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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, with the contribution of the
Prudential and Consumer Protection Supervision of Money Market Institutions Executive Directorate, the Monetary
Policy and Foreign Reserve Management Executive Directorate and the International Monetary Policy Analysis Depart-
ment, under the general direction of Gergely FABIAN, Executive Director for Financial System Analysis and Statistics.

The Report was approved for publication by Barnabas VIRAG, Deputy Governor.

The Report incorporates the Financial Stability Council’s valuable comments and suggestions following its meetings on
20 October and 17" November 2020, and those of the Monetary Council following its meeting on 3™ November 2020.

This Report is based on information in the period to 31 October 2020. Since data frequency is divergent through the
analyses, the analysis horizons may also alter.
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Executive Summary

The Hungarian banking system is characterised by strong resilience to shocks, even in the challenging economic
environment caused by COVID-19. Owing to the regulatory measures taken in recent years and in the spring, as well
as the profitable operation before the pandemic, banks have an adequate capital buffer and significant liquidity
reserves. According to the MINB’s stress test, most banks would meet the regulatory requirements for liquidity and
capital position even in the event of a much worse crisis scenario than what is expected.

The international environment has been characterised by a persistent, high level of uncertainty since the global
spread of the coronavirus pandemic. Uncertain prospects may prompt households to curb their demand and corpo-
rates to postpone their investments and rationalise their business models. The forced adjustment by economic actors
not only slows down the economic recovery, it also poses a risk to debt servicing via its negative impact on the labour
market, production and profitability. Various fiscal and central bank measures have dampened the consequences of
the first wave, but the second wave and the protracted recovery might require additional economic support measures
to be introduced, which may be challenging in some countries due to increased debt levels and the declining leeway for
monetary policy action.

As a result of the MNB’s measures, the liquidity reserves of the Hungarian banking system increased substantially.
The central bank eased the financial market tensions that arose at the beginning of the coronavirus crisis by expanding
its monetary toolbox, amongst other things. Bank funding opportunities have not narrowed and the financing environ-
ment is favourable: short-term yields are around the level of one-week central bank deposit rate, in line with the mon-
etary policy stance, while long-term yields are historically low, despite the pandemic. Thanks to the MNB's long-term
covered loans, asset purchase programmes and the FGS Go! scheme, the banking system’s operational liquidity buffer
increased steadily and substantially The distribution of the liquidity buffer built up since March at individual institutions
is also favourable. Based on the liquidity stress test, the vast majority of banks have sufficient liquidity buffers to meet
the regulatory requirements, even in the event of a severe liquidity stress.

Release of macroprudential capital buffers increased the lending capacity of the banking sector. The sector’s free
capital buffer was also increased by central bank and international measures: the MNB temporarily waived the capital
conservation buffer (CCoB), the systemic risk buffer (SyRB) and the other systemically important institution buffer (O-
Sll), as well as the compliance with the Pillar Il Guidance (P2G), while the total risk exposure amount declined due to
international easing. According to the results of the solvency stress test, only a small part of the sector can be consid-
ered vulnerable, even in a severe stress scenario. In order to meet all of the currently valid capital adequacy require-
ments, banks would need to increase capital by a manageable amount of about HUF 86 billion. Thus, despite the dete-
rioration in the external environment, the banking system’s capital position has improved over the past six months and
is characterised by strong resilience, even to a longer-than-expected economic recovery, which will help maintain banks'
lending capacity.

Central bank and government loan programmes and guarantee schemes support the expansion of lending. Following
the outbreak of COVID-19, in addition to clients, banks have also become more cautious in the credit market and tight-
ened lending conditions for both household and corporate loans. However, in terms of the recovery it is important to
maintain banks’ willingness to lend and that economic actors continue to have access to adequate financing sources,
which can be facilitated by state involvement in the credit market. In the retail segment, support for the credit market
is being provided by the state-supported prenatal baby support loan and the Home Purchase Subsidy scheme, while in
the corporate segment, the central bank’s FGS Go! programme and the loan and guarantee programmes of state-
owned banks and guarantee institutions serve this purpose. Thanks to these factors and the portfolio-supporting effect
of the payment moratorium, the annual growth rate of loans outstanding reached 8 per cent in the corporate and 17
per cent in the household segment in 2020 Q2. We expect annual corporate lending dynamics to be above 4 per cent
in 2021, while household dynamics should be above 5 per cent, and double-digit growth in both segments may also
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return within two years. A significant extension of state guarantee schemes supporting risk sharing could also facilitate
banks’ willingness to lend and thus to increase the outstanding corporate loan portfolio in the coming period.

The payment moratorium plays a key role in maintaining portfolio quality, but does not prevent an increase in credit
risk. Due to portfolio cleaning activity, the ratio of non-performing loans continued to decline in 2020, while new pay-
ment defaults are temporarily prevented by the introduction of payment moratorium. Meanwhile, however, as the
coronavirus crisis has worsened, the proportion of loans with significantly elevated credit risk has risen substantially.
15-20 per cent of credit institutions’ corporate loan portfolio is related to high-risk companies which participate in the
moratorium. 5-10 per cent of household borrowers can be considered vulnerable based on their income situation,
changes in labour market status and participation in the moratorium. The government will extend the payment mora-
torium in a targeted manner from January 2021, helping debtors who have become vulnerable to manage their liquidity
position, and thus no significant rise in the proportion of overdue loans is expected in the first six months of 2021.
However, due to the protracted economic recovery, there is a risk that the temporary liquidity problem will transform
into permanent insolvency for some clients, and that even clients not making use of the moratorium may also face
repayment difficulties, which may lead to a significant deterioration in portfolio quality in the medium term. The recov-
ery of companies encountering financial difficulties could be facilitated by a legal framework that supports reorganisa-
tion.

Risks inherent in the real estate markets may create a permanently uncertain market environment. The large in-
crease in housing prices in previous years was not associated with overheating in the credit market, in terms of the
distribution of loan-to-value ratios and the ratio of home purchases from loans. There has been some adjustment in
housing prices in Budapest this year, but outside of Budapest housing prices have continued to increase. Deteriorating
fundamentals entail downside risks in the medium term, but this may be dampened by the recently announced home-
building measures. In the commercial real estate market, the hotel segment has been hit hardest by the coronavirus
crisis due to the slump in international tourism, which in addition is accompanied by intense development activity, and
thus there is a risk of oversupply in the hotel market. In light of changing demand and the completions planned for
coming years, significant risks may also arise in the office market. However, the risks from the real estate market are
mitigated by the fact that the banking system's exposure to the real estate market is low as a percentage of the regu-
latory capital.

Poor profitability may pose major challenge to banks. Despite the increase in risk costs, in the first six month of 2020
the banking system recorded positive after-tax profit, which was much lower than in previous years however. The pre-
viously observed, gradual decline in profitability ratios has accelerated this year, due to the negative economic effects
of the pandemic. The deterioration in profitability is mainly due to increased impairment and provisioning. In the second
half of the year, a further decline in banks' profitability is expected, as the forward-looking risk costs of institutions may
increase and the profit effect of the payment moratorium is not yet reflected in the income statement of all institutions.
The depressed interest income in the low interest rate environment and the increasing need for impairment due to the
deterioration of asset quality may put sustained pressure on the profitability of banks, which are already struggling
with structural problems.
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1 International macro environment: protracted real

economic recovery, persistent market uncertainty

Thanks to the measures taken by governments and central banks, the world economy began to recover rapidly after
the first wave of the coronavirus. At the end of the summer season, the pace of recovery began to slow in several
regions, in parallel with the second wave of the virus, suggesting that the global economy would need a longer time to
return to its pre-COVID-19 performance. Individual countries as well as different segments of the economy were af-
fected to varying degrees by the pandemic. While companies in the pharmaceutical, e-commerce and technology sec-
tors have benefit from changing consumer attitudes as a consequence of social distancing measures, other sectors,
especially those requiring personal contact, have suffered lasting shocks. Many companies may be forced to rationalise
their business models or reschedule their investments. Due to the sectoral effects, the labour market adjustment also
mainly impacted the lower-skilled segments of society with less savings. The emergence of the second wave, the re-
newed curbs, the declining consumption stemming from increased caution and the necessary adjustment by some com-
panies increase the likelihood of a protracted recovery, and the different levels of involvement could lead to economic
polarisation. Households and companies which became indebted in previous years may face difficult situations, and for
some governments, rising debt levels as a result of fiscal measures could pose a serious challenge. The capital position
of European banks is stable, but their profitability and valuation are deteriorating, and their funding is also under pres-

sure due to unfavourable credit ratings.

Chart 1: Evolution of GDP, vulnerability and COVID-19
cases in Europe
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Note: The size of the bubble represents the total number of
COVID-19 cases (per million persons), on 31 May 2020. We re-
garded automotive industry, transportation and storage, hospi-
tality and accommodation, and entertainment sectors as vulner-
able. GDP is seasonally adjusted, except for Slovakia. Green
shows the Visegrad countries, while yellow shows the Mediter-
ranean countries. No data was available for Ireland, Malta and
Luxembourg. Source: Eurostat, Our World in Data
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1.1 Uncertainty did not decline after the first
wave of the coronavirus epidemic

The first wave impacted various economies to significantly
differing extents. The unexpected coronavirus outbreak
early in the year caused widespread shutdowns in produc-
tion and strict lockdowns, putting the global economy on a
lower growth trajectory. In the second quarter, growth in
OECD countries fell by 11.7 per cent year-on-year, which is
well below the negative peak (5.7 per cent decline), ob-
served in the 2009 economic crisis. For each country, the
impact depended on the caseload, the country’s integration
in the world economy, as well as on the proportion of vul-
nerable sectors (Chart 1). In Europe, growth in Mediterra-
nean countries — where the spread of COVID-19 was
stronger and where the weight of sectors vulnerable in
terms of the virus was also higher — slowed significantly, but
countries with lower infection rates but a higher degree of
exposure to the world economy due to their openness, in-
cluding Hungary, were hit hard by the first wave of the pan-
demic.

The crisis is affecting the different sectors of the economy
and the various segments of the labour market to varying
degrees. Unlike the global crisis of 2008, the coronavirus
has impacted the financial sector to a much lesser extent,

while sectors which were previously considered
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Chart 2: Change in sectoral employment and sectoral

gross value added in the European Union between 2019
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Chart 3: Growth in corporate loans in developed and

emerging countries (left panel) and debt-to-GDP ratios of

18

non-financial corporations (right panel)
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Chart 4: Evolution of downgrades and negative outlooks
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fundamentally non-risky, such as catering, trade, tourism,
or arts, proved to be particularly vulnerable. This is a conse-
quence of both social distancing, mobility restricting
measures and the growing restraint of the population. Alt-
hough comprehensive economic protection measures pro-
vided support for employment, in the second quarter firms
had to respond to the deteriorating economic environment
by taking measures on the extensive margin, i.e. in terms of
the number of employees, in addition to adjusting the num-
ber of hours worked (Chart 2). In parallel with the level of
sectoral impact, it was primarily the employment of the
lower-skilled, low-income workforce with lower savings
that declined: in a European sample, the employment rate
of this group fell by 10 per cent, while that of employees
with tertiary education rose by 2 per cent year-on-year in
the second quarter. In addition to financial stability risks, a
protracted recovery may lead to further negative effects on
the real economy via the erosion of skills and permanent
exclusion from the labour market of those who lose their
jobs.

Favourable interest rate conditions have alleviated the li-
quidity difficulties of corporates, but rising indebtedness
poses a risk in the medium term. Slower economic activity
due to the spread of COVID-19 has had a negative impact on
companies’ liquidity position. Taking advantage of the eas-
ing financial conditions as a result of targeted central bank
programmes, corporates facing a tight financial position
carried out significant bond issues and borrowings (Chart 3,
left panel), thereby alleviating their liquidity difficulties.
Looking ahead, however, there is a risk that newly borrowed
funding from external sources further increased the ele-
vated level of corporate debt in many economies (Chart 3,
right panel), possibly leading to higher bankruptcy rates in
the medium term.

The number of companies that may be classified in the
speculative rating category in the medium term has risen
sharply. Rating agencies responded to deteriorating corpo-
rate credit quality due to the economic downturn: during
the first wave of the coronavirus epidemic the number of
negative credit rating decisions increased significantly
(Chart 4). In parallel with the surge in downgrades, the num-
ber of corporates that are currently in the lowest invest-
ment grade rating category (BBB-) with a negative outlook
has gradually increased. In their case, credit rating decisions
going forward are critically important, on the one hand be-
cause many institutional investors are subject to regulations
according to which they are not allowed to hold non-invest-
ment grade (speculative) securities in their portfolios, and
on the other hand, because the lower quality rating makes
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Chart 5: Gross household saving rate, consumer confi-
dence indicator and change in household saving and con-
sumption expenditure in certain EU Member States
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Chart 6: Eurozone and global growth forecasts
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fund-raising more expensive for the corporates concerned,
thus putting further pressure on their profitability.

Due to the deteriorating outlook, households’ cautious-
ness is increasing, which reduces aggregate demand and
further slows down economic recovery. Households have
cut their consumption expenditures sharply: in the second
quarter, the volume of consumption expenditures fell by al-
most 15 per cent at the EU level (Chart 5). Lower-skilled (and
lower-income) segments, which typically spend a relatively
larger portion of their income on consumption, may have
been forced to reduce their spending as a result of their de-
teriorating labour market position. Wealthier segments
may have responded to the greater degree of uncertainty
by boosting their precautionary savings: between 2019 Q2
and 2020 Q2, the savings rate increased by almost 12 per-
centage points on average in the EU, which was unprece-
dented in the last 20 years.! The increasingly uncertain eco-
nomic environment, labour market and income position are
also reflected in the weakening consumer confidence index.
In addition, a renewed increase in the number of infections
and the consequent restrictive measures introduced in
many countries have a negative impact on mobility and so-
cial activity again.

The recovery may be slower than previously expected and
may differ in pace from sector to sector. In addition to the
emergence of the second wave of COVID-19, uncertainty
about the recovery is also amplified by the timing of the
availability of the vaccine, the possible tightening of social
distancing measures, the increasing consumer caution —
both financial and physical —and the more limited fiscal and
monetary leeway in individual countries. This is also re-
flected in gloomier expectations: analyses increasingly envi-
sion a prolonged, “pipe”-shaped upswing rather than the
previously envisioned rapid, “V” or “U” — shaped rebound.
There is also a consensus that while the growth rate of the
global economy in 2021 may exceed the rate of decline this
year, the growth expected for next year cannot offset this
year’s decrease in the euro area (Chart 6). In addition, the
upswing may be segmented and exhibit a “K”-shape, in par-
allel with how individual sectors are impacted: while some
sectors are benefiting from changed consumer behaviour,
others have suffered a prolonged shock. Moreover, while
the labour market situation of the higher-skilled has re-
mained stable, the low-skilled may be permanently ex-
cluded from the labour market.
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Chart 7: Central bank balance sheets as a proportion of 1.2 Government interventions mitigated first-
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the ECB’s Governing Council expanded its asset purchase
Source: National central banks programme from 2014 and launched a pandemic emer-
gency purchase programme (PEPP) with a volume of EUR
1,350 billion, for purchases of government securities, cor-
porate and covered bonds and securitised debt instru-
ments. As a result of the sizable measures, central bank
balance sheets expanded sharply (Chart 7). In addition to
asset purchase programmes, central banks have also de-
cided to introduce other liquidity-providing and credit fa-
cilities (Box 1) and have taken a number of prudential? eas-

Chart 8: Development of 10-year government bond ing measures.

yields

, g percent percent Asset purchase programmes have made a significant con-

tribution to stabilising government securities markets.
One of the main objectives of the ECB’s and the Fed’s asset
purchase programmes targeting the government securities
market was to mitigate a surge in yields, while ensuring the
normal functioning of the government securities market.
The central bank facilities proved effective, as there was a
considerable adjustment in 10-year bond yields for the

countries that benefited most from bond purchases in the
euro area® in the days following the announcement of the
PEPP (Chart 8). And in the USA, the 10-year yield began to
decline following the announcement of the Fed’s USD 500

: o ) billion government bond purchase programme.
Note: The horizontal axis indicates the business days follow- J P prog

ing and prior to the announcement of government bond pur-  pye to the fiscal measures to mitigate the economic im-
chases. For euro area member states, day O marks the an-
nouncement of the PEPP on 18 March and for the USA the
announcement of the government securities purchase of USD substantially. Member States’ indebtedness may increase
500 billion by the Fed on 16 March. Source: S&P Market Intel- significantly in 2020, due to the sharp increases in
ligence

pact of COVID-19, government debt burdens may rise

2 Box 1 of the Macroprudential Report (September 2020) presents an overview of the macroprudential measures taken in EEA countries to mitigate

the effects of the pandemic.
3 Based on July 2020 data, Germany received 24 per cent, Italy 19 per cent, France 15 per cent and Spain 12 per cent of the amount spent under the
bond purchase programme.
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Chart 9: Expected change in gross government debt asa  government deficits caused by fiscal measures* and slower
proportion of GDP in 2020 in the EU Member States economic growth. Countries suffering a particularly severe
economic downturn in 2020 in parallel with already high
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Note: MNB calculations, based on the European Commis-
sion's forecasts for 2020. Source: Eurostat

BOX 1: INTERNATIONAL OVERVIEW OF MONETARY POLICY MEASURES BY CENTRAL BANKS DURING
THE CORONAVIRUS CRISIS

Central banks have taken a number of new measures and introduced new instruments to mitigate the adverse mac-
roeconomic and financial market effects of the coronavirus crisis. As part of these measures, several central banks
expanded their existing asset purchase programmes and decided to launch new asset purchase programmes. In addi-
tion, they sought to boost lending and provide adequate liquidity via various loan incentive programmes. They also
lowered their policy rates, as a result of which in many cases the base rate declined to levels close to zero. To alleviate
liquidity tensions, several central banks increased the volume and frequency of repo operations and supported the
smooth functioning of financial markets with additional measures.

Asset purchase programmes represent one of the key elements in this year’s monetary policy measures. Most of the
globally important central banks and regional central banks launched new programmes or expanded their existing asset
purchase programmes:

e In March, the European Central Bank expanded its asset purchase programme (APP), which was already in
use before the pandemic, by an additional EUR 120 billion for 2020. Also in March, it launched a new Pandemic
Emergency Purchase Programme (PEPP), the envelope of which rose to EUR 1,350 billion following an increase
in July. Purchases under the PEPP programme rose to EUR 571 billion in early October, representing 42.3 per
cent of the current envelope.

e The Federal Reserve abolished the upper limit on its government and mortgage-backed securities purchase
programme and launched 5 additional new indirect asset purchase programmes.

e The Bank of Japan expanded its asset purchase programme, under which it can purchase unlimited amounts
of Japanese government bonds, exchange traded funds (ETFs) with an envelope of JPY 12,000 billion (EUR 97.3
billion), and Japanese real estate investment trusts (JREITs) up to JPY 180 billion (EUR 1.5 billion). The central
bank bought ETFs, which have accounted for a major part of the purchases, in the value of JPY 6,300 billion
this year.

e The Bank of England also expanded its existing asset purchase programme, as a result of which the total pro-
gramme envelope increased by GBP 300 billion to 745 billion. The stock of government bonds and corporate
bonds purchased by the central bank rose to GBP 699 billion in early October.

4 Box 2 in the Report on Financial Stability (May 2020) describes in detail the fiscal measures announced until 8 April 2020.
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e Regarding the CEE region, the Polish, Romanian and Croatian central banks also started to buy government
securities as a previously unused measure, but the decision-makers did not define an envelope in any of these
cases.

e The People’s Bank of China has taken slightly different crisis management measures compared to other major
central banks: instead of large-scale asset purchases it has supported financial markets primarily through open
market operations and other measures.

Major global central banks have implemented asset purchase programmes in an unprecedented volume this year. By
October 2020, the ECB’s asset purchases amounted to 7.9 per cent of annual® GDP, with the same rates being higher
for the Bank of Japan and the Bank of England at 11 per cent and 12.6 per cent, respectively, while the Fed’s purchases
reached the highest proportion of GDP, at 14.8 per cent.

Looking at central banks’ asset purchase programmes, it is clear that most of the measures introduced during the
first wave of COVID-19 may continue during the second wave. For programmes with an announced envelope, the
need for extension may arise over time, while in general the timing and volume of purchases may need to be fine-
tuned subject to the macroeconomic, inflationary and money market effects of the new wave. While utilisation of the
ECB’s PEPP programme has not yet reached half of the envelope, policymakers have indicated that they are prepared
to adjust the programme parameters if they deem it necessary. The Bank of England’s asset purchase programme
approached the envelope amount in October, but — similarly to the ECB — policymakers indicated that they will adjust
monetary policy measures if necessary.

Several central banks stimulated banks’ lending activity by launching loan programmes. The ECB decided to launch
several loan incentive programmes (TLTRO IIl, PELTRO) and ease their conditions. The Federal Reserve also introduced
two direct and three indirect lending instruments to support lending. However, the utilisation of the loan programmes
introduced with different envelopes is low for the time being. The Bank of Japan created a new refinancing loan pro-
gramme specifically to support small and medium-sized enterprises. Since the spring of 2020, the Bank of England has
been operating the TFSME programme, which promotes lending mainly to small and medium-sized enterprises, which
the central bank uses to provide loans on favourable terms to banks that increase their lending in the coming period.
In the case of the People’s Bank of China, special emphasis is placed on the promotion of lending in crisis management.
Its measures mainly target small and medium-

) . ) ] per cent Main rates of global and regional central banks per cent
sized enterprises, and it already uses a variety 5
of loan programmes to provide targeted sup- g L4
port to specific sectors. Among the regional
3 4 -3

central banks, the Polish central bank intro-

duced a refinancing loan programme to sup- > A—\—\—\—k 2
port lending. Future application of the individ- . ‘ .
ual loan programmes may be limited by, inter q_ | —

alia, the envelope set for the programme and 0 + 0
the period of availability, but these conditions | 4
may change over time subject to the economic S = = 4 P P Q & b I
. . = o P s > < = o a 5
situation. 5 ® s < S S = 2 o o
. ——Federal Reserve ——Bank of England
Most central banks also reduced the policy —Bank of Japan —Bank of China
rei ——National Bank of Romania ——National Bank of Poland
rate as part of crisis management measures.
P g Czech National Bank ——European Central Bank

AIthough the poI|cy rate haS fa ||en to |eve|S Note: In case of the ECB, we depicted the deposit rate, while in the case of the Fed, the lower bound of the main
. . interest rate target range. Source: Home pages of central banks
close to zero in most of the countries exam-

ined, there still may be room for further interest rate cuts in some countries until the effective lower bound is reached.

5 Expressed as a proportion of annual GDP measured in 2020 Q2.
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For example, decision-makers of the Bank of England have repeatedly indicated that they also deem the possible use
of negative rates as part of the monetary policy toolbox.

Some central bank instruments have been gradually reduced or phased out as the money market turbulence from
the spring eased. Of these, the repo operations introduced due to the crisis situation should be highlighted, the active
use of which was no longer justified after the easing of financial market tensions. In Romania, the average daily stock
of repo operations, which increased in the spring, has declined from month to month in the recent period, while in the
United Kingdom the flexible repo instrument, which has been used since March, was phased out in June. In the event
of a possible deterioration in money market conditions, these tools may once again become an active part of the central
bank’s toolbox.

In summary, it can be stated that central banks typically responded to the first wave of the pandemic with a diver-
sified range of large-scale measures, most of which still support the economy. Although central bank activity is some-
what more subdued than in the spring months, most central banks have already indicated that they are ready to
intervene if real economic, inflation and money market developments make it necessary.

1.3 Crisis exacerbates structural problems at
European banks

Chart 10: Profitability and total capital ratio of large The capital position of European banks is stable, but they

banks in 2020 Q2 face mounting structural challenges. The resilience of Eu-

per cent ropean banks is adequate, but the persistently low interest

-

0 ‘ ‘ ‘ ‘ e 0 unfavourable economic environment and the deteriorat-
<o ¢ o

32 percentage point 12

rate environment, the repayment moratoria imposed, sig-
al nificant impairments and rising risk costs further under-
16 - mined their already poor profitability in the second quarter
(Chart 10). Moreover, looking ahead their asset quality

may be weakened by the end of the moratoria, the more

ing labour market situation. Mounting government debts

Nordic
countries

CEE USA China

countries

Core
countries

Mediterra-
nean
countries

also increase the risks arising from sovereign-bank nexus:®

— : i according to S&P, European banks have increased their
[ Total capital ratio (upper quartile - median)
holdings of domestic and foreign government securities by
around EUR 210 billion and EUR 100 billion, respectively,

since the coronavirus outbreak. This represents an in-

M Total capital ratio (median - lower quartile)
A Median profitability
© Median change of profitability (RHS)

Note: Return on average equity (ROAE). Banks with assets of
more than 500,000 euros. Mediterranean countries: ES, GR, PT,
IT. Core countries: AT, BE, DE, NL, CH, UK, FR. CEE countries: HU,
PL, RO, SI, SK, CZ. Nordic countries: DK, SE, Fl, NO. In the dia-
gram, the common border of the two blue boxes represents the
median total capital ratio, while the end points of the vertical
lines depict the minimum and maximum values. Source: S&P
Market Intelligence

crease of about 15 per cent in the first six months of this
year, which is seven times the value of the same period last
year.

Both central bank and government measures support
lending. Owing to the sound capital position, central bank
and government credit and labour market programmes
and prudential measures, lending in the EU as a whole has
not declined as much as during previous crises: annual
growth of the volume of private sector loans outstanding
reached 4 per cent in the EU in September. However, lend-
ing dynamics were heterogeneous (Chart 11). In some
countries, the introduction of guarantee programmes in
the corporate segment may have partially offset the rapid

6 Risks are described in more detail in the Report on Financial Stability, May 2019 (p.12)
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Chart 11: Credit growth in the EU27 and in the United
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Chart 12: EU and US banks’ price to book value (P/BV)
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tile range between the 25t and 75t percentiles. Source: S&P
Market Intelligence

tightening of lending conditions by banks due to the dete-
riorating economic outlook, while in other countries the
still considerable non-performing loan portfolio may have
hampered expansion. On the other hand, growth rates
may have been positively affected by repayment morato-
ria, which were introduced in different ways across Europe.
As a result of these effects, the relatively robust corporate
dynamics in the Mediterranean region, in Finland and the
United Kingdom were accompanied by low growth or con-
traction in the household loan volume. By contrast, in the
Visegrad countries (with the exception of Poland), house-
hold dynamics were (also) strong, presumably due in part
to moratoria covering households as well.

The structural challenges faced by European banks con-
tinue to be reflected in low and deteriorating valuations.
Due to the unfavourable macroeconomic outlook, the
coronavirus epidemic led to a deterioration in global bank
valuations in the first six months of the year (Chart 12).
However, since the sovereign debt crisis, EU banks have
been rated lower by investors than US financial institutions
due to their structural challenges. The fact that after the
2008 crisis, USA banks quickly cleared their balance sheets,
and their dynamic lending activity and more efficient busi-
ness models led to higher profitability, may have made a
significant contribution to this. By contrast, EU banking sys-
tems are operating with higher cost-to-income ratios, are
more behind as regards balance sheet cleaning and can be
considered as over-banked in some Member States; thus
their profitability is significantly lower. Weaker valuations
mean more expensive funding, which has been made more
difficult by the unfavourable assessments of credit rating
agencies experienced in the recent period. Due to their
weaker competitiveness, European banks are being also in-
creasingly pushed out from certain market segments (such
as the global investment banking business by their US com-
petitors) and forced to restructure their business models.
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2 Real estate markets: market liquidity remained,
despite deteriorating fundamentals

The Hungarian housing market had already started to slow down at the end of 2019, before the COVID-19 outbreak.
There was an adjustment in house prices in Budapest at the end of the year, the number of transactions already fell by
8.3 per cent in 2019, and the typical level of market bargain also increased significantly. Curbs implemented in the
spring due to the pandemic temporarily reduced the number of transactions significantly, but in the summer months
the market expanded again on an annual basis. The economic fundamentals driving housing prices deteriorated in the
first six months of 2020, but prices did not fall suddenly and sharply. The supply of new homes may increase in the
coming years because of the reduced VAT rate announced by the government in October 2020, which is valid for in-
vestments started by the end of 2022.

Among the segments of the commercial real estate market, COVID-19 has affected hotels most severely. With the
decline in international tourism, significant hotel capacities remained unused, and thus sales revenue in the domestic
sector fell by 90 per cent year-on-year in the second quarter. The uncertain prospects for international tourism are
currently paralleled with intense development activity in Hungary, and therefore there is a risk of oversupply in the
hotel market. In the Hungarian office market, new developments accounting for 16 per cent of the stock, are currently
in progress, which on the whole may result in an increase in the vacancy rate with unchanged demand. In the industrial-
logistics segment, the highest completion volume in the current cycle is expected in 2020, but due to the high proportion
of pre-leases, the vacancy rate may remain low.

Chart 13: MINB housing price index by settlement types 2.1 Correction in Budapest, rising housing

(2010 average = 100 per cent) prices outside of Budapest and low supply of
per cent per cent new homes

280 280
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igg | igg epidemic in Hungary. In 2019 Q4, a small downward ad-
160 160 justment of 1.3 per cent was observed in the level of prices
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120 | 1,0 in Budapest. The annual growth rates of house prices de-
100 - 100 celerated both at the national level and in Budapest at the
Zg | 22 end of the year, reaching 17.9 and 16.4 per cent, respec-

40 e

40 tively. In 2020 Q2, prices fell again in Budapest, and to a
g greater extent, by 5.6 per cent, while there was a slight in-
~ crease nationwide. Thus, the annual dynamics of housing

~>-Budapest —-Cities = Municipalities ~e-Whole country prices in Budapest turned negative for the first time in a

Note: The values of the price indices may be revised signifi-
cantly in a year after the reference period, because the prop-
erty transaction data used for the calculations are only avail-
able comprehensively with a considerable lag. Source: MNB stagnated until September 2020, while they rose slightly at

the national level.

long time (Chart 13). According to our preliminary estimate
based on real estate agency data, house prices in Budapest

In parallel with the deterioration in housing market fun-
damentals, prices have fallen only moderately for the
time being, which is favourable in terms of the value of
bank collateral. The Hungarian housing market has been
characterised by housing prices rising at a rate exceeding
the economic fundamentals in recent years, particularly in
Budapest. Considering all of this, in several previous
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Chart 14: Developments in the ratio of house price to analyses the MNB has indicated a rising risk of overvalua-
income since 2001 and the unemployment rate tion of residential real estate in the capital. Compared to
g0 . Percent percent . 2001, house prices are nationwide by 18 per cent higher

than households' disposable income, while in Budapest
this figure is already 55 per cent. In addition, since the 2013
trough in the current housing market cycle, the house
price/income ratio has increased by 49 per cent nation-
wide and by 104 per cent in Budapest (Chart 14). As a result
of the negative economic effects of COVID-19, unemploy-

ment rose slightly in the first six months of 2020, which —
coupled with deterioration of medium-term income pro-
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market. Overall, the housing market has not dried up and
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Chart 17: Number of new dwellings under development

and sale in Budapest
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Chart 18: Number of opened and planned hotel rooms
and annual changes in tourism nights in Hungary
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37 per cent outside of Budapest, and by 20.9 per cent in
Budapest versus 2019 H1 (Chart 16).

The supply of new homes has embarked on a downward
trend, but may rise again in the coming years due to the
preferential VAT rate for new homes that was an-
nounced. As the end of the 5-per cent preferential VAT rate
on homes, which was temporarily introduced in 2016, ap-
proached in 2019, home development activity started to
decline and by 2020 Q3 the number of projects announced
in the current quarter had also fallen to a low (Chart 17).
According to the government’s announcement in October
2020, from 1 January 2021, housing projects with a final
building permit issued by 31 December 2022 will once
again be eligible for the 5-per cent preferential VAT rate. In
the coming years the preferential rate may again increase
the number of permits and investments started. In addi-
tion, the government announced that those applying for
Home Purchase Subsidy can even reclaim the 5 per cent
VAT when buying a new home, which provide additional
impetus to demand. However, until the detailed rules are
elaborated, the launch of new projects will be character-
ised by a “wait-and-see” attitude, as — in addition to the
newly announced preferential rate — even the brownfield
zone regulation is surrounded by uncertainty.

2.2 Major shutdowns in the hotel segment,
mounting uncertainty in the office market’

Much of the hotel segment has been forced to shut down
because of restrictive measures taken due to the pan-
demic and lagging international tourism. In June 2020, the
number of domestic tourism nights in Budapest and out-
side of Budapest was down by 77 per cent and 58 per cent
compared to June 2019, respectively. The number of tour-
ism nights by foreigners fell even more during this period,
plunging by 98 per cent and 87 per cent, respectively. The
decline in tourism, and in particular the number of foreign
tourists, is hitting Budapest the hardest. As a result of the
coronavirus epidemic, significant hotel capacity remained
unused, with hotels open offering by 56 per cent less
rooms at the April low. Revenue of hotels fell by 90 per cent
year-on-year in 2020 Q2 and was 43 per cent lower year-
on-year even in July. Hungary is currently characterised by
intense hotel construction activity, with more than 7,000
hotel rooms under construction or preparation (Chart 18):
therefore, there is a risk of significant oversupply. The seg-
ment's loan portfolio to credit institutions amounted to
HUF 181 billion in June 2020.
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. . Significant completions are also expected in the office
Chart 19: Development activity and vacancy rate in the . .
. segment, but future changes in demand for office space
Budapest office market

thousand sq. m. per cent
6% ’ expansion of office supply was not fully followed by de-
compared to

the 2020 Q2 mand, and thus the vacancy rate rose from 5.6 per cent at
the end of 2019 to 7.3 per cent by the end of the first half

of 2020. By 2022, the Budapest office stock may increase

are surrounded by uncertainty. In the first half of 2020, the

by a total of 16 per cent, as a result of the current intense

development activity. According to our calculations, if the
new demand and extensions maintain the level of occu-
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EZ0ffice space in preparatory phase, but not yet constructed 2021. However, this would not represent a historically high
4~ Vacancy rate of modern office space in Budapest (RHS) level (Chart 19). According to market experts, companies’

Source: Budapest Research Forum, Cushman & Wakefield decisions about office use and working from home may

change permanently, but in the current uncertain situa-
tion, cost reduction and a wait-and-see attitude will deter-
mine office demand. The loan portfolio of the office build-
ing and shopping centre segment amounted to HUF 591
billion at the end of the first half of 2020.

Chart 20: New completions and vacancy rate in the in- The industrial-logistics segment is stable for the time be-

dustrial-logistics market of Budapest and its agglomer- ing, with low vacancy rates and high pre-lease rates for
ation future completions. In 2020, a total of 152,000 square me-
160 o neusend sa. m. Pereem 55 ters of new industrial-logistics area is expected to be com-

e pleted, which is more than twice the volume of the previ-

ous year and represents the highest value in the current
cycle (Chart 20). 78 per cent of the industrial-logistics prop-

e | erties newly placed on the market in 2020-2021 are se-
cured by pre-lease contracts. The segment's vacancy rate

321 remained extremely low at 2.6 per cent at the end of 2020

H1. The segment's banking system loan portfolio
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= 2 g g 2 g8 8§ g8 g & £ amounted to HUF 178 billion in mid-2020.
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B Planned completions - available space The banking system's exposure to the real estate market
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mmRealised completions is significantly lower than in the previous crisis. If coupled
- Vacant stock/stock of industial spaces (RHS) with risky lending, overvaluation of the real estate market

: h Wakefiel T
Source: Cushman & Wakefield 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 (LTV) ratios due to an in-
crease in the expected loss given default, which would im-
pair their capital position and their lending capacity as well.
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 — loan-to-value ratio

7 For more on the developments on the commercial real estate market, see the MNB’s Commercial Real Estate Market Report published in October
2020.
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Chart 21: Exposure of the banking system to risky real

estate market assets
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and commercial real estate project loans to the regulatory
capital fell to 13 per cent and 22 per cent respectively in
the first six months of 2020, whereas the same ratio was
137 per cent and 66 per cent, respectively prior to the out-
break of the previous crisis. In terms of new disburse-
ments, the ratio of loans with a loan-to-value ratio above
70 per cent to regulatory capital was only 3.7 per cent in
2019 and 2.2 per cent in the first six months of 2020, which
is a fraction of the 45 per cent seen in 2008 (Chart 21).
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3 Trends in lending: central bank and government
programmes maintain the expansion of lending

Lending to non-financial corporations by credit institutions and financial enterprises continued to expand in the first
quarter, but this was followed by a halt in borrowing in the second quarter. The negative economic effects of the pan-
demic have cut the previously outstanding annual corporate loan dynamics by roughly half, to a rate of 8.5 per cent. In
contrast to several European countries, the volume of overdraft facilities in Hungary did not increase significantly in
the uncertain environment, but the previously stronger demand for long-term loans temporarily shifted towards short-
term loans. The decline in demand was most pronounced for commercial real estate loans. Due to increased uncer-
tainty, banks have tightened credit conditions, which, however, was partially offset by the new government and central
bank loan and guarantee programmes announced as a consequence of the pandemic. A strong rise in loan programmes
was observed in the third quarter, primarily supported by working capital financing needs. Looking ahead, however,
demand for investment loans may expand again within six months, according to banks’ expectations. Due to all of the
above and the portfolio-preserving effect of the moratorium extension, annual corporate lending growth is expected
to remain in the positive range over the forecast horizon.

In the household sector, the payment moratorium and state-subsidised products maintained the expansion of lending,
and consequently outstanding loans of the whole financial intermediary system rose by 17 per cent year-on-year in
2020 Q2. As a result of the coronavirus crisis, new contracts fell in the second quarter, due to a contraction in demand
on the one hand and tightening credit conditions on the other. The indebtedness of the household sector is historically
low, but insufficient levels of savings can entail risks for low-income debtors. This is mitigated by the payment morato-
rium in 2020, which is mostly being used by clients with personal loans and housing loans. The characteristics of new
contracts have changed primarily in the case of personal loans: credit institutions responded to the crisis resulting from
the epidemic and to the APR cap introduced in March by increasing the level of required income, while financial enter-
prises have responded by shortening maturities. The MNB will extend the Certified Consumer-friendly framework to
personal loans as well, in order to strengthen credit market competition and thus help reduce interest rate spreads.
Looking ahead, the epidemic continues to cause uncertainty, but with the targeted extension of the moratorium, annual
credit growth is expected to be above 5 per cent and may be in the double-digit range again by 2022.

Chart 22: Growth rate of outstanding loans of the over- 3.1 Lending activity may recover swiftly after

all corporate sector and the SME sector the setback in corporate lending
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on banking system data. Source: MNB Loans expanded in a wide range of sectors in the third

quarter. The outstanding loans of the financial service
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Chart 23: Quarterly corporate loan transactions by sec-
tors
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Chart 25: Corporate loan transactions of the credit insti-

tution sector by main loan instruments
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activities sector grew by about HUF 100 billion in the first
quarter, followed by a similar decline in the second quar-
ter. This was the result of the individual transactions of
holding companies, without which — considering the un-
derlying processes alone — the second quarter would have
seen no change. There was another significant decrease in
the trade service activities sector in the second quarter
(HUF -71 billion), while in the other sectors stagnation or a
slight increase was observed (Chart 23). In the second and
third quarters, in addition to the decrease in foreign cur-
rency loans (by HUF 149 billion and HUF 117 billion, respec-
tively), forint loans increased by HUF 24 billion and HUF
367 billion, respectively. While both large corporate and
SME loans rose in the first quarter, lending declined in both
size categories in the second quarter. In the third quarter,
the expansion of SME loans was the main contributor to
the growth observed. The volume of fixed-rate products in-
creased substantially in the second and third quarters, due
to the impact of the new central bank and government
loan programmes announced as a consequence of the
COVID-19 crisis.

As a result of the pandemic, the annual growth rate of
outstanding loans changed significantly, but heterogene-
ously in the EU Member States. In the Mediterranean
countries (Chart 24) and France, the annual growth rate of
outstanding loans increased significantly, while it declined
in Germany and the Netherlands. In the southern Member
States, the temporary surge in overdraft facilities and other
liquidity providing loans boosted dynamics, and large-scale
government guarantee schemes may also have bolstered
the expansion of lending. Consequently, annual lending dy-
namics in the euro area overall roughly doubled compared
to last year, rising to 7 per cent. By contrast, similar to
other countries in the region, Hungary experienced a sig-
nificant decline, but Hungary's growth rate remained
above the euro area average.

In Hungary, the volume of overdrafts did not increase sig-
nificantly even in the uncertain real economic environ-
ment. In contrast to the Mediterranean countries, the vol-
ume of overdrafts fell in Hungary in the first six months of
the year (Chart 25), and there was no significant increase
in the volume of revolving loans, even despite the uncer-
tain economic environment due to the pandemic. The FGS
may have played a significant role in this, as working capital
loans under the programme provide a competitive alterna-
tive for corporate liquidity financing. In addition, the pay-
ment moratorium, which was announced soon after
COVID-19 appeared in Hungary and takes a broad ap-
proach by international standards, may have played a key



TRENDS IN LENDING: CENTRAL BANK AND GOVERNMENT PROGRAMMES MAINTAIN THE EXPANSION OF LENDING

Chart 26: New corporate loan contracts
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Chart 27: Changes in credit conditions in the corporate
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Chart 28: Changes and factors contributing to changes
in corporate credit conditions in an international com-
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role as well. According to our estimates, it improves the li-
quidity position of the corporate sector by nearly HUF
1,500 billion this year.

More than half of the newly contracted SME loans were
funded by FGS. In April, due to reduced economic and so-
cial mobility as a result of quarantine measures, loan ex-
tensions were still significantly lower (down 45 per cent)
compared to the same period of last year, but a significant
rebound has been seen since May. In the second quarter,
the dominance of forint, longer-term and fixed-rate loans
also strengthened significantly, primarily due to the renew-
ing FGS scheme. In 2020 Q2, nearly 30 per cent of new
lending and about 60 per cent of SME contracts were fi-
nanced under the FGS scheme. In the summer months, af-
ter a temporary halt, the recovery in new disbursements
continued and the volume of small ticket size loans (less
than EUR 1 million), related typically to small companies,
exceeded the 2019 values (Chart 26).

Due to the weakening economic outlook and waning risk
tolerance, banks have tightened credit conditions. The
Lending Survey revealed that, in net terms, 47 per cent of
banks tightened their lending conditions in the first six
months of 2020, while 31 per cent of institutions reported
further tightening in the third quarter (Chart 27). According
to the respondents, the tightening mainly affected non-
price conditions, such as collateral requirements and the
minimum required credit score. In addition to the deterio-
rating economic outlook, the change in banks’ risk toler-
ance was indicated as the main reason for the tightening.
The tightening affected all corporate size categories, but
credit institutions tightened the conditions for the com-
mercial real estate segment to the largest degree. Banks
did not indicate any significant change in price-type condi-
tions, in line with which the average interest rate of con-
tracts concluded during the first six months of the year did
not change significantly. Compared to the global financial
crisis of 2008, the 2020 shock hit banks in a much more
stable and more prepared state. During the 2008 crisis, the
liquidity situation of banks immediately led to the tighten-
ing of lending conditions for nearly 90 per cent of respond-
ents, thus deepening the economic crisis.

During the first six months of the year, credit conditions
only eased in countries which announced large-volume
guarantee programmes. According to the second quarter
Bank Lending Survey of the ECB, banks in the Visegrad
countries, similarly to Hungary, have tightened their lend-
ing conditions to a significant extent (Chart 28), which may
also be related to the declining credit dynamics in the
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Chart 29: Changes in credit demand and factors contrib-
uting to the changes
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uting to the changes in the commercial real estate seg-
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region. However, liquidity and capital position capturing
banks' lending capacity was typically not indicated by the
respondents as the reason for the tightening. In the euro
area, there was a high degree of heterogeneity in changes
in credit conditions in the second quarter. Looking at the
four largest euro area Member States, lending conditions
have tightened in Germany, while they have eased signifi-
cantly in France, Italy and Spain. In the case of the Medi-
terranean countries and France, the easing of credit condi-
tions is mainly due to the announcement of large-volume
state guarantee schemes. Large government guarantee
schemes were also announced in Germany in the spring,
but utilisation is significantly lower than in the other three
euro area countries.

The previously stronger demand for long-term loans tem-
porarily shifted towards shorter maturities. As economic
uncertainty intensified, many companies decided to post-
pone their investments, leading to a decline in demand for
long-term loans in the first quarter. However, the sudden
depletion of revenue sources has resulted in an increase in
demand for liquidity loans due to fixed costs and sticky var-
iable costs. As a result, in net terms, 13 per cent of the
banks surveyed perceived higher demand for short-term
loans, which rose to 28 per cent in the second quarter
(Chart 29). As a result of these two processes, the previ-
ously stronger demand for long-term loans temporarily
shifted towards shorter maturities. However, according to
banks’ feedback, the phenomenon is only temporary, and
demand for long-term loans already increased as well in
the second quarter. Looking ahead, the loan demand due
to investment demand may increase again within six
months. In net terms, 53 per cent of banks expect demand
for long-term loans to increase, in the case of both small
and large corporates.

The temporary decline in demand was most pronounced
for commercial real estate loans. The decline in demand
for commercial real estate loans was indicated by 60 per
cent of responding banks, in net terms, in the second quar-
ter (Chart 30). In addition to its pro-cyclicality, the riskiness
of the segment is also exacerbated by structural problems
potentially stemming from the pandemic situation. In the
first quarter, banks perceived the decline in demand for
loans related to housing projects most strongly, while they
reported unchanged demand for loans financing logistics
centres. Loan demand in each segment declined in the sec-
ond and third quarters, and in addition to the foregoing,
nearly half of the banks reported a decline in demand in
the shopping centre and office building segments. Looking
ahead to the next six months, banks expecting demand to
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Chart 31: Disbursements of project loans to domestic
companies secured by commercial real estate in the

credit institution sector
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Chart 32: Distribution of corporates’ turnover expecta-
tions among those participating in the moratorium and
repayers
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Chart 33: Disbursements under programmes introduced
by the central bank or the government as a reaction to
the coronavirus pandemic
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increase became dominant, with the exception of the
shopping centre segment.

There has been a major decline in the disbursement of
project loans with commercial real estate collateral. In
the first six months of 2020, credit institutions disbursed
HUF 116 billion in project loans covered by commercial real
estate. While the disbursement volume of the first quarter
was still 35 per cent higher than the low level of previous
year’s same period, the disbursements in the second quar-
ter were already 43 per cent lower compared to 2019 Q2
figures (Chart 31). Overall, the amount of loans disbursed
in the first six months of the year was 23 per cent lower
than in the same period last year. Within disbursements in
the first half of 2020, the volume of loans for real estate
purchase decreased to a greater extent, by 27 per cent,
while real estate development loans decreased by 11 per
cent year-on-year. This has broken the steadily growing
trend of new loans for real estate purchases in recent
years. Looking ahead, the protracted economic recovery
and uncertain prospects could lead to a decline in commer-
cial real estate investment, which could also reduce the
disbursement of loans for real estate purchase.

This year, nearly a fifth of companies with a loan expect a
significant drop in sales revenue of more than 30 per cent.
According to the MNB's questionnaire survey in August,
the real economy effects of the pandemic did not affect all
companies negatively; almost one-fifth of the companies
reported that this year's sales will increase compared to
last year. However, most of them expect revenue to de-
cline, with 42 per cent of respondents expecting a decrease
in revenue by more than 10 per cent (Chart 32). Smaller
companies were hit harder than average by the crisis.
Among the sectors, arts, entertainment, leisure, tourism
and catering were the most affected, with more than one
half of the businesses in these industries expecting sales
revenue to fall by at least 30 per cent this year.

In the third quarter, we observed a strong rise in new gov-
ernment and central bank loan programmes announced
in response to the coronavirus pandemic. Taking into ac-
count loans taken out by sole entrepreneurs as well, credit
institutions and financial enterprises granted more than
HUF 800 billion of FGS Go! loans by the end of September
2020 (Chart 33). Among the non-FGS government loan pro-
grammes, HUF 213 billion was contracted under the Szé-
chenyi Card Programmes with a budget of ~650 billion
HUF, HUF 81 billion under the new MFB Loan Programmes
with a budget of ~467 billion HUF and HUF 138 billion un-
der the EXIM Loan Programme with a budget of ~208
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Note: Central bank programmes include FGS Fix and FGS Go!, billion HUF by the end of September. The upswing in the
while government programmes include EXIM and MFB loan
programmes and the Széchenyi Card Programme. In the case of
the MFB programmes, data refer to the credit institution sector,
while the rest refer to the whole financial intermediation sys- der loan programmes other than the FGS were made in Au-

tem. Due to the OVerlaps between the programmes, SUmming gust and September' Under the |argest guarantee scheme
is not appropriate. Source: MNB

programmes is well illustrated by the fact that a significant
part of the HUF 229 billion disbursements made so far un-

announced, the Garantiqa Crisis Guarantee Scheme with a
budget of a total HUF 500 billion, nearly HUF 264 billion
was contracted by September.
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Note: Transaction-based, annual growth rate. Source: MNB ing into account the up to HUF 400 billion amortisation-re-
ducing effect of the extension of the moratorium and the
variety of loan products with low real interest rates fixed
for long periods, we expect corporate lending dynamics to
remain in the positive range over the forecast horizon.
Double-digit growth may also return within two years
(Chart 34). In the upcoming period, a significant extension
of state guarantee schemes supporting risk sharing could
also help increase banks’ willingness to lend and thus to in-

crease the outstanding corporate loan portfolio (Box 2).

BOX 2: MAIN FEATURES OF STATE GUARANTEE SCHEMES INTRODUCED IN THE EU COUNTRIES IN
RESPONSE TO THE EFFECTS OF CORONAVIRUS

The budgets for the guarantee schemes to help bridge the economic situation caused by COVID-19 far exceed the
values of previously typical loan guarantee portfolios. So far, EU Member States have launched a total of 48 guarantee
schemes (based on data from 25 countries). The potential budget of these schemes, with significant national differ-
ences, accounts for almost one sixth of EU GDP, while before the coronavirus, the average value of guarantee portfolios
as a proportion of GDP was only around 0.7 per cent in European countries.

State-backed guarantees are of key importance in an uncertain economic situation. When economic activity declines
and uncertainty increases, banks typically lend more cautiously. In turn, more cautious lending dampens growth and
increases uncertainty, and thus banks’ reduced risk appetite results in unfavourable feedback mechanisms. State risk
sharing and guarantees for loans is able to break this feedback effect. By maintaining bank lending, economic output
may also remain at a higher level. In addition, guarantee schemes represent a relatively low and prolonged, well off-
setable cost to the state, while immediately having a counter-cyclical, supportive economic effect in the economy. In
Hungary, the annual cost of guarantee drawdowns in the previous decade was around HUF 20 billion, which is a
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relatively small amount compared to the loan guarantee portfolio, which averaged HUF 800 billion over the past 10
years, and to the current loan portfolio of approximately HUF 9,000 billion.

Before the pandemic, Hungary had the highest proportion of guarantee portfolios in relation to the size of the econ-
omy in the European Union, but the budgets of the new schemes are low in an international comparison. Prior to
the crisis, the value of loan guarantee portfolios as a proportion of GDP exceeded 1 per cent of GDP in only three EU
countries, with the highest in Hungary at 2.1 per cent. As a result of the coronavirus, EU countries have announced
large-scale public crisis response programmes, and in many cases, the budgets for guarantee schemes exceed 50 per

Size of state guarantee programmes introduced as a result of the cent of the total amount earmarked for

coronavirus in the member states of the European Union crisis response. The size of the pro-

30 _2sapercentage of GDP as a percentage of corporate loans o\ orammes varies considerably from coun-
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Note: As a proportion of GDP in the first quarter of 2020 and outstanding corporate loans in the first ered low even at the regional level. In ad-
rter of 2020. Source: MNB, IMF, Bruegel - . .

PR 3 e dition to the potential budget, the size of

cent of GDP, which can now be consid-

the actual transactions is also an important factor: up to September, the issue of new government-subsidised loans
was significant in France, Italy and Spain, reaching 5-8 per cent of GDP, while in Germany, despite a large budget, it
only amounted to 2 per cent of GDP. The different levels of utilisation can be attributed to the fact that banks in Ger-
many reported tightening lending conditions in the second quarter, while conditions eased significantly in the other
three countries. Utilisation of the newly launched Hungarian guarantee schemes can be considered significant: in Sep-
tember almost 50 per cent of the largest Garantiga Crisis facility with a budget of HUF 500 billion has been used.

The programmes announced usually target the entire corporate sector, have a limited duration and their main goal
is to strengthen new lending. State guarantee schemes launched in European countries usually cover the entire cor-
porate segment, but in some countries (e.g. Austria, Estonia) specific programmes have also been launched for severely
affected industries (e.g. tourism, catering). In many cases, the programmes are segmented by company size or sales
revenue: micro and small enterprises can receive a larger state guarantee, while large corporates receive smaller state
guarantees. The programmes are nationwide and limited in duration: after starting in the spring, most of them will end
by 31 December 2020, according to current plans. Their main aim is to strengthen new lending, and in most cases, loan
refinancing through the programmes is not allowed, or only to a limited extent. In most cases, disbursement of guar-
anteed loans is linked to commercial banks, but there are also examples of financing through a public institution.

Most of the announced programs offer 80 or 90 per cent state guarantee. The high guarantee is allowed by a decision
of the European Union in March, which became more permissive in terms of guaranteeing loans; this originally applied
for loans contracted until 31 December 2020, and in October this date was changed to the end of June 2021. States
can provide a reduced-fee guarantee, and this discounted fee can last up to 6 years and cover up to 90 per cent of the
principal debt, instead of the previous 80 per cent. Some programmes provide state guarantee only up to a certain

percentage of the value of the guaranteed loan portfolio, any loss exceeding this must be borne by the bank. In the
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Belgian programme, for example, portfolio-level, staggered loss-liability has been introduced and each loss ratio is
borne in different proportions by the bank and the Belgian state.

Examination of EU guarantee schemes by target group and

In summary, although different detailed rules ,, Pcs characteristics pes
have been developed in the implementation . L
of guarantee schemes in the European coun- )1 L 51
tries, their importance in economic aid |, L @
measures has grown widely. However, as a ;5 | L 15
proportion of GDP, the size of the new Hun- |, | L 1
garian guarantee programmes falls signifi- o L 9
cantly short of the European average. With 6 | - 6
the number of COVID-19 cases increasing 3 - -3
again and the economic risks of the autumn 0 0
. . ap s Sole SME Large  |[Existing loan New loans Cascading

containment measures intensifying, demand proprietor enterprise | portfolio Lo

for state loan guarantee schemes remains Target group e Tt

high.

Note: The figure shows how many of the 25 examined member states are characterized by individual points.

Source: MNB, IMF, EBA

3.2 Payment moratorium and state-subsidised
products sustain the expansion of household

lending
Chart 35: New household loans in the credit institution ~ Since mid-2019, one third of new retail lending has been
sector state-subsidised. Following the outbreak of the COVID-19
HUF bn percent . in March, issuance of all retail credit products declined.

Personal lending fell the most in 2020 Q2, with the volume
of contracts concluded dropping by about one half in a sin-
gle quarter (Chart 35). The introduction of the APR cap on
consumer loans also played a role in this, as sales were
temporarily suspended due to related product develop-
ments. The decline in demand also had a significant impact
on the automotive market, with overall market-based con-

® g g9 9 8 m ¥ w9 N ® o 9 sumer credit issuance declining by nearly 40 per cent in
o o o o o o o o o o o
o~ ~ o~ ~ ~ o~ ~ o~ ~ o~ ~ o~ ~ .
TSubsidised loans - consumer (prenatal baby support loan) quarter-on-quarter terms. The volume of housing loan
mmSsubsidised loans - housi .
B Non subeidiead loans - censumer and other contracts concluded in 2020 Q2 was 15.4 per cent lower
mmNon-subsidised loans - housi . .
_..sr?:rsl;fss'uﬂ,sﬁdisizni,anff;ﬂf) than in the previous quarter. Prenatal baby support loan

contracts declined only moderately, by 17.3 per cent dur-

Note: The effect of the early repayment scheme and the refi- ing the second quarter. The reason for this is that so far
nancing related to the FX-conversion are excluded. Source:

MNB

prenatal baby support loans have typically been taken out
by clients with higher education and income, as well as
good debt ratings,® whose financial situation has been less
affected by the crisis caused by the coronavirus epidemic.
In the third quarter, isolation measures have been lifted,
and consequently new loan disbursements started to rise:
the volume of new loans for housing purposes was 9 per
cent higher in that period compared to the same period in
the previous year. Nevertheless, the volume of total house-
hold loan disbursement still fell short — by almost a third —

8 For more details on the risk profile of prenatal baby support loan debtors, see Box 3 of MNB Trends in lending, September 2020.
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TRENDS IN LENDING: CENTRAL BANK AND GOVERNMENT PROGRAMMES MAINTAIN THE EXPANSION OF LENDING

Chart 36: Household loan transactions of credit institu-

tions
HUF bn

per cent

Consumer loans
EmHousing loans
—Annual growth rate (RHS)
# Annual growth rate without moratorium (RHS)

Source: MNB

Chart 37: Bank clients using the moratorium, by credit
products (June 2020)
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Note: The data shown are not derived from mutually exclusive
sets, clients may appear more than once in the chart, depend-
ing on how many loans they have. Source: MNB

of that of the previous year, partly because of the base ef-
fect stemming from the remarkable interest shown in the
prenatal baby support loans at the launch of the product.
Since the introduction of the prenatal baby support loan in
July 2019, state-subsidised housing and consumer loans ac-
count for one third of the volume issued.

The payment moratorium and state-subsidised products
support the expansion of lending. Although new loan issu-
ance declined in the second quarter, the household loans
outstanding of the total financial intermediary system
grew by 17.5 per cent year-on-year. In the case of the
credit institution sector’s loans, the value of the stock in-
crease was even higher, at 19.6 per cent in the second
quarter, before slowing to 15.6 per cent by the end of Sep-
tember (Chart 36). The payment moratorium introduced in
March and prenatal baby support loans play a key role in
maintaining lending dynamics. Disregarding the impact of
the moratorium, annual growth in the credit institution
sector amounts to 11.6 per cent at the end of the third
quarter, based on our approximation. If, in addition to the
effect of the moratorium, we also eliminate the additional
effect of prenatal baby support loans,’ the annual rate of
change in loans outstanding would reach only 5.6 per cent,
according to our estimate.

The majority of clients participating in the moratorium
have personal or housing loans. Nearly three quarters of
debtors used the payment moratorium for one loan, while
one fifth used it for two, and one tenth used it for three or
more loans. The proportion of debtors taking advantage of
the moratorium is the highest for unsecured consumer
loans, which represent the highest repayment burden and
usually have shorter maturities. One third of clients using
the moratorium for at least one loan, totalling nearly
500,000 individuals (including debtors and co-debtors),
have housing or personal loans (or both), while barely one
fifth have an overdraft or credit card (Chart 37). Overall,
the moratorium may reduce the amortisation of the credit
portfolio in the household segment by withholding instal-
ments of approximately HUF 700 billion until the end of the
year, in which housing and personal loans have the great-
est weight.

Banks tightened both consumer and housing lending con-
ditions as a result of the coronavirus epidemic. Following
the outbreak, both banks and clients became more cau-
tious in the credit market. Based on responses to the

%1n June 2020, the MNB conducted an online survey among prenatal baby support loan debtors. Based on the survey, according to our estimate, 63
per cent of prenatal baby support loans represented additional credit demand and 37 per cent substituted other loan products.
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Chart 38: Changes in credit conditions and credit de-
mand in the household segment
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Chart 39: Forecast for lending to households
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Chart 40: Debt service burden of the household sector
and the cyclical position of lending
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Lending Survey, in net terms, 37 per cent of banks tight-
ened the housing lending conditions in the second quarter,
mainly through changes in the credit rating system. The
tightening was justified by changes in the economic out-
look and clients’ creditworthiness. In the case of consumer
credit, 80 per cent of the responding institutions, in net
terms, tightened credit conditions (Chart 38). A significant
proportion of banks reported weakening demand for both
loan products, that can be attributed in part to contain-
ment measures. In the third quarter, the vast majority of
banks perceived an increase in demand for housing loans,
accompanied primarily by an easing of price conditions,
while there was no change in consumer credit on either the
demand or supply side.°

Despite the slowdown, the stock of household loans re-
main on a growth path over the forecast horizon. The
household loan portfolio of the financial intermediary sys-
tem grew by 17.5 per cent in 2020 Q2, but growth is ex-
pected to slow due to the high base as a result of prenatal
baby support loans available from July 2019 and declining
issuance as a consequence of the epidemic (Chart 39). At
the same time, the decline is mitigated by the fact that the
payment moratorium has been extended for certain social
groups until June 2021, as a result of which — with the cur-
rent willingness to participate unchanged — retail clients
may keep HUF 220 billion of instalment payments in the
first six months of 2021. With the normalisation of the
economy, lending dynamics may be double-digit again
from 2022 onwards.

The debt service burden of households is historically low.
The vulnerability of the population is significantly affected
by the level of indebtedness. The repayment burden of
households relative to disposable income (also considering
interest and principal repayments) is historically low and
corresponds to the 2003 level (Chart 40). In addition, the
low level of cyclical indebtedness is indicated by the fact
that the household credit gap remains negative, i.e. the
household credit-to-GDP ratio has not reached its long-
term trend, despite the increase in the portfolio in recent
years. Based on all of this, the coronavirus crisis hit the
population in a much less vulnerable position in terms of
the indebtedness of the sector as a whole, compared to the
financial crisis in 2008.

However, the resilience of households to shocks may
vary. Although the level of risks is low in the sector overall,

10 We also collected information on the experiences and expectations of banks' lending officers by interviews, the results of which are detailed in

Box 1 of MNB Trends in lending, September 2020.
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TRENDS IN LENDING: CENTRAL BANK AND GOVERNMENT PROGRAMMES MAINTAIN THE EXPANSION OF LENDING

Chart 41: Savings of households
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Survey on Interest Rate Risk, February 2019 and MNB Survey on
Prenatal Baby Support Loans, June 2020

Chart 42: Share of debtors with a below-median income
in new loan contracts
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Chart 43: New personal loans of credit institutions by
debt service to income ratio

50 _Percent per cent 20
18 r 18
16 1 r 16
14 r 14
12 1 r 12
10 1 r 10
8 4 r 8
6 1 r 6
4 Fa
2 b2
0 Lo
Ay
o \99 \(/,,.0 '19'0 ’\99 %Q.Q a§’2'° VQ'Q &,).Q (709 “

‘ m2019Q04 m2020Q1 m2020Q2

Source: MNB

this may obscure a high degree of heterogeneity at the
level of individual social groups. To this end, it is worth ex-
amining the extent to which different households can with-
stand the effects of a temporary negative income shock.
Among borrowers, the proportion of those with sufficient
savings for at least three months is less than 30 per cent —
but it is still higher than for households with no loans at all
(Chart 41). The breakdown by education level also shows
significant heterogeneity: lower education is associated
with lower levels of savings, suggesting weaker resilience
to shocks. This also poses a risk because the employment
of the low-skilled labour force is typically more severely af-
fected by the coronavirus crisis: the employment of the
low-skilled has fallen by 10 per cent on average in Europe,
while that of the higher-skilled has actually risen by 2 per
cent in the past year.

The financial stability risks posed by the coronavirus crisis
are mitigated by the fact that the majority of credit insti-
tutions' clients are already higher-income earners. 13 per
cent of housing loan debtors and 12 per cent of credit in-
stitution personal loan debtors had below-median income
in mid-2020 (Chart 42). This latter ratio fell sharply in the
second quarter from its previous level of 20-30 per cent.
The fact that primarily higher-income earners are indebted
suggests that a further increase in lending does not carry
indebtedness risks other than that so far: relatively high-
income earners are more likely to be able to continue re-
paying their loans, while low-income earners are less likely
to become debtors of credit institutions.

Banks are characterised by caution concerning personal
loans. Although there has been no change in housing lend-
ing, neither among debtors nor in terms of contracts con-
cluded, the characteristics of new loans have changed
slightly for personal loans, especially in the second quarter.
Borrowers shifted to higher-income earners: the propor-
tion of those with above-median incomes rose from 78 per
cent to 88 per cent (Chart 42). Among the credit condi-
tions, banks’ caution can be seen primarily in the debt ser-
vice-to-income ratio: the share of new loans around the
limit fell significantly, dropping by one quarter (Chart 43).

Financial corporations mainly responded to the new situ-
ation by shortening maturities. Due to the uncertain eco-
nomic environment, the financial intermediary system pro-
vides unsecured loans under tighter conditions, which was
mainly reflected in higher income requirements and
shorter maturities. While in 2020 Q1, 62 per cent of per-
sonal loans issued by credit institutions had maturities of
over 5 years, this proportion fell to 58 per cent in the
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Chart 44: Distribution of new personal loans by maturity
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Chart 45: Distribution of personal loan disbursements by
interest rate spread
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second quarter (Chart 44). In the case of financial corpora-
tions, the tightening in personal lending conditions is even
more striking, as no contracts are being concluded for a
term longer than 2 years, while at the beginning of the year
this segment still accounted for 30 per cent. The share of
below-median income earners in the clientele of financial
corporations is 57 per cent; therefore, as a negative effect
of the epidemic, the tightening of lending conditions, in re-
sponse to increasing solvency risks, is further restricting ac-
cess to loans for lower income groups.

The extension of the Certified Consumer-friendly frame-
work to personal loans supports the reduction of interest
rate spreads. In Hungary, the average APR level of personal
loans, which account for the majority of consumer loans,
was 13 per cent before the introduction of the APR cap.
However, with regard to the levels of interest rate and the
interest rate spread, which are high on average, large vari-
ance can be seen (Chart 45), which can also be observed
for loan contracts and debtors with the same credit risk
characteristics. In 2019, 20 per cent of personal loans lent
were extended with an interest rate spread of below 10
percentage points. Although loans with both high and low
interest rate spreads are present in the market concur-
rently, the largest market participants continue to have
high market share with high interest rate spreads in new
disbursements, which may indicate insufficient intensity of
banking competition. The extension of the Certified Con-
sumer-friendly framework to personal loans and the
spread of certified products may help to reduce the inter-
est rate spread on personal loans, similar to the achieve-
ments in the housing loan market. The certification of Cer-
tified Consumer-Friendly Personal Loans is expected in the
autumn and actual distribution may begin on 1 January
2021.



PORTFOLIO QUALITY: MORATORIUM PROVIDES TEMPORARY SUPPORT, MEANWHILE CREDIT RISKS ARE INCREASING

4 Portfolio quality: moratorium provides temporary

support, meanwhile credit risks are increasing

In 2020 H1, the introduction of the payment moratorium played a major role in sustaining the portfolio quality of the

credit institutions sector. Meanwhile, as a result of portfolio cleaning activity, the non-performing loan ratio declined

further, to 3.5 per cent in the corporate segment and to below 4 per cent in the case of households. In 2020 H1, loan

loss provisions for the corporate and household portfolios increased by 26 per cent and 12 per cent, respectively, which

was primarily attributable to the rise in the ratio of loans whose credit risk increased significantly. Around 15-20 per

cent of the credit institutions’ corporate loan portfolio is related to highly risky companies that are currently in mora-

torium. In parallel with that, 5-10 per cent of household clients with a loan can be considered vulnerable on the basis

of income position, change in labour market status and participation in the moratorium. The targeted extension of the

payment moratorium from January 2021 improves risky debtors’ financial situation in the short run. Therefore, in 2021

H1 no surge is expected in the ratio of overdue loans. Nevertheless, in the medium term a protracted economic recovery

may already lead to a major deterioration in portfolio quality. The recovery of companies in financial difficulties could

be facilitated by a legal framework that supports reorganisation.

Chart 46: Ratio of non-performing corporate loans in the
credit institutions sector
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Chart 47: Loan loss provisioning of the credit institutions
sector’s corporate loan portfolio and its change in 2020
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4.1 Highly risky corporate loans may account
for 15-20 per cent of loans outstanding

The ratio of non-performing corporate loans declined fur-
ther, but due to the moratorium it does not reflect the
changes in credit risks. The non-performing corporate loan
portfolio of the credit institutions sector amounted to HUF
313 billion in June 2020, as a result of a decline of HUF 8
billion in the first six months (Chart 46). Non-performing
loans (NPL) not more than 90 days past due account for
most of the portfolio, at around 64 per cent. In 2020 H1,
the amount of loans over 90 days past due fell by HUF 13
billion, reducing the ratio of loans over 90 days past due to
1.3 per cent. On the whole, by end-June 2020 the ratio of
non-performing corporate loans sank to 3.5 per cent, rep-
resenting a decline of 1.1 percentage points in annual
terms. In 2020 Q1, the decrease in the NPL ratio was mainly
due to the expansion in loans outstanding, while in Q2 it
was due to portfolio cleaning, loans that became perform-
ing again as well as to the absence of new delinquencies as
a result of the moratorium.

The rise in credit risks due to the COVID-19 pandemic was
a major factor behind the increase in loan loss provisions.
From 2019 Q4 to 2020 Q2, loan loss provisions for the cor-
porate loan portfolio rose from HUF 247 billion to HUF 312
billion, a major portion of which was related to changes in
credit risk. The HUF 33 billion impairment reversal effect of
cleaning was partly offset by the HUF 23 billion loan loss
provisioning entailed by the expansion in lending, more
than half of which was formed for loans in the Stage 1 cat-
egory by banks (Chart 47). The Stage 1 category increased
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Note: Stage 1: loan loss provisioning for financial assets whose
credit risk has not increased significantly since initial recognition.
Stage 2: loan loss provisioning for financial assets whose credit
risk has increased significantly since initial recognition, but which
are not impaired. Stage 3: loan loss provisioning for non-per-
forming financial assets. Source: MNB

Chart 48: Movements of corporate loans between loan
loss categories between 2019 Q4 and 2020 Q2 according
to participation in the moratorium

Loans in moratorium
In proportion to the corporate Impairment category Q2 2020
loan portfolio in moratorium Stage 1 Stage 2| Stage 3 [Total
Impairment category Stage 1 73.8% 12.6% | 0.2% 86.6%
Q42019 Stage 2 0.7% 9.3% 0.1% 10.1%
Stage 3 0.2% 0.0% 3.2% 3.3%
Total 74.7% 21.9% 3.4% 100.0%
Loans out of moratorium
In proportion to the corporate Impairment category Q2 2020
loan portfolio out of moratorium Stage 1 [Stage 2| Stage 3 [Total
Impairment category Stage 1 86.0% 6.8% 0.2% 93.1%
Q42019 Stage 2 0.9% 3.0% 0.0% 3.9%
Stage 3 0.1% 0.0% 3.0% 3.0%
Total 87.0% 9.8% 3.3% 100.0%

Note: Credit institutions data. Ratios on the basis of outstanding
amounts at the end of 2020 Q2. Source: Central Credit Infor-
mation System, MNB

Chart 49: Loans of vulnerable companies by liquidity po-
sition and indebtedness as a share of total corporate
loans
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by 32 per cent, while the Stage 2 category more than dou-
bled within the composition of corporate loan loss provi-
sions. Loan loss coverage increased in all three categories
in 2020 H1. On the whole, in June 2020, the loan loss cov-
erage ratio of the non-performing corporate loan portfolio
of credit institutions was still high, at 57 per cent, while
that of the non-performing portfolio over 90 days past due
was 76 per cent.

Within the corporate loan portfolio, there was a major in-
crease in the ratio of loans exhibiting a significant in-
crease in credit risk. The impact of the coronavirus pan-
demic in terms of reducing economic activity resulted in
deterioration in many companies’ solvency. Based on ex-
amining the corporate loan portfolio according to loan loss
classification, in 2020 H1 the weight of the Stage 2 cate-
gory, which indicates a considerable rise in credit risk,
more than doubled (rising from 6.9 per cent to 15.7 per
cent) within the total portfolio. With regard to corporate
loans under moratorium, 14.5 per cent of the loans that
were in Stage 1 at end-2019 were reclassified to Stage 2,
whereas this ratio was only 7.3 per cent for loans that were
not subject to the moratorium. Accordingly, banks per-
ceived an increase in credit risks to a much larger degree in
the case of the companies participating in the moratorium
(Chart 48). A detailed comparison of the characteristics of
the two groups is presented in Box.

The loans of companies belonging to vulnerable sectors'*
which are in a tight financial position and moratorium ac-
count for one tenth of the total corporate loan portfolio.
The sectors most affected by the negative economic ef-
fects of the COVID-19 crisis account for one third of the to-
tal corporate loan portfolio (Chart 49). In terms of credit
risk, low indebtedness and adequate liquidity may help to
mitigate the negative effects of the crisis in the case of
about one half of this exposure. However, indebtedness is
relatively high in the case of the other half of the exposure,
and the liquidity position is also inadequate; thus these
firms are in a tight financial position. As a proportion of to-
tal loans outstanding, 60 per cent of these companies
(which is higher than the population value) took recourse
to the moratorium. On the whole, vulnerable companies
that are in a tight financial position and moratorium at the
same time account for 10 per cent of credit institutions’ to-
tal corporate loan portfolio. The ratio is 12 per cent if these
three aspects are examined only for the loans of compa-
nies whose loan portfolio is below HUF 10 billion.

1 The vulnerability classification of sectors is described in the methodological annex of the May 2020 Financial Stability Report.
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Chart 50: Loans of companies not belonging to vulnera-
ble sectors by liquidity position and indebtedness as a
share of total corporate loans

r
1 44% of enterprises |
!__remained in moratorium |

,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,
High risk exiosure 6%

,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,
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enterprises
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enterprises

rofitabilit

to

Low indebted
enterprises

Indebtedness in proportion

Adequate Moderate Weak
liquidity liquidity liquidity
position osition position

Liquidity position

Note: Indebtedness: debt/EBITDA; low when below 1, moderate
when between 1 and 4, high when over 4 or negative. Liquidity
position: personnel costs/funds; adequate below 0.5, moderate
between 0.5 and 2, weak above 2. Based on 2018 tax declara-
tions and end-2019 credit data. Source: Central Credit Infor-
mation System, MNB, National Tax and Customs Administration

Chart 51: Ratio of companies expecting payment difficul-
ties by revenue category

Do you expect payment difficulties after the repayment
moratorium has expired, at the end of 2020?

45 bercent percent ,o
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O The company could repay now, but in 2021 it is not expected to be able to do so

with the current expectation
M Yes, because the company already has payment problems and no improvement is

expected by 2021

Note: The red line indicates the average of enterprises in the
moratorium and currently experiencing payment problems as
well among those with a loan. Source: The MNB’s questionnaire
survey prepared in August 2020 asking 1,100 companies

The loans of companies that do not belong to vulnerable
sectors but are in a significantly stressed position and
moratorium account for 6 per cent of the total corporate
loan portfolio. Due to the drop in aggregate demand, the
economic uncertainty stemming from the protracted pan-
demic situation may have reached even those companies
that were more protected from the first-round effects of
the pandemic wave. Therefore, in our analysis even the
loans of those companies are considered risky that are ac-
tive in sectors less affected by the COVID-19 pandemic but
are financially stressed to a great degree (Chart 50). Among
these firms, the ratio of those staying in the moratorium
remained below 50 per cent, and thus the highly risky ex-
posures in the non-vulnerable sectors account for a further
6 per cent of credit institutions’ total corporate loan port-
folio. Looking at the loans of companies with loans out-
standing below HUF 10 billion, a ratio of 7 per cent is seen.
Accordingly, on the whole, the loans of companies cur-
rently in moratorium and considered highly risky account
for 15-20 per cent of credit institutions’ corporate loans.
In the case of these companies, non-payment following ex-
piry of the moratorium may pose a major risk. According to
our questionnaire survey of 1,100 companies conducted in
August 2020, for 24 per cent of the enterprises in morato-
rium this year’s sales revenue may decline by at least 30
per cent. At the same time, in the case of these businesses
the targeted extension of the moratorium delays the po-
tential delinquency of customers until June 2021. In the
medium term, however, the risks concealed by the mora-
torium may materialise.

A much larger proportion of smaller enterprises may face
payment problems. 19 per cent of the companies which
completed the MNB questionnaire have such payment
problems that is expected to persist in 2021 as well, even
in spite of their current participation in the moratorium
(Chart 51). Repayment difficulties are especially typical of
the smaller size categories: 23 per cent of firms with annual
sales revenues below HUF 300 million already have pay-
ment problems. In the tourism and catering sector as well
as in the arts, entertainment and leisure activity sector at
least three quarters of the respondents expect repayment
problems starting from next year. This year, payment diffi-
culties may primarily arise in the case of circular indebted-
ness within the corporate sector; they include accounts
payable and commercial loans, which do not fall under the
scope of the payment moratorium.

For companies experiencing financial difficulties, recov-
ery could be facilitated by a legal framework that sup-
ports reorganisation. Bankruptcy proceedings would be a
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Chart 52: Ranking of insolvency arrangements among
high-income countries in 2019
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Note: The insolvency arrangement score is the arithmetic aver-
age of the indicators of each component: the rate of return on
insolvency proceedings against domestic entities (as a function
of outcome, procedural time and procedural costs), and the

way out for companies in need of reorganisation, but do-
mestic regulation operates with low efficiency and its logic
is legal rather than economic. In the international ranking
of such proceedings, Hungary is among the last (Chart 52),
partly due to the lack of a legal framework supporting re-
organisation and the high cost of insolvency proceedings,
and partly due to the fact that lengthy proceedings usually
end in liquidation procedures or forced cancellations, in-
stead of successful reorganisation. The low efficiency of
bankruptcy proceedings also comes at the expense of the
real economy: international experience!? shows that re-
covery from recession is slower in countries where bank-
ruptcy proceedings do not offer a real opportunity for re-
organisation. In view of the increased corporate vulnerabil-
ity due to the COVID-19 pandemic and the protracted eco-
nomic recovery with the second wave, it would be particu-
larly important to support the reorganisation of viable
companies within an effective legal framework.

strength of the legal framework applicable to judicial liquidation
and reorganisation proceedings. A higher score indicates a more
efficient framework. The dashed red line indicates the Hungarian
value. Source: World Bank

BOX 3: COMPARISON OF THE CHARACTERISTICS OF DEBTORS PARTICIPATING IN THE PAYMENT
MORATORIUM AND THOSE WHO CONTINUE REPAYMENT

The ratio of loans where repayment problems may arise could increase significantly because of the economic down-
turn caused by the COVID-19 pandemic. The payment moratorium plays a major role in sustaining the portfolio quality,
but does not prevent the increase in credit risks resulting from the worsening of customers’ economic and financial
situation. The ratio of loans falling into delinquency may rise significantly following the expiry of the moratorium, there-
fore the MNB is paying special attention to the loan portfolio in moratorium, i.e. to the circumstances of debtors that
took the opportunity to suspend repayment. In our analysis, we examined the characteristics of the debtors in mora-
torium on the basis of the data of the National Tax and Customs Administration (NTCA), the Central Credit Information
System (CCIS) and a questionnaire survey prepared in August 2020, which was completed by 1,100 companies and
nearly 56,000 household debtors.

Based on the data reported by banks, in June 2020 more than one half of household loans outstanding were affected
— to various degrees across types of loans — by the suspension of repayment introduced until the end of the year.
The moratorium is most typically applied in the case of personal loans, where more than 70 per cent of the portfolio
was involved in June. Repayment of a significant proportion (65 per cent) of prenatal baby support loans was also
suspended. However, the moratorium related to childbearing also contributes to this. The participation of mortgage
loans is somewhat lower: 45 per cent for housing loans and 53 per cent for home equity loans. According to our calcu-
lations, around 60 per cent of the approximately 2.7 million household customers with loans outstanding in June 2020
and disbursed before 19 March, i.e. 1.6 million customers, used the possibility of the moratorium at least for one of
their loans.

12 Based on the following papers, e.g.: i) Cirmizi, E., L. Klapper and M. Uttamchandani (2010): The Challenges of Bankruptcy Reform. Policy Research
Working Paper 5448, World Bank, Washington, DC. ii) Adalet McGowan, M., D. Andrews and V. Millot (2017): Insolvency Regimes, Technology Dif-
fusion and Productivity Growth: Evidence from Firms in OECD Countries. OECD Economics Department Working Papers, No. 1425. iii) Armour, J., A.
Menezes, M. Uttamchandani and K. van Zwieten (2015): How do creditor rights matter for debt finance? A review of empirical evidence. In Research
Handbook on Secured Financing in Commercial Transactions. Edward Elgar Publishing. iv) Lee, S.H., Y. Yamakawa, M.W. Peng and J.B. Barney (2011):
How do bankruptcy laws affect entrepreneurship development around the world?.Journal of Business Venturing, 26(5), 505-520.
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Accordmg to the fmdmgs of the survey, the socio- Labour market status of the main earners of households taking up and of households

demographic situation of the customers participat- not taking up loan repayment moratorium
ing in the moratorium is less favourable compared ., .
to the situation of those who continue repayment. |in full-time employment 67.5% 73.6%
Firstly, younger people are overrepresented among | Part-time employment 3% 20
Enterpreneur 7.8% 5.3%

them: 27 per cent of them are below the age of 35, |pensioner 10.3% 15.3%
whereas this ratio is 20 per cent in the case of those |In parental leave A% i

. i . . Public work scheme 1.1% 0.9%
not participating in the moratorium. Secondly, 31 per |unemployed 4.3% 1.1%
cent of the debtors participating in the moratorium [lnactive 0% mavs
o . Total 100.0% 100.0%
||Ve n Sma“er Settlements, Wh'le Only 27 per cent Of Note: We regard the household as being in ium, if the h hold has mini one loan, in case of which it

has taken up loan repayment moratorium. The survey asked the following question: What is the labour market status

households continuing repayment live in such settle-  of the household's main earner? Source: MNB household moratorium survey, August 2020.

ments. The questionnaire survey conducted by the

MNB also reveals that the educational level of the customers who took recourse to the moratorium is typically lower.
Only 31 per cent of them are college or university graduates, while this ratio is 46 per cent for those not participating
in the moratorium. In terms of the occupation of the main earner, entrepreneurs and part-time employees represent
a higher ratio of a total 15 per cent among the customers participating in the moratorium, whereas this ratio is much
lower (8 per cent) in the case of non-participants. In addition to that, full-time employees are underrepresented among
those participating in the moratorium: their ratio of 68 per cent is lower than the 74 per cent registered for those who
continue repayments.

Saving distribution of households taking up and of households not o q q a a-a a q
g J g up and of The financial situation of those participating in the

per cent taking up loan repayment moratorium per cent
40 moratorium is also worse. The income of 53 per cent
35 - " ¥ of the households in the moratorium is lower than HUF
30 *° 300,000, whereas this ratio is only 35 per cent for those
25 - "% not participating. In addition, 41 per cent of the house-
20 " %% holds which took recourse to the moratorium have only
15 | "' one earner, while the ratio in the other group is 34 per
10 1 [ '°  cent. The more exposed position is typically coupled
5 "> with lower savings as well: 83 per cent of the house-
0 Maximum1 1week-1 1-3months 3-6months 6-18 months More than 18; ° holds in moratorium have enough savings for a maxi-
week month months

: : : mum of three months only, whereas this ratio is 62 per
’ M In loan repayment moratorium M Not in loan repayment moratorium ‘

cent in the case of households continuing repayments.

Note: The survey asked the following question: If all earners lost their jobs in your household, how
long would your h hold be able to maintain its current dard of living?
Source: MINB household moratorium survey, August 2020.

At the end of 2020 Q2, 44 per cent of corporate loans
outstanding were in moratorium. Participation in the moratorium was affected by various factors. Company size
played a major role: a larger proportion of smaller companies used the moratorium. For example, in the case of micro
enterprises the ratio of participating companies was almost 20 percentage points higher than in the case of large cor-
porations. Additionally, a significant difference is seen in terms of the denomination of loans as well: the ratio of those
using the moratorium was 10 percentage points higher for FX loans than for forint loans. The ratio of companies that
exploited the opportunity of the moratorium was also higher in the case of those operating in vulnerable sectors. Of
the major sectors, the ratio of companies using the moratorium at present as well is the highest among those active in
transportation and warehousing, as well as financial and insurance activities, whereas recourse is roughly one third in
construction, covering less than 25 per cent of the loans outstanding of the sector. According to the findings of the
survey, a larger proportion of companies used the moratorium in the case of longer-term loans: nearly 60 per cent of
respondents with investment loans and overdrafts with maturities over one year participated in the moratorium, while
in the case of overdrafts up to one year and credit cards the ratio of users remained below 50 per cent.
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The findings of the online questionnaire survey suggest that the moratorium was of great help for the participating

companies in managing their temporary liquidity problems. Namely, as noted by 70 per cent of those participating in

the moratorium, they would have been completely unable to service their loans or would have been able to service

only a part of them. In addition, nearly two thirds
of those entering the moratorium spent the re-
leased amount on remedying their liquidity short-
age. A major difference is seen between the ex-
pectations concerning changes in sales revenues
of the companies participating and not participat-
ing in the moratorium: while 24 per cent of those
using the moratorium expect an at least 30 per
cent drop in this year’s income compared to last
year’s, this ratio is only 12 per cent for companies
that continue repayments.

Agriculture, Forestry, Fishing

Overall, the payment moratorium introduced
because of the COVID-19 pandemic contributed
to sustaining banks’ portfolio quality. The find-
ings of the analysis suggest that a larger number

Financial service act.

Science-engineering

Recourse to the moratorium in the sectors with the largest loan

portfolios broken down by currency per cent

0 10 20 30 40 50 60 70 80

Tourism-catering
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Inform.-comm.

Trade service act.
Manufacturing
Real estate act.
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Administration
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EmHUF B FX per cent

Note: Contract number based ratios. Source: KHR, MNB

of debtors in less favourable economic and financial position took recourse to the moratorium: the socio-demo-

graphic situation and material circumstances of participating households are less favourable compared to those who

continued repayment, while among corporate debtors it was mainly smaller firms active in more vulnerable sectors

and indebted in foreign currency that took the opportunity. The MNB will continue to pay special attention to mon-

itoring the characteristics of the loan portfolios in the moratorium on the basis of financial stability aspects in the

future as well.

Chart 53: Ratio of non-performing household loans of

credit institutions by contracts
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Note: Before 2015 Q1 the non-performing loan ratio shows the
ratio of loans overdue for more than 90 days. Source: MNB
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4.2 5-10 per cent of households with loans are
considered vulnerable

In 2020, the ratio of non-performing household loans fell
below 4 per cent, mainly as a result of the still active port-
folio cleaning. Compared to end-2019, the credit institu-
tions sector’s stock of household loans over 90 days past
due declined by HUF 21 billion, and thus the ratio of loans
over 90 days past due (NPL ratio) amounted to 2.3 per cent
in June 2020 (Chart 53). The household NPL ratio of the
credit institutions sector was 3.6 per cent at end-June, rep-
resenting a decline of 0.6 percentage point compared to
end-2019. Non-performing household loans amounted to
HUF 277 billion at the end of the period under review, with
loans 90 days past due accounting for 63 per cent, i.e. HUF
176 billion. The ratio of non-performing loans 90 days past
due declined in the case of all household loan products —
to the greatest degree for that of home equity loans, where
the year-on-year decline of HUF 35 billion (3.2 percentage
points) caused the NPL ratio to drop to 7 per cent. Dynamic
expansion in household loans outstanding and banks’ port-
folio cleaning activity contributed to the decline in the NPL
ratio to a similar degree. Credit institutions sold or wrote
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Chart 54: Loan loss provisioning of the credit institutions
sector's household loan portfolio and its change in 2020
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Note: Stage 1: loan loss provisioning for financial assets whose
credit risk has not increased significantly since the initial recog-
nition. Stage 2: loan loss provisioning for financial assets whose
credit risk has increased significantly since the initial recogni-
tion, but which are not impaired. Stage 3: loan loss provisioning
for non-performing financial assets. Source: MNB

Chart 55: Distribution of bank customers based on the
change in the amount of the average monthly salary re-
ceived on their bank account between 2020 Q1 and
2020 Q2
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Note: Estimate based on income data of bank customers with
wage crediting in December 2019. Sample size: 1.1 million bank
customers. Source: MNB

off non-performing claims in a gross amount of HUF 22 bil-
lion.

The portfolio of household loans with increased risk ex-
panded considerably in 2020 H1. During the same period,
loan loss provisioning for the household loan portfolio rose
by HUF 28 billion. The credit institutions sector’s loan loss
provisioning for increasing risks amounted to HUF 40 bil-
lion, which is mainly attributable to the negative impacts
of the coronavirus pandemic on the economy. Loan loss
provisioning related to portfolio expansion amounted to
HUF 15 billion, 80 per cent of which was for the Stage 1
category, while at sector level portfolio cleaning reduced
loan loss provisions by HUF 28 billion (Chart 54). Compared
to December 2019, the Stage 1 category grew by 35 per
cent, while a significant increase of some 78 per cent was
observed for the Stage 2 category. Loan loss coverage has
increased in Stage 1 and Stage 2 categories since end-2019,
while Stage 3 category remained practically unchanged. On
the whole, the loan loss coverage of non-performing
household loans was 56 per cent in the credit institutions
sector in June 2020, and 67 per cent in the case of the non-
performing portfolio 90 days past due.

The income of 13 per cent of household customers de-
clined considerably in 2020 Q2. According to available
bank data, the income of 43 per cent of domestic house-
hold customers fell between March and end-June 2020
(Chart 55). In the case of 13 per cent (some 360,000 debt-
ors) of bank customers, the degree of the decline inincome
exceeded 30 per cent, which may entail a significant wors-
ening in loan repayment ability. Two thirds of these cus-
tomers (240,000 debtors) are participating in the payment
moratorium. On the whole, roughly 9 per cent of house-
hold debtors are participating in the moratorium and suf-
fered major declines in income.

5-10 per cent of households with loans may be vulnera-
ble. According to the findings of the MNB’s questionnaire
survey, 17 per cent of the participants in the moratorium
indicated that there had been significant declines in their
income and that they would have experienced payment
difficulties without the moratorium (Chart 56). Nearly 65
per cent of them, i.e. 180,000 customers, would be able to
sustain their current standard of living for not more than a
month if all the earning members of the household lost
their jobs. In total, this group accounts for some 7 per cent
of retail clients. Also, approximately 7 per cent of house-
holds with loans can be considered vulnerable on the basis
of changes in their labour market status: by their own ad-
mission, 11 per cent of the customers in moratorium
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Chart 56: Distribution of households remaining in the
moratorium according to expectations of payment diffi-
culties and changes in their income

(180,000 debtors) were still full-time employees in Febru-
ary 2020, but in June 2020 they already worked only part-
time or had lost their jobs by then. Accordingly, looking at
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50 50
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customers (Box 4). Nevertheless, households which fall
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face repayment difficulties in 2021.

Note: Question: ‘Do you expect payment difficulties following
the expiry of the moratorium, i.e. after the end of 20207’
Changes in income of respondents stepping over at least one
income band of one hundred thousand forints downward or up-
ward were classified as significant. Sample size: 56,000 house-
hold debtors. Source: MNB survey

BOX 4: POTENTIAL IMPACTS OF EXTENDING THE PAYMENT MORATORIUM

The fundamental objective of payment moratoria is to help debtors which are struggling with temporary liquidity
difficulties, but are solvent in the longer run. This is advantageous for banks as well, because by avoiding the conse-
quences of non-performance during the moratorium it allows debtors to be able to repay their loans following the
expiry of the moratorium. In addition, during the moratorium the instalments that remain with many debtors may also
contribute to sustaining the performance of the economy, in the form of consumption and investment. Taking account
of these objectives, upon the outbreak of the COVID-19 pandemic in the spring of 2020, regulatory authorities in many
countries announced wide-ranging payment moratoria, typically for periods of 3—12 months. Payment moratorium
beyond the immediate crisis period and affecting a wide range of debtors may lead to excessive indebtedness due to
the higher interest payment burden accumulating during the moratorium, and long-term suspension of loan repayment
obligations may result in moral hazard. Reviewing the duration of the moratorium and the scope of those eligible is a
multiple-aspect decision-making problem for economic policy: factors such as the current economic situation and its
expected changes, the vulnerability of debtors and financial stability aspects must be taken into account.

In order to sustain the repayment capacity of potentially vulnerable debtors following expiry of the moratorium, the
Government — in line with the MNB’s proposal — decided to extend the domestic payment moratorium in a targeted
manner. Pursuant to the decision, the payment moratorium, which expires on 31 December 2020, was extended by
another six months, i.e. until 30 June 2021 for social groups classified as more vulnerable in terms of their repayment
capacity (parents raising children, pensioners, unemployed and public workers) as well as for companies facing financial
difficulties. Enterprises are entitled to participate in the moratorium on the basis of an application, in line with detailed
rules set forth in a separate government decree.

In addition to the extension of the moratorium, the act adopted by the National Assembly also introduces a ban on
loan withdrawal. As a result, the loans of debtors struggling with financial difficulties, but which are not yet insolvent
cannot be withdrawn until end-June 2021. Mutual renegotiation of the existing loan contract by the parties in line with
the requirements of the relevant legislation allows the restoring of the solvency of the debtor concerned. For the pro-

tection of customers and smooth creditor adjustment, the MNB continues to help creditors and customers to
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understand the application of the law and the regulatory expectations arising in connection with the payment mora-
torium and the ban on loan withdrawal.

According to our estimation, 22-24 per cent of household loans outstanding may have recourse to the extended
moratorium. Assuming that the debtors which would like to take the opportunity to extend the moratorium and com-
ply with the conditions use the current moratorium as well, we estimate that some 820,000-860,000 bank customers
with outstanding loans amounting to HUF 1,700-1,800 billion may remain in moratorium in the household segment:

B Pparents raising children (520,000-530,000 people): 33 per cent of those having recourse to the moratorium.

B Ppensioners (230,000-240,000 people): 14.5 per cent of the beneficiaries of the moratorium are older than 65
years.

® Unemployed (60,000—-70,000 people): 4 per cent of the beneficiaries of the moratorium.
® public workers (10,000—20,000 people): 1 per cent of those having recourse to the moratorium.

Debtors and loans eligible to extend the payment moratorium Approximately 14-17 per cent of corporate
loans outstanding may participate in the ex-
Thousand customer Stock (HUF bn) . . .
tended moratorium. According to our question-
Household total 820-860 1700-1800 naire survey, the companies affected by major
With children 520-530 1170-1210 declines in income (some 25,000 enterprises)
Pensioner 230-240 370-410 may account for 20-25 per cent of the total cor-
Job seeker 60-70 130-145 porate loan portfolio. Considering the targeted
- nature of the programme and also taking into ac-
Public worker 10-20 30-35 . .
count the expected utilisation rate, the extension
Corporate total 15-20 1200-1500 of the moratorium is estimated to affect up to
Grandtotal 835-880 2900-3300 14-17 per cent of the loans outstanding (15,000—
Note: Credit institution sector data. Estimate based on factual data 20,000 enterprises).

G G2 WS (PeEieieli @ STUe SOnrass i) The additional liquidity that may remain with re-

tail and corporate customers in the 6 months between January and June 2021 due to extension of the moratorium
will amount to some HUF 600 billion in total. The instalments remaining with households are not expected to amount
to more than around HUF 215-225 billion, of which HUF 161 billion, HUF 30—40 billion, HUF 19 billion and HUF 5 billion
may remain with those who bring up children, pensioners, unemployed and public workers, respectively. In the corpo-
rate sector, the potential liquidity effect may even amount to as much as HUF 400 billion if the ratio of participants is
high.

Based on the announced conditions, the additional loss of the banking sector stemming from the present value
changes in loan repayments may amount to a maximum of HUF 19 billion, but — considering that not all debtors use
the moratorium - the cost of the banking sector is expected to be significantly lower.
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5 Profitability, capital position: positive profit and
strong capital position, despite higher risk costs

In 2020 H1, the profit of the credit institution sector amounted to HUF 68 billion based on non-consolidated data,
corresponding to a year-on-year decline of nearly HUF 200 billion. Compared to the previous year’s figure, the consoli-
dated profit, which also contains the profits of foreign subsidiaries, fell by HUF 221 billion to HUF 98 billion. Based on
the balance sheet total, the ratio of loss-making individual institutions increased from 5 per cent to 33 per cent, whereas
this ratio is 22 per cent according to consolidated data. Profitability ratios have not been this low since 2016, and the
12-month return on equity and return on assets dropped to 6.8 per cent and 0.7 per cent, respectively, with a further
decline expected in H2. Of the profit/loss items, the largest negative change is seen in net loan loss and other provi-
sioning. The effect of impairment recognised until June amounted to HUF 133 billion, more than half of which was
related to Q2. Institutions’ forward-looking risk costs may increase further in H2 and in the medium term. Within reve-
nues from operation, interest income as a ratio of assets as well as commission and fee income declined, in spite of a
nominal rise in the former and stagnation in the latter.

The banking sector’s capital adequacy ratio increased by 0.4 percentage point to 17.6 per cent in Q2, while the indicator
including interim profit advanced to 18 per cent. The improvement is primarily attributable to the drop of 2.1 per cent
in the level of the total risk exposure amount as a result of regulatory changes as well as to the stagnation in sector-
level own funds. Release of the regulatory capital buffers resulted in a major increase in the sector’s free capital — to
nearly HUF 1,900 billion by end-June 2020. Although three banking groups continue to have nearly two thirds of the
free capital, the capital adequacy ratio of the majority of institutions exceeds the current requirements by at least 2
percentage points.

Chart 57: Year-to-date cumulative after-tax profit or loss 5.1 The banking sector remains profitable, but
of the credit institution sector the profit is surrounded by significant risks, de-

spite the forward-looking provisioning

HUF bn Profit: HUF 91.3 bn per cent
Loss: HUF 23.5 bn
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tutions was 22 per cent based on consolidated data. Source:
MNB consolidated data, the latter reached a lower level of 22

greater degree, from 5 per cent to 33 per cent. Based on

per cent.

The previously gradual decline in profitability ratios accel-
erated this year. By end-June 2020, the 12-month rolling
return on equity (RoE) and return on assets (RoA) had
fallen to 6.8 per cent and 0.7 per cent, respectively, i.e. to
nearly half their previous value compared to end-2019. In
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Chart 58: Distribution of 12-month rolling after-tax re-
turn on equity of credit institutions weighted by the bal-

ance sheet total
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Chart 59: Development of credit institutions' income
components as a ratio of total assets
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Chart 60: Distribution of credit institutions by net impair-
ment and loan loss provision as a ratio of assets based
on the balance sheet total
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the meantime, the sector’s leverage increased by 50 basis
points in year-on-year terms, while it remained stagnant
compared to end-December. Neither RoA nor RoE have
shown lower values since 2016. Between 2017 and 2019,
institutions that achieved a RoE of more than 10 per cent
and ones that achieved a RoE lower than -10 per cent ac-
counted for an average 73 per cent and a mere 2 per cent,
respectively, of credit institutions’ sector-level balance
sheet total (Chart 58). However, in June 2020, already 7 per
cent of the sector had a return on equity worse than -10
per cent. In the meantime, the ratio of those achieving a
RoE of at least 10 per cent declined considerably, to 20 per
cent. Nevertheless, 68 per cent of the institutions still have
a RoE above 5 per cent. At the same time, the ratio of less
profitable institutions is still far from the worst levels ob-
served after the financial crisis and during the early repay-
ment of foreign exchange loans at a preferential exchange
rate and the settlement of FX loans.

The deterioration in profitability is primarily attributable
to impairment and provisioning. While in 2019 H1 the sec-
tor-level reversal of impairments amounted to HUF 28 bil-
lion, which had a positive impact on profits, the impair-
ment of HUF 64 billion and HUF 69 billion in 2020 Q1 and
Q2, respectively, resulted in a major deterioration in the
profit of the credit institution sector (Chart 59). Although it
was below its March value by HUF 4 billion in June 2020,
this year’s provisioning of HUF 35 billion also had a nega-
tive impact on profits. As a result of a nearly 16-per cent
expansion in the balance sheet total, interest income and
fee and commission income on assets both declined, de-
spite an increase in the former and stagnation in the latter
in nominal terms. Similarly to previous years, the gross in-
terest margin fell further, to 2 per cent by June 2020, which
was a result of the fact that the rise in interest-bearing as-
sets —mainly credit claims —was not coupled with a similar
increase in net interest income. Following relative stagna-
tion for several years, the cost-to-assets ratio fell to below
2 per cent for the first time, which was attributable to the
decline in personnel costs and other administrative costs.
The drop in the latter was presumably supported by the
gradual contraction of the branch network as well. This
year, the cost-to-income ratio (CIR) increased by a mere 1.6
percentage points, i.e. for the time being the profit from
core operations shows only minor deterioration. Since the
one-time bank tax can be deducted from future tax liabili-
ties, its net impact on profit is nearly neutral.

Additional downside risks can be identified in the sector’s
profitability. According to end-June data, the total cost of
the moratorium — resulting from changes in the present
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Chart 61: Distribution of risk costs as a ratio of total as-
sets for EU banking systems
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Chart 62: Consolidated capital adequacy of the banking

system
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value of repayments — is estimated at HUF 30 billion in
2020. According to our estimation, the moratorium that
can be claimed with renewed conditions from January
2021 may reduce credit institutions’ profit by up to HUF 19
billion next year, whereas calculating with the utilisation
rate observed in June of this year this effect is estimated to
amount to HUF 6-7 billion. In addition, the degree of in-
crease in risk costs seems to be heterogeneous within the
sector (Chart 60), and a major portion (some HUF 103 bil-
lion) of this year’s loan loss provisioning originates from
the risk costs of five banking groups. Profitability is ex-
pected to decline further in the medium term, because the
effect of the payment moratorium is not yet reflected in
the profit and loss statement of all institutions, and the
loan loss and the default rate of the stock may increase sig-
nificantly in the coming period (Box 5). In addition, the de-
cline in loan dynamics may also have an unfavourable ef-
fect on banks’ profitability through lower interest income.

The H1 net impairment of the Hungarian consolidated
banking sector is high in an international comparison. In
terms of consolidated data, the H1 cumulative provisioning
and impairment (related to financial assets not valued at
fair value) as a ratio of assets amounted to nearly -0.5 per
cent (Chart 61). More than 80 per cent of this stems from
provisioning. Even the less than -0.4 per cent value calcu-
lated with the exclusion of foreign subsidiaries is the eighth
highest in the ranking of the 27 Member States. Although
H2 might clarify the picture, and banking sectors’ loan loss
policies can be assessed in various ways, the above-aver-
age Hungarian figure suggests that the sector’s risk provi-
sioning is prudent.

5.2 Domestic and international measures im-
proved the capital position of the sector

Taking into account the total interim profit, the sector’s
capital adequacy remained at an unchanged level com-
pared to end-2019. The consolidated capital adequacy ra-
tio (CAR) of the banking sector reached 17.6 per cent at
end-June 2020. Taking account of the interim profit as well,
the CAR increased by 70 basis points to 18 per cent in Q2,
representing stagnation compared to December 2019
(Chart 62). The improvement between March and June is
attributable to the unchanged level of own funds and a 2.1
per cent decline in the total risk exposure amount (TREA).
Free capital of the sector amounted to HUF 824 billion. Tak-
ing into account the authorisation of the release of the cap-
ital conservation buffer and other systemically important
institutions’ capital buffers,'3 free capital increases by HUF
1,076 billion to 6.7 per cent as a ratio of the TREA. Although
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Chart 63: Development of exposure amount for credit
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Chart 64: Distribution of banks according to the level of
own funds over the overall capital requirement weighted
by the balance sheet total
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the CET1 ratio of the banking sector is not outstanding in
an international comparison, in terms of the net non-per-
forming loans to regulatory capital ratio Hungary is among
the forerunners within the EU.

The general decline in the total risk exposure amount is
attributable to international measures. The 2.1 per cent
quarterly sector-level decline in the TREA corresponded to
HUF 599 billion, with one sixth of this decline attributable
to operational risk and the better part to credit risk expo-
sure (Chart 63). The former is related to the affiliates that
apply the basic indicator approach (BIA), where the opera-
tional risk exposure is calculated as a function of profit
items realised in the past three years. The latter is the re-
sult of the amendment to the CRR in effect as of 29 June
2020 (‘quick-fix’)** introduced in order to mitigate the im-
pacts of the COVID-19 pandemic. Although the regulation
reacts to institutions’ internal market models as well, and
brought forward various easing measures planned for the
coming years, the provisions concerning exposures to cen-
tral governments, central banks and undertakings im-
proved domestic capital adequacy to the greatest degree
in Q2.1

The release of capital buffers increased banks’ free capital
considerably. Taking into account the release of the 2.5-
per cent capital conservation buffer and the 0.5-2-per cent
O-Sll buffer authorised as of April 2020, the free buffer of
96.5 per cent of the sector exceeds 4 per cent (Chart 64).
Although the sector-level capital exceeds the original over-
all capital requirement by a buffer that is of adequate size,
a shortage of capital amounting to nearly HUF 1 billion
arose in the banking sector. At the same time, the share of
institutions with a shortage of capital is insignificant based
on balance sheet total. Taking into account the easing
measures, the free capital of all banks is estimated to ex-
ceed 1.5 per cent, while medium-term prospects are fur-
ther improved by the capital raising plans for this year.

The free capital of the banking sector would be able to
absorb the loan losses arising, even if historically high NPL
ratios were assumed. In the coming years, the capital ade-
quacy of the sector may be in jeopardy primarily due to
losses resulting from non-performing loans. In order to as-
sess these risks, we calculated how the sector’s capital

13 Other systemically important banks have to rebuild the O-SlI buffer within three years starting from 2022: https://www.mnb.hu/en/press-

room/press-releases/press-releases-2020/mnb-supports-lending-activity-of-banking-system-by-releasing-capital-buffer-requirements-for-systemi-

cally-important-banks

14 The amendment to the CRR is available at the following website: https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX%3A32020R0873

15 |In the case of exposures to Member States’ central governments and central banks denominated in the currency of another Member State a 0-
per cent risk weight should be applied until 31 December 2022. In 2023 and 2024, the risk weight will increase to 20 and 50 per cent, respectively.
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Table 1: CAR level of the banking system at hypothetical —adequacy ratio would change for loan losses occurring in

non-performance parameters the case of hypothetical non-performance parameters for
the sector’s total corporate and household loans outstand-
» ing in June 2020. Four scenarios were elaborated in terms
B i leen VRelar of the assumptions for non-performing loans, assigning
moratorium? 40 >0 higher NPL ratios in each of them for the loans participating
percent | percent . . . . .
No Yes in the moratorium. The NPL ratios were paired with three
= : 16.9% | 167% | 16.6% different levels of loss given default (LGD) assuming imme-
per cent | percent . . . .
diate sales of non-performing portfolios, thus determining
> 10 16.3% 16.0% 15.6%
per cent | per cent 2% o7 5.6% 12 hypothetical CAR levels in total (Table 1). According to
8 15 15.6% 15.0% 14.5% the results, the sector’s free capital as a proportion of TREA
P EEE | T G would remain positive, reaching some 2.7 per cent, even in
10 20

14.9% 14.2% 13.5% the worst case, i.e. at a 60-per cent LGD and assuming NPL
ratios of 20 per cent and 10 per cent for the debtors par-

per cent | percent

Note: In the calculation of the CAR levels shown in the table,

immediate sales of non-performing loans at various hypo- ] o
thetical NPL and LGD ratios were assumed on June 2020 data the repayment, respectively. Within the sector, there

for the total bank loan portfolio of the private sector. Source: would be banks that would not meet the eased require-

ticipating in the moratorium and for the ones that continue

MNB ments; a shortage of capital amounting to HUF 110 billion
would arise in their case. In addition, assuming a 60-per
cent LGD ratio, we assessed the NPL ratios at which the
free capital buffer of the sector would be depleted, in the
case of a simultaneous occurrence of 30-per cent and 20-
per cent non-performance ratios for loans participating in
the moratorium and loans outside the moratorium, respec-
tively. These figures are far higher than the ratios that can
be realistically assumed, which also indicates a strong cap-
ital position.

BOX 5: EXPECTED IMPACT OF THE PAYMENT MORATORIUM ON BANKS’ LOAN LOSS PROVISIONING

The payment moratorium affects banks’ loan loss provisioning practices. On 18 March 2020, the Government intro-
duced a precautionary payment moratorium until end-2020, automatically applying to both household and corporate
loans already disbursed on the basis of contracts effective on 18 March 2020. The deteriorating economic environment
and outlook, the nine-month arrears of instalments and the extension of maturity following the moratorium raised the
issue of increased credit risk for credit institutions and, in this context, the need for reclassification between IFRS 9
performance and impairment categories.

Participation in the moratorium for 2020 alone is not deemed to be an event that indicates a major increase in credit
risk. In line with the statement®® of the European Banking Authority (EBA) as well as with its guidelines'’ for the mora-
toria introduced before 30 September 2020, the MNB complemented its previously issued executive circular,'® stating
that recourse to the moratorium in itself does not indicate a significant rise in credit risk, and thus does not require the
automatic reclassification of exposures as loans with increased credit risk (Stage 2) under IFRS 9 or their recording as
restructured or non-performing receivables.

16 https://eba.europa.eu/eba-provides-clarity-banks-consumers-application-prudential-framework-light-covid-19-measures

7 https://eba.europa.eu/regulation-and-policy/credit-risk/guidelines-legislative-and-non-legislative-moratoria-loan-repayments-applied-light-
covid-19-crisis

18 Executive Circular on using macroeconomic information and the factors indicating a significant increase in credit risk under the IFRS 9 standard
(27 July 2020).
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Nevertheless, credit institutions must continue to assess the credit quality of debtors using the moratorium and to
identify cases with increased probability of default. If developments that go beyond the temporary liquidity problem
remedied with the moratorium, such as a permanent deterioration in the solvency of debtors, are identified, credit
institutions should take these into account and reclassify the relevant outstanding loans to a higher impairment cate-
gory (Stage 2, Stage 3), in the event of a significant increase in credit risk and must at the same time establish higher
loan loss provisions.

With the promulgation of Act CVII of 2020 on 28 October 2020, Hungary’s National Assembly introduced a payment
moratorium for the period between 1 January 2021 and 30 June 2021. The moratorium framework entering into effect
in 2021 is significantly different from the currently effective general moratorium, as it does not apply automatically to
all private persons and corporate debtors (Box 4). In addition, the new act provides for a ban on loan withdrawal until
30 June 2021 for those debtors that are not eligible for participation in the moratorium from 2021, but are unable to
meet their respective payment obligations on time.

The MNB expects a further increase in loan loss provisions during 2021. Our assumption is partly based on the fact
that upon impairment recognition, in the case of corporate clients falling within the scope of the moratorium entering
into effect as of 1 January 2021 it must be taken into account that one of the conditions for their participation in the
moratorium is the existence of financial difficulty. With its verification, fulfilment of the provisions of Point b) of Section
5 of MNB Decree 39/2016. (X. 11.) on prudential requirements regarding non-performing exposures and restructured
receivables may arise in a general manner, in which case these transactions should be treated as non-performing ex-
posures. Vulnerability and deteriorating solvency identified at the individual level may lead to reclassifications in the
case of household debtors. In addition, the end of the general moratorium and the ban on loan withdrawal may result
in an increase in the volume of restructured loans, which also entails loan loss provisioning.

Nevertheless, a major rise in loan loss provisions may be mitigated by various factors. Firstly, the executive circular
contains a temporary easing provision that can be applied until 31 December 2021. Accordingly, the restructurings —
with a validity not exceeding 2 years —applied in order to bridge debtors’ temporary problems should not be considered
automatic Stage 2 indicators. Secondly, a further MNB recommendation?® must be applied starting from 1 January
2021. Accordingly, if the repayment of the liability is suspended due to a possibility provided by law or other legal
constraints, the calculation of days past due should also be suspended for the period concerned, and thus the magni-
tude of non-performing exposures will not increase despite the default in payment.

The MNB issued guidance to prevent the occurrence of additional provisioning requirements stemming from the
uncertainties. In its executive circular, the MNB established a minimum loan loss provisioning requirement for the
institutions as well. Accordingly, in the period until 31 December 2021 the amount of their level of loan loss provisioning
should exceed the amount calculated with the size of the end-2019 average loan loss coverage projected to the stock
data at the end of 2020 Q1. Adequate application of the provisions of the executive circular concerning the minimum
level of loan loss provisioning as well as concerning the application and recognition of portfolio-level management
corrections, so-called overlays, allows for the avoidance of significant differences in individual institutions’ loan losses
between 2020 and 2021, considering that these provisions intend to address various calculation and methodological
uncertainties existing due to the coronavirus pandemic and the general moratorium.

19 Recommendation No 13/2019. (VII. 2.) of the Magyar Nemzeti Bank on the application of the notion of default as defined in Article 178 of Regu-
lation 575/2013/EU.
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6 Market and bank liquidity: the banking sector has
significant liquidity and financing reserves

In line with the monetary policy stance, short-term yields are around the level of the one-week central bank deposit
rate, whereas long-term yields are historically low, despite the pandemic situation. Banks’ opportunities to obtain funds
did not narrow, but the increased volatility of O/N market yields is a good reflection of the uncertainty about economic
prospects caused by the coronavirus pandemic. As a result of central bank and government measures (the MINB’s asset
purchase programmes, its long-term collateralised loans, the FGS Go! scheme as well as the job-creating wage cost
subsidy introduced by the Government), the operational liquidity reserve of the banking sector increased considerably,
while client deposits continue to provide stable financing for banks. External liabilities of the banking sector did not
decline in the pandemic situation either, while foreign assets continue to exceed foreign liabilities. The stability of the
banking sector’s financing and liquidity position justified the autumn revision of the MNB’s March 2020 macropruden-

tial tightening.

Chart 65: Developments in short-term yields
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Chart 66: Changes in long-term interbank interest rate
swaps and government bond reference yields
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6.1 Short-term yields conform to the level of
the one-week central bank deposit rate, while
long-term yields are historically low

The anchor of short-term yields is the level of the one-
week central bank deposit rate. The MNB decided to acti-
vate the one-week deposit in April 2020 in order to be able
to flexibly shape short-term yields, which was necessary for
managing the money market tensions caused by the pan-
demic. The central bank accepts one-week deposits once a
week, and it became the primary tool for absorbing banks’
liquidity. Short-term market yields adjust to the one-week
deposit rate, which declined from its 0.9 per cent level to
0.6 per cent in two steps by end-July 2020, before rising to
0.75 per cent in the tender held on 24 September 2020.
The three-month BUBOR rates, which are crucial in terms
of the pricing of loans, conformed to the level of the one-
week deposit rate, and stood at 0.77 per cent at end-Octo-
ber (Chart 65). The turnover in the O/N market, which is
important in terms of the financing of banks, still does not
indicate any narrowing of the market, but the elevated vol-
atility of daily yields is a good reflection of the uncertainty
around economic prospects caused by the coronavirus
pandemic.

The successful management of the initial money market
shock caused by the pandemic is shown by the extremely
low level of long-term yields compared to previous years.
At maturities that are more important in terms of fund rais-
ing, the costs of government securities yields and bank in-
terest rate swaps stabilised at levels seen prior to the pan-
demic situation (Chart 66). In the weeks following the out-
break of the pandemic, in an uncertain global market envi-
ronment, demand for domestic government securities
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declined both in the primary and secondary markets, re-
sulting in a sharp rise in yields. The liquidity of the second-
ary market has strengthened in recent months, while —
against the background of the higher borrowing require-
ment of the general government due to the increased def-
icit target — strong excess demand was typical at the auc-
tions of the AKK (Government Debt Management Agency),
resulting in a fall in yields. The demand for government se-
curities is efficiently supported by the central bank’s collat-
eralised long-term lending facility and the asset purchase
programme (Box 6).

6.2 Central bank measures resulted in signifi-
cant liquidity reserves in the banking system

As a result of liquidity-providing measures, the banking

Chart 67: Developments in central bank deposits of sector’s liquidity underwent a transformation. One of the
banks and assets of the central bank providing liquidity ~ determinants of banking sector liquidity is the stock of de-
HUF bn HUE bn posits placed with the central bank, the total amount of

4000 4200

[ central bank deposits of banks | 4900 which was around HUF 1,200 billion in the months prior to

5900 2500  the outbreak of the pandemic, before expanding consider-

1000 ably as a result of the central bank’s liquidity providing

500 500
509 ] %0  measures to reach an average of HUF 3,500 billion in Octo-
1000 | -1000 . .
3359 1 [Assets of the central bank 1390 ber (Chart 67). More than two thirds of the deposits placed
2 500 roviding liquidit -2 500 . .
3000 3000 with the central bank are one-week deposits, the stock of
§ &§8 8 |8 §8 8 §8 /%8 R 8 8§ which is growing as a result of the central bank’s asset pur-
5 § &8 & 8 3 5 3 2 8§ 8 . . ) .
- - v = < s = < @ chases and an increase in the central bank’s collateralised
1-week deposit
m O/N deposit ) credit facilities, while the preferential deposits, which ac-
M Preferential deposit
= Reserve balance count for nearly one third, are growing in conjunction with
Asset purchases, cumulated from Jan 2020
:g;f,‘fl';;m collateralized loans the expansion in the loans refinanced in the FGS schemes.

Until end-October 2020, holdings amounting to some HUF
Note: In addition to government securities and mortgage bond

purchases, the Bond Funding for Growth Scheme was also indi-
cated as an asset purchase programme. Source: MNB

2,000 billion mostly with a 5-year maturity built up in the
banking sector from the collateralised central bank loans
announced with a weekly frequency. The liquidity-expand-
ing instruments originating from the central bank play a
crucial role in supporting the economy and the govern-
ment securities market through the banking sector. In ad-
dition, they also contribute to the strengthening in the li-
quidity position and stability of the banking sector.

As a result of the measures taken by the central bank and
the Government, the operational liquidity reserves of
credit institutions expanded further. The increase in li-
quidity reserves was fundamentally determined by the ex-
pansion in MNB-eligible collateral and a rise in contractual
net flows of treasury operations (portfolio gap) (Chart 68).
While MNB-eligible collateral expanded by nearly HUF
1,600 billion on average between mid-March and end-
April, a portfolio gap increase of HUF 2,500 billion was ob-
served from May until October, in parallel with an average
decline of nearly HUF 800 billion in MNB-eligible collateral.
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Chart 68: Decomposition and development of banks' op-

erative liquidity reserves
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gory: ECB eligible collateral, cash flows from own securities, de-

This latter phenomenon is mainly attributable to the up-
swing in recourse to the five-year central bank credit facil-
ity launched in April, which reduces the instruments eligi-
ble as central bank collateral, while — depending on the use
—a large portion of the loan taken appears in the one-week
central bank deposit, adding to the portfolio gap, i.e. to net
inflows of money. Nevertheless, in addition to the collater-
alised central bank loan facility, the impacts of other cen-
tral bank and government measures are also reflected in
the expansion in the portfolio gap. They include the MNB'’s
asset purchase programmes (Box 6), FGS Go! as well as the
job-creating wage cost subsidy. As a result of all this, com-
pared to the February level, operational liquidity reserves
of the banking sector expanded by more than HUF 3,000
billion on average by October, and thus a significant liquid-
ity and financing buffer can be identified in the banking
sector. The rise in liquidity reserves has taken place in par-
allel with an expansion in client deposits exceeding loan
growth, and thus the loan-to-deposit ratio, which captures
the funding risks, has also declined since the outbreak of

viation from and changes in reserve requirements. Source: MNB . .
the coronavirus pandemic.

Chart 69: Distribution of individual institutions' LCR lev-
els weighted in proportion to the balance sheet total and

The distribution across individual institutions of the li-
quidity buffer accumulated since March is also favoura-
changes in the LCR of the banking sector ble. The expansion in banking sector liquidity was reflected
in the developments in the LCR ratio as well, which rose to
175 per cent by end-September 2020 (Chart 69). Based on
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cent of the balance sheet of the banking sector.

BOX 6: IMPACT OF CENTRAL BANK ASSET PURCHASE PROGRAMMES ON BANKING SECTOR LIQUID-
ITY

The MNB announced asset purchase programmes to facilitate efficient monetary transmission and reduce the eco-
nomic and financial effects of the coronavirus pandemic. On 4 May 2020, the MNB launched its government securities
and mortgage bond purchase programme, and on 23 September 2020 it increased the overall envelope of the Bond
Funding for Growth Scheme (BGS) that had been in effect since 1 July 2019. A technical revision is carried out by the
MNB if the holdings increase by HUF 1,000 billion and HUF 300 billion in the case of government securities purchases
and mortgage bond purchases, respectively. In the case of the BGS, according to the currently effective conditions, the
central bank may purchase bonds with a good rating issued by non-financial corporations up to a limit of HUF 750 billion.
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Between the launch of the programmes and Octo-
ber 2020, the MNB purchased mortgage bonds HUF bn

Cumulative value of asset purchases in each submarket
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cases separately when the central bank purchases

securities from commercial banks (held or issued by them) and when the central bank purchases from non-bank actors
securities owned by them (e.g. corporations, households, investment funds or foreign institutional investors) or own
issued securities in the case of companies.

The central bank purchases assets from commercial banks When the central bank purchases se-

Central Bank Commercial Bank Customer curities owned but not issued by com-

Assets | Liabilities Assets | Liabilities Assets | Liabilities mercial banks, we speak of a second-
- I Banks-+ Deposits at ol ¢ ooy 4 ary market purchase. In this case, the
deposits Central Bank stock of securities on the asset side of

secondarymarket  Securities mmm the balance sheet of commercial banks

declines, while the money received as

ori - consideration increases the balance of
Source: MNB fimary marke

the deposit accounts held with the
central bank (reserve account, O/N deposit or one-week deposit). Accordingly, the balance sheet total of the commercial
banks does not change during the transaction, only the asset side is restructured, while in parallel with that the balance
sheet of the central bank expands with the amount corresponding to the value of the securities transaction.

By contrast, in the case of a primary market purchase, when the central bank purchases securities, i.e. mortgage
bonds, issued by the banking sector, the balance sheets of both the commercial banks and the central bank expand by
an amount corresponding to the securities transaction. As in the case of secondary market purchase, the amount re-
ceived during the mortgage bond issue adds to the balance of the deposit accounts held with the central bank.

When the central bank purchases The central bank purchases assets from non-bank economic actors

government securities, mortgage Central Bank Commercial Bank Customer

bonds or corporate bonds from N N I
Assets | Liabilities Assets | Liabilities Assets | Liabilities

non-bank actors in the secondary o e S Cust ‘ Denosits at
om. ban eposIts a ustomers eposits a cpe
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market, the stock of securities de- - deposits + Central Bank* deposits -+ Com. Banks"' o+
clines in the balance sheet of non-
S d ket Securities .

bank actors, whereas the counter- FEMEEIY IS
value is recognised on their ac-

i X Source: MINB Pri Ket
count held with the commercial rimary marke

banks, which place these additional funds on their above-mentioned central bank accounts. Accordingly, in this case the
asset-side structure of the balance sheet of non-bank actors changes, while the balance sheets of the commercial banks
and the central bank expand to a degree corresponding to the securities transaction.

If the central bank purchases from non-bank actors in the primary market, i.e. it purchases a bond from a company
issued by the same company, the balance sheets of all the three players (central bank, commercial bank, company)
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expand to a degree corresponding to the securities transaction, as the countervalue of the purchase is credited to the
company’s account held with the commercial bank, and commercial banks place these additional funds on their above-
mentioned central bank accounts.

In summary, the central bank’s balance sheet expands with the size of the transaction in any case during the asset
purchases, and the liquidity resulting from the purchase appears on the accounts of the banking sector held with the
central bank. Considering that in the period from May to October the total amount of the aforementioned asset
purchase programmes exceeded HUF 1,000 billion, 40 per cent of the expansion in the portfolio gap seen in this period
is explained by this impact. Looking at the central bank asset purchase from the side of non-bank actors, it is estab-
lished that the transaction increases their deposits at commercial banks in any case. In the case of foreign actors, this
latter may entail an increase in the banking sector’s short-term external debt, which also means moderate risk in
addition to the liquidity expanding and yield reducing effects of the programmes.

Chart 70: External assets and liabilities of the banking
system in proportion to the balance sheet total

6.3 External financing is stable, and the banking
sector’s foreign currency need declined consid-

per cent per cent
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The banking sector’s external financing is very stable, de-
spite the pandemic. Compared to the end-February figure,
the ratio of external liabilities to the balance sheet total was
down by nearly 2.5 percentage points to 11 per cent by end-
September, and this change conforms to the slowly declin-
ing trend of the past five years (Chart 70). The stability of
external financing is mainly attributable to the fact that as a
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that of foreign liabilities took place in the banking sector’s
foreign assets as well, the value of which as a percentage of
balance sheet total decreased by nearly 2.3 percentage

. . i . points to 17.5 per cent compared to February.
Chart 71: Changes in the banking sector’s FX swap posi-
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Chart 72: Compliance with the MNB's liquidity and fund-
ing regulations in the banking sector

Ratio 30 September 2020
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Note: The edges of the blue rectangle denote the lower and upper
guartiles of the distribution. 30 September 2020 data for the LCR,
FFAR and IFR, 31 August 2020 data in the case of FECR, and 30
June 2020 data for the other indicators. 1) LCR data without mort-
gage banks and building societies. 2) Between 24 March 2020 and
17 September 2020, a stricter requirement was in effect for finan-
cial corporations’ liabilities over one year. 3) Between 24 March
2020 and 17 September 2020, the expected level of the FECR was
+/- 10 per cent. 4) From 17 September 2020, the IFR easing en-
tered into effect with the exemption from the obligations related
to derivatives. 5) From 1 October 2018, the regulatory minimum
level is 20 per cent, and 25 per cent from 1 October 2019. 6) Reg-
ulation not yet in effect; will enter into force in 2021. Source: MNB

fifty-fifty to the changes in on-balance-sheet FX positions
and the decline in forward FX positions. The evolution of the
on-balance-sheet FX liability surplus is a result of the do-
mestic sectors’ rising foreign currency deposits and a de-
cline in external FX assets, while the decline in net forward
FX positions was driven by the decreasing forward FX short
position of the corporate sector. In the subsequent period,
swap holdings started to expand again, with this change
mainly induced by renewed growth in forward FX positions.

Considering that bank liquidity is stable, and funding has a
sound structure even in the pandemic situation, the MNB
decided to discontinue the March tightening of the FECR
and the FFAR. In order to offset the possible negative im-
pacts of the coronavirus pandemic on bank financing, in
March 2020 the MNB tightened the FFAR and FECR regula-
tions, and eased the MFAR requirement to support the long-
term borrowing of banks.? In the pandemic situation, the
liquidity of the domestic banking sector improved sharply,
inter alia as a result of the MNB’s measures. In addition, the
financial situation has proven to be stable in recent months,
and its structure has remained sound (Chart 72). The on-bal-
ance-sheet FX open position of the banking sector became
practically balanced, and the dispersion of individual banks
also narrowed. The surplus of stable FX liabilities typically
with maturities over one year increased considerably at
banks, although partly in parallel with a decline in corporate
foreign currency lending. The financial stress observed at
the beginning of the pandemic and the uncertainties around
the conditions of funding returned to normal. Potential risks
—such as a sudden withdrawal of funds, a rise in short-term
external debt, a shortage of FX funds of adequate maturity
and quantity — did not materialise. Therefore, in September
2020 the MNB restored the FFAR and FECR regulations to
their pre-March state. In addition, the IFR requirement was
also amended through the exemption of the on-balance-
sheet liabilities related to the revaluation of swap market
transactions. The amendments may expand the leeway of
banks active in certain special financial services in the area
of funding, which may contribute to more efficient future
operation of the FX swap market as well. In addition, the
reduction of the volatility of domestic FX swap yields is
served by the fact that the MNB announced FX liquidity
providing swap tenders on an ad-hoc basis from September
2020. The MNB may also use the euro liquidity providing in-
ternational repo framework agreements for funding the
swap facility (Box 7).

20 https://www.mnb.hu/en/publications/reports/macroprudential-report/macroprudential-report-2020
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BOX 7: FX SWAP AND REPO AGREEMENTS CONCLUDED BY THE MNB

The MNB has built up a safety net of EUR 10 billion, through agreements with the major central banks and
international organisations. On 23 July 2020 the MNB announced that in the previous months it had built up an
international safety net consisting of bilateral FX swap and repo agreements, with the help of which it is able to increase
its FX liquidity by as much as EUR 10 billion in a short time.

The European Central Bank concluded repo or swap agreements with several central banks in the region. In June
2020, the ECB announced that it would introduce a repo facility for central banks (EUREP) to address the market dis-
ruptions caused by the pandemic and to satisfy potential euro liquidity demand. The repo facility can be used against
adequate collateral, including euro-denominated, euro area government securities, or bonds issued by supranational
institutions. The EUREP facility complements the previously established system of swap and repo agreements con-
cluded on a bilateral basis. In the spring and summer of 2020, of the EU member countries the ECB concluded repo
agreements with the Romanian central bank and the MNB, and signed swap agreements with the central banks of
Croatia and Bulgaria.

The Bank for International Settlements (BIS) provides a wide range of financial services for central banks, including
collateralised lending. The BIS provides various financial services related to the management of FX and gold reserves
for its member central banks, monetary authorities and international financial institutions, including the placing of
deposits or FX market operations. Among them, short-term lending is also available for central banks, typically against
collateral. The BIS usually accepts highly rated government securities as well as bonds of government agencies and
supranational institutions as collateral. As the BIS is not a central bank, it is unable to create foreign currency; it uses
its existing assets and liquidity when extending loans.

Main parameters of FX swap and repo agreements of the MINB

Central bank / Total amount Formof  Announcement Term of
international institution (bn EUR) agreement date agreement*
European Central Bank
4 repo 23-Jul-2020 30-Jun-2021
(ECB)
Bank for International 5 reno 23-Jul-2020
Settlements (BIS) P !
Federal Reserve
~0.8-1.7 repo 23-Jul-2020 31-Mar-2021
(Fed)
People's Bank of China (PBoC) ~2.5 swap 10-Jan-2020 3 years

*The agreements can be prolonged by mutual consent. Source: MNB

At end-March, the Federal Reserve created a new repo facility for central banks and monetary authorities. The Fed
announced at end-March 2020 that within the framework of repo facility it allows central banks and monetary author-
ities to access USD financing in exchange for US government securities (Foreign and International Monetary Authority
[FIMA] Repo Facility). The term of agreements is overnight, but can be rolled over as needed. The Fed also made the
interest rate of the transaction public. At present, it is 35 basis points, exceeding the interest rate on the loan granted
by the Fed to the best debtor credit institutions (Discount Window, Primary Credit) by 10 basis points. According to the
original announcement, the facility will be available for at least 6 months, which was extended by the Fed in July 2020
until March 2021.

The People’s Bank of China (PBoC) has swap agreements with several developed and emerging countries. The PBoC
has concluded bilateral swap agreements with central banks around the world since 2008. The objective of the agree-
ments can be to facilitate the expansion of bilateral economic, financial and trade relations or to support the stability
of financial markets and satisfy FX liquidity needs. In parallel with the strengthening international role of the renminbi,
the PBoC increasingly expanded the network of swap agreements, which covers more than 30 central banks now. A
further feature of the agreements is that their form is not repo, but swap, which allows the establishment of a safety
net, even without holding renminbi assets. The MNB concluded a swap agreement with the PBoC for the first time in
September 2013, with an amount of RMB 10 billion (approx. EUR 1.3 billion), which was renewed several times, with a
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doubling of the total amount announced in January 2020. Among EU central banks, in addition to the MNB, the ECB
and the Bank of England have swap agreements with the PBoC.

The safety net that has been built up provides additional liquidity beyond the existing international reserves of the
MNB. At the time of the announcement, the MINB’s international reserves amounted to EUR 30.2 billion, which signif-
icantly exceeds the indicators used for reserve adequacy. FX swap and repo agreements themselves are not parts of
international reserves, but in the case of activating them, the foreign currency that has been drawn is included in the
MNB’s FX reserves.

For its FX liquidity providing swap tenders introduced in September 2020, the MNB also used its repo framework
agreements it has with international organisations. At the end of previous quarters, high volatility and temporary
decline in yields evolved in the FX swap market. In September 2020, the MNB introduced an FX liquidity providing
HUF/EUR swap facility for short-term money market yields to adapt to the short-term interest rate level deemed opti-
mal by the MINB. In the second half of September, the MNB provided a total EUR 1.1 billion to the banking sector. The
tenders successfully smoothed the swap market developments at the end of the quarter, for the financing of which the
central bank used its euro liquidity providing international repo framework agreements as well.

In an economic sense, FX swap and repo agreements are considered collateralised lending and borrowing; the only
difference between them is in the underlying collateral. Upon drawing the FX swap agreements, central banks give
their own currencies to one another, and thus for both central banks the foreign currency of the other central bank is
considered as the collateral for counterparty risk. In the case of repo transactions, the collateral is a security, and the
central bank that draws the repo line receives foreign currency in exchange for the bond it holds, which is denominated
in the same currency. Although it is a theoretical difference between swap and repo that central banks are able to
create unlimited liquidity in their own currency, which would make swap agreements more favourable, the concluded
agreements always have constraints, and thus there is no practical difference in terms of the available amounts.

Both agreements add to FX reserves when they are drawn. In the case of a swap transaction, the foreign currency is
put in the reserves, against which the central bank’s liability outstanding in its own currency is recorded on the central
bank’s liability side. In the case of repo transactions, the security that serves as collateral remains in the central bank’s
balance sheet, and the foreign currency received in the repo transaction represents additional liquidity in addition to
that.?! A further difference is that in the case of repo transactions between central banks, similarly to their domestic
operations, the central banks that provide liquidity apply haircuts for the securities accepted as collateral, whereas in
the case of swaps the exchange of the two currencies typically takes place at the current foreign-exchange rate.

On the whole, international repo and swap agreements allow the MNB to have quick access to FX liquidity, thus
enabling it to act efficiently in the case of any incidental market distortions. The central bank significantly expanded
its leeway with the safety net, and thus it is able to react rapidly and decisively to any tensions that might arise in
FX market segments, while sustaining a safe level of international reserves.

21 Government Decree 221/ 2000. (XII. 19.) on special reporting and accounting requirements applicable to the Magyar Nemzeti Bank
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7 Banking sector stress tests: manageable capital
needs even in the event of a severe stress

Based on the results of the liquidity stress test and taking into account the adjustment opportunities, the vast majority
of the banks have a sufficient liquidity buffer to meet the regulatory requirements even in the event of a severe liquidity
stress. In 2020 H1, the Liquidity Stress Index fell close to its theoretical minimum, to which the additional adjustment
opportunities offered by the new elements of the monetary policy toolkit also contributed.

Based on the solvency stress test, the additional provisioning needs for the corporate and household portfolios over two
years would eat up more than 90 per cent of the profit before loan losses in the stress scenario. Taking into account all
profit and loss items, almost three fourths of the banks would become loss-making over the two-year horizon of the
stress scenario, with a sectoral-level decrease in regulatory capital. The severe shocks assumed in our stress test highlight
vulnerability for a small portion of the banking sector: by the end of the stress scenario the capital adequacy ratio would
drop below 8 per cent for 7.8 per cent of the sector, and to meet the overall capital requirement effective at the time of
writing the report, a capital injection of approximately HUF 86 billion would be needed at the sectoral level.

7.1 The Liquidity Stress Index fell close to its
theoretical minimum

Table 2: Main parameters of the liquidity stress test ~ The liquidity stress test assumes the simultaneous occur-

rence of major bank liquidity risks and takes into account

Assets Liabilities
Currencies currencies|  short-term adjustment and contagion among banks. The li-
Item Degree Item Degree

affected affected .y . .

Exchangs rate quidity stress test examines the impact on the LCR of an as-
15 Withdrawals in 10 . . . .

Z'::S;g"l‘es per cent X" household deposits | percent | TP | sumed simultaneous occurrence of financial market turmoil,
Interest rate shock | 300 Withdrawals in - exchange rate shock, deposit withdrawals, credit line draw-
on interest rate basis HUF cor or:teiiese osits or cent HUF/FX d d . hd | f ' f d It | b
sensitive items points P P P owns and withdrawals of owners' funds. It is a low-proba-
Calls in household 20 Hur/ex | Withdrawalsin 30 wursex | bility, but high-impact scenario. In addition, in determining
lines of credit per cent debt from owners per cent , X
Calls in corporate 20 o the outcome of the stress test, banks' short-term adjust-
lines of credit per cent ment opportunities as well as the contagion effects of these

source: MNB adjustment channels and of defaults on the interbank mar-

ket are also taken into account (Table 2).?

The liquidity-expanding changes to the monetary policy
toolkit compensated for the effect of missing loan instal-
ments resulting from the moratorium. During the morato-
rium, within the loan portfolio to the private sector, banks
can expect instalments only from the debtors opting for loan
repayment and the contracts disbursed after the announce-
ment of the moratorium (Chart 73). It is significantly less
than the usual cash flows from loans, and hence represents
a marked deterioration in the liquidity position. However,
this loss of inflow does not necessarily appear as an equal
loss of liquidity, due to the fact that some of the unused re-
serves of the debtors still remain in the banks’ balance
sheets as deposits, which mitigates the liquidity-decreasing

22 For a detailed description of the methodology, see Box 9 of the May 2016 Financial Stability Report. In terms of its objective, logic and applied
assumptions, our stress test is fundamentally different from the liquidity stress test used in the supervisory review of the Internal Liquidity Adequacy
Assessment Process (ILAAP). Therefore, our findings cannot be directly compared to that.
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Chart 73: Expected interest income from the house-
hold and corporate loan portfolio on a cashflow basis
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Note: Based on contract-level calculations. It was assumed that
the loan interest rates would remain unchanged over the hori-
zon and the debtors opting for repayment according to June
2020 data would carry on. Contracts eligible for moratorium ex-
tension were selected as described in the solvency stress test
credit risk calculations. Source: MNB, CCIS

Chart 74: Distribution of the LCR before and after
stress, based on the number of banks
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Note: The edges of the boxes mean the lower and upper quar-
tiles of the distribution; the border of the colours means its me-
dian. The lower whisker of the plot shows the tenth percentile,
while the upper shows the ninetieth percentile. The alternative
results disregarding the spring 2020 changes to the monetary
policy toolkit are marked with asterisk and blue background.
Source: MNB

impact of the moratorium. Also, the potential funding chal-
lenges due to the missing liquidity were meaningfully ad-
dressed by the MNB’s decision to introduce liquidity-ex-
panding changes to the monetary policy toolkit.

The toolkit changes contribute through multiple channels
to the improvement of banks’ liquidity position in a stress
situation. On the one hand, the liquid assets made available
by the suspended sanctioning of under-reserving ceteris pa-
ribus increase the liquid asset portfolio considered for LCR.
On the other hand, with the introduction of the MNB’s long-
term collateralised loan facility and the simultaneous expan-
sion of the scope of collaterals, the institutions’ liquidity cov-
erage ratios can be improved if they encumber assets newly
accepted by the MNB as collateral for long-term borrowing
(such as large corporate loans) and not deemed to be liquid
assets as per the LCR calculation. Finally, the transfer of one-
week deposits indicated as an inflow in the LCR into liquid
assets can also improve the indicator if it is below the 100-
per cent requirement, even if it represents liquidity expan-
sion only in the technical sense. Since the MNB explicitly in-
troduced these instruments to stabilise the liquidity position
of the banking system during the COVID-19 crisis, their avail-
ability in a stress situation can be well assumed. Therefore,
the transfer of one-week deposits into liquid assets is con-
sidered as an adjustment opportunity; so is collateralised
borrowing by means of encumbering unencumbered mort-
gage bonds and large corporate loans. We also performed
our calculations without considering these toolkit changes.

The vast majority of banks have a sufficient liquidity buffer
to meet the regulatory requirements even in the event of
a severe liquidity stress. The median of pre-stress LCR indi-
cators improved by almost 30 percentage points by the end
of the first half of 2020, following a slight deterioration in
the first quarter (Chart 74). In the stress scenario, the vast
majority of the institutions — including the lowest quartile of
the distribution — is able to reach the regulatory minimum,
thanks to the additional adjustment opportunities offered
by the extended monetary policy toolkit. By contrast, look-
ing at the LCR distribution without permitting adjustment
opportunities, it can be established that the assumed shocks
would reduce the LCR below the regulatory requirement for
a significant portion of the institutions. The alternative re-
sults disregarding the toolkit changes (periods marked with
an asterisk and blue background in the chart) indicate that
the liquidity expansion effect of the introduced changes
would actually help several institutions in the assumed li-
quidity stress situation.
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Note: The indicator is the sum of the liquidity shortfalls in per-
centage points (but a maximum of 100 percentage points) com-
pared to the 100-per cent regulatory limit of the LCR, weighted
by the balance sheet total in the stress scenario. The higher the
value of the indicator, the higher the liquidity risk. The alterna-
tive results disregarding the spring 2020 changes to the mone-
tary policy toolkit are marked with blue background. Source:
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Chart 75: The Liquidity Stress Index
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Chart 76: GDP growth rate in the scenarios
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In the first half of 2020, the Liquidity Stress Index fell close
to its theoretical minimum thanks to the liquidity-expand-
ing measures of the MNB. The Liquidity Stress Index is de-
signed to capture the heterogeneity across institutions and
aggregates the post-stress percentage-point liquidity short-
falls compared to the regulatory limit calculated at the indi-
vidual bank level by also considering the size of the given
bank. This also allows us to draw conclusions regarding the
extent of a potential stress situation within the banking sec-
tor. The index decreased markedly in 2020 H1 and with a
value of 0.5 it approached its theoretical minimum by the
end of the half-year (Chart 75). The impact of the MNB's li-
quidity-expanding measures is shown by the fact that with-
out the additional adjustment channels there would have
been a smaller decrease, particularly in the first quarter of
2020 when the contribution to the decrease amounted to
2.5 percentage points.?® The post-stress aggregate liquidity
surplus above the regulatory requirement was HUF 1,327
billion at the end of the half-year, with the liquidity need
amounting to a mere HUF 25 billion.

7.2 Only a minor portion of the sector would be-
come vulnerable even in the event of a severe
stress

In the stress scenario, we examined the effect that a pro-
longed economic recovery, a rising interest rate level and
a weakening exchange rate would have on capital ade-
quacy. For the baseline scenario of the stress test the GDP
forecast published in the September Inflation Report was
used, which is a range due to the COVID-19 induced eco-
nomic uncertainty. In the stress testing exercise, the impact
of the stress scenario on the financial system was compared
to this baseline scenario (Chart 76). In the stress scenario,
we examined the effect of the simultaneous occurrence of
multiple risks: the severity of the COVID-19 pandemic and
the downside risks to global growth slow down the formerly
anticipated recovery of Hungary’s markets, causing a signif-
icant drop in domestic growth and damage to production
capacities. Furthermore, increased risk avoidance in the pri-
vate sector cause businesses postponing planned invest-
ments and introducing lay-offs. As a result, domestic output
would fail to recover next year, and economic growth would
be short of the baseline scenario by a cumulative 6-7 per
cent over two years. In the stress scenario the economic
slowdown is accompanied by unfavourable financial condi-
tions (rising interest rates and weakening exchange rate).

2 |n fact, we underestimate the effect of the liquidity-expanding measures as the suspended sanctioning of under-reserving directly increased the
banks’ liquidity buffer, and therefore it does not count as an additional adjustment channel.
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Chart 77: Cumulated loan loss provision rate for the Our credit risk models also took into account the extension
corporate portfolio of the loan moratorium and the effect of the repayment

er cent t . . . . . .
P per cen option. In our impairment calculations, the moratorium-in-

duced modifications implemented in the May 2020 Financial
Stability Report remain effective, and we also still take into
account the higher credit risk of the sectors considered par-

27 2 ticularly vulnerable as a result of the pandemic. Additionally,
14 1 our model was supplemented to handle those opting for re-
0 <! 0 payment by the end of June 2020: in their case willingness

to continue repayment during the entire moratorium period

1 -1
Over first Over two Over first Over two was assumed. At the same time, the calculation of transition
vear years year years probabilities also considered the fact that their possible de-
Mid-range of baseline Stress scenario
scenario fault would have been masked by the automatically applied

| OStage1 mStage2 mStage3 | moratorium. Our models take into account the impact of

Note: Net generated loan loss provisions, cumulated from the  moratorium extension among the eligible parties,?* as well:
start of the stress test, grouped by end-of-period stages. In pro-

portion to the gross book value of the corporate portfolio. ) . . ) i
Source: MNB riorating macroeconomic environment during the morato-

the impact of a credit risk increase resulting from the dete-

rium period was considered in the post-moratorium transi-
tion probabilities, which occur in 2021 Q1 or Q3 depending
on eligibility for extension.

Compared to the spring-time stress test results, the rela-
tive proportion of Stage 3 increased markedly within addi-
tional loan loss provisioning. In the stress scenario, with the
inclusion of the shock into expectations a significant portion
of the two-year additional loan loss provisioning appears at

o the start of the scenario in accordance with the IFRS 9 stand-
Chart 78: Cumulated loan loss provision rate for the

household portfolio
per cent per cent due to the payment moratorium. After that, a significant
7

ard, irrespective of the current impossibility of delinquency

number of contracts are expected to shift to the past due
categories due to the deteriorating economic environment.
As a result, the impairment recognised for performing loans

4 A Foa

5 | - will decrease by the end of the second year for the house-
5 | L, hold portfolio, and by the end of the first year for corporate
1 J L 1 loans. This phenomenon can be observed particularly in the
0 L o periods following the original and the extended moratorium

-1 -1 terms. According to our estimate (taking into account the
Over Over two Over Over two . .
first year years first year years decrease observed in Stage 1, and also in Stage 2 for the
Mid-range of baseline Stress scenario household portfolio), the total additional provisioning need
scenario
‘ OStage 1 MStage2  MWStage 3 ‘ in the stress scenario would reach 2.6 per cent of the aggre-

Note: Net generated loan loss provisions, cumulated from the gate gross book value of the corporate portfolio (Chart 77),

start of the stress test, grouped by end-of-period stages. In pro- and 5.1 per cent of the household portfolio (Chart 78) over

portion to the gross book value of the household portfolio.  two years. Our model predicts that the ratio of loans past

: B . .
Source: MN due for over 90 days to the gross loan portfolio would rise

2 The scope of eligible parties was identified based on the wage data available up to 2017 for the households, and on the basis of the MNB survey
presented in Chapter 3 of this Report for the businesses. As for the household loans in relation to which there was no information to draw conclusions
about extension eligibility (due to the different years of availability in respect of the loan and wage data), the eligible parties were selected randomly,
assuming that the proportion of eligible debtors among the clearly identified ones was equal to the population proportion for each loan type. Random
selection was used to determine the eligible parties in respect of the corporate portfolio as well, with proportions available at the level of activity.
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Chart 79: Developments in items of profit before loan
losses
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Chart 80: Developments of certain profit and loss
statement items in the stress scenario, at the bank-

ing sector level
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Chart 81: Distribution of the capital adequacy ratio
based on the number of banks
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by the end of the second year to 5.1 per cent for the corpo-
rate, and to 11.4 per cent for the household portfolio.

The profit before loan losses exceeds the baseline scenario
result by approximately HUF 150 billion in the two-year
stress scenario, primarily as the result of the interest rate
shock. In the forecast of profit before loan losses, our stress
test switched to a new modelling framework in which the
main profit items are predicted separately (Box 8). Since the
impact of the individual scenarios on net interest income ap-
pears explicitly in the new framework, the effect of the in-
terest rate shock is provided for here. There is significant
loss on items held at fair value occurring with the interest
rate increase at the time the stress scenario materialises,
and therefore net trading income (in which this change in
value appears) is significantly lower than the baseline result
in the first year of the stress scenario (Chart 79). However,
this loss is reduced over time due to the so-called ‘pull-to-
par effect’, i.e. the convergence of fair values to face values
over time. Moreover, the increasing interest rates in the
stress scenario also improve banks’ earnings through higher
interest revenues via spilling over into interest payments.
This improvement cannot be outweighed by the deteriorat-
ing fee and commission income in the stress scenario (re-
sulting from reduced business activity in the weakening eco-
nomic environment), with the result that there is a cumula-
tive HUF 150 billion higher profit before loan losses com-
pared to the baseline scenario over two years.

In the stress scenario, almost three fourths of the banks
become loss-making, with decreasing regulatory capital at
the sectoral level. The additional provisioning needs of the
household and corporate portfolios in the two-year stress
scenario eat up HUF 876 billion of the estimated HUF 971
billion profit before loan losses in the sector. The profit or
loss effect of the other items would turn the sector-level af-
ter-tax profit into a loss of HUF 43 billion (Chart 80). In the
quarter in which the stress materialises almost every insti-
tution would recognise losses, while over the two years al-
most three fourths of banks would become loss-making. In
contrast, in the baseline scenario, half of the number of
banks, and — weighted by risk-weighted assets — 34.8 per
cent of the sector would suffer losses over the two years.
The recognition of the already approved, but not yet real-
ised capital injections slightly improves the sector’s situa-
tion, nevertheless, it would still end up with a decrease in
regulatory capital at the end of the stress scenario.

Our stress scenario highlights vulnerability in a small por-
tion of the banking sector, but the capital needs that arise
appear manageable from a financial stability perspective.
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Table 3: Stress test results with different capital re- In the baseline scenario, the sector-level capital adequacy
quirements ratio remains essentially unchanged compared to the value

P Pep———— : : at the start of scenario, but the range of the end-of-second-
All capital requirements*

— Midrra;:;“;fme”;ress T — year distribution indicates significant heterogeneity across

scenarios | Dooeln® | scenario | P%MMe | scenario | banks (Chart 81). In the stress scenario most of the losses

Cap“a'(:f;dbf]‘; banks 00 0.0 252 329 862 are realised in the first year, by the end of which the sector-

hverage capital needof | o s N N level CAR decreases by approximately 3.1 percentage
banks (percentage points) points. However, the sector’s aggregate CAR falls short of

Capital buffer of banks ey .
above requirement (HUF | 18086 | 19479 | 16523 | 1265.0 987.8 the initial actual value by 1.7 percentage points even at the

bn)

end of the stress scenario. The tenth percentile of the distri-
Average capital buffer of

banks above requirement | 10.2 10.2 95 8.1 7.4 bution approaches the Pillar 1 capital requirement of 8 per

(percentage points)

cent, indicating vulnerability for only a fraction even in the

Note: *Capital requirements effective at the time of the . I .
o . . event of a severe stress scenario. By weighting banking
publication. Data for before the scenarios are 2020 Q2 fig-

ures, while data of the respective scenarios pertain to the ~ 8roups with their risk-weighted assets (RWA), for the end of

end of the second year of the scenario. Source: MNB the second year, 7.8 per cent of the banking sector would
fall below Pillar 1’s 8-per cent threshold, requiring HUF 25
billion worth of capital injection (Table 3). Considering all
capital requirements effective at the time of publication, the
need for capital injection increases to HUF 86 billion.

BOX 8: IMPROVEMENTS TO THE SOLVENCY STRESS TEST’S PROFITABILITY MODEL

In this stress test, the calculation of the banks’ income forecast is based on a model with a more detailed breakdown
by main profit items. The profit before loan losses was previously projected according to a static econometric model
estimated on a bank-level panel database based on the methodology presented by Banai et al. (2013).% This approach,
however, failed to allow for a detailed analysis of the projected income broken down by profit items and to reveal the
explicit impact mechanisms of profit development. Therefore, a transition was initiated to a model framework in which
the scenario-dependent forecasts of the main profit components are prepared separately. In the current format of the
model, the interest income, the commission and fee income and the trading income’s specific sub-items are modelled

in more detail.

The projection of interest income is based on our interest rate risk model.?® The macroeconomic environment pri-
marily shapes the banks’ interest income by the extent of the received and paid interests (interest rate risk) and the
interest’s probability of receipt (credit risk).?” On the one hand, the model was changed in order to calculate the interest
income realised in the individual yield curve scenarios for each interest-sensitive item, instead of the impact of interest
rate change. On the other hand, the impact of credit risk on interest income is presented by taking into account the
projected probability of non-performance in the interest revenues anticipated for each contract, quantified from our
credit risk models capturing the impact of macro and transaction level variables. At the same time, we sought to fully
capture the banks’ interest revenues and interest expenditures, and thus quantified the interest revenues expected,
for example, on non-maturing loan products such as credit cards and overdrafts, at a portfolio level.

In contrast to the interest rates, directly capturing the specific services and fee-generating transactions and commis-
sions as well as their pricing is more difficult; therefore the modelling of this profit item is performed in a dynamic

fixed effect panel regression framework with error autocorrelation. The time series of the applied database start from

25 Adam Banai, Zsuzsanna Hosszu, Gyongyi Kdrmendi, Sandor Sévago, Robert Szegedi (2013): Stress Testing at the Magyar Nemzeti Bank, MNB Occa-
sional Papers, No. 109.

26 The interest rate risk model is presented in more detail in Box 10 of the May 2020 Financial Stability Report.

27 The exchange rate risk, considered as the third channel materially shaping interest income, is calculated separately in the current stress testing

framework, using the total open FX position of the banking sector.
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the beginning of 200828 with quarterly frequency, including all 20 currently operating bank groups and individual insti-
tutions. Separation from the interest income, alongside the incorporation of the lagged dependent variable, allows for
a more accurate identification of channels influencing the item and the inclusion of the item’s persistence as a ratio of
total assets. The scope of explanatory variables to be used was narrowed by the availability of data varying in time and
across banks, as well as the predictability of time series coherent with macroeconomic scenario variables. Of the suit-
able variables, the lagged value of the fee and commission income as a ratio of total assets, the dummy variable cap-
turing the fee increase following the introduction of the transaction tax, the annual GDP growth and inflation proved
to be statistically significant and compatible with economic intuition. As for the coefficients, the target variable indi-
cates significant, 70-per cent persistence. In a given period, presumably capturing a deteriorating economic environ-
ment, a 1-percentage point decline in GDP growth rate reduces the target variable by 0.3 basis point, while a 1-per-
centage point rise in the inflation rate reduces it by 0.5 basis point, which is considered significant compared to the
dependent variable’s 2020 Q2 average of 0.3 per cent. Moreover, persistence boosts both one-time effects in the
longer term.

From trading income, the impact of the scenarios on balance sheet items held at fair value was modelled separately,
using the interest rate risk model. Through developments in loan interest revenue and deposit interest expenditure,
the projected gradual changes in the interest rate paths in the scenarios are presented with periodical parallel shifts in
the yield curve. However, in the case of securities and derivatives, compared to the interest rate path appearing in the
initial yield curve, we quantified the impacts of parallel, one-time and permanent yield curve shifts occurring in the
stress scenario in Q2. Therefore, the impairment of items held at fair value generates substantive loss with the shock-
like interest rate rise which, however, is compensated at a later stage with value increase due to the items approaching
maturity and thus face value, on the one hand, and the growing interest revenues, on the other hand.

The remaining profit components were projected based on the average of former periods. These include dividend
income, operating expenses, trading income adjusted for revaluation, non-credit related impairment loss and provi-
sioning, and other profit and loss also comprising tax payment. In the case of seasonality, the projections were based
on the average of the respective quarters in the past three years; otherwise, the average for all quarters was used. The
only exception was dividend income, which — reflecting the setback in 2020 brought about among others by regulatory
incentive — was estimated based on the past one-year level as a ratio of total assets. Thanks to the current methodol-
ogy, the development of the mentioned four items in the baseline and stress scenarios does not differ. Since the bal-
ance sheet total estimated for the end of each period should also contain profit or loss for the specific quarter, every
profit component estimated as a ratio of total assets was taken into account, using the balance sheet total at the end
of the previous period.

The cumulative profit calculated without the negative The development of quarterly profit without the effect of loan loss
. . . . . provisions as a ratio of assets in the base and stress scenario

effect of portfolio-level impairment on profit or loss in 150 _basis point basis point ;¢
the banking sector is moderately higher in the stress %0
scenario. This is primarily attributable to the fact that 50 mixinilly Iy ol Ol so
the negative effect of the interest rate shock materialis- 0 A r 0
ing in the second quarter of the stress scenario (2020Q4) ~° m =
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out impairment is approximately HUF 150 billion higher B Fee and commission income CJInterest income
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in the full two-year stress scenario than in the baseline -O-Profit without LLP - stress scenario

. .. . Note: The income components included in the chart follow the development of the
scenario. However, there is 5|gn|f|cant heterogenelty n stress scenario. Source: MNB

respect of individual profitability across banks.

28 |n determining the time horizon we sought to maximise the information content of the database, and also to avoid structural breaks in the business
model of the institutions.
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APPENDIX: MACROPRUDENTIAL INDICATORS

1.

2.

64

1. Risk appetite
Chart 1: Primary risk indicators Chart 2: Implied volatility of the primary markets
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Chart 6: Net external debt as a percentage of GDP Chart 7: Open FX position of the main sectors in the balance
sheet as percentage of GDP
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3. Macroeconomic performance
Chart 8: GDP growth and its main components Chart 9: Employment rate and net real wage developments
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Chart 12: Sectoral bankruptcy rates
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4. Monetary and financial conditions
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Chart 14: Long-term sovereign default risk and forward

premium of Hungary
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Chart 16: HUF/EUR, HUF/USD and HUF/CHF exchange rates
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Chart 13: Bankruptcy rates for the subsets of manufacturing

industry
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Chart 15: Three-month EUR, USD, CHF and HUF money market
interest rates (LIBOR and BUBOR fixing)
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Chart 17: Volatility of the HUF/EUR exchange rate
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Chart 18: Interest rate premium of new loans to non-financial
enterprises (over 3-month BUBOR and EURIBOR, respectively,
3-month moving average)
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5. Asset prices

Chart 20: MNB house price index breakdown by settlement
type
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Chart 19: Interest rate premium of new HUF loans to house-
holds (over 3-month BUBOR)
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Chart 21: Annualised yields on government security indices
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Chart 22: Annual yield of key Hungarian and Central and Eastern

European stock market indices
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6. Risks of the financial intermediary system

Chart 23: Indebtedness of non-financial corporations as Chart 24: Denomination structure of domestic bank loans of
percentage of GDP non-financial corporations
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Chart 25: Annual growth rate of loans provided to non- Chart 26: Lending transactions to the non-financial corporate
financial corporations by credit institutions sector broken down by maturity
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Chart 27: Loan loss coverage ratio for non-performing Chart 28: Provisioning on loans of non-financial corporations
corporate loans in the credit institutions sector by industry
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Chart 29: Indebtedness of households in international

Chart 30: Debt service burden of the household sector
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Chart 31: Annual growth rate of total domestic household
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Chart 33: The denomination structure of household loans
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Chart 32: Transactions of household loans broken down by
credit purpose and denomination
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Chart 34: Household loans distribution by collateralisation
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Chart 35: Distribution of new housing loans by LTV
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Chart 37: Loan loss coverage ratio of non-performing house- Chart 38: Provisioning on household loans of financial
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Chart 39: Open FX position of the domestic banking sector
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Chart 40: The exchange rate exposure of the banking sector
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Chart 41: 90-day re-pricing gap of the banking sector
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Chart 43: Liquidity index (exponentially weighted moving
average)
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Chart 45: Bid-ask spread indices of the major domestic
financial markets (exponentially weighted moving average)
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Chart 42: Estimated maximum loss based on interest rate risk
stress tests relative to equity
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Chart 44: Liquidity sub-indices
(exponentially weighted moving average)
er cent
per cent p 45

2007
2009
2011
2013
2015
2017
2019
Jan-19
Apr-19
Jul-19
Oct-19
Jan-20
Apr-20
Jul-20
Oct-20

——Bid-ask spread index ——Return to volume index

—Number of transactions index —Transaction size index

Source: MNB, KELER, Reuters, DrkW

Chart 46: Credit to deposit ratio of the banking sector
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Chart 47: ROA, ROE and real ROE of the credit institution
sector
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Chart 49: Net interest income as a proportion of the gross and
net interest bearing assets in the credit institution sector
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Chart 51: Banks' capital adequacy ratio (CAR) and Tier 1

capital adequacy ratio
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Chart 48: Dispersion of banks' total assets by ROE
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Chart 50: Operating efficiency indicators of the banking
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Chart 52: Dispersion of banking sector's total assets by capital

adequacy ratio
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7. Institutional investors

Chart 53: Underline data of insurance tax Chart 54: Development of the outstanding amount of non-life
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Chart 55: Development of the outstanding amount of life Chart 56: Development of the outstanding amount of life
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Chart 57: Costs in the insurance sector Chart 58: Development of mtpl insurance contracts
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Chart 59: Development of gross mtpl reserves

Chart 60: Number of investment fund managing companies

and investment funds
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Chart 61: Capital market turnover of investment firms Chart 62: Capital adequacy ratio (CAR) of investment firms
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Notes to the appendix

The chart date (e.g. 2016) means the end of the year (the 31t of December) unless indicated otherwise.
Chart 1:

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

VIX: implied volatility of S&P 500, MOVE: implied volatility of US Treasuries (Merrill Lynch).
Chart 3:

The increased value of the indicator shows declining risk appetite or increasing risk aversion.
Chart 7:

The open FX position of households has turned because of the FX conversion. The compensation of this is shown at banks temporarily (see
chart 39), by time it is expected to get to the consolidated state with the MNB.

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

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

Chart 13:

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

Chart 14:

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

Chart 17:

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

Chart 18:

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

Chart 19:
Spreads based on the APR.
Chart 20:
2002 average = 100 per cent.
Chart 23:
Nominal values, on current rates. Based on consolidated data (previously only unconsolidated data were available for the euro area).
Chart 26:
Exchange rate adjusted values.
Chart 27:
The individual loan loss coverage range covers the banks with at least 2 per cent share in corporate lending.
Chart 28:
In brackets below the names of sectors the weights within corporate credit portfolio are indicated for end-of-observation period.
Chart 35:
The category 0-30 percent contains also the loans disbursed without mortgage before 2008.
Chart 36:

HAI shows how many times the income of a household with two average wages covers the income necessary for the purchase of an average
(65 m?) dwelling from loan. Parameters of loan product except for the interest rate are throughout unchanged. LTV = 70%, PTI = 30%, maturity
=15 year.
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Chart 37:
The range of LLP coverage on the individual level refers to the larger banks.
Chart 39:

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

Chart 41:

The values for December 2019 and June 2020 have been calculated in the case of the security portfolio, the IRS portfolio, loans and liabilities
on a cashflow basis instead of a contract basis. In addition, in the case of loans and liabilities and for the same period, we could only take into
account remaining maturities instead of the times left until repricing.

Chart 42:

The interest rate risk stress test indicates the two-year projected result of an extreme interest rate event; in this scenario this event is a parallel
upward shift of the yield curve by 300 basis points. For calculating the results for December 2019 and June 2020, we applied the interest rate
risk model detailed in Box 10 of the December 2019 Financial Stability Report. While for earlier calculations we assumed shocks of each cur-
rency's yield curve, for these new calculations we only assumed the shock-like upward shift of the HUF curve.

Chart 43:
Arise in the liquidity index indicates an improvement in the liquidity of the financial markets.
Chart 44:

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

Chart 45:

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

Chart 46:

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

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

Income: previous 12 months.
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Average total asset: mean of previous 12 months.
Chart 51:
Capital adequacy ratio (CAR) = (total own funds for solvency purposes/minimum capital requirement)*8 per cent.
Tier 1 capital adequacy ratio = (tier 1 capital after deductions/minimum capital requirement)*8 per cent.
Chart 54:
Motor insurance premiums contains insurance tax from 2019.
Chart 61:

Sum turnover of investment firms and credit institution.
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Ferenc Deadk

(17 October 1803 — 28 January 1876)

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

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

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

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