be difficult
for banks in view of the uncertain growth prospects (Chart
11). Both the European Commission and the ECB empha-
sised the need for more effective cleaning several times.

In arising yield environment, a high share of variable-rate
loans may pose a risk. Although monetary policy normali-
sation is slower than expected, with a sudden rise in yields,
interest rate risks may materialise in variable-rate house-
hold loans, which may result in repayment difficulties and
an increase in the default rate. The share of variable-rate
housing loans is still relatively significant in some of the
member countries (Chart 12). It may be a problem primar-
ily in those countries where household indebtedness is
high (e.g. Finland, Cyprus, Portugal and Ireland).

The composition of corporate loans outstanding is wors-
ening in terms of customer quality in Europe. In parallel
with improving asset quality, in recent years the share of
risky, so-called leveraged loans! has increased, which may
have been the result of both the low interest rate environ-
ment and the increasing competition as well (Chart 13).
Moreover, according to EBA data, the ratio of so-called
covenant-lite? loans is increasing. While in 2007 the share
of these loans was only 5 per cent, in 2018 it already ex-
ceeded 80 per cent.? Moreover, the ratio of covenant-lite
loans primarily increased among debtors with a low (B-)
credit rating. The IMF also points out the deterioration in
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Chart 13: Leveraged corporate loans in the EU
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Chart 14: CET 1 capital and the share of banks’ sovereign
exposure valued at fair value against equity
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Table 1: Distribution of government securities issued by
selected EU Member States

Government bonds (by issuing country)

Note: Based on 2018 Q2 data. Source: EBA Transparency Exer-
cise, December 2018

corporate creditworthiness: the institution emphasises
that in the US and the euro area the ratio of risky corporate
bond issuers (with a BBB— or lower credit rating) was 51
per cent in 2007, increasing to as high as 63 per cent by
2018.4

The strong sovereign—bank nexus may pose risks mainly
for banks with a weak capital position. A possible increase
in yields (price decline) would reduce the value of the gov-
ernment securities in banks’ books. This may cause difficul-
ties especially for the banks in countries with a lower CET1
rate: according to the EBA’s 2018 Transparency Exercise®
carried out with the participation of 130 banks, in case of
Spain, Italy and the United Kingdom a relatively larger part
of the relatively high government securities portfolio is val-
ued at fair value against equity, with a lower average CET1
rate (with high deviation, an average 34 per cent of the sov-
ereign exposures of the banks in the sample is valued this
way). While in the case of the United Kingdom it reduces
the risks that one third of the portfolio valued at fair value
has a maturity of up to one year, and only 28 per cent of it
has residual maturities exceeding 5 years, while in the case
of Spanish banks it is the other way around. Their vulnera-
bility is increased by the fact that more than half (56 per
cent) of the securities mature after 5 years and only one
fifth mature within one year (Chart 14).

Banks are also sensitive to changes in the yields of foreign
government securities. The EBA Transparency Exercise
also revealed that banks typically own domestic govern-
ment securities (home bias), but significant cross-owner-
ship is also seen: for example, Italian securities may be
found in French and Spanish banks’ books, while Spanish
securities are in the books of Italian banks (Table 1). More-
over, experience show that the CDS spread of banks with
high exposure to countries with high government debt
comoves with these countries’ CDS spread as well, which
may make borrowing more expensive for these institu-
tions.

 According to the ECB’s guideline, loans of this kind include all exposures where the borrower’s total debt stock together with the loan is more than

four times the EBITDA and/or where the borrower is in the hands of one or more private capital investors.

2 In the case of these loans, creditors require less security (e.g. lower income level, less coverage) from the borrower.

3 EBA Risk assessment of the European banking system, December 2018.
4 IMF Global Financial Stability Report, April 2019.

5 EBA 2018 EU-wide transparency exercise results (https://eba.europa.eu/risk-analysis-and-data/eu-wide-transparency-exercise/2018/results).
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2 Real estate markets. The pick-up in the housing mar-
ket does not pose a substantial risk for banks

Prices and the number of sale and purchase transactions continued to increase in the Hungarian housing market in 2018.
As a result of the buoyant demand, in the capital the annual growth rate of housing prices accelerated to 22.9 per cent
by the end of the year, leading to a further opening of the price gap between Budapest and the countryside. According
to our estimate, housing prices already exceed the level justified by the fundamentals not in the country as a whole yet,
but in the capital; the risk of overvaluation increased further. The risks stemming from the excessive upswing in the
housing market may spill over into the banking sector through outstanding loans if banks extensively finance properties
located in overvalued areas at high loan-to-value ratios (LTV). Current developments suggest that signs indicating ex-
cessive risk-taking have not yet developed in lending for housing.

In 2018, the domestic commercial real estate market was characterised by strong demand for leases, resulting in a de-
cline in vacancy rates and a rise in rents in all segments. The remarkable demand activity is best illustrated by the devel-
opments in the office market, where the vacancy rate declined despite high volumes of new completions. Investment
turnover in 2018 slightly exceeded the volume for 2017, in parallel with a 25-basis point drop in prime yields. Looking
ahead, the shortage of real properties suitable for investment may be a determining factor in the market.

Chart 15: Annual growth rate of housing prices by type of
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lages decelerated to 2.3 per cent by end-2018. Demand in
the housing market is increased by the stable, 5.5 per cent
growth in real incomes and the low, 3.4 per cent unem-
ployment as well as by favourable financing costs and in-
vestors’ interest due to the low yield environment. The
buoyant demand conditions are also well reflected in the
typical sale time as well, which were declining during the
year (Chart 15).

The supply of new homes cannot keep up with the high
demand. Moreover, a decline is expected in construction
starting from 2020. At end-2018, the VAT issue of new

6 The MNB’s Housing Market Report contains a detailed analysis of housing market developments.
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Chart 16: Number and ratio of vacant homes among new
homes under development in Budapest
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Chart 17: Deviation of house prices from the level justified
by fundamentals, nationally and in Budapest
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housing was clarified. Accordingly, developers which had
final building permits on 1 November 2018 may sell the
properties at the preferential 5 per cent VAT rate. Uncer-
tainty prior to the decision and the higher VAT rate follow-
ing the decision are factors that reduce the willingness to
start new housing development projects. Compared to the
previous year, the number of building permits issued al-
ready fell by 3.4 per cent in 2018. Looking ahead, an indi-
cation of the narrowing supply is that housing developers
plan to deliver 14.6 thousand new homes in 2019, but only
5.9 thousand homes in 2020, corresponding to a drop of 59
per cent in the planned supply in one year. The tightening
of energy conservation requirements from 2021 may also
reduce the number of new housing projects to be launched
in 2019 and 2020. In addition, the tightness of the supply
side compared to demand is well reflected by the fact that
among the new flats that are currently being developed in
the capital both the number of available homes and their
share are declining steadily. In 2019 Q1, buyers of new
homes in Budapest could choose from 6,463 flats com-
pared to 7,039 at end-2018 (Chart 16).

The risk of overvaluation of residential properties in the
capital continued to rise. In 2018, on a national average
the housing price gap, i.e. the deviation of housing prices
from the level justified by economic fundamentals, closed
to some extent, in parallel with the continued increase in
housing prices. Looking at the country as a whole, domestic
housing prices are still below that level. In Budapest, how-
ever, housing prices moved even further away from the
level justified by fundamentals (a deviation of some 15 per
cent can be measured, Chart 17). All of this means that ac-
cording to the estimated model, housing prices rose to a
greater degree in the capital than what would have been
justified from the demand side by the improvement in
households’ income and the change in labour market situ-
ation jointly. On the whole, the risk of overvaluation of res-
idential properties continued to increase in Budapest, alt-
hough it is worth adding that the indicator had already
been at a higher level previously. The fundamental level of
housing prices in Budapest may be affected by other varia-
bles as well, which were not used in the model. The num-
ber of guest nights in the capital rose from a monthly 1.7
million in 2008 to 2.7 million by 2018. Accordingly, for ex-
ample the major expansion in tourism results in a steady
rise in demand in Budapest mainly through short-term
renting of flats.
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Chart 18: Level of average square meter prices in 2013
and its relative change between 2013 and 2018, and the
ratio of mortgage loans to housing transactions in rural

and urban districts
140

®
s 1304
g 120 -
£ 110 4 e o
2 100 A 4 ‘ @ Budapest
£2 90 | L e ©
S8 80 - ¢ o
i3 200§ o°
v g 70 A ° ‘
g€ = ) '.o
o © 60 4 ®
S~ Q 5)
30l | O
AR L Y ) . °
g‘ ™ 30 o ) (6
$R 2 % P 0 @ @ ~00%
s 10 887¢ @ -75%
) 0 B T
S 10 . @ ~50%
=
© 20 - ° ~25%
-30 e
0 50 100 150 200 250 300

Average square meter prices in 2013 (HUF thousands)
Note: The width of the bubbles is proportional to the quotient
of the new 2018 mortgage loan contracts (including loans for
renovation purposes) and housing market transactions.
Source: MNB

Table 2: Distribution of mortgage loans contracted in
2018 according to the upturn in the housing market of
the given rural or urban district and the LTV ratio

LTV ratio
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Note: Distribution based on contract amount, values above 80
per cent are possible due to refinancing activity. Based on rural
and urban districts according to the location of collateral.
Source: MNB

Certain elements of the demographic package’ an-
nounced by the government may contribute to rising de-
mand in the housing market. The so-called ‘prenatal baby
support’ provides financing of a maximum of HUF 10 mil-
lion for young families; it can be spent upon the discretion
of the beneficiaries. Based on the magnitude of the sub-
sidy, it cannot be excluded that it will be widely used for
housing purposes. In addition, the significant increase of
the amount of subsidy of the Home Purchase Subsidy
Scheme for Families (HPS) in small settlements may result
in a shift in demand towards these areas. In village HPS set-
tlements, the typically low value of transactions (in 2017
and 2018, 43 per cent of the transactions of residential
properties above 90 square metres were below HUF 10 mil-
lion) and the 21 per cent share in the transactions suggest
that the new amounts of subsidy may significantly stimu-
late demand, thus boosting housing prices, which are much
lower than the national average. Presumably, there is a
correlation between the population decline in the small
settlements concerned as well as the less favourable loca-
tion and supply with infrastructure, which, however, may
be an obstacle to a considerable rise in demand for hous-
ing.

Mortgage lending typically plays a larger role in the fi-
nancing of transactions in areas where housing prices are
higher. One of the characteristics of the housing market cy-
cle starting from 2014 is that housing prices typically in-
creased to a larger degree in the more expensive areas, for
which Budapest is the best example. In addition, it is also
observed that the ratio of the number of mortgage loans
to housing market transactions is typically higher in the
more expensive rural and urban districts (Chart 18). Firstly,
this may be because in the case of higher housing prices
households’ need for financing from banks is higher. Sec-
ondly, banks are also presumed to be more willing to fi-
nance better located properties, which are therefore more
expensive (and of higher quality), and thus are easier to
sell. Budapest is an exception from the above correlation,
presumably because of the wide range of those who pur-
chase from their own sources with an investment objec-
tive.

Higher riskiness is typical in around one quarter of the
mortgage loan contracts concluded in 2018, in view of the
LTV that is close to the regulatory limit and the consider-
able upswing in the housing market. Within new mortgage

7 Government Decree 44/2019 (lll. 12.), Government Resolution 1110/2019 (lll. 12.) and Government Decree 46/2019 (llI. 12.). Link: https://magyar-
kozlony.hu/dokumentumok/8df1cd00eb92a1a572206a7d837511ec6bc27ed4/megtekintes
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Chart 19: Mortgage loans with LTV exceeding 70 per
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Chart 20: Changes in housing prices after the crisis and
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loan contracts, a layer can be identified where the LTV ratio
of the contract is close to the regulatory limit, and the lo-
cation of the collateral was characterised by significant
housing price increase in the current cycle. 24 per cent of
the 2018 contract volume may be classified into this cate-
gory, which involves higher risks in terms of the conditions
of the loans as well as the local conditions of the housing
market (Table 2). Looking ahead, it will be especially im-
portant to monitor the segment of loan agreements that is
characterised by risky credit conditions, and the agree-
ments are concluded under particularly buoyant housing
market conditions.

The low proportion of mortgage loans with high loan-to-
value ratio limits the impact of a housing market shock on
the banking sector. If coupled with risky lending, overvalu-
ation of the housing market may make credit institutions
more vulnerable. In the case of a negative price shock,
banks would suffer losses on loans with high loan-to-value
ratios due to an increase in the expected loss given default.
A decline in profits would impair their capital position and
thus their lending capacity as well, creating a negative, self-
strengthening relationship between the housing market
and the banking sector. However, at present the level of
these risks is low in the Hungarian banking sector. Firstly,
the share of mortgage loans within the balance sheet has
declined steadily in the past ten years. Secondly, the ratio
of mortgage loans with a relatively high —above 70 per cent
— LTV ratio to the regulatory capital is 62 per cent, whereas
the same ratio was 137 per cent prior to the outbreak of
the crisis. In the case of new disbursements this ratio is
barely 8 per cent, which is a fraction of the 45 per cent ob-
served in 2008 (Chart 19).

In some European countries, major risks are identified
from the direction of the housing market. In 2018, housing
prices rose further in the vast majority of European coun-
tries. Housing prices in Sweden and Austria exceed the lev-
els measured in 2008 by 80 per cent and 73 per cent, re-
spectively, and compared to their pre-crisis levels, housing
prices are 40—60 per cent higher in Luxembourg, Hungary,
Germany and the United Kingdom as well. The major rise
in housing prices, which adds to stability risks, is coupled
with high housing loan portfolios as a proportion of GDP in
several countries (Chart 20). In 2016, the European Sys-
temic Risk Board (ESRB) issued warnings to several coun-
tries because of the potential feed-through of medium-
term risks from the housing market. As a result of the over-
heated housing market, regulators in several countries
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(from both the fiscal and the macroprudential policy side)
have taken measures to cool the market (Box 1).

BOX 1: INTERNATIONAL COMPARISON OF EXAMPLES OF MEASURES THAT COOL HOUSING PRICE INCREASES

Due to its cyclical character and close relationship with the banking sector, the housing market may be a source of
financial stability problems. Housing market developments have major impact on households’ savings and invest-
ment decisions as well, since residential properties account for a significant portion of the sector’s assets. In addition
to economic considerations, there are also important social aspects of this market due to housing issues. Accordingly,
any possible overvaluation of the real estate market is of interest to various policies, and numerous institutions may
have mandate in regulating the market.

Regulation of the real estate market is a central element of fiscal and macroprudential measures in many countries.
If lending activity is the main driver of housing market developments, it is expedient to address overheating of the
real estate market with macroprudential instruments. However, if the upswing in the housing market is driven by
demand and supply conditions, which are independent of lending, fiscal measures are the most efficient means to
influence it.

One of the determinants of the price increase observed in real estate markets is the demand pressure from home
purchasers, in which foreign investors and speculative motivations often play an important role.? In order to miti-
gate demand pressure, limitations on home ownership by foreigners were introduced in several — typically non-EU —
countries in the past years. In Australia, for example, foreign owners are burdened by additional tax obligation and
vacancy fee, while tightening measures banning foreigners’ real estate purchases were introduced in New Zealand.
At the same time, the number of examples of regulations concerning domestic citizens as well is also increasing. In
China, for example, there is a trend to limiting the number of properties owned or requiring higher downpayment
upon purchasing real estate, while in South Korea sales restrictions targeting property purchases for speculative pur-
poses contribute to a healthier composition of real estate market demand.

In addition to properties purchased in order to own them, real estate market overheating is a phenomenon ob-
served in the home rental market as well. Therefore, the regulation of lease contracts and limiting the rate of rent
increases are typical in an increasing number of countries. In some countries (e.g. Austria and the United Kingdom),
rents are controlled only in certain segments of the rental market (cheaper or older rented properties). In German
cities where the rental market is overheated, the maximum amounts of rents specified in new tenancy contracts are
tied to reference rents. As the short-term renting of flats (e.g. Airbnb), which causes further price increases in rental
markets through the narrowing of long-term rent supply, has become widespread in a rising number of cities in recent
years, limitations have been introduced in connection with the short-term renting of flats as well. In Berlin, not more
than 50 per cent of the floor area can be rented this way; in Paris, London and Amsterdam, owners may lease their
flats for at most 120, 90 and 30 days, respectively; while in Mallorca it has been forbidden to let flats on lease for
vacation purposes since 2018. In downtown Budapest as well, several districts have tightened the conditions of short-
term leasing of flats in recent years.

Another determinant of the developments observed in the real estate market is the tight supply of housing expe-
rienced in several countries; in the past years, there were initiatives to mitigate this problem as well. One of the
fundamental reasons for the tight supply may be the shortage of area for construction, which the countries under
review solve with greater coverage of the given plot of land, by reducing the floor area of new homes and by increas-
ing the permitted housing density. In addition, there have also been initiatives to build on areas owned but not used
by public institutions, for example in the United Kingdom. The Irish government launched its action plan ‘Rebuilding
Ireland’, the objective of which is also to expand the supply of residential properties in the country. Furthermore,
imposing a vacancy tax, which has already been introduced in a number of countries, the easing of requirements

8 Nevertheless, investor motivation has positive implications as well. For details, see the MNB’s Housing Market Report, May 2019.
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related to construction and tax allowances that encourage real estate development, such as the 5 per cent housing
VAT rate valid in Hungary until 2023 for properties with a final building permit obtained by November 2018, have an
indirect effect on the supply side of the real estate market.

If house price increases are driven by exaggerated activity on the credit market, property market overheating can
be managed by macroprudential instruments. The two possible directions of using macroprudential measures are
debt cap rules and capital requirements. Debt cap rules can reduce the volume and systemic risks of overlending by
discouraging risky loans, whereas capital requirements can achieve this by increasing banks’ resilience and through
the increased cost of capital for riskier loans. The advantage of debt cap rules is that they exert their effect at the
contract level, so they can be calibrated in a targeted manner, but they have no effect on already disbursed loans.
On the other hand, capital requirements may mitigate risks for the overall outstanding credit portfolio, but their
calibration is less flexible, and their effect also depends on the aggregate impact of other factors influencing capital
adequacy.

Several European authorities have taken some type of macroprudential policy action to mitigate the potential risks
of the property market and lending developments seen in recent years. EEA countries have mostly introduced or
modified loan-to-value requirements since 2015, and instruments constraining lending based on borrowers’ income
are increasingly popular. By modifying the variables of banks’ capital requirement calculation, certain European coun-
tries —taking into account the nature of national market trends and the concentration of exposures —have introduced
or modified requirements targeting exposures managed with either the standard methodology (LU, PL, Sl) or with
the internal ratings-based (IRB) approach (BE, Fl, LU, SE). A countercyclical capital buffer to cushion cyclical fluctua-
tions has been activated by 12 EEA Member States so far. In most countries, introducing the instrument aimed at
curbing the effects of the surging credit cycle was mainly motivated by the upswing in housing loans to households,
coupled with a massive housing price hike. However, certain macroprudential authorities (UK, LT) activated the in-
strument as a safeguard against a more complex risk scenario.

Macroprudential instruments managing property market risks in EEA Member States after 2015

Debt cap rules

Loan-to-value limit CZ, FI, HU, IS, IE, NO, PT, SK, SI
Payment-to-income ratio limit CY, CZ, HU, LT, PT, RO, SK, SI
Income or wealth related debt limits CZ, IE, LT, NO, SK

Maximum maturity period limit LT, PT, SK

Amortisation requirements LI, NO, SE

Capital requirement rules

Risk weight or modified loss given default pa-
BE, Fl, LU, PL, SE, SI

rameter
Countercyclical capital buffer* CZ, BG, DK, FR, IS, IE, LT, LU, NO, SK, SE, UK
Systemic risk buffer IS

Note: *Effective CCyB rate or the reported level where other than O; capital buffer requirements introduced at 0 per cent
are not shown. Source: ESRB

Even though most of the above tools form an integral part of the macroprudential instruments used by the Magyar
Nemzeti Bank, the current housing market environment has not warranted their tightening to target housing market
risks, as the recent Hungarian property market boom was not primarily driven by lending developments. Neverthe-
less, the MINB has several instruments to mitigate the emergence of these risks or their potential effects, should risky
lending appear. But as long as housing market developments are driven by other factors, they can be principally
mitigated by other tools, which fall outside the purview of the central bank.
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Chart 21: New completions and vacancy rate of the Bu-
dapest office market and net absorption of the rental
market
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Chart 22: Investment volume of the Hungarian CRE mar-
ket, its composition based on market segments, and

prime yields
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2.2 Active presence of tenants and investors in
the commercial real estate market®

As a result of strong demand for leases, the vacancy rate
of Budapest offices declined despite the significant vol-
ume of new completions. By end-2018, the vacancy rate
of modern offices in Budapest fell to a historical low of 7.3
per cent. Although compared to 2017 the vacancy rate was
only 20 basis points lower, this took place against the back-
ground of remarkably strong demand and supply activities
in leasing (Chart 21). The vacancy rate of industrial and lo-
gistics facilities also dropped to a historical low, i.e. to 2.4
per cent by the end of the year under review. In 2018, total
gross demand for leases in the office market was 536 thou-
sand square metres, which was close to the volume of the
peak year (2015), but the share of new leases was higher.
In terms of new completions, 2018 was a strong year both
in the case of offices as well as industrial and logistics fa-
cilities, but due to the high proportion of pre-leases, cur-
rent demands for leases could only be satisfied to a limited
degree.

In parallel with high investment turnover, a decline in
yields was observed. Looking ahead, turnover may be re-
strained by the lack of properties for investment. In 2018,
investment turnover on the domestic commercial real es-
tate market reached EUR 1.8 billion, reflecting a slight in-
crease of 4 per cent compared to turnover in 2017 (Chart
22). Based on the investment volume, the office and retail
segments accounted for 48 per cent and 42 per cent of the
transactions, respectively. In parallel with the high invest-
ment turnover, a 25-basis point decline was observed in all
segments in the area of prime yields. Nevertheless, the
yield premium of commercial real estate investments is
still outstanding compared to long-term government bond
yields, which continues to keep investors’ attention on the
real estate market. Investment turnover expectedly will be
strongly determined by the availability of investment
products. According to market participants, the invest-
ment volume of EUR 1.5-1.8 billion measured in the past
years still shows a healthy level, and there is no need for
the market to hit new highs. Looking ahead, the MNB is
paying particular attention to ensuring that the financing
of the commercial real estate market does not pose a
threat to financial stability (Box 2).

° For details on developments in the commercial real estate market, see the MNB’s Commercial Real Estate Market Report.
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BOX 2: POTENTIAL ROLE OF THE SYSTEMIC RISK BUFFER IN PREVENTING THE BUILD-UP OF THE COMMERCIAL REAL
ESTATE MARKET RISKS

Due to the considerable potential for price fluctuations, the unique and complex product features and the risky,
complex funding structures, the commercial real estate market carries a significant financial stability risk and in this
way a significant impact on the real economy. Commercial real estate markets are characterised by stronger procy-
clicality as compared with other property market segments, on account of the high cyclical sensitivity of the projects’
earnings capacity. In this context, the banking system providing the funding may suffer heavy losses in the event of a
shock, and even the solvency of banks could be undermined.

per cent Real estate and business cyclicality in the EU per cent The project financing seen prior to the crisis
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Project financing for commercial real estate, mainly denominated in foreign currency, especially euros, has been
expanding dynamically again since 2016, this time concentrated among a smaller group of institutions, partly differ-
ent from earlier times. Although in most cases the companies that take out project loans in foreign currency generate
revenues determined in euros from letting prop-
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At the institutional and systemic level, the systemic risk buffer may be able to prevent the excessive spread of foreign
currency exposures related to commercial real estate projects with a significant systemic risk dimension on the one

10 For a detailed discussion on this topic see Box 1 of the November 2018 MNB Financial Stability Report.
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hand, and to ensure the build-up of the shock-absorbing capacity necessary in relation to the potential materiali-
sation of risks on the other hand, without impeding healthy market development and lending. Following the elabo-
ration of the details of the regulatory concept and market consultations, the amended conditions for the SyRB may
be finalised in the second half of 2019.
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3 Trends in lending. The significant credit expansion
has not led to excessive indebtedness

Corporate lending continued to grow in 2018. As a result of disbursements and repayments, loans outstanding vis-a-vis
credit institutions and financial enterprises expanded by 14 per cent compared to the previous year. This credit expansion
was the strongest seen since the crisis and was broad-based across sectors, although one-off items (financing of certain
large investment projects as well as corporate acquisitions and purchases of commercial real estates) also played a key
role. As for commercial real estate lending, which is picking up, the still high ratio of funding in foreign currency may
pose a risk in the case of projects where the final source of income does not hedge the exchange rate risk. As a result of
loan transactions, the loans outstanding of small and medium-sized enterprises increased by 11 per cent compared to
the previous year, with the more than 260 per cent fulfilment of banks’ commitments under the Market-based Lending
Scheme contributing strongly to this. In spite of the expansion in the total loan portfolio, fixed-rate SME loans outstand-
ing stagnated last year. With a view to shifting lending towards a healthier structure, the MINB launched the Funding for
Growth Scheme Fix at the beginning of 2019. According to the responses of the banks participating in the Lending Survey,
credit conditions continued to ease somewhat in 2018, mainly concerning price conditions. The favourable developments
in the real economy, the low level of corporate indebtedness and the low interest rate environment are expected to
support the expansion in lending in the coming years as well.

In 2018, household loans outstanding vis-a-vis the financial system as a whole and vis-a-vis credit institutions increased
by 5 per cent and 7 per cent, respectively, supported by the dynamic rise in new lending. Although the nominal value of
newly contracted housing loans reached the pre-crisis level, total household lending remains below the volume from 10
years ago, both in nominal and real terms. As a proportion of households’ disposable income, borrowing in 2018 was
only half of the level registered in 2008. As for quantity, taking the regional comparison as a basis, there is still significant
room available in the sector for an increase in indebtedness both in cyclical and structural terms.

Within new housing lending, loans with interest rate fixation up to 1 year practically ceased to exist by 2018 Q4, while
the share of loans with an interest period longer than five years rose to above 60 per cent. With this development, the
interest rate risk became much lower in the portfolio that is being built up now, although in the existing credit stock it is
still a problem that nearly 60 per cent of the mortgage loans are variable-rate loans. The average interest rate spread
on newly contracted fixed-rate housing loans declined in 2018, and after the middle of the year it was already lower
than the average spread on variable-rate loans. The average contract size and maturity increased further in the case of
both housing and personal loans.

Chart 23: Growth rate of loans outstanding of the total
corporate sector and the SME sector along with indica- 3.1 Growth in corporate lending is the highest
tors of the real economy since the crisis

per cent per cent

The growth rate of corporate lending was close to its pre-
crisis level. As a result of disbursements and repayments,
the outstanding loans of non-financial corporations vis-a-
vis credit institutions and financial enterprises increased by
HUF 1,037 billion in 2018. The annual corporate loan
growth of 14 per cent (Chart 23) is outstanding in an inter-
national comparison as well. In addition to the SME sec-
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Note: The growth rate of loans is transaction based; prior to
2015 Q4 data for SMEs are estimated using banking system
data. 2019 Q1 is based on data from the credit institutions sec-
tor. Source: MNB, HCSO

Chart 24: Fulfilment of lending commitments under the
Market-based Lending Scheme
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Chart 25: Breakdown of corporate loans not exceeding

EUR 1 million by rate fixation period and maturity
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thirds of the rise in the loan volume. The bigger part —
around two thirds — of the expansion in loans outstanding
is attributable to forint loans. In case of the HUF-denomi-
nated lending, long- and short-term loans grew by approx-
imately the same extent, while the expansion of FX lending
was almost exclusively due to the increase in long-term
loans, which are related to large corporate and project in-
vestment. The annual expansion in loans outstanding is
mainly attributable to variable-rate loans; more than 80
per cent of the growth results from the expansion in loans
with an interest rate period up to one year, while fixed-rate
SME loans outstanding were stagnant. According to data
from the credit institutions sector, the growth rate of cor-
porate loans outstanding in 2019 Q1 was identical to 2018.

The MNB programmes supported corporate lending
trends in both quantitative and qualitative terms. By con-
cluding interest rate swap (LIRS) transactions amounting to
more than HUF 900 billion, credit institutions that partici-
pated in the Market-based Lending Scheme (MLS) main-
tained their SME lending commitments made for 2017,
which amounted to nearly HUF 230 billion in total, for 2018
as well and fulfilled these with an increase in lending at the
sectoral level of nearly HUF 600 billion by the end of the
year. Of the 16 banks participating in the central bank’s
programme to stimulate market-based lending, several
credit institutions significantly overfulfilled their commit-
ments in 2018. At the same time, the growth in three
banks’ loans outstanding did not reach one quarter of their
LIRS transactions concluded within the MLS, and thus they
failed to fulfil their commitments (Chart 24). By closing the
the Market-based Lending
Scheme was terminated at the end of February 2019. While

earlier LIRS transactions,
the MLS significantly supported lending growth last year as
well, the ratio of long-term, fixed interest rate loans
dropped among new loans disbursed after the phasing out
of the Funding for Growth Scheme, and this posed a risk in
terms of the volume structure. Therefore, the MNB
launched the Funding for Growth Scheme Fix (FGS Fix) pro-
gramme at the beginning of 2019 with an allocation of HUF
1,000 billion. This new scheme supported the renewed rise
in the ratio of fixed interest rate SME loans as well, as its
utilisation almost reached HUF 100 billion by the end of
April 2019 (Chart 25). In addition to the expansion of the
fixed interest rate SME loans, the central bank also intends
to foster the diversification of corporate financing via a
new bond purchasing programme to be launched in July
(Box 3).
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BOX 3: REASONS FOR LAUNCHING THE BOND FUNDING FOR GROWTH SCHEME AND ITS MAIN FEATURES

In addition to borrowing from banks, fund raising via the bond market may be a financing option for companies.
Traditionally, in corporate financing, bonds dominate in the Anglo-Saxon countries, while bank loans prevail in conti-
nental Europe. In the USA, the share of bonds within non-financial corporations’ debt-type financing amounts to
nearly 70 per cent, while this ratio is reversed in the EU. In 2018 Q3, in the European Union, non-financial corpora-
tions’ bond portfolio exceeded 13 per cent (EUR 2,000 billion) of GDP, with significant differences in the size of the
bond markets among EU countries: while in more developed economies the portfolio of bonds issued by companies
exceeds 20 per cent of GDP, in the Central and Eastern European countries the ratio is below 10 per cent.

Outstanding bond portfolio of non-financial

At 1.6 per cent of GDP at the end of the

corporations in the European Union, as a percentage_ ' T~ Y period under review, the size of Hun-
“i‘*“n‘i’s of GDP (2018 Q3) & T _:g/—;i gary’s corporate bond market is much
A ~ smaller than the European average or
the average of the CEE region. Within

R the European Union, in the case of the
20% of GDP less developed countries, not only is
10-20% g the outstanding bond portfolio lower,
:f_fo[;: o total corporate indebtedness is also

of GDP " lower. In the case of these countries,
N ’f including Hungary, one of the essential

.~ conditions for successful real economic
convergence is financial convergence,
within which the role of the capital
market is also increasing in addition to

bank intermediation. At present, the

Source: Eurostat

structure of financing in Hungary is not
sufficiently diversified, as companies rely upon bank loans excessively: the aggregate volume of their bank loans is
more than ten times larger than their bond portfolio.
In order to improve the efficiency of monetary policy transmission and expand the liquidity in the domestic corpo-
rate bond market, from 1 July 2019 the Magyar Nemzeti Bank is launching the Bond Funding for Growth Scheme
(BGS). Within that, up to a total amount of HUF 300 billion, the central bank will purchase domestic bonds with a
rating of at least B+ as well as credit claims on corporations in securitised form.

Main parameters of the Bond Funding for Growth Scheme

HUF 300 bn (0.7 per cent of GDP)

Total amount

Start of the purchases 1 July 2019

Issuers of the bonds to be purchased domestic non-financial corporations
Denomination of the bonds to be purchased HUF

Original maturity of the bonds to be purchased minimum 3 years, maximum 10 years
Credit rating of the bonds to be purchased at least B+

Proportion of MNB's purchase per bond series max. 70 per cent

Maximum exposure of the MNB per corporate group HUF 20 bn

Sterilisation of the excess liquiditiy arising from the purchases by the preferential deposit facility
Note: Final terms of the programme can be found on the webpage of MNB. Source: MNB

The new monetary policy instrument may contribute to the diversification of the financing structure of the corpo-
rate sector. Diversified fund raising by companies may generate healthy competition between bank loans and funds
from bond markets. In addition, in the case of a potential crisis, a liquid, developed corporate bond market may
contribute not only to corporate fund raising, but also create an opportunity for the central bank to directly and
efficiently support companies’ obtaining of funds, thus reducing the period of recovery from the crisis. With this, the
MNB will follow the practice of leading European central banks, the European Central Bank and the Bank of England,
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which also purchased corporate bonds as part of their set of unconventional monetary policy instruments. The ob-
jective and terms and conditions of the BGS rely strongly upon the ECB’s Corporate Sector Purchase Programme

(CSPP).

The scheme has no effect on the monetary policy conditions and is neutral in terms of the present stance of the

interest rate policy. The additional amount of money in the banking sector resulting from the central bank purchases

carried out within the framework of the BGS is sterilised by the MNB using the preferential deposit facility, the inter-
est rate of which equals the base rate. With the bonds purchased by the MNB as well, the central bank will extend
the scope of securities eligible as central bank collateral, thus providing regulatory support and increasing investors’
demand for bonds. In addition, in order to encourage market making that contributes to market liquidity, the MNB
will also provide an opportunity of securities lending for credit institutions performing the market making.

Chart 26: Annual change of corporate lending by sector
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Chart 27: Corporate loan portfolio and its GDP contribu-
tion by sector
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Similarly to the expansion in the real economy, growth in

corporate loans was also broad-based. The loans
outstanding of non-financial corporations vis-a-vis the
financial intermediary system as a whole rose to HUF 8,684
billion by end-2018. The
manufacturing industry increased to the greatest extent,
by HUF 307 billion (21 per cent) (Chart 26), which was also

attributable to several international large corporations’

loans outstanding of the

domestic borrowing related to their investments in
Hungary. The loans outstanding of the sector including
companies that carry out financial and insurance activities
rose by some HUF 170 billion, or nearly 70 per cent.
Borrowing by state-owned holding companies in the
energy sector also played a major role in the considerable
credit expansion of the financial sector. In the construction
and real estate sector, loans outstanding rose by HUF 154
billion, or nearly 10 per cent, while the credit exposure of
trade and food service activities grew at a similar rate and
amount, i.e. nearly HUF 136 billion.

In spite of the dynamic credit expansion, indebtedness as
a proportion of value added did not increase significantly
in the largest sectors. Even though the financing of
acquisitions contributed significantly to the expansion in
lending in several sectors, in 2018 the growth in loans
outstanding occurred in parallel with an expansion in the
value added created by the individual sectors. Partly as a
result of large corporations’ investment activity, the
indebtedness of the manufacturing industry increased to
some extent last year (Chart 27) compared to the size of
the sector, but it is still low from a historical perspective.
Loans outstanding of the trade, the logistics and the
agriculture sectors expanded in parallel with their output,
while as a result of the strong upturn experienced in
construction and the real estate sector, sectoral value
added grew to an even greater degree than loans.

There was a considerable pick-up in the disbursement of
commercial real estate loans in 2018. Disbursement of
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Chart 28: Project financing covered by commercial real
estate for domestic corporations (MFI)
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Chart 29: Changes in credit demand and factors contrib-
uting to the changes in the corporate segment
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loans for financing commercial real estate has increased
steadily in the past years. In 2018, credit institutions
disbursed project loans of some HUF 387 billion covered by
commercial real estate, i.e. 44 per cent more than the
volume of loans granted in 2017 (Chart 28). The pick-up
was mainly attributable to the financing of real estate
purchases. As
outstanding rose by a lesser degree during the year, i.e. by

opposed to disbursements, loans
some HUF 128 billion. Property funds’ buoyant investment
activity also contributed to this, as the bank loans on the
properties purchased by them were repaid upon purchase
in most of the cases.'! Looking at the individual segments,
loans financing the construction of housing estates and
industrial properties increased, but at the same time the
loans spent on financing the construction of office
buildings, trade centres and hotels declined in 2018. As
opposed to construction, loans borrowed for real estate
purchases increased in all the five segments. In spite of the
fact that financing in foreign currency — usually euro — is
typical of commercial real estate lending, the crisis
highlighted the vulnerability of economic agents that do
not have natural hedge. The still high ratio of funding in
foreign currency may pose a risk in the case of projects
where the final source of income — e.g. in the case of
tenants with income in forint — does not hedge the
exchange rate risk.

Demand for corporate loans strengthened further in
2018. On annual average, half of the banks in net terms
perceived growth in demand, and a similar trend is also
expected for 2019 H1 by the banks responding to the
Lending Survey (Chart 29). The increased demand was
driven mainly by investment in tangible assets and by the
low corporate lending rates. The upswing in demand was
primarily seen for longer-term loans, but a temporary
decline occurred by end-2018, presumably due to the
postponement related to the FGS Fix scheme. According to
the responses of the banks participating in the survey,
demand for loans

long-term is expected to grow

significantly in 2019.%2

Conditions of access to loans eased further for companies
in 2018. According to the responses of the banks
participating in the Lending Survey, the easing of credit
conditions — which was primarily reflected in a decline in
interest rate spreads — was mainly attributable to the
increase in competition between banks and the positive

11 For details on developments in the commercial real estate market, see the MNB’s Commercial Real Estate Market Report.

2 For more detailed findings of the Lending Survey, see the MNB’s publication entitled Trends in Lending.
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Chart 30: Changes in credit conditions and factors con- economic prospects (Chart 30). The easing of credit
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g g % “§’ % g § % g g g g g lend. Despite the tightening in credit conditions due to
2 mounting risks, further expansion in demand is expected in
o~
CJEconomic outlook B Industry-specific problems the financing of office buildings.
B Competition [JRisk tolerance
EEICapital position B Liquidity position The expansion in loans outstanding was not coupled with
—*-Changes in credit conditions an extraordinary widening in the scope of companies that

Note: Net ratio is the difference between tightening and easing received loans. In 2018, the increase in the number of
banks weighted by market share. Source: MNB, based on

companies with loans contributed to the expansion in the
banks’ responses

volume of corporate loans (Table 3), but at the same time
Table 3: Credit penetration and the ratio of high-amount the amount of loans borrowed by new borrowers as a

loans in the non-financial corporations sector proportion of total loans outstanding is similar to what was
Share of the | rtfolio of . .
S are ot the joan portiollo o | seay jn the previous two years. The average loan debt of
Corporations with New loan corporations with a loan
loan portfolio | exceeding HUF 10 Bn in the companies also increased in the period under review,
total corporate loan portfolio . . . . . .
016 18000 % 20% which was primarily attributable to the expansion in loans
2017 123 000 10% 21% outstanding of companies which have extremely high debt
2018 134 000 9% 23%

Note: The ratio of new loans outstanding means outstanding in excess of HUF 10 billion. This group contained only 80

loans at companies that did not have loan debts in the previous companies in 2018, but their borrowing accounted for
year. Source: CCIS, MNB nearly 23 per cent of domestic corporate loans. At the
Chart 31: Additional corporate credit-to-GDP and the ad- Same time, the retirement of the management and the
ditional credit-to-GDP gap of non-financial corporations  issue of succession may pose a risk in the case of some

4g Percent percentage point smaller enterprises, but its effect on financial stability may
be limited (Box 4).
32 1 [ 8 . . . .
Further expansion in corporate lending is expected over
16 A ,/"v\ r 4 the forecast horizon. Corporate loans outstanding have al-
"\;' i \ . .
o = N\ o ready been growing steadily for three years. However, ac-
,," e \\ cording to the MNB’s estimate, their level as a proportion
\
-16 1 \ [ of GDP is still below its long-term trend (Chart 31). Loans
\‘ I' . . . .
» Sl v s outstanding may continue to rise in the future as a result
NS of the cyclical convergence to the domestic equilibrium
B e e m w e o g m w T wa a2 levelinthe short run and also as a result of financial deep-
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ening in the longer run. Credit expansion in the last year

——Additional credit-to-GDP, non-financial corporations

. . . .
=== Additional credit-to-GDP gap, non-financial corporations (RHS) was dominated by several Iarge international companies

Note: The additional loan portfolio includes loans granted to domestic borrowing related to their investment in Hungary

domestic and foreign non-financial corporations by the do-  as well as by a pick-up in lending for financing acquisitions
mestic financial intermediary system, expressed in forints, us-  and commercial real estate purchases, in which one-off
ing the exchange rates of Q1 2015. Methodological descrip-

tion: https://www.mnb.hu/letoltes/ccyb-methodology-new- . )
en-1.pdf. Source: MNB annual growth rate of SME lending — which better captures

items also played a high role. Within corporate lending, the

the underlying trends — already decelerated in H2. Consid-
ering the temporary nature of one-off items and the base
effect, the growth rate of corporate lending may slacken
over the forecast horizon. At the same time, we increased
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Chart 32: Forecast for lending to NFCs and SMEs (annual

growth rate)
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BOX 4: THE IMPACT OF BUSINESS SUCCESSION ON FINANCIAL STABILITY

In the case of aging societies, an increasingly significant risk arises from the issue of the succession of the leaders

of enterprises (generational change). According to the European Commission,** around 6 million European small
enterprises will have to face the problem of generational change. The problem is particularly relevant in the Central
and Eastern European region, as the first generation of entrepreneurs will reach retirement age in the coming pe-
riod in these countries, and thus the enterprises that were established more or less at the same time will face the
problem of generational change in large numbers.

The weight of businesses potentially affected by generational change Without adequate succession planning, the chal-
lenge of generational change entails serious risks.
Ratio in total corporate revenue: In the case of firms financed by banks and affected

4% by generational change, if difficulties arising from

succession materialise, the number of debtors who

Companies with owners . . . L
over 60 years of age are unable to fulfil their debt servicing obligations

may increase. Accordingly, we examined the effects

of the problem on financial stability.

Ratio in private sector Ratio in the number of
employment: companies:

8% 18%

As there is a lack of adequate corporate sector data
(the data available regarding the key person are in-
Source: CCIS, MNB, NTCA, OPTEN complete), we identified those companies as gen-

erational changers, where even the youngest owner is older than 60 years. The advantage of this approach is that
large companies that have more than one owner, and where the management and the ownership function have
already been typically separated, are not included in the group of companies affected by the problem of genera-
tional change in most cases. Based on the databases of the National Tax and Customs Administration (NTCA), the
MNB, the OPTEN Ltd. and the Central Credit Information System (CCIS), in the case of 18 per cent of domestic
undertakings even the youngest owner is already older than 60. According to our estimates, this means that some
53,000 undertakings may be affected by generational change in the next five years. Moreover, according to the
database, these firms employ more than eight per cent of those employed in the private sector.

Micro and small enterprises are overrepresented among these firms, whereas in terms of sectors, agriculture car-
ries a considerable weight. On the basis of a breakdown by county, the economy of the Eastern regions of the Great

13 https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:52008DC0394&from=EN
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Plain may be significantly affected by generational change, since these are the counties where the ratio of the
affected companies’ sales revenue to total corporate sales revenue is the highest. Generational changer enterprises
are characterised by smaller business sizes, reliance on own funds and more conservative financing policy. Their
leverage is lower, and FX-based indebtedness is less typical among them, partly due to domestic sales.

According to our estimates, the loans outstanding of the generational changer enterprises totalled HUF 420 billion
at end-2017, accounting for 6 per cent of total corporate loans outstanding. Bank concentration of the loans out-
standing concerned roughly equals the concentration of total corporate loans outstanding, with the market share of
the three largest banks amounting to 33 per cent. On the whole, generational change will pose a major challenge to
micro, small and medium-sized enterprises in the coming years, and the materialisation of these risks may have un-
favourable macroeconomic effects as well. Nevertheless, the degree of direct risks stemming from the loans out-
standing is limited, and thus it does not entail any significant danger for financial stability.

3.2 Declining interest rate risk in new house-
hold lending

h :H hold | 1 he fi ial in- . . .
Chart 33: Household loan transactions of the financial in Despite an increase in repayments, household loans out-

termediary system .
- y sy standing rose by more than 5 per cent. In 2018, as a result
n per cent
400 20 of transactions (disbursements and repayments), house-
300 A r 15 hold loans outstanding vis-a-vis the financial intermediary
200 | 10 system as a whole expanded by HUF 358 billion, compared
100 | ¢ tojustabout HUF 131 billion in 2017 (Chart 33). This corre-
o . sponded to an annual increase of 5.2 per cent in the out-
standing portfolio. The value of housing loan transactions
-100 + r -5 . .

V amounted to HUF 300 billion, while that of consumer and
200 1 I 1% other loans was HUF 58 billion. The expansion observed in
-300 -15 the consumer segment took place despite the continuous

0363533353353 5333353333383 — . . .
8 g g o § =® % v o9 5§ o« amortisation of the home equity loans disbursed prior to

R &8 R & R & & & R R =& .. . . L .
B Housing loans consumer loans the crisis, still representing a significant volume. Looking at
—Total transactions — Annual growth rate (RHS) the breakdown by lender type, credit institutions’ loans
Source: MNB outstanding expanded by more than HUF 400 billion, while

. e those of financial enterprises declined.
Chart 34: New household loans in the credit institution P

sector Credit institutions’ household loans outstanding grew by
HUF Bn HUF Bn more than 7 per cent in 2018. In 2018, housing loans and

unsecured loans outstanding at credit institutions in-
creased by nearly 10 per cent and 27 per cent, respectively,
while home equity loans outstanding fell by 10 per cent in
the same period. Accordingly, the annual growth rate of
loans outstanding at credit institutions increased to 7.3 per
cent at end-2018, and by the end of 2019 Q1, it reached
8.5 per cent.

5335833538333 85358333330803 Housing loans and 1 : domi
gogdgcggogdggagddogagdagaogdadagadd g personal loans continue to dominate
S & & 2 o © © o o o o
N & & & 8 8 & & 8 &8« the new disbursements. In 2018, the value of new con-
EmHousing loans = Personal loans elge .

EmHome equity loans E=Other consumer loans tracts amounted to HUF 1,500 billion, corresponding to an
Bl Loan refinancing [JSole proprietors — FGS . f 37 d h .
— a-quarter average increase o per cent compared to the previous year

Note: Loan refinancing indicates only refinancing related tothe ~ (Chart 34). Housing loans and personal loans accounted for

early repayment scheme and FX conversion. Other consumer 87 per cent of new loans, with an expansion of 31 per cent
loans include car purchase, consumer loans for purchase of

and 48 per cent, respectively, compared to the volume in
goods and other loans. Source: MNB

2017. In 2019 Q1, new contracts of the credit institution
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Chart 35: Lending in nominal and real terms,
and as a proportion of disposable income
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Note: Real value calculated for 2005 prices using the consumer
price index. Disposable income estimated for 2018 using the
2017 value. Source: HCSO, MNB

Chart 36: New housing loans by interest rate fixation and

the share of Certified Consumer-Friendly Housing Loans
(CCHL)
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Note: Share of CCHL products compared to new issues with at
least 3 years of interest rate fixation (at least 5 years since 2018
Q4) excluding disbursements by building societies. Source:
MNB

sector amounted HUF 377 billion, and as a result, the vol-
ume of annual average disbursements increased by one-
third by the end of March.

Compared to the income level, the volume of new lending
is well below the pre-crisis level, which reduces the risk of
excessive indebtedness. By end-2018, the annual volume
of housing loan contracts in nominal terms reached the
2008 level again. However, examining the contracted vol-
ume of household loans on the whole, last year’s value
amounts to 75 per cent of the volume in 2008 in nominal
terms and 57 per cent of it in real terms, as prior to the
crisis the extension of home equity loans was also signifi-
cant (Chart 35). The ratio of new loans to households’ dis-
posable income also confirms this picture: while this ratio
stood at 14 per cent in 2008, it was a mere 7 per cent in
2018. Accordingly, compared to the pre-crisis period, the
current increase in borrowing is taking place against the
background of a much higher income level, significantly re-
ducing the risks related to household indebtedness.

Looking ahead, with the sharp fall in the number of newly
granted mortgage loans with variable interest rate,
households’ interest rate risk will decline considerably.
The expansion of loans with interest rate fixation of over 1
year continued in 2018, as their share within quarterly dis-
bursements reached 94 per cent. In 2019 Q1, two thirds of
new issuance had an interest rate period of over 5 years
(Chart 36). At present, the share of variable rate housing
loans can be considered low in international comparison,
although the share of interest rate periods of 1-5 years is
high (Chart 37). Nevertheless, this picture is refined by the
fact that — in the 1-5-year fixation category — the share of
loans with an interest rate period around 5 years was some
90 per cent during the whole year. Furthermore, 45 per
cent of the annual disbursement was concluded by build-
ing societies, whose loans typically have shorter maturities
and fixed interest rate over the whole term.* As a result of
the changes in distribution by interest rate periods ob-
served in 2018, newly extended loans, which are especially
sensitive to interest rate changes, no longer significantly in-
crease the degree of households’ interest rate risk.

The favourable structure of new loans contributes to the
shift in outstanding loans towards longer interest rate pe-
riods. In early 2018, 67 per cent of mortgage loans were
variable-rate ones, and this figure declined to 57 per cent
by the beginning of 2019 (Chart 38). This was mainly

14 Statistically, these loans are classified into interest rate period categories corresponding to their maturities.
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Chart 37: Distribution of new housing loans by interest
rate fixation period in the European Union
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Note: 2018 Q3 data. Red dots indicate the share of variable-
rate loans and loans with an up to 5 years interest rate fixation.
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Chart 38: Factors affecting the share of variable-rate

loans in credit stock
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Chart 39: Changes in credit conditions and credit
demand in the household segment
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attributable to the high share of fixed-rate loans within
new loans, while the amortisation of outstanding variable-
rate loans is taking place slowly. Reduction in interest rate
risk may be facilitated by the expansion of the prepayment
of variable-rate loans, their renegotiation for longer inter-
est rate fixation or refinancing with a loan with longer in-
terest rate fixation granted by another bank. Prepayments
amount to 1.5-1.7 per cent of the current loans outstand-
ing quarterly; refinancing loans reached 5-6 per cent of
new loans last year. The interest rate risk of loans out-
standing is dealt with as a special topic in Chapter 9.

Regulatory steps also contributed to the decline in the in-
terest rate risk. The gaining ground of Certified Consumer-
friendly Housing Loans (CCHL) was observed during the
whole year. In 2018 Q4, more than 60 per cent of fixed-rate
housing loans were certified as consumer-friendly, and in
2019 Q1, 55 per cent were certified (Chart 36). It contrib-
utes to the prevention of excessive household indebted-
ness on one hand that as of 1 October 2018 the debt cap
rule concerning the payment-to-income ratio was tight-
ened in the case of mortgage loans with interest rate peri-
ods up to 10 years, and instead of the current HUF 400,000,
from 1 July 2019 the debt cap rules will make it possible to
accept higher repayment instalments only above HUF
500,000 per month. On the other hand, it also contributes
that simultaneously with the phase-out of CCHL products
with an interest rate period of 3 years the certification of
products with interest rate fixation for 15 years also be-
came possible.

Even with unchanged credit conditions, buoyant demand
was observed for both mortgages and unsecured loans. In
2018 and in 2019 Q1, the banks participating in the Lending
Survey did not implement any significant easing of stand-
ards for housing or consumer loans. However, regarding in-
depth conditions, banks reported reductions of interest
rate spreads in the case of both segments (Chart 39). In line
with housing market and income developments, most of
the banks experienced buoyant demand, although at the
end of the year they observed a pause considered to be
temporary in the expansion of demand for consumer loans.
Respondent banks expect a pick-up in demand for both
product groups again in 2019.

The spread on fixed-rate housing loans declined. Com-
pared to end-2017, the average annual percentage rate of
charge declined only in the case of loans with interest rate
periods between 5-10 years, while increases of 0.1-0.2
percentage point were observed in the case of all other
rate fixations. However, this was a result of an increase in
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Chart 40: Interest rate spreads on new household loans
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Chart 41: New personal loan contracts by maturity
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funding costs, and thus the average interest rate spread on
variable loans and loans with an interest rate fixation for
up to 1 year remained unchanged, while it declined by 1.3—
1.4 percentage points in the case of loans with rates fixed
for at least 1 year (Chart 40). Thus, by mid-2018, partly as
a result of the MNB’s regulatory measures — especially the
introduction of the monetary policy interest rate swap in-
strument, the amendment of the mortgage funding ade-
quacy ratio and the gaining ground of the Certified Con-
sumer-friendly Housing Loans — the average spread on
loans with interest rates fixed for more than one year
reached the average spread on variable-rate loans and was
even below that in H2. On the one hand, this can be at-
tributed to the maximum interest rate spread on CCHL
loans, and on the other hand, that the long-term funding
costs increased during the year, but this was not followed
by interest rates. In 2019 Q1, an increase in spreads was
observed, which was caused by a decrease in the funding
costs exceeding the reduction in the APRC.

Personal loans may be alternatives to housing loans in the
case of certain loan purposes. Prior to the crisis, home eg-
uity loans served as funds necessary for higher-amount
consumption purposes. The relevant portfolio is steadily
declining, and within new loans this product only ac-
counted for 4 per cent in 2018. The historically low price
conditions — the average interest rate spread fell to 12 per
cent — were advantageous for the expansion of personal
loans, which also offer fast credit scoring owing to their un-
secured nature. In 2018, the credit institution sector con-
cluded personal loan contracts with a value of HUF 451 bil-
lion with households, representing a nearly 70 per cent
share of consumer loans. During the interviews conducted
with the largest participants in the banking sector it was
expressed that three quarters of the personal loan con-
tracts are basically spent by households on three loan pur-
poses: housing, purchasing of vehicles and loan refinanc-
ing.

The contract size of personal loans disbursed by credit in-
stitutions increased in parallel with extending the ma-
turity. In the case of newly concluded personal loan con-
tracts, the average contract size grew from HUF 1.2 million
to HUF 1.7 million in 3 years, and the distribution has stead-
ily been shifting towards higher amounts since 2015. The
category of personal loans with a value of over HUF 5 mil-
lion (with a 5 per cent share within the issuance) appeared
in 2018, which may have partly been the result of changes
in the loan purposes. It is interesting that although most
market participants already offer a loan of HUF 10 million,
this barely accounts for 0.25 per cent of the new contracts.
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Chart 42: New housing loan contracts by contract size ~ Average maturity has increased from 5 years to 6 years
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Note: Distribution based on the number of contracts. Only the debt cap limit. No such trends were observed in lending

credit institutions’ loans. Source: MNB for housing purposes: 12 per cent of the contracts were
characterized by payment-to-income ratios between 40

and 50 per cent, which has been unchanged since 2015.
Chart 44: Household lending forecast
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Chart 45: Household credit-to-GDP ratio in the CEE region
and the Eurozone
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Chart 46: Household sector credit-to-GDP ratio and
changes in the additional credit gap

per cent percentage point

50
40 - r 20
30 L 15

—Additional credit-to-GDP

—Additional credit-to-GDP gap (RHS)

Note: Univariate credit gap based on exchange rate adjusted
loans outstanding received from the total financial intermedi-
ary system. Methodological description:
https://www.mnb.hu/letoltes/ccyb-methodology-new-en-
1.pdf Source: MNB

FINANCIAL STABILITY REPORT e MAY 2019

loans will exceed repayments to a lesser degree after 2019
than before. Furthermore, steadily expanding consumer
lending will increase growth again by the end of the fore-
cast period.

Despite the expansion in lending, there is ample room for
financial deepening. Although annual growth in lending
does not fall short of what is observed in the other coun-
tries of the CEE region, the level of household loans out-
standing compared to the size of the economy is very low
in an international comparison (Chart 45). The 15 per cent
household credit-to-GDP ratio in Hungary is well below the
levels of 31-41 per cent of the other Visegrad countries, as
well as the nearly 50 per cent of the euro area. Romania is
the only EU Member State where even lower credit pene-
tration is observed. Prudent expansion of the debt stock,
which exceeds GDP growth, increases financial deepening
and is an important factor of sustainable economic devel-
opment.

The household credit-to-GDP ratio is low in cyclical terms
as well. The credit gap, i.e. the difference between the
current level of loans outstanding as a proportion of GDP
and their long-term average, has been narrowing since
2015, but at the end of 2018 Q3 it still stood at -13 per cent
(Chart 46). This means that at present the household
credit-to-GDP ratio falls significantly short of its long-term
trend, and with the expansion observed in lending it does
not yet show any signs of overheating. Based on household
indebtedness, which is low both structurally and cyclically,
it can be established that excessive indebtedness at the
sector level cannot be expected even in the case of a high
utilisation of the borrowing related to the prenatal baby
support, which is also ensured by the debt cap rules.
Nevertheless, attention must be paid to prevent the
concentration of loan disbursements among high-risk
debtors, as these concentrated risks may also lead to
financial stability and growth crises, or in extreme cases
even to social crises.


https://www.mnb.hu/letoltes/ccyb-methodology-new-en-1.pdf
https://www.mnb.hu/letoltes/ccyb-methodology-new-en-1.pdf
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4 Portfolio quality. The heterogeneous pick-up in the
real estate market only helps some debtors

The ratio of non-performing corporate loans declined to 5.5 per cent by end-2018. During the year, the improvement in
portfolio quality was mostly attributable to the continued cleaning of the portfolio and the expansion in total corporate
loans outstanding. With the decrease in non-performing corporate loans, the volume of selling of claims also declined,
but the cleaning activity is continuous. Loan loss coverage decreased slightly, but it remains high. The non-payment risk
of highly indebted sectors that are exposed to dynamic wage growth may increase to the greatest degree in the case of
normalisation of the interest rate environment.

Non-performing household loans shrank further; the ratio of non-performing loans was 7 per cent at end-2018. Sales of
claims also played the main role in the decline in the overdue portfolio in this segment. The number of loans became
over 90 days past due — which are mainly related to the repeated default of loans at financial enterprises disbursed prior
to the crisis — remained low during the year. A significant difference is seen between the loan-to-value ratios of perform-
ing mortgage loans and the ones over 90 days past due: one half of the overdue loans have a loan-to-value ratio of more
than 100 per cent, while the corresponding ratio is barely 5 per cent in the case of performing loans. Due to their terri-
torial heterogeneity, real estate market developments were not able to help mortgage loan debtors in a difficult situation
everywhere, but on the whole, the favourable impact of the upswing in the housing market can be detected in the en-
forcements of collateral.

4.1 Cleaning activity further reduced the ratio
of non-performing corporate loans

Chart 47: Ratio of non-performing corporate loans in the The downtrend in the non-performing corporate loan

credit institutions sector portfolio continued in 2018 as well. The ratio of non-per-
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125 m i L 750 90 days past due was HUF 172 billion (42 per cent) (Chart
13;’ I i:g 47). As a result of the cleaning, by end-December 2018 the
50 J | 4 300 ratio of loans over 90 days past due declined to 2.3 per
25 Y [ 150 cent. Such a low level was last observed in the Hungarian
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Note: Calculated by clients until 2010 and by contracts from
2010. Source: MNB The ratio of non-performing project loans is declining, but

still there are institutions holding significant portfolios
over 90 days past due. Within the corporate loan portfo-
lio, in 2018 the non-performing ratio of project loans de-
clined by 2.9 percentage points to 11.3 per cent, but this
level still significantly exceeds the 3.9 per cent non-per-
forming ratio of other corporate loans (Chart 48). Non-per-
forming project loans declined by 11 per cent to HUF 169
billion in 2018. One positive development in recent years
is that at end-2018 non-delinquent project loans or non-
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Chart 48: Distribution of the non-performing corporate
loan portfolio by project and other loans, and by days

past due
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Note: The definition of non-performing loans changed as of
2015. From then on, in addition to the loans over 90 days past
due, loans less than 90 days past due where non-payment is
likely are also classified as non-performing. Source: MNB

Chart 49: Factors affecting changes in the ratio of non-
performing corporate loans
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Chart 50: Loan loss coverage ratio for non-performing
corporate loans in the credit institutions sector
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performing ones up to 90 days past due accounted for
more than two thirds of the above amount, while the
share of loans over 90 days past due fell to 31 per cent. At
the same time, several institutions’ balance sheets contain
significant non-performing project loan portfolios over 90
days past due, allowing for further portfolio cleaning.

The improvement in portfolio quality in 2018 was mainly
attributable to cleaning and growth in total loans out-
standing. The improvement in the corporate non-perform-
ing loan ratio was contributed to both by portfolio cleaning
and the increase in loans outstanding (Chart 49). In the
past two years, sales of non-performing claims declined to
around HUF 60 billion per annum, but the activity re-
mained continuous. In 2018, the non-performing portfolio
less than 90 days past due improved on the whole,*® con-
tributing to the decline in the non-performance ratio, but
an overall deterioration® was observed in the case of the
portfolio over 90 days past due, slowing the decline in the
ratio. The first defaults exceeding 90 days of the contracts
concluded in the past few years also significantly contrib-
uted to the deterioration in the portfolio over 90 days past
due.

Loan loss coverage of the non-performing corporate loan
portfolio was down slightly but remains high. Loan loss
coverage of the non-performing corporate loan portfolio
amounted to 54 per cent at end-2018, corresponding to a
decline of 4 percentage points in annual terms (Chart 50).
During last year, the coverage of loans over 90 days past
due and less than 90 days past due decreased by nearly 3
percentage points (to 76 per cent and 38 per cent, respec-
tively). At the end of the year, the loan loss coverage of
major banks’ loans over 90 days past due was within a nar-
rower range (between 58.6-90.1 per cent) than before.
The underlying reason is that in 2018 the loan loss cover-
age of non-performing loans over 90 days past due in-
creased by 10 percentage points in the case of the bank
with the lowest coverage and declined by 3 percentage
points in the case of the bank with the highest coverage.

The non-payment risk of highly indebted sectors that are
exposed to dynamic wage growth may increase to the
greatest degree in the case of normalisation of the inter-
est rate environment. A significant wage increase has
taken place at whole economy level in recent years, espe-
cially in 2017 and 2018, when the annual increase in the
gross average wage reached 13 per cent and 11 per cent,
respectively. If the growth in companies’ incomes and/or
productivity cannot offset recent years’ wage increases,
which were observed

in all sectors of the national
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Chart 51: Gross average wage increase and loans out-
standing as a percentage of sectoral GDP
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Chart 52: Ratio of non-performing household loans of
credit institutions by contracts
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economy, certain actors’ debt servicing ability may be en-
dangered, particularly in an interest rate environment that
is returning to normal. Looking at the stability aspects of
the problem, sectors where wage growth is coupled with
significant volume of debt require special attention. Of the
sectors where wage growth was especially remarkable, the
construction industry, the real estate business as well as
the trade and vehicle repair sectors were the ones where
— compared to the other sectors — the credit-to-GDP ratio
was high, i.e. around 30 per cent, at end-2018. In the afore-
mentioned sectors, wage growth was also above the aver-
age, reaching 12—15 per cent in the last two years (Chart
51). Wage growth of more than 10 per cent was observed
in agriculture, manufacturing and the transportation and
warehousing sectors, but this was coupled with a lower
loan-to-GDP ratio of 20-25 per cent.

4.2 A considerable portion of delinquent
household loans is handled by financial
enterprises

The non-performing household loan portfolio continued
to shrink. In 2018, the ratio of non-performing household
loans fell into the single-digit range, sinking to 7 per cent
by the end of the year following a steady decline (Chart
52). During the year, non-performing household loans
amounting to HUF 197 billion were eliminated from banks’
balance sheets, and thus the portfolio declined to HUF 430
billion by the end of the period under review. The decline
mostly affected the loan portfolio over 90 days past due,
which accounted for 64 per cent of non-performing claims
in Q4. Following an annual decrease of 3 percentage
points, the ratio of loans over 90 days past due was 4.5 per
cent in December.

Sales of receivables played the main role in the decline in
the non-performing portfolio. In 2018, the decrease in
non-performing household loans in banks’ balance sheets
was mainly attributable to sales of receivables, as a result
of which the NPL ratio fell 2.5 percentage points. During
the year, sales and write-offs of non-performing claims
considered as portfolio cleaning amounted to some HUF
149 billion at sector level. A reason for the decline in the

15 The reasons for reclassification to a more favourable rating category most often include the permanent improvement in debt servicing capacity or

a decrease in the debt service burden resulting from the restructuring; reclassifications of technical nature may also occur, justified by reviews of the

credit rating and also permitted by the effective regulation.

16 We talk about a portfolio impairment 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 53: Factors affecting changes in the ratio of non-
performing household loans
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Chart 54: Ratio and stock of 90+ days past due house-

hold loans by product
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Chart 55: Loan loss coverage ratio of non-performing
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NPL ratio was that some of the debtors whose default was
less than 90 days became performing again, while the dy-
namic expansion in loans outstanding also reduced the ra-
tio of non-performing loans. The former and the latter con-
tributed to the decrease in the ratio by 0.5 percentage
point and 0.8 percentage point, respectively (Chart 53).

Loan portfolios over 90 days past due declined in the case
of all household loan products. By end-2018, in annual
terms both the amount and ratio of loans over 90 days past
due fell in the case of all products (Chart 54). In the case of
mortgage loans, the portfolio more than 90 days overdue
dropped by HUF 135 billion, but these loans continue to
account for nearly two thirds of the total household loan
portfolio over 90 days past due. Within that, the amount
of non-performing home equity loans continues to be the
highest, i.e. HUF 116 billion at end-2018. In the case of
loans for car purchase, where the over 90 days past due
NPL ratio is the highest, the non-performing ratio was
down to 18 per cent, following a decline of 5 percentage
points. One of the lowest ratios (2.4 per cent) is typical of
housing loans with market interest rates, but at the same
time this is a segment that represents one of the highest
volumes (HUF 65 billion).

Loan loss coverage of non-performing household loans
remained stable in 2018. Loan loss coverage of the house-
hold loan portfolio over 90 days past due stood at 67 per
cent at end-2018, while this ratio was a stable 55 per cent
in the case of all non-performing loans (Chart 55). The dis-
persion of the indicator across institutions narrowed
slightly but gradually, and thus the banks with the lowest
and highest coverages implemented provisioning of 54 per
cent and 86 per cent, respectively, for the portfolio over
90 days past due at end-2018.

A large share of the "new" delinquencies are related to
mortgage loans at financial enterprises disbursed before
2010. According to the data of the Central Credit Infor-
mation System, in 2018 there were some 9,000 household
mortgage loan contracts (or claims stemming from such
contracts) at least 90 days past due, exceeding the amount
of the minimum wage. With the exception of March and
September, the number of delinquencies was between
400-800 every month (Chart 56). On average, 600 mort-
gage loan contracts became delinquent per month, 40 per
cent of which were first defaults. These defaults are typi-
cally not related to the loan agreements concluded in the
new credit cycle: 85 per cent of the defaulting loans were
disbursed before 2010, and 54 per cent of them are claims
handled by financial enterprises. In March and September,
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Chart 56: Number of mortgage loan claims becoming the number of delinquencies rose to 1,800 and 1,250, re-
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successful in the case of these transactions.

Most of the defaulting mortgage loans no longer burden
the banking sector's capital and resources. The number of
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