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1. Introduction

anking business has experienced huge technical and

societal changes that occurred in the since the origin

of banking couple of millennia ago. Since the begin-

ning, banking has been driving force of these changes.
Nowadays banking finds itself at yet another crossroad that
requires fast adoption to technological progress accompanied
with major social and behavioural changes. In these circum-
stances, banks will have to make better use of the advantages
they have over their non-bank competitors as well as include
some of the FinTechs” good practices in their business activities.
Slovenian banking system is not an exception. While overcoming
lag behind some good practices and trends observed in the euro
area in terms of traditional core banking activities, it should also
encompass new innovative approaches to banking business.

2. Slovenian and euro area banking systems compared
In Slovenia, financial intermediation, measured by the balance
sheet of the banking system is relatively shallow. In the first half
of 2021, total assets of the Slovenian monetary financial insti-
tutions (excluding ESCB!, hereinafter MFIs) amounted to EUR
49.1 billion, which represented around 100% of Slovenia’s gross

* All Banka Slovenije. Primoz Dolenc, Deputy Governor; Meta Ahtik, Director, Financial Stability and Macroprudential
Policy; Mitja Lavri¢, Senior Analyst at the Financial Stability and Macroprudential Policy; Borut Polj3ak, Adviser -
Analyst at the Financial Stability and Macroprudential Policy; Mark PoZlep, Senior Analyst at the Financial Stability
and Macroprudential Policy; Franc Remsak, Adviser - Analyst at the Financial Stability and Macroprudential Policy;
Iskra Sokolovska, Senior Analyst at the Financial Stability and Macroprudential Policy; Robert Vol&jak, Senior Analyst
at the Financial Stability and Macroprudential Policy.

! Excluding the European System of Central Banks that consist of the European Central Bank and the national central
banks of member states of the European Union.
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Chart 1: Total assets of euro area MFls as % of GDP

= Total assets as % of GDP (Q2 2021)
500%

450%

400%

350%

——EA average

—EA median & Change in p.p. (rhs)

120

300%

250%

200%

150%

100%

50%

0%

Luxembourg
France
Iredand
Cyprus
Finland
Netherands
Malta
‘Germany
Austria

Spain

Belgivm I
italy I
Portugal I
Greece I
Estonia NN +
Slovakia NEEEEE_. -
Slovenia NN
Latvia _ .
Lithuania I
& =

Note: The scale on the left hand side is cut at 500% of GDP. The value of the total assets of
Luxembourg MFls as percent of GDP stands at 1930.4%. Change in percentage points is
measured from the fourth quarter of 2019 to the second quarter of 2021.

Source: ECB Statistical Data Warehouse
domestic product (hereinafter: GDP).
The average size of the banking sys-
tem of the euro area (hereinafter: EA)
countries was 324.5% (median value
was 253.5%). The banking system of
Slovakia measured through its share in
GDP was slightly larger than Slove-
nian, while among the banking sys-
tems of EA only Latvian and Lithuanian
were smaller. For the EA, MFls are the
most imporfant financial intermediaries
for households, nonfinancial corpor-
ations, and the public sector. How-
ever, since the global financial crisis,
non-banks and financial markets are
playing a greater role, particularly in
providing funds for larger non-finan-
cial corporations (IMF, 2018).

Not only the banking system as a
whole, but also individual banks in
Slovenia are among the smallest in
Europe. The average size of a bank in
Slovenia with around EUR 3 billion
represents about one tenth of the aver-
age bank size in the EA (median in
2020: EUR 5.7 billion), although
being comparable to the average size
of banks in Estonia, Slovakia, Austria
and Lithuania. At the end of 2020, the
median size of Slovenian bank was
about EUR 2.0 billion based on con-

solidated data. Fragmented Slovenian
banking system has been in the pro-
cess of consolidation practically since
independence. The number of banks
decreased from 36 in 1994 to 16 (in-
cluding branches) in 2021. The con-
centration of the banking system's total
assefs, measured by the Herfindahl
index (hereinafter Hl) reached its
maximum of around 1500 points in
2004, but by 2015 it fell below
1000 points. Afterwards it started in-

creasing again fo exceed 1300
points with the merger of NKBM and
Abanka in 2020. With the announced
consolidation of relatively large banks,
the concentration (HI) of the banking
system would increase by around
400 points to unprecedented levels
making the banking system moder-
ately concentrated (DoJ, 2010). Com-
pared with the Member States of the
EA at the end of 2020 nine states had
higher values of the Herfindahl index
than Slovenia, after the above men-
tioned consolidation process only
seven would have higher values. s it
worthwhile noticing, that Slovenia had
quite concentrated banking system in
terms of »share of five largest banks in
balance sheet, but this was mainly
due to the substantial market share of
the largest bank. Now the structure will
considerably change in this respect.
Loans to the nondinancial private sec-
tor? account for almost half of the bal-
ance sheet of Slovenian MFls. Among
them the proportions of loans for con-
sumption and loans to nonfinancial
corporations (thereinafter: NFCs) ex-

2 Noninancial private sector includes loans to
households, non-financial corporations and other
lending to households and non-profit institutions
serving households.

Chart 2: Aggregate assets of EA MFls
(excluding the Eurosystem)as % of total balance sheet
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Chart 3: Indebtedness of NFCs in the first quarter of 2021
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ceed those of the EA banking systems,
the later mainly because of other fund-

ing sources that NFCs in EA tend fo util

ize. However, if we compare these
asset categories as a percentage of
GDP, the Slovenian banking system
has among the lowest exposures being
close to the EA average only with
loans for consumption.® High share of
housing ownership on the other hand
explains comparatively low share of
housing loans in GDP in Slovenia.

3 On the other hand similarly developed banking
systems, with the exception of Slovakia, exhibit
much lower shares of loans for consumption pur-
poses in GDP.

In the last decade, the asset structure
of the Slovenian MFls changed con-
siderably. In the past, loans to non-i-
nancial corporations represented the
most important exposure, while loans
to households have taken this role in
the recent period. The share of assets
held with the Eurosystem has in-
creased markedly. These changes in-
dicate a change in bank business
models#, where households are be-
coming a more important segment.
NFCs in Slovenia have largely relied

4 Note that in Slovenia with one or two exceptions

all the banks can be classified as universal banks.

Chart 4: Aggregate liabilities of EA MFls
(excluding the Eurosystem) as % of total balance sheet
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on funding from abroad, source that
became more prominent affer the glo-
bal financial crisis that affected also
the ownership structure of Slovenian
companies. Foreign owned com-
panies mainly started to rely on bank-
ing services of banks of their parent
companies. Another characteristic of
Slovenian NFCs is relatively strong re-
liance on trade credit that in GDP rep-
resents around 26%, which is again
close to the EA average. After signifi-
cant deleveraging in the past decade,
Slovenian NFCs are far less indebted
than their EA counterparts in terms of
both, the debtto-equity ratio and the
ratio of debt to GDP (Banka Slovenije,
2021b).

The structure of banks’ liabilities has
also changed significantly over the
last decade. The Slovenian banking
system is characterized by a marked
increase in household deposits and a
reduction of wholesale funding
(mainly depicted as deposits of other
deposittaking corporations in Chart
4). In the second half of 2021, house-
hold and NFCs deposits accounted
for almost 60% of banking sector lia-
bilities or 64% of Slovenia’s GDP. The
share of household deposits in total
liabilities in Slovenia is among the
highest in the EA. The detailed break-
down of Slovenian households’ finan-
cial assets reveals the continuing
preference for currency and deposits,
which account for almost half of the
total, followed by equity and various
insurance schemes. Financial assets of
EA households are predominantly in
the form of life and pension insurance
(Banka Slovenije, 202 1a). Despite
that, the predominant sources of
funding of EA MFIs are deposits of
(wealthier) households, followed by
deposits of other MFls. In addition,
other euro area banking systems,
especially the more developed
ones, make much more use of bond
financing.
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Chart 5: Return on equity (ROE) and return on assets (ROA) in 2020
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Source: ECB, SDW (Consolidated banking data)

The Slovenian banking system
achieved an above-average return on
equity in the recent period (2019-
2021) that amounted to 11.3% in
2020 and significantly exceeded the
average value of EA countries (1.9%)
or the value for EA banks of similar
size (4.4%). Main reasons for high
ROE of Slovenian banks were one-off
factors affecting non-interest income
and net releases of impairments and
provisions that temporarily stopped in
2020 due to the COVID crisis, but, un-
like in the majority of other EA coun-
tries, continued in 2021¢.

Banks in Slovenia, similarly as their
EA counterparts, are facing the chal-
lenges in generating stable (net) inter-
est income. Last 25 years have been
mainly characterised by declining

NIM. In December 1996, the NIM

> Indicators of banking sector performance should
ideally be compared with the values for banks of
a similar size as they usually follow similar busi-
ness models and face same issues when trying to
achieve economies of scale and scope.

¢ Note that in 2020 the return on equity before
taxes would have stood at only 5.6% instead of
9.6% without one-off effects related to the merger
of two banks. If we took into account also the
longterm average of net impairments and provi-
sions in gross income for the Slovenian banking
system, return on equity would have been only
3.6%. Similar holds for the first-half of 2021,
when the return on equity would have amounted
to 3.6% instead of 10.6%, if longterm average of
net impairments and provisions in gross income
was generated. The figures refer to the solo bal-
ance sheet data of Slovenian banks. See also
Bank of Slovenia (2021a and 2021b).

stood at 5.88%. After reaching 2.18%
in December 2014 net interest margin
(hereinafter: NIM) has been declining
steadily since 2015. The process has
been reinforced by lower or even
negative growth rates of credit fo non-
banking sector after the epidemic cri-
sis. Compared to other countries,
Slovenian banks have relatively high
interest income, as well as very low in-
terest expenses due fo higher reliance
on sight deposits and deposits with
shorter maturities. While the NIM of
Slovenian banks in 2019 reached a
value slightly below the first quartile of

EA countries, it approached the
median in 2020. However, it was
comparable to the NIM of small
banks in the EA.

Slovenian banks have been trying to
compensate for the decline in their net
interest income by increasing the non-
interest component of their income.
Similar behaviour has been observed
in other EA countries as well (IMF,
2020b). Net non-interest income in
Slovenia positively influenced by one-
off effects exceeded the weighted EA
average (0.82%), but was neverthe-
less comparable to the margin of small
banks (1.08%) in 2020. Slovenian
banking system achieved higher net
commission margin than other EA
banking systems, but it was lower than
the margin of comparably sized banks
in the EA (0.81%).

In Slovenian banking sector the oper-
ating costs as percent of total assets
stand at 1.56%, below the average
value of small EA banks (1.78%), and
above the median of EA countries
(1.32%). The value of the Costto-In-
come Ratio (hereinafter: CIR) in 2020
(59.5%) was comparable to the
median of EA countries (59.5%),
while it was below the weighted EA
average (64.2%), and significantly

Chart 6: Net interest margin and net fees and
commission margin, in 2020, in %
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Chart 7: Costto-income ratio (CIR)
and operating costs to total assets, in 2020, in %

80
75 . ’
70 . :
65 :
60
55
50
45
40
e g8zgsad g gL
eEEET 3 5323
° g g

Slovakia I

uCIR 18

» Operating costs/total assets (right scale) 16

1.4

. .

0.8
0.6
0.4
0.2

Spain I
Malta I

Slovenia I
Belgium ———
Portugal |IE——
Finland S —— -
Estonia E—
Lithuania

Greece HE

Netherlands G

Source: ECB, SDW (Consolidated banking data)

below the average of the group of
small banks (69.0%). Even though this
comparison somehow puts Slovenian
banks in positive perspective, one must
note that some similar banking systems
(Lithuanian and Estonian) in EA stand
out with even higher cost efficiency.
Optimising the cost structure thus re-
mains an important challenge for
Slovenian (and EA) banks.

3. Future path of the

Slovenian banking system
Banks’ short and medium term profit-
ability will be determined by credit ac-
tivity and the quality of their credit
porffolios. Necessary medium and
long term adaptions of banks’ busi-
ness models will have to focus on in-
creasing gross income, cutting costs
and improving banks’ risk manage-
ment and will be importantly in-
fluenced by digitalisation and the
green agenda (Cardillo, 2021). This
holds especially for universal banks as
Slovenian.
3.1 Opportunities arising from bank
balance sheet and income structures
As described in the previous chapter
financial decisions of Slovenian house-
holds and NFCs importantly deter-
mine the asset and liability side of the

11/2021

Slovenian banking system as well as
its efficiency. However, banks could
influence these financial investment
decisions through carefully designed
and focused development and market-
ing of new and existing products.
Credit for housing purposes is under-
represented in Slovenia in comparison
with other EA countries, which could
be partially explained with high hous-
ing ownership rates. Additional hous-
ing loan products dedicated to
financing energy efficient and anti-seis-
mic retrofitting measures supported by
state or communal grants would help
to overcome main deficiencies of exist-
ing housing stock.” Banks could also
step in by offering better financing
conditions and reverse the trend of fi-
nancing NFCs with trade credit which
would increase their role in financing
NFCs that diminished after the finan-
cial crisis of the previous decade.
Knowledge based economy puts
more emphasis on intangible assets,
which puts firms from this industry info
worse position regarding access to fi-
nance and borrowing conditions
(Dell’Ariccia et al., 2020). As such
types of firms are becoming more

7 More on financing instruments for this type of
products in Bertoldi (2020) and in chapter 3.3.

widespread with the transformation of
the economy, banks should put more
emphasis on understanding their spe-
cificities which could also ease their
access fo finance and increase client
base of the banks.

Banks also benefit from intense ac-
quisition of soft information that is
difficult to quantify, store and transmit
in impersonal way, but importantly
reduce information asymmetries
(Cardillo, 2021) and represents one
of their key advantages over imper-
sonal FinTechs that mainly utilise only
hard computer processed information.
Maintaining the so-called relationship
banking could be particularly impor-
tant for supporting more conservative
retail clients.

Banks could be more proactive also in
managing the liability side of their bal-
ance sheets. Design of alternative long-
term savings products together with
other participants in the financial mar-
ket could either change or exploit the
inclination of Slovenian households to-
wards deposits and at the same time
assure sufficient support fo existing
pension schemes in the future. This
could also diminish the need for the in-
troduction of negative deposit interest
rates that are a double-edged sword
that on one hand increases banks’
income but can also lead to the loss

of clients that could in the future benefit
from other products and services
offered and charged by the banks.
Banks fry to compensate for the de-
cline in their net interest income by in-
creasing the non-interest component
of their income (IMF, 2020a), which
is also the case in Slovenia. Package
products have become very common
on the liability, i.e. deposit side (includ-
ing fransaction accounts), nevertheless
they should (to extent allowed by the
consumer protection legislation) be
more broadly developed also on the
asset side. This would enable banks to
increase the net fee and commission
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component of their non-interest income
and boost their gross income.

Cost reduction will, however, remain
one of the most important ways to
improve the efficiency of banks (IMF,
2020a). Digitalization as well as con-
solidation® offer two most prominent
ways for its accomplishment that will
be, however, marked also with un-
popular decisions of reducing banks'
workforce and excessive branch
network.

3.2 Digitalisation

Further digitalisation of the banking
system has been emphasised as a
necessity for quite some time. On one
hand, it affects the cost side of the
banking business (both by increasing
operational costs in the shortterm hor-
izon and reducing them in the long-
term), while on the other hand it could
boost banks’ income creation. More
efficient risk management supported
with advanced digital solutions would
also increase profit generation. In ad-
dition, evidence suggests that greater
cost efficiency (through digitalisation,
for example) could enhance profitabil-
ity of many banks, and should be com-
bined with a tailored approach to
updating business models (IMF,
2018). Digitalisation and FinTech
have important implications on cost
savings and bank business models
(IMF, 2017b). By becoming increas-
ingly present in the market, FinTech
companies could be seen by banks
either as competitors or as potential
partners and best practitioners to learn
from. However, according to the EBA
(2021) survey banks consider FinTech
companies more as a threat than an
opportunity in the area of payments
and retail brokerage. On the other
hand, FinTech firms bring both oppor-
tunities and threats fo retail banking,
while opportunities prevail in the areas

8 Both of them will be presented in detail in the fol-
lowing chapters.

of commercial banking, trading and
sales. FinTech could potentially pro-
vide cost saving solutions to banks, for
example, through more cost-efficient
payment system and back office oper-
ations (IMF, 2017a). Slovenian banks
report price to be the main competitive
advantage of FinTech companies and
so-called digital banks,” as most of
their services are currently free (Banka
Slovenije, 202 1b). Shifts in retail
banking customer preferences result-
ing from digital finance will impose
changes in bank business models
(IMF, 2017a). Solutions offered by
FinTechs attracted also customers to
seek and demand similar products
from their banks. On the other hand,
banks as traditional institutions primarily
use proven financial technologies in
their business processes and models.
In the past, banks’ investments in digi-
talisation mainly focused on the up-
grades and maintenance of existing
information systems. According to the
survey conducted by the Bank of
Slovenia (202 1b),'° banks believe
that the new service providers repre-
sent competitive pressure and affect
banks’ profitability, strategic devel-
opment and business models. Banks,
which include technological innova-
tions in their business models and pro-
cesses, become more competitive,

9 Digital online banks or neobanks that appeared
in 2011 do business with customers exclusively
via mobile apps or online platforms, as they have
no physical branches. Contrary to other FinTechs
they possess a banking license. Usually they offer

the opening and management of a transaction ac-

count for households and businesses, while they
plan to offer borrowing and savings services in
the future.

10 The survey conducted among all Slovenian
banks focused on new financial technologies
and their impact on business processes and Fin-
Tech industry. The FinTech industry consists of
various firms who are trying to improve on exist-
ing financial services by means of information
technology and innovations. The firms aim to use
technology in the financial sphere in the most in-
novative way possible. The use of new tech-
nologies focuses primarily on areas related to
payment systems and transfers, crypto-asset trad-
ing, lending, insurance, etc. The FinTech industry
largely aims to offer firms and consumers better,
faster, and more efficient financial services. This
is having an impact on the operations of banks
and other financial institutions, particularly in the
sense of the pressure from new service providers
in the financial market.

both in relation to other banks and to
FinTech companies. Consequently,
maijority of banks started adapting
their business models by including
payment and settlement services using
online and mobile applications.
Forced by Payment Services Directive
(PSD2), banks are also infroducing
new financial technologies related to
open banking/APIs.!! However,
banks are increasingly including tech-
nological innovations also in their
longterm strategies.

The COVID-19 pandemic accelerated
digitalisation plans with emphasis on
distribution channels and new services
to customers, as well as further digital-
isation of internal processes, resulting
in some lasting adjustments. Abun-
dance of available data and greater
and more affordable computing
power encouraged the use of artificial
intelligence in finance and banking,
especially in asset management, algo-
rithmic trading and financial services
based on Blockchain technology
(OECD, 2021). According to the sur-
vey conducted by the Bank of Slove-
nia (202 1b) banks already plan to
invest more in the development of mo-
bile wallets, biometrics, and big data.
While the former two help to improve
relations with banks’ customers, the
latter are key for improving their lend-
ing activities, especially credit risk as-
sessment (Cardillo et. al., 2021).
Results of the survey show that banks
do not pay enough attention to in-
formation solutions based on Block-
chain, smart contracts and artificial
intelligence, which can affect their fu-
ture competitiveness in the market.
Banks could use these technologies in
the near future fo offer additional

" Under the PSD2 FinTechs have to follow the
same rules as the traditional payment service
providers (registration, licensing and supervision
by the competent authorities), which enables
them to offer their services across the EU. Banks
that offers online access to accounts cannot re-
ject to share certain data with FinTech com-
panies or with other banks providing such
services (European Commission, 2019).

11/2021



THE IMPACT OF THE CORONAVIRUS PANDEMIC ON BANKS’ BUSINESS MODELS

banking products like instant payments
or cloud services making them more
competitive towards both, other banks
and FinTech industry. In the following
years we can expect the entry of Big-
Techs to the banking market (by ob-
taining banking license) which could
represent another push fowards reduc-
tion of prices of banking services (es-
pecially payments services or retail
brokerage). Digitisation can also ac-
celerate consolidation of the banking
system and lower merger costs.
However, digitalisation also brings
caveats. More the banking processes
gets digitised, more important cyber
security will become and banks have
to put enough emphasis on activities
building resilience against cyber-at-
tacks. If digitalisation replaces tradi-
tional services, banks’ access to more
traditional bank clients, especially
elderly and less educated could be
weakened. General suggestion to
follow diversified business models and
avoid heard behaviour applies here
as well.

Banks should on the other hand also
exploit their main advantage over
FinTechs and digital banks that offer
depersonalized, technology-based
and software-mediated contacts.
Personal contact typical for relationship
banking that uses soft information is es-
pecially beneficial for new enterprises
and in crisis periods, but could be used
also to explore new, niche (including
green) oriented consulting and invest
ment services (Cardillo, 2021).

3.3 Green finance

The transition towards a more green
business model is supposed to have
less disruptive effects on banks’ organ-
ization than the digital transformation
(Cardillo et al., 2021). Anyway, the
increasing importance of banks in sup-
porting of green transition is a trend
that will continue in the context of EU
drive to achieve carbon neutrality

11/2021

by 2050 (COM(2018) 773 final).
Cardillo et al. (2021) identify three
main channels through which banks
can increase their role in the climate
agenda: the reallocation of market
portfolios via sustainable investment
strategies; the direct financing to green
companies/projects and the provision
of specialised advisory services.
Today several Slovene banks offer
‘green loans’, which can be used for
the purchase and construction of
energy efficient RRE and for invest-
ments in energy efficient systems

(e.g. solar panels, heat pumps, recu-
peration systems, etc.) (Banka Slove-
nije, 2021b). The share of these loans
is still low, in the first half of 2021 only
51 loans, less than 0.1 % of all new
loans to households, were approved
for energy efficient systems. In the
same time only 250 (5 % of the total
amount) housing loans secured by
RRE were approved for purchase or
construction of energy efficient RRE.!?
Although households account for
around onefifth of total carbon
emissions, economy-wide decarbon-
isation requires ample investment in
the NFC sector. A high share of indus-
try in value added of 27% compared
to an EU average of 19% indicates
relatively higher transition risks,'3 but
on the other hand also the opportun-
ities for banks to finance the greening
of the brown sectors. Exposures to cli-
mate-sensitive activities (manufactur-
ing, construction, electricity and
transport) reflect the structure of the
economy and amount to between
one-+third and roughly 60% of the

12 Energy performance classes: A1, A2, B1 and
B2. The banks are required to report energy effi-
ciency of RRE pledged as collateral only for
housing loans where the real estate collateral is
in the form of a flat or a house, the loan purpose
is purchase or purchase of land and construction
and the RRE pledged as collateral is the one
being purchased or constructed. Therefore, the
share of loans for energy efficient RRE could be
underestimated. This covers about 48 % of all
new housing loans secured by RRE.

w

Transition risks occur when moving towards a
less polluting, more sustainable economy. More
in: Sokolovska (2020).

NFC bank loan portfolio. Banks
should support further decarbonisation
efforts, depending on the technologi-
cal readiness of energy-efficient sol-
utions across sectors (e.g. renewable
energy in the electricity sector, e-mobil-
ity in the tfransport sector). Supporting
green innovation is also a necessity
and is encouraged to the extent viable
in terms of the relevant credit risk par-
ameters. Same applies to project fi-
nancing focusing on green investment,
as well as other types of projects.'
Banks should also improve data col-
lection practices in this area and con-
tinve offering loans for energy efficient
RRE and systems. The economic fallout
from the COVID-19 crisis poses a
challenge to decarbonisation efforts,
as tighter financial constraints are as-
sociated with worse environmental
performance, though it could also rep-
resent an opportunity fo accelerate the
transition fo a low-carbon economy
through climate policies and green
investment packages (IMF, 2020c).

3.4 Consolidation

Consolidation'> represents another
opportunity for improving economies
of scope and scale. Optimal size of
banks is increasing and especially
small and medium-sized intermediaries
may not be able to finance large IT in-
vestments (Cardillo et al., 2021). Con-
versely, there is also considerable
empirical evidence that large banks

4 In year 2021 was the project financing increas-
ing at the Slovenian banking level (annual
growth is more than 27.5 %). The share of pro-
ject financing in relation to the total financing
by banks is over 3.2 %. Banks are approving for
the purpose of the project financing the follow-
ing: loans for commercial real estate (42 %) and
loans for business activities (58 %).

o

Consolidation refers to the process of changing
the governance of economic agents in a market,
which usually leads to a change in the state of
market concentration. In general, such consolida-
tion of the banking system involves a “concentra-
tion” of its resources (capital) and thus of its
management, either due to the smaller number of
banks or due to the reduced rivalry between them
(BIS, 2001). The primary method of bank consoli-
dation comprises traditional mergers and acquisi-
tions of banks (within individual countries and
cross-border), where a bank with unified manage-
ment emerges from two independent banks.
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tend to be less efficient than smaller
credit institutions (Bonin et al., 2005;
Matousek, 2008; Sufian, 2010;
Montgomery et al., 2014), however
the relationship between efficiency
and size is probably non-inear. The
motives for consolidation are many,
e.g. maximizing the value resulting
from a reduction in costs and/or an in-
crease in the merged bank’s revenues;
increasing economies of scale and in-
creasing market power. Relatively
strong tendency to consolidate in the
banking sector itself exists, as large

|II

banks that enjoy “too big to fail” status
have higher credit ratings (Morgan,
Stiroh, 2005) and are therefore will-
ing fo pay merger premiums to fell info
this category (Brewer, Jagtiani,
2013). Advantages persist despite the
creation of the status of a so-called
"systemically important bank’ that
brings additional regulatory require-
ments for those banks (Vogel, 2020).
An empirical analysis of the Slovenian
banking system in the period 2004-
2018 (Volgjak, 2018) showed that ef-
ficiency of the banking system in
Slovenia in the studied period first in-
creased with the growth of concentra-
tion, reached its optimum at the value
of Hl of 1440 points, and then began
to decline. It is also shown that with
the increasing concentration of the
banking market, the stability of the
banking system increased on average.
However, it should be emphasized
that on average the growth of the sta-
bility of the banking system has been
declining with increasing market con-
centration. Also the theory does not
have an unambiguous answer, as on
the one hand bank mergers can stabil-
ise both individual banks and reduce
systemic risk, as consolidation can
lead to increased diversification of
bank assets and consequently larger
capital buffers (Weil} et al., 2014),
and on the other hand, despite the
fact that diversification reduces the risk

exposure of individual banks, the sys-
tem may become more vulnerable,

as individual risks within the system
are only reallocated but not elimin-
ated and this reallocation of risks
causes individual banks to become ex-
posed to similar risks, making it easier
for micro level shocks to be transmitted
to the entire system (Wagner, 2010).
Trends from abroad further point to
another direction of bank consolida-
tion, namely in connection with the
development of new digital financial
products. Smaller banks are consoli-
dating in order to provide funding for
the digitization of their products and
services (“digital maturation”), but of-
fering financial products and services
via internet platforms may lead to less
emphasis on mergers and acquisitions
to achieve entry to the market and en-
ables the specialisation of individual
(niche) providers of financial products
and services. Another possibility is
consolidation of operations between
banks and FinTech players, where the
former incorporate new digital ap-
proaches and target new business
segments while the later acquie access
to banking license (Deloitte, 2020).

4. Conclusion
Banks are facing several challenges in
conducting their day-to-day oper-
ations. However, these challenges
differ significantly from those faced
a decade ago. In that period banks
experienced lack of deposits which
pushed them to pay excessive infterest
rafes to stay properly funded. Now-
adays they charge the depositors for
keeping their money. Ten years ago
they provided maijority of funds to non-
financial companies, currently they
finance mainly households. Which
challenges will be on the table in ten
years? It is obvious that the only con-
stant in (business) life is change. Ability
to adapt to changes will be key for
banks' future success. For conservative

and traditional institutions such thinking
might be more difficult to encompass
than for some other players in the fi-
nancial world. In the short run banks
will have to tackle the consequences
of the pandemic, as well as challenges
that have influenced their activities in
the recent period, such as low interest
rates and regulatory changes. Al-
though it is difficult to predict how the
banking business will look like in ten
years or even longer it is sure that it
will be marked with the digitalization
of banks’ business processes. When
competing with FinTechs banks should
build on their traditional advantages
and at the same time encompass new
technologies.
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