Financial Crisis Affects Real Economy

Sectors

Financial Crisis Impairs Financing
Conditions in Corporate Sector
Austria’s Economy Stagnates

So far, Austria’s underlying economic
conditions have been characterized by
exceptionally high levels of uncertainty
in 2008. As a result of the turmoil on
international financial markets, the
global economic outlook has deterio-
rated substantially. The events of Sep-
tember and October 2008 markedly
increased the uncertainties involved in
forecasting the development of both the
economy and financing conditions.
Given the unique nature of the current
crisis situation, however, there are no
historical patterns on which to base es-
timates of its future effects.

As a result of slackening global eco-
nomic activity, Austrian economic
growth slowed down noticeably in the
first half of 2008. The economic ex-
pansion observed in the previous three
years came to an end in the second

quarter of 2008. At the same time, the
composition of Austrian economic
growth changed in comparison to pre-
vious years, with exports no longer
serving as the driving force of growth.
The weakening of Austrian exports has
mainly had a negative impact on value
added in manufacturing. Investment
growth also slowed, but in relative
terms it remained fairly robust. Con-
sumer spending continued to show a
very moderate development due to high
inflation.

Although the economy was clearly
cooling off, businesses in Austria (as in
the euro area as a whole) still recorded
increasing profits in the first half of
2008 after pronounced growth in the
previous years — despite the apprecia-
tion of the euro and climbing crude oil
prices during the first six months of the
reporting year.

The development of corporate in-
solvencies — typically a lagging eco-
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nomic indicator — still reflects the eco-
nomic boom of the previous two years,
decreasing by 2.1% year on year in the
first three quarters of 2008. In nominal
terms, estimated default liabilities in-
creased by 3.6% against the first three
quarters of 2007. In relation to the cor-
porate sector’s total liabilities (based on
national financial accounts data), de-
fault liabilities dropped from 0.59% to
0.51% in the first three quarters of
2008.

Capital Market-Based Financing Hit
Hard by Crisis

Corporate finance in the form of equity
issues has been hit especially hard by
the global financial crisis, as the Vien-
nese stock exchange’s capacity for new
issues decreased substantially due to
the uncertainty triggered by plummet-
ing stock prices. Since mid-2007, new
issues on the Austrian stock market
have decreased drastically, and a num-
ber of previously announced issues
were canceled. In the period from Jan-
uary to September 2008, new issues
(including capital increases and new
listings) by nonfinancial corporations
listed at Wiener Borse AG amounted to
EUR 0.4 billion, down from EUR 7.0
billion in the corresponding period in
2007.

Despite its high volatility, financing
through quoted shares had made a sub-
stantial contribution to corporate fi-
nancing in the last two years: This in-
strument accounted for approximately
40% of the inflow of funds in 2006,
and its contribution still amounted
to 20% in 2007. In the first half of
2008, by contrast, this figure dropped
to a mere 1.7%. In this way, the crisis
has had quite measurable effects on
corporate finance. However, equity is-
sues are only relevant to a fairly small
number of predominantly large compa-
nies.
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As prices on Wiener Borse AG
trended downward in the wake of the
financial market turbulence, the mar-
ket capitalization of nonfinancial cor-
porations listed on Wiener Borse AG
also decreased in the first nine months
of 2008, dropping by some EUR 37 bil-
lion to EUR 64 billion, or approxi-
mately 23% of GDP. At the end of Sep-
tember 2008, the market capitalization
of all issues listed on Wiener Borse AG
(including financial corporations) came
to 29% of Austria’s GDP.

In the first half of 2008, nonfinan-
cial corporations raised approximately
one fourth of their external financing
in the form of equity (including over-
the-counter equities). As the rules ap-
plicable to national financial accounts
require equity raised on the stock ex-
change is valued at current market
prices in line with national financial ac-
counting rules, declining stock prices
drove down the share of equity in the
corporate sector’s overall liabilities by
2 percentage points (to 51%) between
mid-2007 and mid-2008.

Bond financing continued to show
relatively robust growth in the first
nine months of 2008. According to the
OeNB'’s securities issues statistics, the
annual growth rate of corporate bond
issues came to 13.9% at the end of Sep-
tember 2008. This growth rate has re-
mained markedly higher than the over-
all euro area average. Fixed-rate bonds
accounted for more than three quarters
of the volume issued during that pe-
riod. Nearly three-quarters of the bond
volume issued were denominated in
euro, while the rest was issued in Swiss
francs.

Although capital markets have be-
gun to play a more significant role in
corporate financing in recent years,
bank loans are still by far the most im-
portant source of external financing
for Austrian companies. According to
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Chart 3

Key Elements of External Corporate Finance
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national financial accounts data, bank
loans accounted for 28.6% of external
financing in the corporate sector at the
end of the second quarter of 2008; this
share is considerably larger than the
contribution of quoted shares (20.7%)
and bonds (7.6%).

The available data do not yet indi-
cate a decrease in lending to compa-
nies. In September 2008, the annual
growth rate of MFI loans to nonfinan-
cial corporations in Austria came to
7.8%. In the first few months after the
onset of the financial turmoil, credit
growth even accelerated (from 6.9% in
the second quarter of 2007 to 9.7% in
the first quarter of 2008).

In part, this growth — which has re-
mained quite dynamic — might be at-
tributed to substitution effects; as con-
ditions for raising capital through the
stock market are tightening, companies
have increasingly turned to bank loans.
Moreover, sound earnings have en-
hanced the credit standing of many
companies. However, the continued

strength of internal financing sup-
pressed demand for loans in the first
three quarters of 2008, as shown by the
Austrian results of the Eurosystem
bank lending survey. In addition, com-
panies have shown increasing uncer-
tainty about their future investment
projects. Subsequently, the financing of
fixed investments, which had been
among the key drivers of loan demand
in the two previous years, contributed
slightly to the decline in loan demand
in the first three quarters of 2008.

These data do not yet reflect the
events of September and October 2008,
which clearly had an adverse effect on
bank lending to the corporate sector.
However, it is reasonable to assume that
a financial crisis of this magnitude will
slow growth in lending to the corpo-
rate sector as banks’ lending practices
change and companies’ credit standing
is reduced.

As for bank lending, the Eurosys-
tem bank lending survey — which, since
the beginning of the crisis, has also reg-

28

FINANCIAL STABILITY REPORT 16



ularly included ad-hoc questions on the
effects of the financial market turmoil
on banks’ refinancing and credit stan-
dards — indicates that refinancing con-
ditions have deteriorated markedly due
to the persistent turmoil on global fi-
nancial markets. These less favorable
refinancing conditions have had an im-
pact on banks’ margins, and recently
their effect on the volume of bank lend-
ing has also increased. This develop-
ment has had a stronger effect on lend-
ing to large companies than on SME
financing,

Another transmission mechanism is
the impact of the crisis on the value of
assets which companies can use as col-
lateral for loans. The current upheavals
on the financial markets have primarily
affected securities, which can be used
as collateral for lombard loans. Like in
the financial sector, the declining val-
ues of equity holdings, which in many
cases constitute major corporate assets,
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may lead to income losses also for com-
panies, as loan loss requirements in-
crease. Austrian nonfinancial corpora-
tions held quoted shares valued at EUR
39 billion as at June 2008 according to
national financial accounts data. From
the third quarter of 2007 to the end of
the second quarter of 2008, Austrian
companies suffered an aggregate reval-
uation loss of EUR 4 billion from those
equities.

Finally, the cyclical effects of the fi-
nancial crisis and the accompanying
uncertainties are likely to lower com-
panies’ sales expectations which, in
turn, will decrease their willingness to
invest and thus also their demand for
loans.

Corporate Debt Rising Faster

As enterprises increasingly rely on debt
financing, the growth rate of corporate
debt has accelerated noticeably since
the second quarter of 2007. In the sec-
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ond quarter of 2008, the annual growth
rate of corporate debt came to 8.5%
(compared to 5.3% in the same period
of 2007). In relation to earnings (gross
operating surplus), corporate debt also
trended upward but still remained
clearly below the values observed dur-
ing the last financial market turmoil
at the beginning of the decade (see
chart 4). In the second half of this
decade, Austrian companies did not
follow the euro area-wide trend of
sharply increasing debt, and as a result
corporate debt in Austria — relative to
gross operating surplus and GDP — is
now lower than the euro area average.

Financing Conditions Tightening due
to Turbulence on Financial Markets

The interational financial turmoil has
already had a clear impact on the fi-
nancing conditions for Austrian com-
panies — in equity and debt financing

Stock prices on Wiener Borse AG
have declined substantially since the
onset of the global financial turbulence.
Between the end of 2007 and Novem-
ber 13, 2008 (the cut-off date for this
report), the Austrian Traded Index
(ATX) fell by approximately 60%.
However, as the profits of enterprises
listed on Wiener Borse AG have con-
tinued to show a positive development,
the earnings yield1 has increased mark-
edly since the turbulence began in mid-
2007. This implies that the cost of rais-
ing capital on the stock market is going
up. The earnings yield has also risen
noticeably in relation to the develop-
ment of government bond yields, which
points to higher risk premiums on the
stock market.

The yields of corporate bonds on
the euro bond market rose by approxi-
mately 2 V2 percentage points in the
first ten months of 2008.” The long-

alike. term yields of government bonds have
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Chart 6
Conditions for Corporate Loans
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Interest margin: interest charged for loans with a maturity of 1 to 5 years less 3-year swap rate.
Bank lending survey credit standards: changes in the credit standards for loans to enterprises over the last three months.

declined slightly since the beginning of
the year, but at the same time — due to
the increasing uncertainty arising from
the financial market turmoil — the risk
premiums on corporate bonds have
risen sharply in relation to government
bonds of similar maturity.

The conditions for taking out bank
loans have also deteriorated as a result
of the ongoing financial crisis. From
the end of 2005 onward, interest rates
on corporate loans already followed an
upward trend prompted by the ECB’s
interest rate hikes. Due to the crisis of
confidence on international financial
markets, the gap between money mar-
ket rates and policy rates has widened
since mid-2007. As money market rates
serve as the primary benchmark for
variable rate loans, the interest rates on
bank loans have increased accordingly.

In contrast, the interest margins on
corporate loans changed only slightly in
the first three quarters of 2008; this is
clearly visible in the development of the

spread between interest rates on corpo-
rate loans and the swap rate for the
same maturity.

According to the Austrian results of
the Eurosystem bank lending survey,
Austrian banks have increased their
margins for loans to the corporate sec-
tor since the third quarter of 2007.
These increases have been far more
pronounced for higher-risk borrowings
than for borrowers of average credit
standing. At the same time, the credit
standards for corporate loans (i.e.,
loans to large corporations and SMEs)
have been tightened. In this context,
credit standards have been raised far
more for long-term loans than for short-
term loans. The global financial tur-
moil and its effects on financing condi-
tions in the money and bond markets
were a major factor behind these
changes in credit standards.
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Interest Expense on the Rise

Interest expense in the corporate sec-
tor has risen rapidly since the beginning
of 2006. This development can be at-
tributed primarily to increasing inter-
est rates but also to robust credit
growth, which in the first two quarters
of 2008 even accounted for a larger
share in the widening of interest ex-
pense (chart 7).” In the third quarter,
interest expense was approximately
80% above its five-year low. These in-
creased rates can place a noticeable ad-
ditional burden on heavily indebted
companies with high interest expenses.

Corporate Sector Enjoyed Sound
Risk Position at Start of Crisis

In recent years, the corporate sector
has substantially reduced its exposure
to a number of financial risks. On the
liabilities side, the sector’s exposure to
interest rate risks decreased markedly
until the middle of 2007, mainly due to
the increasing importance of equity in
corporate financing structures. Subse-
quently, the increasingly dynamic
growth in loans brought about a slight
increase in the share of interest-bearing
liabilities in the total liabilities of the
corporate sector.

Chart 7
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Note: Interest expense on euro loans: loans to nonfinancial corporations according to MFI balance sheet statistics multiplied by the corresponding
interest rates on outstanding amounts according to MFI interest rate statistics. Interest expense on foreign currency loans: loans to nonfinancial
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volume of those loans. As a vast majority of foreign currency loans are based on periodically adjusted variable
rates, this approximation should still befair]y accurate. Please note that these calculations only include interest
payments proper (no noninterest rate charges).
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Chart 8
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In recent years, the corporate sec-
tor has also substantially reduced its ex-
posure to exchange-rate risk in corpo-
rate financing. On the whole, the sec-
tor continued to decrease its exposure
to foreign currency loans, which only
accounted for 8.4% of loans to compa-
nies as of mid-2008 (down from 8.9%
in 2007). The share of corporate bonds
issued in foreign currencies also
dropped by approximately 3 percentage
points to about 15% between mid-2007
and mid-2008. In the second quarter of
2008, foreign currency-denominated
liabilities accounted for only 3.1% of
the corporate sector’s total liabilities,
down from 3.3% in 2007.

On the assets side, companies have
decreased their exposure to interest
rate risks substantially. In contrast, the
risks arising from stock price fluctua-
tions in companies’ financial assets
played a far more significant role until
the second quarter of 2007, after which

those risks began to decline. This de-
velopment not only reflects the trans-
actions conducted by companies, but
mainly stems from fluctuations in stock
prices, which had a noticeable effect on
the market value of equities held by the
corporate sector.

Overall, in mid-2008 — approxi-
mately one year after the onset of the
international financial turbulence — the
Austrian corporate sector was in quite
a favorable risk position.

Conclusion: Financial Crisis Also
Affects Corporate Finance

The financial crisis has clearly had a
negative impact on the corporate sec-
tor’s ability to obtain external financ-
ing. Up to now, this has mainly affected
enterprises’ ability to raise funds
through the capital market, whereas
loans remained a stable form of financ-
ing for the corporate sector at least un-
til the summer of 2008. Up to that
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point, therefore, it seemed advanta-
geous that Austria’s corporate sector
still relied more heavily on bank loans
than on capital market-based financing
— despite the rising significance of the
latter in recent years.

However, in the third quarter of
2008, an increasing number of signs in-
dicated that credit standards might
worsen for the corporate sector as well.
The uncertainties on global financial
markets have increasingly reduced
banks’ willingness and ability to lend.
This is likely to become more and more
visible in lending developments if com-
panies cannot resort to alternative
forms of financing (especially internal
financing) as much as they have in the
past and if their credit standing deteri-
orates at the same time. Given the
sharper differentiation of risk which has
characterized bank lending for several
quarters (especially in the case of large-
volume, high-risk lending), this ten-
dency could increasingly spread to
other borrower groups.

Moreover, the financial market tur-
bulence has affected corporate finance
by way of driving up financing costs,
which very quickly translated into
higher interest expense in the corpo-
rate sector due to the large share of
variable rate loans as well as continu-
ously high credit growth.

Unlike in 2006 and 2007, the de-
velopment of economic activity will no
longer provide a cushion for the corpo-
rate sector’s financial position. In the
course of 2008, the Austrian economy
has seen a significant slowdown, which
indicates that 2009 will be a very diffi-
cult year in economic terms. This eco-
nomic environment will also have a
dampening effect on the corporate sec-
tor’s earnings outlook.

In terms of business size, the ten-
sions on the financial markets have af-
fected larger companies more than
smaller ones, as equity issues are pri-
marily used by larger companies and
banks’” more cautious lending policies
have also had a stronger effect on large
companies than on SMEs.

However, the corporate sector as a
whole is still in a strong position despite
the deterioration in financing condi-
tions. By mid-2008, corporate debt had
only risen slightly in relation to earn-
ings development, and at the same time
companies’ sound performance has en-
hanced their ability to service debt as
well as their internal financing poten-
tial. Despite some deterioration in re-
cent quarters, the corporate sector’s
exposure to financial risks has also de-
creased (with the exception of equity
price risk) compared to the beginning

of the decade.

Household Sector Takes Large
Revaluation Losses on Capital
Market-Linked Financial Assets*

Spending Weak, Savings Rate
Climbing

High GDP growth substantially im-
proved the situation on Austria’s labor
market, and as a result the rate of un-
employment  (Eurostat  definition)
dropped to 3.4% in 2008. However,
consumer spending showed very mod-
erate development in the first half of
2008, with real growth amounting to
only 1.0%. On the one hand, this can
be attributed to increased pressure on
household income due to high inflation;
inflation, in turn, clearly had an ad-
verse effect on real disposable income,
which only rose by 1.4% compared to
the previous year. On the other hand,
this development also reveals a strong

* This sector also includes nonprofit institutions serving households (e.g. trade unions, churches, foundations) and

self-employed persons.
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trend toward savings, which points to
increasing uncertainty. The savings rate
rose from 11.3% in 2007 to 12.8% in
2008.

Financial Market Turbulence Leads
to Portfolio Shifts

On the whole, the international finan-
cial crisis has only had a slight effect on
the level of financial investment. In the
four quarters following the onset of the
financial turmoil (i.e. from the third
quarter of 2007 to the second quarter
of 2008), financial investment amounted
to EUR 20.7 billion, up from EUR 20.4
billion in the four preceding quarters.

However, considerable shifts can be
identified in the structure of these in-
vestments. Austrian households have
shifted new investments away from eq-
uities and into deposits. This substan-
tial increase in new deposits, which had
already begun in the first half of 2007
and probably resulted from higher in-
terest rates and increased stock market
volatility, continued — and even intensi-

fied — in the first half of 2008. Accord-

Financial Crisis Affects Real Economy Sectors

ing to national financial accounts data,
new deposit business between the third
quarter of 2007 and the second quarter
of 2008 was 18.6% higher than in the
previous four quarters. According to
OeNB banking statistics, new time de-
posits showed above-average growth
from the start of the financial crisis in
the third quarter of 2007 until June
2008; at the same time, savings depos-
its saw only below-average growth, and
demand deposits even decreased in net
terms. During the same period, finan-
cial investments in capital market in-
struments (stocks, bonds and mutual
fund shares) dropped by 17.6%. The
household sector reduced its invest-
ments in mutual fund shares by about
EUR 2.7 billion (chart 9).

Investments in life insurance poli-
cies and pension funds have dropped
fairly sharply. In the four quarters after
the start of the financial crisis, new life
insurance policies decreased by 36%,
and new pension fund investments by a
full 45% compared to the four quarters
preceding the crisis.

Chart 9
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Thus, in the second quarter of 2008
the structure of financial investment
was as follows: Deposits accounted for
the largest share of financial investment
at 59.3%, followed by capital market
instruments (stocks, bonds and mutual
fund shares) at 25.7% and life insur-
ance policies at 6.7%. Pension fund in-
vestments accounted for 3.9% of finan-
cial investment.

Large Revaluation Losses in
Financial Assets

Whereas the revaluation gains on
households’ financial assets exceeded
revaluation losses by a substantial mar-
gin prior to the financial crisis, the sit-
uation has changed since the third quar-
ter of 2007. From the onset of the fi-
nancial market turmoil in the summer
of 2007 until the second quarter of
2008, households’ securities portfolios
(stocks, bonds and mutual fund shares)

suffered price losses amounting to EUR
23.7 billion, or 19.5% of the amount
which had been invested in those in-
struments by mid-2007. These losses
were especially severe in the case of di-
rectly held quoted shares, where reval-
uation losses came to 47.8%.° The
prices of real estate stocks in particular
plummeted between 2007 and 2008.
Whereas real estate stocks accounted
for nearly 30% of the equity portfolio
of Austria’s private investors at the end
of March 2007, this proportion had
dropped to approximately 20% (about
EUR 3.3 billion) by the end of January
2008.°

In the case of mutual fund shares,
revaluation losses came to 12.2%. The
bond portfolio held by households has
also seen minor price losses since mid-
2007 (—3.2%), which essentially reflect
the increased risk premiums on corpo-
rate bonds.’

Chart 10
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5 These investments accounted for 3.64% of the overall assets held by households.

° See Sedlacek, G. 2008. Die Entwicklung von Immobilienaktien im Aktienportefeuille dsterreichischer privater
Haushalte von 1999 bis 2007. In: Statistiken Q2/08. OeNB. 48—52.

7 Based on households’ total assets, revaluation losses came to 1.41% for mutual fund shares and 0.26% for

bonds.
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Exposure to Price Risks Declines
Slightly

In the years leading up to the financial
crisis, the share of capital market in-
struments in households’ overall finan-
cial assets grew substantially. In the
second quarter of 2008, nearly one-
fourth of these financial assets were ex-
posed to price risks, compared to ap-
proximately 20% five years -earlier.
One of the main drivers behind the rise
in capital market exposure in the Aus-
trian household sector was the in-
creased significance of funded pension
schemes in Austria. As at mid-2008,
3.5% of households’ financial assets
were invested in pension funds. Sever-
ance funds and state-subsidized retire-
ment savings plans only accounted for a
small share of households’ financial as-
sets in 2007 (0.4% and 0.6%, respec-
tively).

From mid-2007 to mid-2008, how-
ever, the share of capital market instru-
ments in households’ financial assets
dropped by 3 percentage points — a de-
velopment which can be attributed to
portfolio shifts as well as price losses.
At the end of the first half of 2008,
19.9% of households’ financial assets
were exposed to valuation risks due to
interest rate fluctuations, while 8.8%
were exposed to these risks due to fluc-
tuations in stock prices. This develop-
ment was mirrored in the decreasing
share of interest rate risk in household
investments. By mid-2008, some 40%
of households’ financial assets were ex-
posed to short-term interest rate risk
(initial rate fixation period of up to one
year) and 25% were subject to long-
term interest rate risk. Compared to
mid-2007, this constitutes an increase
of 2.7 percentage points in the share of
financial assets exposed to short-term
and long-term interest rate risk.

Financial Crisis Affects Real Economy Sectors

Negative Performance of Funded
Pension Savings

The plummeting stock market prices
clearly had an adverse effect on funded
pension instruments. According to the
Oesterreichische Kontrollbank, the
overall performance of pension funds
came to —9.33% between the start of
the financial crisis in the third quarter
of 2007 and September 2008. For re-
tirees already drawing supplementary
pensions from such funds (58,471 retir-
ees in 2007), this led to a reduction of
current pension payments. These de-
velopments have not had immediate ef-
fects on prospective beneficiaries
(484,359 persons in 2007), but effects
on the future amount of their pensions
are fairly probable depending on the
time remaining until retirement.

The performance of severance funds
(2.7 million prospective beneficiaries
in 2007) is also expected to decline. In
2007, the performance of those funds
was already very low, with values rang-
ing from 0.2% to 3.1%. In this case, a
legal capital guarantee ensures that at
least the capital paid in remains se-
cured.

The financial crisis is likely to have
particularly strong effects on subsidized
personal pension schemes (for which
some 1.2 million contracts had been
concluded by June 2008), as their share
of equities is especially large and also
concentrated in small capital markets
which have been hit especially hard by
the crisis. At least 40% of the assets in
these pension plans must be invested in
stocks quoted on stock exchanges in the
European Economic Area (EEA) with a
maximum market capitalization of
40%. However, a legal capital guaran-
tee applies to these investments as
well.

Life insurance policies and mutual
funds are also used for the purpose of
private pension provision. Life insur-
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ance policies provide for a guaranteed
interest rate, which is currently 2.25%.
However, shares in profits beyond that
level have probably been reduced sub-
stantially by the decline in stock
prices.

Lending Rates Go Up

According to the Eurosystem bank
lending survey, banks’ credit standards
for housing loans and consumer loans
to households have tightened somewhat
this year. The interest margins on loans
to households — both for house pur-
chase and consumption — were raised
in the first three quarters of 2008 for
average-risk and higher-risk loans alike.

In the first half of the year, nominal
interest rates rose to 5.34% for housing
loans (up 0.50 percentage points from
September 2007) and to 7.09% for
consumer loans (up 0.67 percentage
points from September 2007). These
increases can largely be attributed to
the rise in interbank lending rates due
to the shortage of liquidity on the
money market.

Real Estate Prices Continue to
Climb

After a long period of stagnation, house
prices in Austria began to rise approxi-
mately three years ago. This develop-
ment was especially pronounced in Vi-
enna, where the prices of single-family
houses and building lots in particular
saw substantial growth. In total, the
real estate price index for Vienna rose
by approximately 23% in nominal
terms from the beginning of 2005 to
the second quarter of 2008. Adjusted
for inflation, the increase over that pe-
riod came to about 14%. In relation to
disposable income, real estate prices
have risen back up to the level attained
in 2000 (chart 11, left-hand panel). In
real terms, real estate prices have
changed only little over the last three
years.

The development of real estate
prices has a strong influence on con-
sumer and investment decisions as well
as on household debt, as real estate
properties are often held as assets and
as collateral for loans.

Chart 11
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Chart 12

MFI Loans to Households
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New Borrowing on the Decline
The growth of new loans to households
has declined steadily since 2005, falling
to 3,8% in September 2008. This
means that credit growth has been be-
low average, slower than the level of
GDP, long-term interest rates and in-
flation would allow in a state of eco-
nomic equilibrium.® This decline has
been observed in housing loans as well
as consumer loans. However, these data
do not yet reflect the deterioration of
banks’ refinancing conditions of Octo-
ber 2008, which has also had a decid-
edly negative effect on bank lending.
According to Austria’s national fi-
nancial accounts, the overall liabilities
of households (mainly borrowed funds)
came to 32% of their financial assets,
or 86% of their disposable income, in
mid-2008. In relation to financial as-
sets as well as disposable income, debt
has remained stable since the second
half of 2007. At 53.4% of GDP, Aus-
trian household debt was also rather low
by international comparison at the end

of 2007, as the corresponding figure for

the euro area as a whole came to 59.1%.

Interest Expense Rising Further

The share of variable rate euro-denom-
inated loans in total new lending to
households dropped to 54% in the sec-
ond half of 2008 (compared to 62% in
the fourth quarter of 2007), but this
percentage is still relatively high. For-
eign currency loans usually have float-
ing interest rates. In light of the large
share of variable rate loans, changes in
market rates pass through to retail rates
relatively quickly.

After briefly coming to a standstill
in the first half of 2008, the rise in in-
terest expense on personal loans ob-
served since the start of 2004 resumed
in the third quarter of 2008. At the end
of that quarter, interest expense on
personal loans came to 3.9% of dispos-
able household income, up 0.2 percent-
age points from the previous quarter.
This rise can be attributed to the sharp
increase in lending rates.

8 For more information, please refer to the contribution by Friedrich Fritzer and Lukas Reiss, ,An Analysis of
Credit to the Household Sector in Austria® in this publication.
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Chart 13
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Higher interest expenses were also
offset by increases in households’ inter-
est income, which went up by 24% year
on year in the third quarter of 2008.
Approximately 84% of this increase
can be attributed to a rise in interest
rates, while the remaining 16% can be
put down to the deposit growth. These
figures do not include interest income
from fixed-income securities (held di-
rectly as well as indirectly via mutual
fund shares, life insurance policies,
etc.). On balance, the household sector
will probably continue to see positive
net interest income thanks to its posi-
tion as a net creditor.

Foreign Currency Loans Hit Hard by
Crisis

The ongoing financial crisis has also had
a massive impact on foreign currency
loans to households. In the third quar-
ter of 2008, the share of foreign cur-
rency loans in domestic loans to house-
holds came to about 30%, up 2.5 per-
centage points compared to the end of
2007. This increase was essentially

driven by exchange rate movements.
The Swiss franc accounted for approxi-
mately 95% of the volume of foreign
currency loans to households, while the
Japanese yen accounted for 4%.

The financial market turbulence af-
fected the risks associated with foreign
currency loans in two ways. First, the
exchange rate risk associated with these
loans materialized this year: The appre-
ciation of the Swiss franc brought about
(unrealized) revaluation losses totaling
more than 5.6% of the volume of for-
eign currency loans in the first quarter
of 2008. In the second quarter, house-
holds did see revaluation gains of about
2.8%, but these were followed by fur-
ther revaluation losses of approximately
1.6% in the third quarter of 2008.

Second, the crisis has affected the
funds invested in repayment vehicles
used to redeem foreign currency loans.
Depending on the share of equities in-
volved, the life insurance policies and
mutual fund shares used as repayment
vehicles showed negative performance
due to the decline in stock prices. An-
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other determinant is the annual rate of
appreciation assumed for the repay-
ment vehicle upon conclusion of the
foreign currency loan contract. The
higher this factor is, the higher the
probability is that the earnings achieved
over the last few years will no suffice to
offset recent losses.

By mid-2008, some two-thirds of
foreign currency loans (in terms of loan
volume) were backed with repayment
vehicles. Even though most foreign cur-

Financial Crisis Affects Real Economy Sectors

rency loans involve long maturities (by
mid-2008, 80% of foreign currency
loans linked to repayment vehicles had
aresidual term of 10 years or more, and
approximately one-third had even more
than 20 years time to maturity), this
development also had immediate effects
because in many cases the shortfall in
coverage due to price losses often re-
quired supplementary payments, higher
monthly payments or an extension of
maturities.

Box 1

Eurosystem Survey on Household Finance and Consumption (HFCS)'

In the coming years, the Eurosystem plans to carry out a broad-based survey on the finances
and expenditure of households at regular intervals (at least every three years). The project is
to be carried out decentrally, and partly in cooperation with national statistical institutes.
This type of data has not been available in the past, meaning that economic researchers
have had to rely on macroeconomic data (national financial accounts) and/or national surveys
with limited focus areas (EU-SILC,? consumer surveys).
Along with the U.S. Survey of Consumer Finance, the HFCS will be one of the few surveys

worldwide to offer information on household income, expenditure, assets and debt from a

single source. This will make it possible to answer a large number of important research ques-

tions. The results will be important from the central banks’ perspective on financial stability in
particular. Examples of questions where the survey will prove useful:

— What risks are associated with the sharp rise in household debt? Countries in the euro area
exhibit vast differences in this respect. Harmonized data will enable an international com-
parison which will reveal the determinants and consequences of debt as well as the influ-
ence of relevant institutions in this area.

— How do wealth effects influence consumption? In any case, households react more strongly
to capital losses than to capital gains. The wealth effects of real estate are even stronger
than those of financial assets. However, wealth effects also vary considerably across house-
hold categories, which implies that there are different transmission channels.

The OeNB plans to conduct the Austrian part of the survey in the fall of 2009 in close coop-

eration with the Deutsche Bundesbank. An overview of the challenges involved in wealth

research in the euro area by Pirmin Fessler, Peter Mooslechner and Martin Schiirz will be pub-
lished in the OeNB’s Statistiken Q4/08.

" HFCS: Household Finance and Consumption Survey.
2 SILC: Statistics on Income and Living Conditions.

households’ financial assets, which has
also had a negative impact on funded

Conclusion: Households’ Risk
Position Has Worsened in 2008

As a result of the financial crisis, the
position of households has deteriorated
markedly since mid-2007. On the as-
sets side, declining stock prices have
generated large revaluation losses in

pension schemes and on the repayment
vehicles used to repay (mainly foreign
currency-denominated) bullet loans.
Households have responded by shifting

their portfolios from capital market in-
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struments to deposits. However, short-
term shifts are more difficult in the
case of retirement savings and repay-
ment vehicles for foreign currency
loans.

On the liabilities side, the financial
market turmoil has led to a slight tight-
ening of credit standards. Even if new
household debt is fairly low by interna-
tional comparison, it still exhibits sev-
eral risk characteristics, including a

large share of variable rate loans, which
can quickly translate into higher inter-
est expense, and a high level of foreign
exchange risk (aside from the risks as-
sociated with repayment vehicles used
to redeem foreign currency loans).

Finally, the economic slowdown
will probably weaken households’ in-
come growth, and the savings rate will
continue to rise as a result of higher
uncertainty.
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