ONB

OESTERREICHISCHE NATIONALBANK

FINANCIAL STABILITY
REPORT 19

Stability and Security.



The OeNB’s biannual Financial Stabi]it)/ Report provides regular analyses of Austrian and international
developments with an impact on financial stability. In addition, it includes studies offering in-depth
insights into specific topics related to financial stability.

Editorial board
Peter Mooslechner, Philip Reading, Martin Schiirz, Michael Wiirz

Coordinator
Walter Waschiczek

Manuscript editing and editorial processing
Brigitte Alizadeh-Gruber, Alexander Dallinger, Dagmar Dichtl, Susanne Steinacher

Translations
Dagmar Dichtl, Ingrid Haussteiner, Jens Kuhn, Irene Miihldorf, Irene Popenberger, Ingeborg Schuch, Susanne
Steinacher

Authors (reports)
The reports were prepared jointly by the Foreign Research Division, the Financial Markets Analysis and Surveil-
lance Division and the Economic Analysis Division, with contributions by Nicolas Albacete, Michael Andreasch,
Michael Boss, Gernot Ebner, Maximilian Fandl, Martin Feldkircher, Andreas Greiner, Andreas Higer, Georg
Hubmer, Stefan Kavan, Gerald Krenn, David Liebeg, Philipp Mayer, Johannes Pann, Vanessa Redak, Thomas
Reininger, Benedict Schimka, Stefan W. Schmitz, Markus S. Schwaiger, Reinhardt Seliger, Michael Sigmund,
Julia Ubeleis, Eva Ubl, Karin Wagner, Walter Waschiczek.

Technical production
Peter Buchegger (design)
Franz Pertschi, Birgit Vogt (layout, typesetting)
OeNB Web and Printing Service (printing and production)

Inquiries
Oesterreichische Nationalbank, Communications Division
Postal address: PO Box 61, 1011 Vienna, Austria
Phone: (+43-1) 40420-6666
Fax: (+43-1) 40420-6698
E-mail: oenb.iqfo@oenb.at

Orders/address management
Oesterreichische Nationalbank, Documentation Management and Communications Services
Postal address: PO Box 61, 1011 Vienna, Austria
Phone: (+43-1) 40420-2345
Fax: (+43-1) 40420-2398
E-mail: oenb.pub]ikationen@oenb.at

Imprint
Publisher and editor:
Qesterreichische Nationalbank
Otto-Wagner-Platz 3, 1090 Vienna, Austria
Giinther Thonabauer, Communications Division
Internet: www.oenb.at
Printed by: Oesterreichische Nationalbank, 1090 Vienna, Austria
Qesterreichische Nationalbank, 2010
All rights reserved.

May be reproduced for noncommercial and educational purposes with appropriate credit.

DVR 0031577 EMAS

Vienna, 2010




Contents

Reports

Fragile Recovery of Austria’s Financial System

Return to Growth

Real Economy Financing Remains Weighed Down by Crisis

Austria’s Financial System Benefits from Improvement in Eastern Europe,

but Economic Environment Remains Challenging

Special Topics

From Stormy Expansion to Riding out the Storm: Banking Development in Kazakhstan

Stephan Barisitz, Mathias Lahnsteiner

Stress Testing Austrian Households

Nicolas Albacete, Pirmin Fessler

Effects of the Payment Services Act on the Austrian Financial Market
Barbara Freitag, Benedict Schimka

Assessing the Relevance of Austrian Investment Companies and Mutual Funds

for Financial Stability
Stefan Kavan, Glinther Sedlacek, Reinhardt Seliger, Eva Ubl

Annex of Tables
Notes

Editorial close: May 25, 2010

25

37

62

72

92

105

121

139

Opinions expressed by the authors of studies do not necessarily reflect the official viewpoint of

the OeNB or of the Eurosystem.

FINANCIAL STABILITY REPORT 19 — JUNE 2010



Financial stability means that the financial system — financial inter-
mediaries, financial markets and financial infrastructures — is capa-
ble of ensuring the efficient allocation of financial resources and
fulfilling its key macroeconomic functions even if financial imbalan-
ces and shocks occur. Under conditions of financial stability, eco-
nomic agents have confidence in the banking system and have
ready access to financial services, such as payments, lending, de-
posits and hedging.



Reports



Fragile Recovery of Austria’s Financial System

Industrialized Economies Return
to Growth

Following the severe recession in 2009,
the industrialized economies are set to
return to growth in 2010 although the
recovery will be more fragile in the
euro area than in the U.S.A. and in Ja-
pan. In the international financial mar-
kets, the perception of corporate risks
improved in the first few months of
2010, as indicated by the narrowing of
corporate bond yield spreads and the
rally on stock markets. By contrast, un-
certainties about fiscal sustainability
and thus the risk premiums on govern-
ment debt securities of some euro area
countries (particularly, Greece) in-
creased in spring 2010. Only the mea-
sures implemented by the EU and the
IMF stabilized the euro area’s govern-
ment bond markets in early May.

In Central, Eastern and Southeast-
ern Europe (CESEE), economic stabili-
zation which had commenced in mid-
2009 continued in almost all countries,
buoyed by the return to import growth
in the industrialized countries and by
the EU and IMF’s country-specific fi-
nancing programs. Current account
deficits decreased significantly and, in
certain cases, turned into surpluses.
While credit growth was in marked de-
cline and, in some cases, even negative
in 2009, credit risks increased on the
back of currency depreciation and slug-
gish growth. In the course of 2009, this
increase has slowed down noticeably,
however. Country-specific risks still
persist, particularly in respect of fiscal
consolidation.

Small Increase in Corporate and
Household Financing

Modest annual growth is projected for
the Austrian economy in 2010. In
2009, when the Austrian economy was
in recession, corporate balance sheets
reflected the impact of the economic

crisis: Corporate profits fell by 9% and
external financing was down to a third
of the previous year’s level. Annual
growth in bank lending has been nega-
tive since end-2009. This decline in fi-
nancing volumes is likely to have had
both demand and supply-side causes.
First, the drop in investment activity
reduced corporate financing require-
ments. Second, owing to the deteriora-
tion of corporate ratings in the wake of
the economic crisis, the banking sec-
tor’s credit standards were markedly
higher in spring 2010 than before the
crisis. Nothing suggests that banks
tightened their credit supply more than
is usual in an economic downturn. His-
torically low interest rates in the wake
of the 2008/09 rate cuts strengthened
banks’ loan financing.

Households have so far increased
their borrowing by only a very modest
extent. Low levels of both new house-
hold debt and interest rates have re-
duced households’ debt ratio and inter-
est expenses. An additional contribu-
tory factor is the — by international
standards — very high share of variable
interest rate loans which, however, im-
plies increased interest rate risks in case
interest rates go up. The share of for-
eign currency loans in loans outstand-
ing is still very high despite the latest
reductions. As for Austrian households’
financial assets, the valuation losses of
2007 and 2008, which arose as a result
of the economic crisis, have been re-
couped only to some extent.

Austrian Banking Environment
Remains Challenging

Austria’s financial system benefited
from the recovery in the financial mar-
kets. For the banking sector, this devel-
opment was reflected in improved refi-
nancing conditions and trading income.
Interest income, the most important
income component, proved to be a sta-
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bilizing factor. On an unconsolidated
basis (which is the applicable basis for
domestic business), the profitability of
Austrian banks was marginally positive
only owing to extraordinary income.
In 2009, despite the economic down-
turn and persistent uncertainties in
CESEE, Austrian subsidiary banks in
the region made a significantly positive
contribution to income of some EUR
1.8 billion.

However, increased credit risk ow-
ing to the global recession and the ac-
companying rise in loan loss provisions
posed some problems to the banks, al-
though the increase in bank lending in
Austria was significantly smaller than
that at subsidiary banks in the CESEE
region. Overall, credit risk provisions
absorbed a growing share of profits.

In respect of foreign currency loans,
bank lending was very restrained, not
least owing to the publication, by the
FMA and OeNB, of extended mini-
mum standards governing the granting
of foreign currency and repayment ve-
hicle-linked loans to Austrian house-
holds.

At end-2009, the consolidated core
capital ratio was 9.3%, up significantly
on the previous year (+7.7%). This rise,

Fragile Recovery of Austria’s Financial System

which was attributable to capital injec-
tions from both the private and public
sector, undoubtedly also increased
banks’ risk-bearing capacity. Nonethe-
less, in view of current developments in
the economic environment and ongo-
ing regulatory initiatives, the Austrian
banking sector is expected to require
additional capital in the medium term.

Even if Austrian banks’ business
model is fundamentally sustainable and
the banking system is sound overall,
the banking environment will continue
to remain challenging. Credit risk is
expected to remain heightened in both
Austria and abroad, at least until the
end of 2010. Uncertainties also persist
about the extent to which the recent in-
come improvement will prove sustain-
able.

The visible upturn in financial mar-
kets in 2009 was also reflected in the
investment income of insurance com-
panies, mutual funds, pension funds
and severance funds. Even so, the con-
fidence of fund investors in Austrian
funds only returned gradually. The CE-
SEE region’s stabilization, which oc-
curred in 2009, was also important for
Austrian insurance companies active in
these countries.
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Return to Growth

Industrialized Countries:

Positive Growth Outlooks for the
U.S.A. and Japan, Mixed Ones for
the Euro Area

For the industrialized countries, particu-
larly the U.S.A. and Japan, the IMF
economic outlook of spring 2010 pre-
dicts positive economic growth in 2010
following the severe recession in 2009.
Growth will inter alia be fueled by the
robust development of the Asian econ-
omy and by the recovery in world trade
(2010 outlook: +7%). Compared with
the IMF outlook of autumn 2009, the
forecast for GDP growth in 2010 was
revised up by 1.6 percentage points for
the U.S.A. and by 0.6 percentage
points for the euro area.

In the U.S.A., real GDP grew by
0.8% quarter on quarter in the first
quarter of 2010 (annualized: 3.2%) and
was 2.5% higher than in the same pe-
riod a year ago. Private consumption
and a return to inventory building ac-
counted for the largest positive contri-
butions to quarterly growth. The resi-
dential real estate market recently also
reported positive news. Although the

Case-Shiller price index for single-fam-
ily homes fell month on month in March
2010 for the first time after having
risen eight times in a row, year on year
it improved for the first time since De-
cember 2006. Overall, however, the
real estate market remains exposed to
risks (e.g. impairment of commercial
real estate, rising indebtedness of pub-
lic mortgage institutions). The financial
crisis brought about a sea change in the
U.S. labor market. Although unem-
ployment of 9.7% in April 2010 was be-
low the record high of October 2009
(10.1%), the U.S.A. is currently strug-
gling with growing long-term jobless-
ness for the first time in its history.
Meantime, 44% of the 15 million U.S.
unemployed have been without work
for more than 27 weeks. In addition,
the labor market is not expected to im-
prove significantly until end-2011. Al-
though the year-on-year rise in the con-
sumer price index (CPI) reached 2.7%
in December 2009, it slipped to 2.3%
by March 2010. In that month, the core
inflation rate stood at a 1.1% year on
year. At its meeting of April 27 and 28,

Table 1

IMF World Economic Outlook: Industrialized Countries

GDRP (real annual change) CPI (change of annual average) Current account balance

Apr. | Oct. 09 Apr. 10 Apr. | Oct. 09 Apr. 10 Apr. 10

10 10

2008 | 2009' | 2010" | 2009 ‘ 2010" | 2011" | 2008 | 2009' | 2010" | 2009 ‘ 2010" | 2011" | 2008 ‘ 2009 ’ 2010" | 2011

% | % | % of GDP
Industrialized
countries 0.5 -34 1.3 3.2 2.3 2.4 3.4 0.1 1.1 0.1 1.5 14| 1.3 -04 -04 -0.5
US.A. 04 27 1.5 24 31 2.6 38 -04 1.7 -03 2.1 17| -49 29 -33 -34
Euro area 0.6 -4.2 0.3 -41 1.0 1.5 3.3 0.3 0.8 0.3 1.1 13| -08 -04 0.0 0.1
Germany 12 =53 03 50 1.2 1.7 2.8 0.1 0.2 01 09 1.0 6.7 4.8 5.5 5.6
France 03 24 09 22 1.5 1.8 3.2 0.3 14 01 1.2 15| 23| 15 19 -18
I[taly -13 =51 02 =50 0.8 1.2 3.5 0.8 09 0.8 14 17| 34 34 =28 27
Austria 20 3.8 03 36 1.3 1.7 3.2 0.5 1.0 04 1.3 1.5 3.5 14 1.8 17
United Kingdom 0.5 —4.4 09 -49 1.3 2.5 3.6 1.9 1.5 2.2 2.7 16 | 15 13 -17 -6
Japan -1.2 -54 1.7 5.2 1.9 2.0 14 -11 -08 -14 -14 -05 3.2 2.8 2.8 2.4

Source: IMF (World Economic Outlook), October 2009 and April 2010.

! Forecast.
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2010, the Federal Reserve’s Open Mar-
ket Committee (FOMC) left the target
range for the Federal Funds rate un-
changed at close to 0%. Furthermore,
the wording that the FOMC continues
to anticipate that economic conditions
are likely to warrant exceptionally low
levels of the key interest rate for an ex-
tended period remained unchanged.

In the euro area, real GDP grew by
0.2% quarter on quarter in the first
quarter of 2010 and was 0.6% higher
than in the same period of 2009. Ex-
ports and inventory changes accounted
for the largest positive contributions to
quarterly growth. In the fourth quarter
of 2009, real GDP had gone up by 0.1%
quarter on quarter. The annual HICP
rate climbed from 0.9% in December
2009 to 1.4% in March 2010, primarily
owing to considerably higher energy
prices on a year-on-year basis. Core in-
flation (excluding energy and unpro-
cessed food) accordingly eased from
1.0% to 0.9%. At its meeting in early-
April 2010, the Governing Council of
the ECB decided to keep the key inter-

est rate at 1%. At the same meeting,
the ECB also extended the application
period of the regulations governing
collateral for central bank refinancing.
In early May 2010, the minimum rating
for collateral in the form of Greek
government debt securities was sus-
pended.

In the first quarter of 2010, the Ja-
panese economy expanded by 1.2% quar-
ter on quarter (+4.2% against the same
quarter of the previous year). Growth
was fueled in roughly equal measure by
net exports — to Asia, in particular —
and by domestic demand. In March 2010,
annual inflation stood at —1.1%. The
inflation rate is not expected to return
to positive territory until 2011. The Bank
of Japan adhered to its zero interest rate
policy at end-April 2010. This means
Japan will continue to have the lowest
interest rates of all the G7 countries.

In the U.S. and euro area money
markets, LIBOR and EURIBOR inter-
est rates have stabilized at a low level
since fall 2009. Risk premiums in the
U.S. money market continued to re-

Chart 1

Euro Area, U.S.A, Japan: Inflation and Key Interest Rates
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Return to Growth

Chart 2

Euro Area and U.S.A.: 3-Month Money Market Rates and 10-Year

Government Bond Yields
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Source: Thomson Reuters, OeNB.
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main below those in the euro area. In
government bond markets, long-term in-
terest rates remained relatively stable
until March 2010, compared with the
start of the year. However, 10-year
government bond yield spreads be-
tween Germany and some other euro
area countries widened significantly
again. In particular, the risk premiums
on Greek government bonds reached
record values of over 700 basis points at
the end of April 2010, forcing Greek
Prime Minister Georgios Papandreou
to make an official request for assis-
tance from the EU and IMF. On May 2,
2010, a rescue package for Greece was
set in place, totaling EUR 110 billion in
bilateral loans from both euro area
countries (EUR 80 billion) and the IMF
(EUR 30 billion). One condition for
the assistance is that Greece imple-
ments a rigorous government budget
austerity program. In the financial
markets, however, uncertainties per-
sisted about the implementation of sav-
ings targets despite the recession and
about the possible escalation of fiscal
problems in other euro area countries

as well as, coupled with this, specula-
tive transactions. Only the EU and IMF
measures announced on May 9, 2010
(provision of an immediately available
facility for external stabilization amount-
ing to EUR 60 billion and establishment
of a credit limit in the amount of EUR
660 billion, cofinanced with EUR 440
billion from the EU and EUR 220 bil-
lion from the IMF) and the ensuing gov-
ernment bond purchases by euro area
central banks from May 10, 2010, sta-
bilized the government debt markets in
the euro area. In addition, the EUR-USD
swap line to ensure the banking sector’s
U.S. dollar liquidity was reinitiated.
The yield spreads of U.S. and euro
area corporate bonds further normalized
for both AAA- and BBB-rated bonds.
After an interruption in early 2010, the
global recovery observed in the stock
markets since March 2009 continued
until end-April 2010. Early that month,
for the first time since the collapse of
Lehman Brothers, the Dow Jones
closed at over 11,000 points. Moreover,
the stock markets rallied in response to
the euro area’s stabilization measures.

10
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Chart 3

Euro Area and U.S.A.: Spreads of 7-Year to 10-Year Corporate Bonds against

Government Bonds
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Euro Area, U.S.A., Japan: Stock Market Indices and Subindices for Financial
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In response to both the improved
growth outlook for the U.S.A. and Japan
and to the government debt problems
in some euro area countries, the euro

has, in recent months, been depreciat-
ing against other important currencies
in the foreign exchange markets despite
the prevailing interest rate differential.
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Return to Growth

Chart 5

Industrialized Countries: Exchange Rates against the Euro
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CESEE Compared with Other
Emerging Markets

After annual global economic growth
of some 5% from 2004 to 2007, the
world economy grew by no more than
3% in 2008 and shrank by around 0.5%
in 2009. For both 2010 and 2011, the
IMEF spring outlook predicts growth of
just over 4%. Of all regions of the
world (including the industrialized
countries), Asia’s emerging markets
will make the largest contribution to
global GDP growth, as has been the
case for some years now. In 2009, de-
spite Japanese GDP shrinking by 5.2%,
Asian emerging markets only suffered a
relatively modest decline in GDP
growth. By contrast, GDP slumped in
the three regions of CESEE (here ex-
cluding the CIS), the CIS and Latin
America. Owing to these three re-
gions’ very close economic and finan-
cial ties with the euro area and the
U.S.A., respectively, this slump re-
flected in particular the recession in
the euro area and the U.S., as well as —
in the CIS and Latin American coun-
tries — the (recession-induced) down-
ward spiral of commodity prices. In

parallel to this, there were naturally
some major differences within the indi-
vidual economic areas. For instance,
Poland, which has a weight of more
than 20% in the CESEE aggregate, reg-
istered positive growth. According to
the IMF, the economy will again ex-
pand at a far faster pace in the CESEE
and CIS regions than in the euro area in
2010 and 2011 and the convergence
process of average per capita income
will increasingly get under way again.
At the same time, however, growth
will lag behind that of other emerging
market regions (particularly, Asia),
which still have a much lower base of
GDP per capita. Compared with its
outlook in autumn 2009, the IMF has
upgraded its 2010 forecast for all
emerging economies by 1.3 percentage
points, with the CESEE and CIS re-
gions up by 1 percentage point and 1.8
percentage points, respectively.

Global external imbalances decreased
in 2009. Although emerging market re-
gions which had previously had current
account surpluses still showed sur-
pluses (with the exception of Subsaha-
ran Africa), some of these were now

12
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Chart 6

Emerging Economies and Selected Industrialized Countries: GDP Forecast
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Source: IMF (World Economic Outlook), April 2010.
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Note: CESEE excluding European CIS countries. Asia excluding (newly) industrialized countries. Latin America including Caribbean countries.

Chart 7

Emerging Markets: Current Account Balances and Net Capital Inflows
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drastically reduced. This situation is at-
tributable to, above all, the decline in
the U.S. current account deficit and —
particularly in the case of the CIS as
well as the Middle East and North Af-
rica — to the (recession-induced) slump
in commodity prices. In respect of
emerging Asian markets, a lower cur-
rent account surplus is expected in
2010 compared with 2008 while GDP
growth is likely to be more robust, in-
dicating a slight shift toward domestic
demand-driven economic growth. In
2009, the CESEE current account defi-
cit decreased at a much faster pace than
net FDI inflows, which meant the latter
almost entirely covered the deficit for
the first time in years. In Subsaharan
Africa, which had a current account
deficit in 2009 for the first time since
2005, and in Latin America, which saw
current account deficits in 2008 and
2009 after several years of surpluses,
net FDI inflows also covered the defi-
cits. In 2010, as in the two previous
years, only the CIS is likely to witness
net capital outflows from the private
sector, albeit again (as in 2008) on a
smaller scale than the expected current
account surplus.

From end-September 2008 to end-
2009, cross-border credit claims on emer-
ging markets by BIS reporting banks,
which are largely from industrialized
countries, declined at a slower pace vis-
a-vis CESEE banks than vis-a-vis Latin
American and Asian banks — despite
the (deeper) recession in CESEE and
the previously more buoyant increase of
credit claims on CESEE banks. This
situation is attributable to two factors:
first, most CESEE countries’ banking
sectors are almost wholly owned by
BIS-reporting banks (particularly, those
from the euro area) and, second, the
credit lines to their own subsidiary
banks in CESEE were kept almost sta-
ble. In this way, both the banking sec-

tor’s ownership structure and the busi-
ness policies of group headquarters in
relation to their own subsidiary banks
differ from the situation in Latin Amer-
ica and Asia. By contrast, credit claims
on banks in the CIS, which had previ-
ously expanded especially strongly, de-
clined at a faster pace compared with
lending to banks in Latin America and
Asia. The latter situation is also likely
to reflect the particularly deep reces-
sion and problems specific to certain
heavyweights (Ukraine, Kazakhstan).
Credit claims on banks in CESEE and
— to an even greater extent — on banks
in Latin America and Asia did not pick

up until the fourth quarter of 2009. As

Chart 8

CESEE and CIS: Domestic and
Cross-Border Credit to CESEE and CIS
by BIS Reporting Banks
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credit levels as at end-December 2009 % of GDP in 2009
1000 — — 70
900 — m63.9
— 60
800 —
700 — - 50
600 —
A 377 — 4
500 —
— 30
400 — 744
300 — — 20
200 — m14.9
— 10
100 — A69
123
0 — — 0

CESEE CIS

Euro area banks (left-hand scale)

Other European banks (left-hand scale)

Other banks (left-hand scale)

Credit level in % of GDP at purchasing power

parity (right-hand scale)

m Credit level in % of GDP at exchange rate
(right-hand scale)

>0

Source: IMF, BIS, OeNB.

Note: CESEE excluding European CIS countries. Proxy for euro area
banks (including Danish and Norwegian, excluding Luxembourg
banks). Points: credit levels of all BIS reporting banks in % of GDP
of the recipient region (right-hand scale).
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Chart 9

CESEE and CIS: Domestic and Cross-Border Credit to CESEE and CIS

Countries of BIS-Reporting Banks
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for the CIS, lending to banks in this re-
gion continued to decline.

A breakdown by individual CESEE
countries and by the BIS reporting
banks’ countries of origin shows that
Austrian, Italian, German and French
banks control a considerable share of
the lending market in most countries of
the region. In certain CESEE coun-
tries, however, Belgian and Dutch (in
the Baltic countries, also Swedish and
in SEE also Greek) banks are repre-
sented to a greater extent.

In the financial markets (stock market,
foreign bond market) of emerging econo-
mies, the global environment (low level
of interest rates in industrialized coun-
tries, prospects for growth and cur-
rency appreciation in emerging mar-
kets) and the decline in international
investors’ risk aversion were reflected
in strong net inflows in the first quarter
of 2010. Net inflows cumulated since
2001 have now reached pre-crisis levels
(debt securities) and, in some cases, ex-
ceeded these levels (stocks). Despite a

high issuance volume (of government
bonds and, especially in Latin America,
corporate bonds) — as in the fourth
quarter of 2009 — | foreign bonds gen-
erated higher total return in the first
quarter of 2010 than shares issued by
enterprises in industrialized countries
and emerging markets since the bond
spreads continued to narrow signifi-
cantly. Investment is increasingly likely
to be made in emerging market debt se-
curities denominated in national cur-
rency, which will increase pressure for
currency reappreciation. Uncertainties
in the international financial market
stemming from the fiscal problems of
certain euro area countries were re-
flected only temporarily and to a rela-
tively small extent in the asset perfor-
mance of emerging markets. Given vis-
ible signs of a renewed lack of risk
differentiation, the medium-term risks
of bubble formation, overheating and
imbalances are increasing.
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Chart 10

Emerging Markets: Spreads of Foreign Government Bonds in Foreign Currency

JP Morgan’s Euro Emerging Market Bond Index (Euro EMBI) spread, level in basis points
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CESEE: Stabilization Continues'

Financial market developments in the
CESEE countries (here including the
European part of the CIS) were largely
characterized by incipient stabilization.
In the banking sector, furthermore, the
share of nonperforming loans (NPLs)
rose to a somewhat smaller extent in
most countries in the fourth quarter
of 2009 than in previous quarters. In
the second half of 2009 and the first
quarter of 2010, currency markets, na-
tional currency denominated-govern-
ment bond markets and credit markets
in CESEE were also still marked pri-
marily by the gradual abatement of the
global crisis’ financial and economic
impact. Greece’s refinancing problems,
which have generally somewhat damp-
ened international investors’ willing-
ness to take risks — at least temporarily

—, had a relatively small impact on
CESEE markets.

Stabilization of the real economy,
which had already commenced in most
countries in the second quarter of
2009, also continued in the fourth
quarter of 2009 and the first quarter of
2010. In terms of seasonally-adjusted
real GDP, the Czech Republic, Slovakia
and Poland each registered a further ac-
celeration in quarter-on-quarter growth
in the fourth quarter of 2009. Also for
Russia, which saw robust quarterly
growth as early as in the third quarter
of 2009, the growth rate released for
the entire year implies an increase in
quarter-on-quarter growth in the
fourth quarter of 2009. Similar mo-
mentum was seen in Hungary where
the economy was shrinking at a steadily
slower pace before returning to the
growth path in the fourth quarter of

' For a detailed description of the macroeconomic development of these countries, see “Recent Economic Develop-
ments” in OeNB, Focus on European Economic Integration Q2/10.
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2009. While in Slovenia and Romania,
economic growth had been positive in
the third quarter of 2009, GDP went
down again in both countries later on.

Even if some countries started to
see positive quarter-on-quarter growth,
in the fourth quarter of 2009 real GDP
was at a lower level year on year in al-
most every CESEE country — namely
2% to 4.5% lower than the previous
year’s level in Slovakia, the Czech Re-
public, Hungary, Croatia and Russia,
and 5% to 7.5% lower in Bulgaria, Slo-
venia, Romania and Ukraine. With
GDP growth of 3.6%, Poland was the
only CESEE country to buckle this
trend. Its lower weight of exports rela-
tive to overall demand, sharp currency
depreciation and fiscal policies also
contributed to this growth. In the
fourth quarter of 2009, Poland regis-
tered annual growth of gross fixed cap-
ital formation for the first time since
the start of the crisis. During the crisis,
the inventory levels in the region de-
creased owing to weakening foreign
demand and the decline in both gross
fixed capital formation and private con-
sumption. In the fourth quarter of
2009, inventory build-up in Bulgaria
and Croatia and slowing inventory run-
downs in Ukraine made a positive con-
tribution to growth again, thereby cur-
tailing the year-on-year decline in
GDP. Across the entire CESEE region,
net exports again made stronger posi-
tive contribution to the year-on-year
change in GDP in the fourth quarter of
2009. This development was only
partly attributable to a stronger decline
in imports over exports: In Poland, the
Czech Republic, Hungary, Bulgaria,
Romania and Russia, in the fourth
quarter of 2009 exports started to

2

grow again year on year, while imports
continued to fall. This situation was for
the most part accompanied by a reduc-
tion in the combined current and capi-
tal account deficits.’

The correction — having started al-
ready in the first half of 2009 — of
partly high deficits in the combined cur-
rent and capital account in Southeastern
European countries was also reflected
in a much reduced balance for the year
as a whole. For instance, the deficit in
Bulgaria amounted to 6.3% of GDP in
2009 and that in Romania and Croatia
to 2.9% and 4.1% of GDP, respectively.
In the case of Bulgaria, this is equiva-
lent to a correction by more than 15
percentage points of GDP compared
with 2008. Even the Central European
countries saw a year-on-year reduction
in current account deficits (here largely
resulting from profit and interest trans-
fers abroad). Hungary, Poland and the
Czech Republic even registered modest
current account surpluses. The devel-
opment in Hungary, whose current ac-
count deficit of 6.1% of GDP turned
into a surplus of 1.2% of GDP in 2009
(owing to positive quarterly export
growth in the previous three quarters),
was particularly pronounced. In addi-
tion to a slump in domestic demand,
currency depreciations in the case of
countries without a fixed currency peg
especially helped reduce the current
account deficits, in particular via im-
ports. Although Russia still posted a
current account surplus, the latter
shrank from 6.1% of GDP in 2008 to
2.3% in 2009. The main reason for this
development was the slide in oil prices,
in particular. This situation reflects the
Russian economy’s continued heavy de-
pendence on the price development of

According to current IMF balance pra)/mems definitions, the capital account comprises only afew transactions,

including primarily those previously part of the current account (as a component of the transfers balance). Trans-
actions that were previously included under “capital account” (e.g. direct investment, portfolio investment, loans)

are now shown in the so-called “financial account.”
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Chart 11

Current and Capital Account Balance and Its Financing
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energy and commodities. In Ukraine,
the current account deficit narrowed
from 7% of GDP for 2008 as a whole to
0.8% in the entire year 2009, which —
in addition to the slump in domestic de-
mand and currency depreciation — the
recovery of steel prices in the course of
the year can explain.

In 2009 as a whole, financial account
surpluses decreased year on year in ev-
ery country of the CESEE region, with
the exception of Russia, which re-
corded a declining financial account
deficit due to the sharp contraction in
credit and investment outflows (as a
percentage of GDP). In other CESEE
countries, by contrast, net inflows of
credit and other investment went down
significantly. In 2009 as a whole, Bul-
garia and the Czech Republic even reg-
istered modest net outflows in this cat-
egory, while net outflows from Ukraine
were heavy. What is more, net FDI in-
flows as a percentage of GDP also de-
creased year on year in every CESEE
country. In the course of 2009, net FDI

inflows further contracted year on year
in most of the countries under review
in both the third and fourth quarters of
2009. In Slovakia, Hungary and Russia,
this situation even gave rise to (modest)
net FDI outflows in 2009 as a whole.
The impact of the recession, as well
as of sluggish growth, had a negative ef-
fect on the fiscal balance on both the
revenue and expenditure side (impact
of automatic stabilizers). In 2009, pub-
lic debt levels increased in every coun-
try in this region. In Ukraine, Romania
and Slovenia, they rose particularly
steeply compared with end-2008, al-
beit from a relatively low level. Cur-
rently, 20 EU Member States are sub-
ject to excessive deficit procedures.
Also in the CESEE EU Member States,
budget deficits ranged between 3.9%
and 8.3% of GDP in 2009, i.e. above
the 3% threshold, although CESEE
countries responded to the economic
downturn with only very mild fiscal
stimuli; some countries went as far as
adopting procyclical consolidation mea-
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National Currencies and the Euro
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sures in the crisis in a bid to stabilize
international investors’ confidence.
Among the Central European coun-
tries, only the Hungarian budget deficit
(4% of GDP) came relatively close to
the Maastricht ceiling, with the EU and
IMF stabilization programs both ren-
dering the deficit possible and limiting
it at one and the same time. Even Bul-
garia and Russia, which still generated
budget surpluses in 2008, registered a
budget deficit of 3.9% and 6.2% of
GDP, respectively, in 2009. In Russia,
in addition to other factors, oil price
developments, in particular, had a neg-
ative effect on public finances (com-
pared with 2008).

In some countries, budgetary devel-
opments are a key factor for the further
payment of tranches of EU and IMF
rescue loans. In Ukraine, an important
measure was implemented in this re-
spect at the end of March 2010, and the
2010 government budget was approved
in parliament. At 5.3% of GDP, the
consolidated® budget deficit is in com-

pliance with the IMF’s stipulated ceil-
ing of 6% of GDP. The stabilization
program, which was launched at end-
2008 and has since been put on hold,
provides for a total payment of EUR
12.8 billion, of which some EUR 4.5
million can be disbursed if the program
is reignited. Talks are currently under
way between the IMF and the Ukrai-
nian authorities in relation to this mat-
ter. In Romania too, major groundwork
for further disbursements under the
EU and IMF stabilization program was
laid at end-March 2010. For instance,
Romanian legislation relating to the
preparation and execution of the gov-
ernment budget was amended in coor-
dination with the IMF (including a
three-year budgetary framework, the
legal restriction of budgetary revisions,
the establishment of an independent
oversight committee, etc.). Under the
IME program, which will run until
March 2011, EUR 9.4 billion of a total
EUR 13 billion has already been dis-
bursed. The final EU tranche is ex-

3 The consolidated budget includes Naftogaz, the state oil and gas company.
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pected in the second quarter of 2011.
To date, EUR 2.5 billion of a total EUR
5 billion has been disbursed under the
EU program.

In the first quarter of 2010, most of
the countries under review saw a mod-
est rise in inflation year on year. In
Hungary, the Czech Republic, Bul-
garia, Romania and Slovenia, the
HICP’s energy components, in particu-
lar, contributed to the price uptrend. In
Russia, Ukraine and Poland, disinfla-
tion persisted, albeit starting at widely
differing levels. In Slovakia, the price
level stagnated in the second half of
2009. In January and February 2010,
Slovakia was the only CESEE country
under review that recorded falling
prices, while in March 2010, prices be-
gan to climb again slightly on a year on
year basis.

In respect of the currencies of the
countries under review, the stabiliza-
tion period, which commenced in
March 2009, continued in the report-
ing period (to May 2010). Compared
with the record lows of February 2009,
in particular the Polish zloty (+19.5),
the Czech koruna (+14.6%), the Hun-
garian forint (+9.9%) and the Russian
ruble (+21.1%) firmed strongly against
the euro. To counter the appreciation
pressure on the Polish zloty, in March
2010 Polish central bank intervened in
the foreign exchange markets for the
first time in 12 years. In Russia (cur-
rency basket: U.S. dollar 55%, euro
45%) and Ukraine (currency primarily
pegged to the U.S. dollar), the depre-
ciation of the euro relative to the U.S.
dollar gave rise, ceteris paribus, to the
appreciation of the national currencies
relative to the euro. The Bank of Rus-
sia, too, recently repeatedly countered
the upward pressure on the Russian ru-
ble via substantial foreign currency
purchases and, what is more, lowered
key interest rates by 25 basis points to

8%. By contrast, the Romanian
(+2.9%) and Croatian (+2.9%) na-
appreciated only
slightly. Despite these appreciations,
only the Czech koruna has so far ap-
proached its pre-crisis exchange rate,
the level of which may have signified an
excessive valuation of the national cur-

tional currencies

rency in many countries, however.

Despite the turmoil since early
2010 surrounding the Greek national
budget and the corresponding signifi-
cantly widening spreads of Greek gov-
ernment debt securities, for most coun-
tries in the region yields on ten-year go-
vernment bonds denominated in national
currency remained unchanged or were
slightly lower in the first quarter of
2010 compared with the fourth quarter
of 2009. Unlike in the other CESEE
countries, yields on ten-year govern-
ment bonds denominated in national
currency increased in both Romania
and Bulgaria in the first quarter of
2010. In Romania’s case, yields rose de-
spite gradual key interest cuts from 8%
at end-2009 to 7% in March 2010. In
most CESEE countries, short-term in-
terbank rates remained almost un-
changed or were slightly lower in the
first quarter of 2010, compared with
the fourth quarter of 2009. In most of
these countries, this development was
accompanied by further cuts in key in-
terest rates. Romania and Croatia even
witnessed sharper decreases in inter-
bank rates by the order of 3 and 4 per-
centage points, respectively. At the end
of the first quarter of 2010, the yield
curve was sloping upward in Slovakia,
the Czech Republic, Poland, Hungary,
Bulgaria and Romania. In this respect,
Romania’s yield curve normalized since
short-term interest rates had been
still higher than ten-year government
bond yields in the fourth quarter of
2000.
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In the credit markets of almost all the
countries under review, exchange rate-
adjusted year-on-year growth in house-
hold and corporate lending was lower
at end-2009 than at mid-2009. In Slo-
vakia, Hungary, Romania, Ukraine and
Russia, the volume of credit outstand-
ing was even lower at end-2009 than a
year earlier (negative exchange rate-ad-
justed year-on-year change). In Slova-
kia, the Czech Republic and Hungary,
the volume of outstanding corporate
loans was lower at end-2009 than at
end-2008, while in Croatia, Ukraine
and Russia, by contrast, household
loans recorded lower volumes at end-
2009. As for Romania, lending to both
sectors was lower at end-2009 than a
year earlier. Only Poland and Bulgaria
did not suffer a decline in either sector.
In January 2010, most CESEE coun-
tries (except for Bulgaria and Ukraine)
registered modest monthly lending
growth.

At 61% to 72%, the share of foreign
currency loans as a percentage of loans to
households remained very high in Hun-
gary, Romania, Croatia and Ukraine at
end-2009. In the current reporting pe-
riod, it has continued to rise in Roma-
nia and Croatia as well as in Bulgaria
(albeit to a still relatively low level of
32%). By contrast, the share of foreign
currency loans as a percentage of loans
to houscholds was extremely small in
the Czech Republic and in Slovakia, as
well as in Russia. The ratio between
(foreign and national currency-denomi-
nated) domestic household lending and
domestic corporate lending (including
cross-border credit) is relatively bal-
anced in the Central European coun-
tries. In the Southeastern European
countries, by contrast, the volume of
outstanding ~ was
roughly twice as high as that of out-
standing household loans. In Russia,
even as much as five times as many cor-

corporate  loans

Chart 13

Outstanding Total (Domestic and Cross-Border) Household and Corporate Credit
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Chart 14

Banking Sector: Gap between Loans and Deposits and Net External Liabilities
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porate loans than household loans were
outstanding at end-2009.

At end-2009, the outstanding vol-
ume of domestic loans exceeded that of
domestic deposits (in terms of total bank-
ing sector assets) by a particularly wide
margin in Ukraine, followed by Bul-
garia and Hungary and then Romania
and Russia. The banking sector’s net ex-
ternal liabilities in these countries (ex-
cept for Russia) are used primarily to
finance this domestic credit overhang.
Banks have part of these net external li-
abilities vis-a-vis foreign parent banks.
For these countries, mobilizing domes-
tic deposits remains a task of utmost
priority. In Slovakia and the Czech Re-
public, however, domestic deposits ex-
ceeded loans — and their respective
banking sectors held net external as-
sets.

The impact of the recession and
persistently sluggish growth continued
to heighten credit risk in the banking
sector. For most of the countries under
review, however, the quarter-on-quar-

ter rise in the share of NPLs slowed in
the fourth quarter of 2009 — with the
exception of Croatia, which saw a quar-
terly increase over the same period.
Despite the incipient stabilization, the
share of nonperforming loans in every
CESEE country was higher at end-2009
than a year earlier. In Romania, NPLs
rose particularly sharply by some 10
percentage points. In Ukraine, NPLs
also went up sharply in the first half of
2009 (more recent data are not avail-
able).

At the same time, in 2009 banking
sector profitability was down year on
year in all the countries of the region —
except for the Czech Republic. While
every CESEE country experienced a
more or less sharp fall in profits,
Ukraine suffered substantial losses. The
steep increase in loan loss provisions as
a result of the rise in NPLs is responsi-
ble for this situation. However, in al-
most the entire region capital adequacy
was higher at end-2009 than a year ear-
lier. This increase was particularly

22

FINANCIAL STABILITY REPORT 19 — JUNE 2010



Return to Growth

Chart 15

Banking Sector: Credit Quality
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Banking Sector: Profitability
Return on equity (RoE) and return on assets (RoA) in %
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steep in Russia, Ukraine and Bulgaria. Future financial market develop-
This situation was attributable to two ments in CESEE remain exposed to
factors: first, recapitalization measures — a number of risks. First, recent develop-
carried out by governments and parent ments concerning the fiscal situation in
banks and, second, sluggish and, some developed economies are damp-
some cases, negative credit growth. At ening international investors’ willing-
the end of 2009, therefore, the capital ness to take risks. Second, the eco-
adequacy ratio ranged between around  nomic recovery of the countries under
13% (Slovakia, the Czech Republic, Po-  review is closely tied to the sustained
land and Hungary) and 20% (Russia recovery of the euro area, which is
and Ukraine). their core sales market. As in most EU
FINANCIAL STABILITY REPORT 19 — JUNE 2010 23



Return to Growth

countries, the fiscal situation is tense in
many CESEE countries and will re-
quire (continuous) consolidation in
the short to medium term. Country-

specific risks related to political deci-
sion-making processes and upcoming
elections represent further risk poten-
tial.
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Real Economy Financing Remains Weighed

Down by Crisis

Corporate Creditworthiness
Indicators Worsen

Austria’s Economy Stagnates in the
First Quarter of 2010

The Austrian economy had recovered
perceptibly in the third quarter of 2009
only to level off in the two following
quarters. In the first three months of
2010, seasonally and working-day ad-
justed GDP growth stagnated quarter
on quarter, and exports lost momen-
tum again. In the first quarter of 2010,
investment in equipment diminished
further, given continued very low pro-
duction capacity utilization. Construc-
tion investment contracted for the sec-
ond year in a row.

Corporate profits shrank substan-
tially in the wake of the crisis. Mirror-
ing developments throughout the euro
area, the gross operating surplus of
nonfinancial corporations went down
by 9% in 2009, sinking to the nominal
level of 2006. This decline not only had
a negative impact on the indicators for
corporate stability and creditworthi-
ness, but also acted as a drag on compa-
nies’ internal financing potential.

External Financing Declines

The enterprise sector’s external financ-
ing decreased even more strongly than
its internal financing in 2009. Accord-
ing to financial accounts data, in 2009,
companies’ external financing volume
slipped to one-third of the 2008 level
(from EUR 25.2 billion to EUR 8.0 bil-
lion)." Both equity and debt instru-
ments fell in roughly equal measure, so
that the ratio of these instruments in

raising capital barely changed: In both

2008 and 2009, the share of equity in

total liabilities came to about 38%.

Sharp Slowdown in Lending
Momentum

Bank lending accounted for the lion’s
share of the decline in external financ-
ing. Having represented 65% of exter-
nal financing in the second half of
2008, bank loans extended by Austrian
banks made a negative contribution to
external financing in 2009. Bank lend-
ing growth weakened progressively
throughout 2009, with the annual rate
of change according to MFI balance
sheet statistics (adjusted for reclassifica-
tions, changes in valuation and ex-
change rate effects) finally hitting nega-
tive territory at the end of 2009 and
coming to —1.7% in March 2010.”
Short-term credits were on the decline,
whereas lending at longer maturities
continued to expand, albeit at a far
slower pace.

It is difficult to separate the supply-
side factors involved in the decline in
lending to enterprises from the de-
mand-side factors. The results of the
Eurosystem Bank Lending Survey for
Austria indicated that banks had tight-
ened lending standards from the onset
of the crisis until mid-2009 and then
kept standards constant until the first
quarter of 2010. In absolute terms,
lending standards thus are at histori-
cally very high levels, above all because
banks’ risk assessment had changed:
Since the beginning of the crisis, risk
assessment was the major factor gov-
erning banks’ lending policy. However,
at the height of the crisis, refinancing

" Adjusted for foreign-controlled holdings of special purpose entities (SPEs).

? For the development of bank loans to the corporate sector, see the OeNB’s Kreditbericht (available in German only

at www.oenb.at).
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Chart 17

Volumes and Conditions for Key Elements of Corporate Financing
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issues also played a role in banks’ lend-
ing policy (see chart 18).

As the crisis wore on and corporate
investment contracted, demand-side
factors gained importance for the de-
cline in lending. For roughly one-and-
a-half years, Bank Lending Survey re-
spondent banks have been reporting
that enterprises’ credit demand has
been attenuating. Larger companies
were hit harder than small and me-
dium-sized enterprises both by the
drop in demand and by the greater re-
strictiveness of banks’ lending policy.

Opverall, several companies were af-
fected by tighter lending conditions,
most of all those whose creditworthi-
ness deteriorated in 2008 and 2009.
Surveys of Austrian companies confirm
this assessment. Since the beginning of
2009, the OeNB has regularly commis-

sioned the Austrian Institute of Eco-

Chart 18
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Chart 19

Net Share of Companies Reporting Tighter Lending Conditions For New Loans
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nomic Research (WIFO) to perform
special surveys about lending terms and
conditions. Accordingly, the share of
companies faced with tighter credit
conditions was higher in all surveys
than the share of companies reporting
an easing of credit terms, but the for-
mer share diminished from 42.9% at/
in mid-2009 to 33.4% in the first quar-
ter of 2010. This slight relaxation of
credit terms was noted in all industries
and in companies of all sizes, and dif-
ferences between sectors narrowed in
the most recent survey rounds. How-
ever, unlike banks’ assessment, compa-
nies state that credit standards have
been tightened further.

The WIFO survey also came to the
conclusion that large companies were
hit harder by the crisis than small and
medium-sized enterprises. Considering
that large enterprises — which are com-
monly more export-oriented — were
more severely affected by the interna-
tional slump in economic activity, this
means that the companies that were hit
hardest by the crisis were also those

that registered the strongest deteriora-
tion of lending conditions.?

The development of financing costs
reduced the burden on loan financing.
Interest on lending was at historically
low levels in the first months of 2010
after the ECB had massively reduced
key interest rates. For the short interest
rate fixation periods that are typical of
corporate lending in Austria, the key
interest rate cuts of the years 2008 and
2009 have meanwhile been fully passed
on to borrowers. In February 2010, in-
terest rates for new loans of up to EUR
1 million to nonfinancial corporations
stood at 2.4%, those for loans of over
EUR 1 million were 1.8%, i.e. in both
cases more than 3% percentage points
lower than in October 2008.

Further Increase in Bond Financing

Unlike the slowdown in bank lending,
the issuance of bonds by Austrian com-
panies showed strong momentum in
2009 and during the first months of
2010. In 2009, the corporate sector

covered more than two-thirds of all ex-

3 See Kwapil, C. 2009. Actual Implications of the Current Economic Crisis for Austrian Enterprises — Results of a
Company Survey. In: Monetary Policy & the Economy Q4/09. OeNB. 95—110.
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ternal financing needs by issuing bonds.
In February 2010, the annual growth
rate of corporate bonds was 17.7% ac-
cording to securities issues statistics.
However, for only a small share of Aus-
trian companies, bond issues consti-
tuted an alternative for taking out
loans, as for the most part, only large
companies are able to issue bonds.

The pronounced decline of bond
yields, propelled by the normalization
of market conditions and the reduction
of risk premiums after the crisis had
peaked, contributed significantly to the
dynamic development of bond issuing
activity. Yields on BBB-rated bonds
sank from a high of nearly 9% in the
last months of 2008 to around 4.4% in
April 2010.

Financial Crisis Brings Equity
Financing to a Halt

The crisis had virtually dried up financ-
ing via the stock exchange and the re-
covery in stock issuance has been only
tentative, even though since fall 2009,
some companies have carried out capi-
tal increases. There have been no new
listings by Austrian nonfinancial corpo-
rations since the onset of the crisis. Net
new issues (including delistings) in the
Austrian stock market ran to EUR 0.3
billion in 2009 and to EUR 55 million
in the first three months of 2010. In
any event, in the second half of 2009,
quoted shares accounted for nearly 7%
of the admittedly sharply lower exter-
nal financing volume after having stood
at nearly zero in the first six months of
2000.

Investors apparently consider pur-
chases of Austrian stocks rather un-
profitable at the current juncture, given
the low earnings yield (inverse of the
price-to-earnings ratio). The earnings
yield plummeted from highs of roughly
17% in November and December
2008, at the height of the crisis, to

around 3% at the beginning of 2010
and then recovered slightly until April
2010. At times, however, the earnings
yield slipped below the yield on ten-
year Austrian government bonds.

In 2009, corporations raised ap-
proximately 38% of their external fi-
nancing in the form of equity (includ-
ing over-the-counter equities), notice-
ably less than in the preceding years
(average for 2004 through 2008: 50%).
The proportion of shares and other
equity in enterprises’ total liabilities re-
mained unchanged at 47.5% in the sec-

ond half of 2009.

Creditworthiness Indicators
Deteriorate

The indicators of companies’ credit-
worthiness worsened in the wake of
the crisis. In spite of the smallest in-
crease in the absolute level of corporate
debt in four years, the ratio of corpo-
rate debt to profits rose significantly in
2009 as a result of the drop in profits.
Between the third quarter of 2008 and
the third quarter of 2009, debt ex-
panded from 202% to 226% of the
gross operating surplus and then re-
mained constant in the fourth quarter
of 2009. In fact, by relation to equity,
corporate debt even contracted mar-
ginally in 2009.

Insolvency statistics mirrored the
economic downturn as well, but also
indicated stabilization in the first quar-
ter of 2010. Based on moving four-
quarter averages to rule out seasonal
fluctuations, the number of insolven-
cies grew far more slowly in the first
quarter of 2010 than during 2009, and
in terms of the total number of enter-
prises, the number of insolvencies even
declined slightly. Insolvency liabilities
also increased at a far slower rate in the
first three months of 2010. In relation
to the total liabilities of the corporate
sector (according to national financial
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Chart 20
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accounts), insolvency liabilities mea-
sured as the average of the previous
four quarters fell from 0.84% in the
fourth quarter of 2009 to 0.78% in the
first quarter of 2010 after having
jumped from 0.49% in the second
quarter of 2008.

Conclusion: Only Slight Easing So
Far on the Financing Side

The ongoing crisis is still impairing the
financing of Austrian companies, al-
though the situation has eased slightly
since fall 2009. After the key interest
rate cuts in 2008 and 2009, interest
rates on loans are historically low.
Banks’ credit standards are noticeably
higher than before the crisis, but this
reflects primarily a cyclically linked
deteriorated risk assessment of compa-
nies by banks. Banks have not tightened
their lending policies further since mid-

2009. However, they have to a greater
extent been factoring borrowers’ risk-
bearing capacity and economic pros-
pects into their lending decisions. With
creditworthiness  indicators  having
worsened, many companies have found
it harder to gain access to funds. The
number of companies faced with tighter
lending appears to have fallen since au-
tumn 2009, however. There is no evi-
dence that banks have limited their
lending more than they usually do dur-
ing an economic downturn. The risk
that a possible economic recovery could
be hampered by banks not providing
enough funds by way of lending to meet
corporate sector financing needs is not
to be considered large at this point.
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Households Show Low Propensity
to Borrow

Disposable Income Diminishes

The household sector’s real disposable
income sank by 1.1% in 2009 year on
year against 2008 (see chart 21), de-
clining for the first time since 1997.
Two important influences on this re-
duction were rising unemployment and
decreasing property income. The un-
employment rate (Eurostat definition)
climbed from 3.8% in 2008 to 4.8% in
2009. Property income was sharply af-
fected in 2009, above all because profit
distribution declined markedly and
earnings withdrawals fell to zero in
most cases. In addition, the cut in in-
terest rates in 2009 reduced investment
incomes as a result of lower interest in-
comes. In light of these difficult condi-
tions and weak credit demand (see the
next section of this report), households
trimmed their saving ratio from 12% in
2008 to 11% in 2009 so as to maintain
their level of consumer spending.

Chart 21
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Source: Statistics Austria.

Sluggish Credit Demand

Houschold borrowing growth has been
edging up since November 2009 but
still remains far below the level re-
corded prior to September 2008, when
the U.S. investment bank Lehman
Brothers collapsed. Whereas the MFIs’
lending claims on households had still
been augmenting by 3.8% year on year
in August 2008, this rate had fallen to
only 1.1% in March 2010 (see chart 22,
left panel). Consumer loans again made
a negative contribution to growth,
shrinking by 2.6%, whereas housing
and other loans continued to make a
small positive contribution. However,
the fluctuations pro-
nounced in Austria as in the euro area,

were not as

where credit growth came to a com-
plete standstill between April and Oc-
tober 2009 following years of high
growth. Euro area credit growth re-
vived after that, coming to 2.2% in
March 2010 year on year (see chart 22,
right panel).

According to the Bank Lending
Survey, in the first quarter of 2010,
banks’ lending standards and household
demand for credits remained basically
unchanged. Weak credit growth in
Austria among other things mirrors
households’ uncertainty about their in-
come outlook.

Debt Burden Remains Stable

Even though disposable income dis-
played weakness, households’” debt bur-
den remained stable, among other
things on account of their low new bor-
rowing and low interest rates. In the
fourth quarter of 2009, household debt
ran to 88% of net disposable income,
thus remaining 2 percentage points be-
low the level recorded prior to the on-
set of the financial crisis in the second
quarter of 2007 (see chart 23, left
panel). Interest expenses dropped from
4% of disposable income in the fourth
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Chart 22
Growth Contributions of MFI Loans to Households
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quarter of 2008 to 2.4% in the first share of variable rate loans is very high
quarter of 2010 on the back of low in-  in Austria compared to the euro area.
terest rates. While holding such loans helped house-
However, as the right panel of chart  holds slash their interest expenses faster
23 shows, the share of variable rate in- in 2009, because the ECB’s interest
terest in new lending is rising steadily;  rate cuts were translated faster into re-
it accounted for 81% of disposable in-  ductions in interest rates on variable
come in the first quarter of 2010. This  rate loans, interest rates on such loans
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are likely to rise just as quickly if key
interest rates are raised again.

The continued high share of foreign
currency lending and the related ex-
change rate risk and risk associated
with repayment vehicles constitutes a
risk to households’ debt-servicing ca-
pacity. While the share of foreign cur-
rency lending has diminished some-
what, it is still very high compared to
the euro area average. In the first quar-
ter of 2010, foreign currency loans

constituted 30% of the household sec-
tor’s borrowing.

To fully assess risk, it is necessary to
identify financially vulnerable house-
holds. Box 1 describes overindebted-
ness of households on the basis of mi-
crodata. The analysis shows that over-
indebtedness is frequent among low-
income household categories, which is
evidence that the aggregate data may
well underestimate risks.

Box 1

Typical Features of Overindebted Households

Household risk indicators gleaned from macroeconomic data — indicators such as the debt
ratio, the interest payments as a percentage of net disposable income, and the share of
foreign currency loans — had been high for a long time, but in recent months, these indicators
have all remained stable or have declined marginally for various reasons. However, such
aggregate indicators reflect the household sector’s risks to the financial market only to a
limited degree, because they do not provide any information about the distribution of debt
among households and about households’ debt-servicing capacity. As a case in point, the
current economic crisis originated with U.S. households that were severely overindebted and
that could no longer service their debt. Therefore, it is important to combine information
about aggregate developments with disaggregated data about household overindebtedness.
In 2008, the specific module of the EU Statistics on Income and Living Conditions
(EU-SILC) survey explored overindebtedness. Several evaluations of the pertinent data set on
overindebted households in Austria are presented below. The analysis here is limited to hous-
ing loans for households’ principal residence, which accounts for the bulk of household debt.
Three different definitions of overindebtedness are used to identify overindebted households:" (1)
relative overindebtedness — the condition in which households are in arrears on housing loan
repayments; (2) subjective overindebtedness — the condition in which debtor households had
experienced “serious financial difficulties in the past five years”; and (3) absolute overindebt-
edness — the condition in which housing debt is higher than households’ entire housing wealth
and in which households state that they had to limit spending to be able to pay for housing costs.
The OeNB’s Household Survey on Housing Wealth 2008 (HSHW) provides the last of these
definitions, as EU-SILC contains no data on household indebtedness or household wealth.?
The first column of the table below shows how many households have incurred debt solely
because they have purchased or maintained their primary residence. These are the only
households at risk of overindebtedness. The second and third columns indicate the shares of
households that are overindebted according to the first and second definitions of overindebt-
edness, broken down by various socioeconomic features, such as household income, age of the
main earner, education level, household type (family status) and activity status. All evaluations
point toward a tendency of the aggregate indicators to underestimate the risks to the financial
market. The reason: Vulnerable household categories are overindebted to an above-average
degree. Incomes show this fact most clearly: Whereas 11.6% of households in the lowest

" Based on Angel, S., M. Einbéck, K. Heitzmann and U. Till-Tentschert. 2009. Verschuldung, Uberschuldung und
finanzielle Ausgrenzung osterreichischer Privathaushalte. In: Statistische Nachrichten 12/2009. 1104—-1116.

2 A comparison of the evaluation using the third definition with those using the first and second definitions is possible
only to a limited extent, as the former and the latter are based on different data sets and as the data of the Household
Survey on Housing Wealth 2008 refers not to the main earner but to the housing owner or tenant.
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Overindebted Households

% of households | % of debtorsin | % of debtors 9% of debtors Median of the

with housing arrears in the with serious with debt ex- debt-to-as-

loans outstan- past 12 months | financial difficul- | ceeding housing | set ratio (%)

ding (EU-SILC) | (EU-SILC) ties in the past 5 | assetsand a (HSHW)

years (EU-SILC) | small financial
margin
(HSHW)

Schare, % Median, %
All households 273 | 40 | 101 | 9,5 293
Quintile of net income
1 104 1.6 15,7 15,0 27,5
2 18/1 58 15,2 12,2 231
3 26,5 3,6 124 20,8 333
4 36,7 3,6 8,2 54 27,6
5 45,0 2,2 6,9 2,2 292
Age (main earner)
Up to 19 years of age 24,0 0.0 427 0,0 73,6
20 to 39 years of age 323 38 11,5 13,0 41,3
40 to 64 years of age 34,2 41 9,0 6,9 20,8
65 years of age and
older 8,8 52 9.5 1.0 19,2
Highest education level (main earner)
Compulsory schooling 239 52 13,0 15,6 28,6
Intermediate or higher
technical/vocational
school 291 19 6,9 11,3 27,6
High school graduation 338 4,0 8,1 13 28,8
University degree 319 0,0 31 79 333
Family status (main earner)
Unmarried 239 4.6 12,3 70 2773
Married 351 33 7.5 97 293
Separated or divorced 252 6,6 17,0 121 35,7
Widowed 84 19 17 1.3 104
Activity status (main earner)
Employed 38,2 30 8,9 9.8 311
Self-employed 352 6,2 141 19 397
Unemployed 1,3 27,8 49,8 34,5 16,8
Nonemployed 12,4 49 89 10,3 18,4

Source: EU-SILC 2008, OeNB Household Survey on Housing Wealth 2008 (HSHW).

income group (the bottom 20% of households in terms of incomes, i.e. the poorest households
in Austria) were in arrears on their loan payments at least once in the past 12 months, this
figure shrank to 2.2% of debtors in the highest income group (the top 20% of households in
terms of incomes, i.e. the richest debtors). It must be noted, however, that the households in
the lower income groups have taken on debt more rarely than those in the top income groups.
Furthermore, unemployment plays an important role in overindebtedness: 27.8% of house-
holds with unemployed main earners are in arrears; this applies to only 3% of households with
employed principal earners. Broken down by household type, the most frequently overindebted
group of households is that with separated or divorced main earners (6.6%). These households
are headed primarily by single parents. Finally, broken down by education level, an especially
large proportion of overindebted households (5.2% each) belongs to the lowest education cat-
egory — and to the top age group. The pattern of overindebtedness is very similar using the
second definition (households’ subjective impression of being overindebted).

Data derived from the HSHW on absolute overindebtedness (third definition) and debt-
to-wealth ratios are presented in the fourth and fifth columns. Notably, in addition to the
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above-described patterns of overindebtedness, these figures reveal that young households (20
to 49 years of age) and middle-income households (third quintile) are more frequently “abso-
lutely overindebted.” It may well be that these households have only serviced a small propor-
tion of their debt relative to their wealth and that they therefore have to limit spending (third
definition), but that they still have enough income to service their debt (fully), as they are
rarely in arrears or financial difficulty (according to the first and second definitions). In terms
of the debt-to-wealth ratios, households with separated or divorced main earners, in particular
single-parent households, are most seriously affected: The median household in this category
has debt amounting to 35.7% of its wealth. The debt-to-asset ratio is low for unemployed
households (16.8%), a sign that although these households display above-average incidences
of overindebtedness, debt in most of these households is below average size in proportion to
their wealth.

Households Have Begun to nonfinancial assets. To provide an indi-
Accumulate Wealth Again cator of the development of total house-
Unfortunately, no data about household  hold wealth, analysts estimated prop-
total wealth are available for Austria. erty assets on the basis of the capital
The financial accounts statistics contain  stock for residential housing in the na-
details about financial assets and liabili-  tional accounts and of additional infor-
ties but not about housing wealth or mation gleaned from the OeNB’s

Chart 24
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Source: OeNB, Statistics Austria.

" Housing wealth consists of residential housing wealth plus estates in land. Residential housing was estimated on the basis of the capital stock for residential housing according to national
accounts data. Land assets were added pro rata on the basis of the OeNB's Household Survey on Housing Wealth 2008.

2 2009 estimated on the basis of the information available.

7 Securities calculated on the basis of securities data, other aggregates calculated as the difference between stock changes and transactions.
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HSHW 2008.* In combination with the
national accounts data, these data al-
lowed for an estimate of net household
wealth (excluding nonfinancial assets).
The development of household wealth
shows that in 2008 household assets de-
teriorated for the first time since 2001°
(see chart 24, left panel). High unreal-
ized valuation losses were the reason
for the deterioration (see chart 24, right
panel). The losses offset valuation gains
of the four preceding years. Household
net wealth declined by only 3 percent-
age points of disposable income, how-
ever, in 2008. This was far less than
in the euro area as a whole, where the
loss represented about 50 percentage
points.® The reason for this discrepancy
is that the Austrian household sector —
unlike the household sectors of some
euro area countries, notably Spain or
Ireland — continued to amass housing
wealth. Preliminary estimates of hous-
ing wealth in 2009 suggest a renewed
rise in household net wealth driven
mainly be the revival of valuation gains
in the fourth quarter of 2009. Increases
in stock holdings by 56.7% and of mu-
tual fund shares by 10.9%, both against
the same quarter of 2008, were pri-
marily responsible for this rise.

Number of No Asset Cases Rises

Households’
creased further on account of the rise
in the number of unemployed persons.
The insolvency statistics confirm this at
least in part. Whereas the number of
insolvency  proceedings grew
somewhat more slowly year on year in

income-related risks in-

new

Real Economy Financing Remains Weighed Down by Crisis

Chart 25
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the first quarter of 2010 (+2.8%) than
in the preceding quarters (+3.0% in
the fourth quarter of 2009), the in-
crease in the number of no asset cases
skyrocketed to 20.8% in the first quar-
ter of 2010 from 8.6% in the fourth
quarter of 2009. The jump in no asset
cases means that a growing number of
private debtors do not even have enough
assets to settle their insolvencies in
court. This may be caused by rising un-
employment, as debt settlement on the
basis of a payment plan is out of the
question without a sufficient income
level. Chart 25 shows the development
of personal insolvency cases.

Conclusion: Debt Burden Declines
despite Higher Income Risks

The low levels of both new household
debt and interest rates have eased the
debt burden on the household sector in

Residential housing wealth was estimated on the basis of the capital stock for residential housing according to

national accounts data; land assets were added pro rata based on information on the structure of real property
wealth in the OeNB’s Household Survey on Housing Wealth 2008. Residential housing wealth plus estates in
land represent property wealth, referred to as housing wealth in the survey. For more details on Austrian housing
wealth, see Fessler, P., P. Mooslechner, M. Schiirz and K. Wagner 2009. Housing Wealth of Austrian Households.

In: Monetary Policy & the Economy Q2/09. 104—122.

> No data are available for the period preceding 2001.

® Source: Financial Stability Review of the ECB of December 2009.
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recent months. Yet income risks have
risen further: The worsening of condi-
tions on the labor market has reduced
household disposable income. Reduced
incomes in turn raise the risk of house-

holds defaulting on bank loans. More-
over, this risk is exacerbated by the fact
that wvulnerable, low-income house-
holds are more likely to be overin-

debted than other households.
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Austria’s Financial System Benefits from
Improvement in Eastern Europe, but
Economic Environment Remains Challenging

Rising Risk Costs Weigh On
Austrian Banks’ Domestic and
International Profits

Market Conditions Ease, New
Business Is Sluggish, Banks
Deleverage in Response to Crisis

In the second half of 2009, Austrian
banks’ business developments were
marked by the easing of tensions in the
market, hesitant new business and
further deleveraging in the wake of the
crisis.

While Austrian banks’ consolidated
assets diminished by 1.7% to approxi-
mately EUR 1,140 billion in the second
half of 2009, unconsolidated assets de-
veloped along similar lines, contracting

marginally as well. The 2.3% decline

can be attributed fully to a substantial
reduction in Austrian banks’ interna-
tional business (including claims on
subsidiaries abroad in the unconsoli-
dated breakdown). All in all, Austrian
banks international claims plummeted
by 7.5% in the second half of 2009;
while domestic assets edged up by 0.4%
in the same period.

On the liability side, interbank lia-
bilities had fallen in the first half of
2009; in the second half, longer-term
refinancing also declined somewhat.
For example, not just Austrian banks’
gross issues but also their volume of
fixed-income securities outstanding
sank by roughly 5% from the high

measured in February 2009. In addition,

Chart 26 Chart 27
Balance Sheet Structure of the Austrian Banking Change in Liabilities 2005 to 2009
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Austria’s Financial System Benefits from Improvement in Eastern Europe,
but Economic Environment Remains Challenging

financing through deposits measured as
the ratio of nonbank loans to nonbank
deposits improved by 2.1 percentage
points to 128.4% on an unconsolidated
basis. Moreover, in the upcoming five
years, some 60% of large Austrian
banks’ bonds will mature, with a pro-
nounced peak in 2011." The slight down-
trend of unconsolidated total assets
continued in the first quarter of 2010 as
well, notably featuring a contraction of
customer deposits year on year (—0.9%)
for the first time.

While the banking sector as a whole
suffered a drop in business, local banks’
succeeded in expanding total assets by
roughly 0.4% in the second half of
2009. Coming to around EUR 201 bil-
lion, their total assets have grown to
account for 19.5% of the Austrian
banking sector’s total unconsolidated
assets. This development was driven
above all by a 1.4% rise in claims on
customers. Smaller local banks tradi-
tionally have a stronger orientation
toward claims on private customers
rather than other banks in structuring
the asset side of their balance sheets.

End-2009 Result Marred by Higher
Credit Risk Provisions

One-off effects in income from equity
investment in 2008 reduced unconsoli-
dated operating profits before risk pro-
visioning’ by —26% to EUR 6.77 billion
as per end-2009 even though interest
income continued to expand year on
year. The 3% drop in operating expen-
diture was insufficient to offset the
13.2% decline in operating income.

Source: Bloombery.

Consequently, the cost-to-income ratio
worsened from 55.5% at end-2008 to
62.1% at the end of 2009.

Interest income as per December
2009 was boosted by 6.4% to just
under EUR 8.8 billion year on year,
benefiting among other things from the
steep yield curve. The net interest
margin recovered from 0.77% to
0.85% year on year at end-2009, but
remained small by historical standards.
However, rising refinancing costs could
rekindle pressure on the interest
margin. At the same time, fee-based
income plunged by 14.6% to EUR
3.6 billion. With the markets recov-
ering, the trading income, which had
been negative in 2008, made a positive
contribution of EUR 0.5 billion in
2009. But with Austrian banks’ subsid-
iaries in Eastern Europe displaying
shrinking profits income from equity
shares was slashed by 53.8% to EUR
3.3 billion.*

With credit risk costs persistently
high at EUR 8.5 billion in the fourth
quarter of 2009, representing a 21.6%
rise against end-2008 levels, operating
profits after risk provisioning were
negative at —EUR 1.8 billion. High ex-
traordinary income brought operating
profits back up to zero, though.

Operating profits of local banks
contracted by 15.1% year on year in
2009, from EUR 2.14 billion to EUR
1.8 billion. Operating income went
down by 7% year on year to EUR
5.4 billion, a decline that the 2.2% drop
in operating expenses to EUR 3.5 bil-
lion was not large enough to offset. The

The local smaller banks include certain joint stock banks; the savings banks without Erste Group Bank and Erste

Bank; the Raiffeisen credit cooperatives without RZB, the regional Raiffeisen cooperatives; and the Volksbank

credit cooperatives without VBAG.

’ Not adjusted for one-off and special effects at individual banks.

shares by historical standards at end-2008.

However, sales of equity interests had accounted for the very high volume of income from securities and equity
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Chart 28

Austrian Banks’ Unconsolidated and Consolidated Operating Profit
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Note: The bars reflect the operating profit at the end of each quarter (cumulated). Due to changes in the financial reporting regime at the beginning
of 2008, the consolidated cost-to-income ratio for 2008 and beyond is not comparable with pre-2008 data.

cost-to-income ratio worsened some-
what from 62.8% to 66.1%. Much as in
the case of the banking sector as a
whole, local banks boosted risk provi-
sions by 14.8% to EUR 1.5 billion, so
that the operating result after risk
provisioning decreased to EUR 0.3 bil-
lion from EUR 0.9 billion at end-2008.
Their annual surplus dropped steeply,
falling by 81% to EUR 0.1 billion.

CESEE Business Makes a Positive
Contribution to Profits

The consolidated operating profits of
the Austrian banking sector before
adjustment for risk provisions’ shot up
by 98.9% to EUR 15.6 billion year
on year, driven by higher interest and
trading income as well as a positive

valuation result following revaluations
in line with IFRS principles, but also by
sharp cost-cutting. While consolidated
operating income increased by 12.5%
year on year, operating expenses were
cut by 13.8%. The consolidated cost-
to-income ratio before adjustment for
risk costs came to 58.7% at the end of
December 2009, which compares to
76.7% a year earlier. The considerable
97.7% rise in credit risk provisioning
— this step required the use of 70.5% of
the total operating profit — resulted in a
period profit of EUR 1.5 billion that
was positively influenced by banks’
CESEE business.

In the first quarter of 2010, the
unconsolidated operating result before
risk provisioning declined by 2.1% com-

° Unconsolidated profits also include the Austrian banking sector’s CESEE business. As banks use different accounting

standards, aggregation may produce fuzzy results.
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pared to the first quarter of 2009 in the
wake of further growth in operating
expenses and a dip in operating income.
Risk costs continued to rise, albeit
at a noticeably slower pace. Although
Austrian banks expect a comfortably
positive annual result for 2010, this
forecast is subject to heightened uncer-
tainty in light of the increase in external
risks. The biggest risks to profitability
— in addition to the issue of whether the
trading result can be maintained and
whether the yield curve, which had
given interest income a lift, will remain
steep — include higher market refinanc-
ing costs and a persistently high need to
make provisions for risks.

Loan Growth Decelerates in the
Face of Continued Difficult
Conditions®

Following a further contraction in the
growth of lending to domestic non-
banks’ in the second half of 2009, the
annual growth rate was even marginally
negative at —0.4% in the first quarter of
2010. Austrian banks’ outstanding credit
to domestic customers (nonbanks) came
to about EUR 310.5 billion at quarter-
end. But while the volume of lending to
households rose slowly but surely in
recent periods, lending to nonfinancial
corporations dipped year on year as of
end-March 2010, with loans to house-
holds coming to EUR 123.2 billion

and loans to nonfinancial corporations
standing at EUR 132.9 billion.

By comparison to euro lending, banks
were conspicuously careful in providing
foreign currency loans. EUR 55.2 billion
of the loan total were denominated in a
foreign currency at the end of the first
quarter of 2010, which corresponds to
a cutback by roughly 4.3% year on year
and a foreign currency share of around
17.8% in total loans. Most of the
foreign currency lending was in Swiss
francs (roughly 86.1%), followed by
U.S. dollars (nearly 6.9%) and Japanese
yen (about 5.5%).

Joint stock banks as well as building
and loan associations generally exhibited
the strongest credit growth according
to the most recent figures. The results
for the networks of cooperative banks
present a mixed picture: Whereas the
Raiffeisen credit cooperatives exhibited
fair credit growth, the volume of lending
by the Volksbanken credit cooperatives
went down.

The financing conditions of banks
improved somewhat most recently. The
banks also partly passed on the easing
of funding conditions to the interest
rates they charge. Households profited
above all from a recent drop of the
annual percentage rate of charge on
new housing loans. In the case of lending
to the corporate sector, the rates charged
declined most on short-term loans.

® The analysis of loan growth is based on unconsolidated MFI balance sheet statistics data adjusted for exchange

rate gffects, value adjustments and Iec]assjﬁcations.

7

“Domestic nonbanks” are defined as all financial market participants other than credit institutions.
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Box 2

Prudential Initiatives to Curb Foreign Currency Loans and Repayment
Vehicle-Linked Loans to Austrian Households

The OeNB and the FMA have taken numerous prudential measures aimed at curbing foreign
currency loans and repayment vehicle-linked loans to households in Austria, the most recent
of them being the extension of the FMA’s respective minimum standards.

Just as the IMF has repeatedly highlighted the risks arising from foreign currency loans
and repayment vehicle-linked loans in Austria in its Financial Sector Assessment Programs and
Article IV consultations over the past decade, the OeNB and the FMA for years have been
working to improve borrowers’ and lenders’ risk awareness by pursuing a wide range of
measures and activities: Press conferences and the publication of the OeNB’s Financial Stability
Report ensure the provision of information on a regular basis; in 2003, the FMA published its
Minimum Standards for Granting and Managing Foreign Currency Loans as well as Loans with
Repayment Vehicles; and the OeNB and the FMA also jointly created a consumer information
brochure about the risks of foreign currency loans that was first distributed at banks in 2006.
Up until autumn 2008, the effects of these measures were limited, however. While there was
some success in reducing the share of Japanese yen-denominated loans and the share of
foreign currency loans in corporate funding, in October 2008, the overall volume of foreign
currency loans to households peaked at EUR 39.1 billion as did its share in total loans to
households at 31.7%.

In October 2008, the FMA issued a recommendation calling on banks to stop granting
foreign currency loans to households. The OeNB and the FMA then drew up supplementary
provisions to the FMA’s minimum standards mentioned above, which were published in March
2010. According to these new provisions, foreign currency loans may be extended only to
households' which earn sufficient income in the currency in which the loan is denominated or
which belong to the group of customers with the highest creditworthiness. In addition, banks
are called upon to pay particular attention to the risk that repayment vehicles carry in the
case of euro-denominated loans linked to such (capital accumulating) instruments, and they
are required to maintain a list of eligible repayment vehicle products. Furthermore, banks are
requested to develop strategies for a sustained reduction in the volume of foreign currency
loans and repayment vehicle-linked loans and for mitigating the refinancing risk of foreign cur-
rency loans. Finally, banks have committed themselves to fulfilling the enhanced consumer
information requirements set out in the new EU Directive on credit agreements for consumers.
Consumers wishing to reduce their risk from (existing) foreign currency and repayment
vehicle-linked loans by converting these loans into euro-denominated loans must receive active
support from their bank.

Apparently, these additional measures have proved effective: Between October 2008 and
March 2010, foreign currency loans to households contracted by EUR 3.1 billion or 8%
(exchange-rate adjusted), and the volume of repayment vehicle-linked loans was also reported
to have diminished markedly. It can be ruled out that this decline was driven by the weak
economy, since euro-denominated loans to households rose by EUR 3.6 billion over the same
period.

! The target group of these provisions includes consumers as defined by the Austrian Consumer Protection Act; they
apply to self-employed persons and members of the liberal professions only if they take out a consumer loan.

Increased Credit Risk Boosts Costs view, banks’ credit risk costs totaled

In 2009, Austrian banks undertook sub-
stantial efforts to create provisions to
cover their credit risk, which had
increased significantly in the wake of
the global recession. In a consolidated

EUR 11 billion in 2009, about twice as
much as one year earlier. The adjust-
ments in credit risk provisioning were
visibly influenced by regional factors.
The unconsolidated loan loss provision
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ratio® climbed by 0.57 percentage points
to 2.82% in 2009 (see violet line in
chart 29). Taking into account domestic
customers only reduces the increase to
0.31 percentage points. By contrast,
the consolidated loan loss provision
ratio,” covering total credit to domestic
and nondomestic customers, rose by
1.04 percentage points in 2009 (orange
line in chart 29). The loan loss provi-
sion ratio of fully consolidated bank
subsidiaries increased by 2.15 percent-
age points to 5.04% (blue line); within
this aggregate, the sharpest rise by far
(+6.18 percentage points) was recorded
for the CIS, where the subsidiaries’
loan loss provision ratio now stands at

10.38%.

Chart 29

Loan Loss Provision Ratios of Austrian
Credit Institutions
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on nonbanks.

The unconsolidated figures for the
first quarter of 2010 show that the
uptrend seen in 2009 is set to continue;
at end-March, the loan loss provision
ratio came to 3.06%, which corre-
sponds exactly to the average of the
past 12 years.

Market risk'® as measured by capital
requirements continued to play a sub-
ordinate role (both in the unconsolidated
and the consolidated view) compared
with credit risk in the Austrian banking
system in 2009." During 2009, the
capital requirement for interest rate
instruments in the trading book edged
up somewhat, while it remained broadly
constant for shares in the trading book
and open foreign currency positions.
Since market-based valuation regula-
tions must be applied to trading book
positions, the severe fluctuations in
market risk factors seen since the onset
of the crisis caused high volatility in the
trading result. After ~EUR 2.1 billion
in 2008, this income component came
to EUR 2.6 billion in 2009, which
equaled two-and-a-half times the aver-
age of the pre-crisis years. Interest rate
risk in the banking book (in a consoli-
dated view) rose in the first half of
2009 but fell back to the level before
the increase by the end of the year.

Liquidity Situation of Austrian Banks
Stable

On an unconsolidated basis, Austrian
banks’ liquidity situation remained stable

Stock of specific loan loss provisions for claims on nonbanks (i.e. customers) as a share of total outstanding claims

The numerator of this ratio is the stock of unconsolidated specific loan loss provisions for claims on nonbanks

plus the loan loss provisions reported by the fully consolidated bank subsidiaries. The denominator is the sum of

unconsolidated gross claims on nonbanks and the fully consolidated subsidiaries’ gross claims on nonbanks. Due
to regional differences in accounting rules, the consolidated loan loss provision ratio may convey a slightly

distorted picture.

' Market risk refers to the risk of value changes in financial instruments triggered by fluctuations of market risk
factors such as interest rates, stock prices, exchange rates or commodity prices.

""" At end-2009, market risk capital requirements amounted to 3.6% (on an unconsolidated basis) or 3.8% (on a

consolidated basis) of credit risk capital requirements.
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between mid- and end-2009. Short-term
claims accounted for 72.5% of short-
term liabilities, thereby standing at a
level higher than the pre-crisis average
(June 30, 2005, to June 30, 2007:
67.8%). Liquid assets more than offset
the maturity mismatch in the short-
term segment. Short-term claims plus
liquid assets came to 124.8% of short-
term liabilities. At 117.6%, the average
of the two years preceding the outbreak
of the crisis was somewhat lower.

More information compared with
the unconsolidated data based on resid-
ual maturity statistics can be obtained
from the data of the weekly liquidity
reports, which are based on projected
cash flows."” In addition, the reports
include a simple stress scenario imputing
the drying up of the unsecured money
market and the foreign exchange
swap markets. Under this scenario, the
liquidity available after accounting for
the cumulated net funding gap amounts
to some EUR 96 billion after 12 months
(reporting date: April 30, 2010; this
reflects an increase by 18% since the
reports submitted for January 8, 2010);
more than one-half of this amount is
unencumbered eligible collateral de-
posited at central banks. The aggregate
short position of the Austrian banking
system in the unsecured interbank
market is very small, amounting to
below 0.4% of the sector’s consolidated
total assets. At the reporting date
April 30, 2009, this short position had
still come to some 3% of aggregate
total assets. These figures imply that

Austria’s Financial System Benefits from Improvement in Eastern Europe,
but Economic Environment Remains Challenging

the Austrian banking system’s net posi-
tion on the interbank market is very
conservative and therefore not vulnerable
to potential effects from sovereign risk
developments in the euro interbank
market.

Financial Market Infrastructures
Increasingly Relevant to System
Stability

Financial market infrastructures are a
fundamental element of the financial
system enabling the settlement of trans-
actions. They include stock exchange
and trading platforms as well as down-
stream systems for clearing (e.g. by
central counterparties — CCPs) and set-
tling payments, financial instruments
and securities (e.g. by securities deposi-
tories) and their technical infrastruc-
tures. These systems facilitate the secure
and efficient processing of financial
market transactions.

Due to the crucial importance of
financial market infrastructures, an
extensive debate has been underway at
the EU level about a new regulatory
framework and reinforced oversight,
with proposals ranging from enhancing
transparency and strengthening Euro-
pean cooperation in oversight to the
introduction of mandatory clearing of
standardized contracts through CCPs.
The OeNB fulfils two roles in this area:
First, it operates the large-value pay-
ment system HOAM.AT," which in the
second half of 2009 processed some
700,000 transactions worth about EUR
4. 800 billion. Second, the OeNB is the

" This report comprises detailed data both about banks’ expected inflow and outflow of funds as well as data
regarding the counterbalancing capacity over the 12 months following the report. The data are broken down by
five maturity buckets (up to 5 days, 6 days to 1 month, 1 to 3 months, 3 to 6 months and six to twelve months) as
well as by six currencies (euro, U.S. dollar, SWissfranc, pound sterling, Japanese yen and other currencies). For a
detailed description of the weekly liquidity reports and the long-term development of data see Schmitz, S.W. and
F. Weidenholzer. 2009. Recent Developments in the Austrian Banking System’s Liquidity Situation and the
International Regulatory Debate, Financial Stability Report 18, 60—66.

> The Home Accounting Module Austria (HOAM.AT) is a real-time gross settlement system for processing euro

payments provided by the OeNB to participants.
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authority in charge of payment systems
and financial market infrastructures
oversight in line with Article 44a of the
Federal Act on the Oesterreichische
Nationalbank. Apart from regular moni-
toring activities, the OeNB carried out
three system assessments in retail pay-
ments in the second half of 2009 (retail
payments — which include, for instance,
credit card or e-money payments —
accounted for a total of 302 million
transactions worth some EUR 24.3 bil-
lion in the second half of 2009).

The payment systems and financial
market infrastructures operating in
Austria proved stable also in a crisis-
ridden environment; none of the system
disturbances recorded affected the
Austrian financial market.

Risks in CESEE Remain Elevated
despite Improving Conditions

Against the background of massive in-
ternational support for CESEE, condi-
tions in the region over the past few
months were characterized by lower
interest rates, currency stabilization
and — in some countries — a positive
growth outlook. As a result, Austrian
banks’ CESEE subsidiaries can expect
some improvement in their situation in
2010; the unwinding of international
support measures, however, is one of
the reasons why the risks in the region
remain elevated nonetheless.

The total assets of Austrian banks’
fully consolidated subsidiaries in CESEE
shrank by almost 1% from EUR 256.8

billion at mid-2009 to EUR 254.4 billion
at year-end. The market share of the
68 fully consolidated CESEE subsidiar-
ies" edged down slightly, from 15.1%
at end-2008 to 14.4% one year later
(excluding Russia: from 21.9% to
21.1%). The volume of on-balance sheet
loans to nonbanks contracted by
3.2% from mid-2009 to end-2009 to
EUR 160.2 billion. While the share of
loans of Austrian banks’ subsidiaries in
the NMS-2004," Southeastern Europe
(SEE)'"® and the NMS-2007" increased,
that of Austrian subsidiaries in the CIS™
dropped (see table in the annex).

The profitability of Austrian banks’
CESEE subsidiaries remained subdued
and rather heterogeneous across coun-
tries in the second half of 2009 (see
chart 30). Despite diminishing interest

Chart 30

End-of-Period Result of Austrian
Banks’ Subsidiaries in CESEE
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" Excluding Bank Austria’s not fully consolidated joint venture in Turkey (Yap: ve Kredi Bankast).

> NMS-2004 refers to the ten Member States that joined the EU in 2004: here, the Czech Republic (CZ), Hungary
(HU), Latvia (LV), Poland (PL), Slovakia (SK) and Slovenia (SI) are covered.

' Southeastern Europe covers Albania (AL), Bosnia and Herzegovina (BA), Croatia (HR), Montenegro (ME), FYR

Macedonia (MK), Serbia (RS) and Turkey (TR).

7 NMS-2007 refers to the Member States that joined the EU in 2007: Bulgaria (BG) and Romania (RO).

" The Commonwealth of Independent States (CIS) aggregate includes Armenia (AM), Azerbaijan (AZ), Belarus
(BY), Georgia (GE), Kazakhstan (KZ), Kyrgyzstan (KG), Moldova (MD), Russia (RU), Tajikistan (T]),
Turkmenistan (TM), Ukraine (UA) and Uzbekistan (UZ).
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income, operating profits stagnated at
EUR 7.1 billion thanks to extraordi-
narily high financial results. Risk costs
were reported to have increased for all
regions; the pace of this increase, how-
ever, varied very strongly at the country
and regional levels. In total, CESEE
subsidiaries continued to post better
results than Austrian banks in 2009,
carning a consolidated end-of-period
result of EUR 1.8 billion or around
0.7% of total assets. Losses were
reported for only three markets
(Ukraine, Kazakhstan, Montenegro).
Credit risk ratios, accordingly, did
not indicate an improvement, as
illustrated by chart 31, which shows
the share of nonperforming loans.
While the loan loss provision ratio
continued to increase in the aggregate
— from 3.9% at mid-2009 to 5.2% at
end-2009 — survey results suggest that
provisions for nonperforming loans
decreased further in the second half of
the year. The sharpest increase in loan
loss provisions was recorded in the

Chart 31

Nonperforming Loans of Austrian
Banks’ Subsidiaries in CESEE

As a percentage of loans to households and companies
20

18
16

14

12

10 CESEE average

cIs NMS-2004  NMS-2007 SEE
mm Asat end- Q2 09 mm As at end- Q4 09

Source: OeNB.

Austria’s Financial System Benefits from Improvement in Eastern Europe,
but Economic Environment Remains Challenging

CIS, where the provisioning ratio for
loans to nonbanks rose by 3.1 percent-
age points to 10.4% (NMS-2007: by
1.9 percentage points to 6%; SEE: by
1.8 percentage points to 5.6%; NMS-
2004: by 1.1 percentage points to 3.7%).
The level of loan loss provisions will re-
main elevated at least until end-2010.

The CESEE subsidiaries’ capital buf-
fers continued to be sound despite
substantial write-downs and, in some
cases, were even strengthened further.
In the second half of 2009 alone, both
the tier 1 ratio and the capital ratio
were raised by 0.3 and 0.5 percentage
points to 11.6% and 13.9% respectively.
Actual excess capital varied strongly
across countries, not least due to differ-
ent minimum requirements. Strength-
ening capital ratios should generally
remain an important objective; after
all, Austrian parent banks still reported
below-average capital adequacy com-
pared with their CESEE peers at
end-2009. The capital increases already
made by parent and subsidiary banks
have certainly been helpful in this
context.

Chart 32
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Curbing the risk exposure on the
assets side at CESEE subsidiaries (in
particular in the CIS) also helped
reduce further refinancing risks in 2009.
The loan-deposit ratio of Austrian
banks’ subsidiaries in CESEE was
brought down by some 3.7 percentage
points to 109.3% in the second half
of 2009; in other words, the deposit
deficit was halved from its peak in the
first quarter of 2009 to EUR 13.7 bil-
lion at end-2009. The volume of intra-
group interbank loans accordingly
contracted (by EUR 1.9 billion from
the second quarter of 2009) to EUR
49.1 billion. Still, parent banks’ share
in interbank liabilities stagnated at 79%
over the same period. Credit growth
developments at CESEE subsidiaries
can be expected to take diverging paths
over the next few quarters, depending
on the strategic goals of their parent
institutions.

The volume of direct large loans
extended by Austrian banks to non-

Chart 33
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banks and financial institutions” in
CESEE fell by 3.8% to EUR 49 billion
from mid-2009 to year-end. This de-
cline was observed throughout the
region and was strongest in SEE and
the NMS-2007. The volume of direct
loans to nonbanks contracted less
sharply — by 1.4% to EUR 45 billion —
than loans to financial institutions.
Provisions for direct loans to CESEE
increased but continued to be signifi-
cantly lower than those for indirect
loans.

Opverall, from mid-2009 to year-end,
Austrian banks’ exposure to CESEE”
rose by 9.0% from EUR 187 billion to
EUR 204.2 billion (some EUR 300 bil-
lion including claims on foreign-owned
banks in the region). This increase was
mostly due to the nationalization of
Hypo Group Alpe Adria, which implied
that this institution’s CESEE exposure
is again considered Austria’s. Although
the difficult situation in CESEE (in
particular CIS) markets visibly stabi-
lized since the onset of the crisis, the

Chart 34
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!9 This item comprises direct loans to nonbanks and financial institutions outside the lender’s banking group. A

historical comparison with previously published data is not feasible since intragroup loans were included until

recently (up to the Financial Stability Report 18).
? According to BIS definition.
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risks for Austrian banks in the region
continued to be very heterogeneous. In
particular, some markets are facing
relatively weak growth prospects or are
following fragile growth paths in econ-
omies that have suffered severely from
the crisis.”

Notwithstanding its current stag-
nation, foreign currency lending in
CESEE (and the resulting imbalances
and risks) will remain a major issue. In
the second half of 2009, the share of
foreign currency loans held by Austrian
subsidiaries fluctuated around 48.9%
or EUR 80 billion, while the corre-
sponding share of direct loans came to
around 80% or EUR 41 billion in the
fourth quarter.

The FMA and the OeNB have
undertaken concerted efforts to reduce
the concentration risk from foreign
currency lending, e.g. by launching an
initiative in the CESEE market aimed
at gradually restricting new foreign
currency loans to unhedged households
and SMEs (i.e. those who do not have
income or assets in the respective
foreign currency). In a first step, Austrian

Austria’s Financial System Benefits from Improvement in Eastern Europe,
but Economic Environment Remains Challenging

banks agreed to discontinue lending
in Japanese yen and Swiss francs as
well as extending foreign currency
bullet loans linked to repayment
vehicles to CESEE borrowers. More-
over, consumer loans in a foreign
currency are to be granted to prime
borrowers only. The next step will
address longer-term mortgage and
investment loans in foreign currency.
For measures to be effective in this
area, though, they need to be coordi-
nated closely at the international level,
involving national authorities, central
banks and the relevant international
organizations. Therefore, a working
group was established under the aus-
pices of the EBRD, the IMF and
the European Commission within the
framework of the European Bank
Coordination (“Vienna”) Initiative to
develop capital markets for longer-term
funding in local currency. The FMA
and the OeNB are taking proactive
roles in this dialogue. In addition,
the EU is currently discussing raising
the capital requirements for foreign
currency loans.

Chart 35

Austrian Banks’ Foreign Currency Loan Exposure in CESEE

Leasing to CESEE

-S billion (—10.0% Q2-Q4 2009)

Direct loans to CESEE

Lending by CESEE
subsidiaries

0 10 20 30
EUR billion

Source: OeNB.

! The on-balance sheet exposure of all Austrian banks (including risk transfers) to Greece amounted to some EUR
4.2 billion at the end of 2009. Off-balance sheet claims stood at EUR 0.7 billion.
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Box 3

Highlighting the Financial Interlinkages between Economic Sectors for
Risk-Oriented Financial Markets Analysis

The financial accounts contain data on financial assets and liabilities (currency and deposits,
securities other than shares, loans, shares and other equity, insurance technical reserves and
other accounts receivable) for all economic sectors: monetary financial institutions (MFls),
other financial intermediaries (OFls), insurance companies and pension funds, general
government, nonfinancial corporations, households' and rest of the world. The financial
accounts for Austria (including the valuation approach) are compiled in accordance with the
rules of the European System of Accounts (ESA). The data allow calculating a sector’s financial
claims and liabilities on a who-to-whom basis with all other sectors and thus allow drawing
inferences about asset concentrations or asset shifts.?

As recent experience has shown, the deep and complex interlinkages both within the
financial sector and between this sector and others have contributed to the intensification of the
financial crisis. For instance, the U.S. insurance company AIG was considered not only too big to
fail but also too interconnected to fail. A risk-oriented evaluation of interlinkages on a gross basis
(e.g. without consolidation of interbank business) based on financial accounts data provides first
insights into the financial ties of Austrian macroeconomic agents with each other and the rest of
the world, which can be useful in financial stability analysis. The available historical data allow
drawing preliminary conclusions about the impact of the economic and financial crisis thus far.

The chart highlights the degree of financial interlinkages of all sectors in the Austrian
financial accounts. The size of the nodes reflects the level of intra-sectoral exposures, and the
thickness of the connecting lines indicates the size of gross exposures between sectors (assets
and liabilities)’.

Financial Interlinkages of Macroeconomic Sectors at the end of 2009

—
P avas

Note: This visualization was done using the Pajek software. MFI stands for monetary financial institutions (including OeNB), IP for insurance
companies and pension funds, OFI for other financial intermediaries, GOV for general government, NFC for nonfinancial corporations, HH
for households (including nonprofit institutions serving households) and RoW for rest of the world.

HH

Source: OeNB.

! Including nonprofit institutions serving households.

2 The ECB already used this balance sheet approach for financial assets in an analysis based on euro area financial
accounts data. See www.ecb.europa.eu/pub/pdf/scpwps/ecbwp1124.pdf.

3 Changes in stocks result not only from transactions but also from changes in value and sector reallocations.
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The gross exposure of Austrian MFls (including the OeNB) to each other, for instance,
increased by 82% to EUR 327 billion in the period from end-2006 (i.e. before the crisis) until
end-2009, which was above all attributable to a rise in interbank deposits but also to
intra-sectoral purchases of debt securities issued by banks. This sum currently represents 30%
of total bank liabilities (2006: 21%) and 20% of assets held domestically (2006: 14%). The
sharp increase in interbank exposures underscores that the mutual dependencies in the
Austrian banking sector are growing and has made the banking sector itself the most
important source of funding for MFls; back in 2006, Austrian MFls had still been only the
third-largest creditors of MFls after foreign creditors and households.

A look at OFls (mainly mutual funds, holding companies of other MFls, OFls and insurance
companies in Austria and abroad) shows that mutual funds’ financial assets shrank by around
EUR 30 billion from end-2006 to end-2009 (one-half of this decrease was due to the fall in
the prices of tradable securities). Moreover, restructuring measures taken above all in the
banking sector using financial holding companies led to a reallocation of foreign claims to
domestic claims of OFIs on MFls. Generally speaking, OFls strongly increased their gross
exposure to MFls (+54%). This means that these intermediaries have become more important
for financial stability and require special attention, given potential financial contagion risks.

For a small economy like Austria, international financial relations are naturally of key
importance. In the period from 2006 to 2009, foreign creditors’ claims on Austrian OFls,
nonfinancial corporations and the general government rose by 24%, 22% and 17%,
respectively, while the liabilities of foreign borrowers to Austrian nonfinancial corporations and
MFls increased by 37% and 25%, respectively. The net claims (claims minus liabilities) of the
rest of the world on Austria declined by more than 90% from 2006 (EUR 23 billion) to 2009
(EUR 2 billion). At end-2009, foreign creditors held one-third of Austrian debt, with domestic
MFIs (EUR 321 billion) and nonfinancial corporations (EUR 250 billion)* having higher liabilities
than the general government (EUR 153 billion).

The refinancing sources of Austrian debtors (especially of MFIs and the general
government) will play a key part in the further financial and economic recovery. Between
end-2006 and end-2008, domestic MFls increased their gross liabilities most strongly vis-a-vis
other domestic MFls (by EUR 192 billion), but reduced them again markedly in 2009 (on
balance +EUR 147 billion). Over the same period of three years, MFls also increased their li-
abilities to households (+EUR 42 billion), OFIs (+EUR 41 billion)* and the general government
(+EUR 6.5 billion or +34%). At the same time, the Austrian government mainly increased its
gross liabilities to foreign creditors (+EUR 23 billion), within the government sector® (+EUR
7 billion) and to MFIs (+EUR 3 billion). Using the past experience as a guide, the future
refinancing situation of Austrian banks strongly depends on the financial strength of the do-
mestic financial sector, households and foreign investors.

* Nonfinancial corporations also include special purpose entities, which accounted for a volume of around EUR 80 billion
in 2009.

5 See the above passage on restructuring in the OFI sector.
¢ E.g. using intermediary funding transactions between the different levels of government.
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Bank Support Package Increases
Capital Ratios

Following its low in the third quarter
of 2008, the aggregated consolidated
tier 1 capital ratio (solvency ratio) of all
Austrian banks improved by around 197
(236) basis points to 9.27% (12.81%)
by the end of 2009. This improvement
was achieved through a combination of
privately raised capital and government

Chart 36
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measures implemented until end-2009,
which included strengthening banks’
capital buffers” by EUR 5.7 billion
and providing guarantees worth EUR
1.7 billion.

At the same time, the risk-weighted
assets (RWAs) of the six largest Austrian
banks” declined from their peak in
2008, which was attributable to several
partly overlapping effects. First, the
government guarantees reduced the
risk weight of the underlying assets.”
Second, writedowns on defaulting loans
and balance sheet downsizing contrib-
uted to the drop in RWAs. And third,
RWAs declined owing to weak and
partly even negative total asset growth.

A bank’s leverage (total assets
divided by tier 1 capital) is an important
measure in the discussion on banks’

Chart 37

Leverage in the Banking Sector
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22 The additional limited private placements of approximately EUR 1.2 billion further increased Austrian banks’
capital buffers and thus improved their risk-bearing capacity. Limited private placements refer to the capital
injections that banks added to their own funds in addition to the capital provided by the government in order to
reduce dividend payments to the government from 9.3% to 8% (where these private placements account for more

than 25% of the total capital injected).

23 These are UniCredit Bank Austria, BAWAG P.S.K., Erste Group, RZB, VBAG and Hypo Group Alpe Adria. To
avoid distortions, the sector “all banks without top 6” was adjusted ﬂ)r Oesterreichische Kontrollbank,

Oesterreichische Clearingbank AG and KA Finanz AG.

** In the context of the national bank aid package, the Austrian parliament passed an amendment to the Austrian
law on balance quayments stabilization (Zahlungsbilanzstabilisierungsgesetz) on May 11, 2010, which allows
allocating up to EUR 15 billion in unused guarantees from the national bank rescue package to stabilization
measures in euro area countries experiencing dg'fﬁcu]ties, grrequired.
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risk-bearing capacity, and specifically,
on how to avoid future financial crises.
The European Commission and the
Basel Committee on Banking Super-
vision are considering introducing a
maximum leverage of 25 but are still
discussing certain deduction and change
items for total assets and tier 1 capital
(instead of balance sheet equity). The
introduction of a binding leverage level
as an additional measure of capital
adequacy will be implemented only
after the upcoming Quantitative Impact
Study” has been evaluated, though.
Imposing such a limit to prevent
extremely high leverage levels seems
reasonable in light of the problems
encountered during the financial crisis.

A breakdown of the Austrian banks’
leverage by the top 6 institutions and
the other banks provides a very hetero-
geneous picture; however, based on the
current definition of tier 1 capital, both
groups currently have leverage levels of
well below 25. While leverage has
declined continuously since 2005 at the
top 6 banks, it has increased slightly at
the banks of the other group, so that
the current levels are almost equally
high in both groups. Based on a more
narrow definition of tier 1 capital,

leverage would be considerably higher.

Stress Tests Assume Historically
High Initial Default Probabilities, Yet
Provide Evidence of a Firming Trend
in Aggregates

The OeNB regularly performs macro-
economic stress tests to assess the
risk-bearing capacity of the Austrian
banking system. In 2009, the results of
these tests were mixed. While the top-

% See www.bis.org for more information.

Austria’s Financial System Benefits from Improvement in Eastern Europe,
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down analysis of Austria’s largest banks
showed that, in aggregate, capital ratios
would remain above the regulatory
minimum requirements even if the
crisis were to deepen severely, a disag-
gregate look at the adverse scenarios
assumed by the OeNB revealed further
recapitalization needs for those banks
that had already been weakened by the
crisis.”®

Meanwhile, the outlook for the real
economy has further stabilized, and
even credit cycles, which tend to react
with a lag, have since bottomed out in a
number of countries. The brightening
outlook has had a positive impact on
conditions in the Austrian banking
sector, as is evidenced by the backtesting
exercises that the OeNB conducted to
compare last year’s estimates with
actual developments.”” In actual fact,
Austrian banks fared much better in
2009 than projected even in the baseline
scenario, which reflects current expec-
tations — particularly in terms of oper-
ating income before risk provisioning.

Yet despite the turn in the credit
cycle, the OeNB continues to see a
need for further loan loss provisions.
This assessment is reflected in the
baseline scenario that the OeNB con-
structed for its latest stress test, based
on its most recent macroeconomic
projections for Austria and the OeNB
and IMF outlook for the rest of the
world.” To be able to assess the effects
of another global economic slump
— which, while unlikely from today’s
perspective, does provide useful bench-
marks in a stress scenario — the OeNB
constructed a separate “global risk
premium” scenario which assumes that,

% See the OeNB’s Financial Stability Report 18 (December 2009).
77 See Summary of OeNB Stress Test Results published on the occasion of the press conference release of Financial

Stability Report 17 in June 2009.
28 See IMF. 2010. Global Economic Outlook. April.
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following the ongoing recovery in early
2010, risk premiums start to rise again
after a global reassessment of risk and
contribute to yet another contraction
of GDP growth in the second half of
2010.

On a cumulative basis over a two-
year horizon, the global risk premium
scenario implies a 4.6% contraction in
GDP in the CESEE countries that
joined the EU in 2007 (NMS-2007)
and a 3.8% contraction in Southeastern
Europe (SEE). These regions are most
severely hit by the stress scenarios as
compared to baseline projections
(+3.8% and +3.5%, respectively, see
chart 38).”” Such a scenario also triggers
macroeconomic feedback effects on
GDP growth in Austria, which would
further increase the pressure on Austrian
banks. As a result, GDP growth in
Austria would contract to a cumulative
—0.2% over the two-year horizon

rather than reach a cumulative 3.4%, as
projected in the OeNB outlook for
Austria of June 2010.

Over a two-year horizon, the global
risk premium scenario produces an
expected NPL ratio (nonperforming
loans as a share of total loans) of almost
7% for Austrian banks in their home
market and of almost 15% for their
aggregate exposure in CESEE and the
CIS. The CESEE and CIS subsidiaries
alone would have to expect 19% of
their outstanding loans to default in the
stress scenario. In other words, the
aggregate NPL ratio for the subsidiaries
is three times as high — subject to re-
gional differences in line with different
GDP growth setbacks (see chart 38) —
in the stress scenario as the aggregate
ratio reported for the end of 2009.

Apart from a deterioration in loan
quality and the ensuing higher need
for loan loss provisions, the global risk

Chart 38

GDP Growth According to the OeNB Spring 2010 Stress Test!
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! Cumulative growth over the two-year stress horizon; the baseline scenario (lighter color) and the stress scenario (darker color) for Austria are

based on the Austrian Quarterly Model.
7 Southeastern Europe excluding Turkey.

?? SEE as shown in this chart covers Albania (AL), Bosnia and Herzegovina (BA), Croatia (HR), Montenegro (ME),
FYR Macedonia (MK), Serbia (RS); does not include Turkey (TR).
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premium scenario produces a decline
in operating income before risk provi-
sioning and also an increase in risk-
weighted assets. All three measures,
in turn, drive the development of
the capital ratios, of which the key ratio
for assessing overall risk is the tier 1
ratio.*°

At an aggregate level, the stress
scenario leads to a decline in the tier 1
ratio of both the six largest Austrian
banks and the entire Austrian banking
system.”’ In the global risk premium
scenario, the tier 1 ratio of the “big six”
banks falls by 1.5 percentage points,
and that of the entire Austrian banking
system by 1.1 percentage points over a
two-year horizon. At the same time,
the tier 1 ratio remains above 8% (big
six) or at 8.7% (system) even at the
end of 2011 — in other words, more

Austria’s Financial System Benefits from Improvement in Eastern Europe,

but Economic Environment Remains Challenging

than twice as high as the regulatory
minimum requirements (see chart 39).
As in the past, the results are rather
mixed at the individual bank level.
The baseline scenario, which reflects
current expectations, finds Austria’s
banks in aggregate to be in a position to
cover their — still high — risk costs from
operating results and to strengthen
their capital base further from the
second half of 2010 onward.

All'in all, the spring 2010 stress test
of the OeNB confirms the positive
development path the Austrian banking
system has followed since the fall of
2009. The Austrian banking system is
strong enough to withstand even a
severe risk scenario (which is, however,
unlikely to materialize), as the operating
results would suffice to offset most of
the additional risk costs. At the same

Chart 39
Development of the Tier 1 Ratio in the OeNB Spring 2010 Stress Test'
System Big Six Austrian Banks
Evolution of the tier 1 ratio over the stress-test horizon in %' Evolution of the tier 1 ratio over the stress-test horizon in %'
12 12
1 708 il
9.8 ' 102
10 - L — 10 95
S —
9 \ 9 ;\
8 8 8.0
7 7
6 6
5 5
4 4
4 O Q2 Q@3 4 O Q2 Q3 4 Q4 Q1 Q2 Q3 4 O Q2 Q3 Q4
2009 2010 2011 2009 2010 2011
== Baseline scenario == Stress scenario

Source: OeNB.

" The initial tier 1 ratio includes recapitalization measures worth EUR 2.6 billion that are already in the pipeline.

39 The impact of the macroeconomic scenarios was estimated on the basis of data reported as at end-2009 for a
two—)/earforecast horizon. Specyrically, the OeNB conducted a top-down test, and the six largest Austrian banks

conducted bottom-up tests based on the OeNB scenarios.

3 Big Six: UniCredit Bank Austria, Erste Group, RZB, VBAG, BAWAG P.S.K. and HGAA.
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time, the stress tests have confirmed
that those banks which emerged funda-
mentally weakened from the latest
crisis need to persevere with their
structural adjustment and restructuring
measures. Finally, in the light of the
ongoing regulatory initiatives (Basel III),
there appears to be a medium-term

need for the Austrian banking sector to
strengthen its capital position further
despite the positive developments that
have prevailed since 2008. However, if
current expectations are correct, at
least some of the required funds will
come from banks’ profits.

Box 4

Basel Il and Quantitative Impact Study 2010

In essence, the forthcoming changes to regulatory requirements for banks, as being worked
out by the Basel Committee on Banking Supervision/BCBS (Basel Ill), and the European
Commission (Capital Requirements Directive IV, or CRD 1V) subject to guidance by the G-20
are aimed at aligning the risk-bearing capacity of banks — in terms of the size and quality of
equity — more adequately with the risks banks incur. While Basel Il would probably have
helped contain the effects of the crisis, had it been implemented earlier, a number of items
must still be adjusted, and there is also a need for some complementary measures.

The key elements of the proposals include measures to strengthen the capital framework
by increasing the level of tier 1 capital, combined with more stringent eligibility criteria for the
inclusion of financial instruments in this regard. This would raise both the level and the quality
of the capital requirements. Furthermore, banks are expected to build up capital buffers in
good times that could be drawn down during crises. Countercyclical adjustments in minimum
capital requirements would contribute to financial stability and support the sustained provision
of loans by banks. Moreover, a — somewhat controversial — leverage ratio is to provide a
simple new metric designed to constrain the build-up of leverage at banks, thus compensating
for potential shortcomings of banks’ internal risk measurement models. The capital require-
ments for risks in banks’ trading books (specifically relating to short-term transactions) are to
be raised as well.

Last but not least, the reform responds to the need, as evidenced by the latest financial
crisis, for regulatory constraints that will ensure an adequate liquidity supply for banks through
appropriate liquidity buffers and long-term refinancing structures; in this respect, there are
plans to implement new compliance ratios for banks. At the same time, enhanced accounting
and disclosure requirements for banks are meant to increase transparency.

With a view to testing the impact of the changes to the Basel Capital Accord and to the
CRD on the financial system, relevant data are currently being compiled within the framework
of a quantitative impact study (QIS) in 2010. The QIS findings will be an essential input for
calibrating the new regulatory framework. In Austria, 20 credit institutions are taking part in
the quantitative impact study. These credit institutions have been selected for their size as
well as for the sector and region for which they are representative. The QIS exercise was
launched on February 16, 2010, with a kick-off event and the mailing of worksheets, in which
participants need to enter a variety of balance sheet positions, indicators and product
characteristics. The participating banks submitted the required data to the OeNB up to
April 28. Following plausibility checks, the OeNB is going to send the data via the eBIS platform
to the BCBS and to CEBS (Committee of European Banking Supervisors). In a next step, the
data will be evaluated. The final results are to be expected in July 2010.

The OeNB sees a need for a truly comprehensive review of the planned measures. The
quantitative impact study is a first step in evaluating key changes and their consequences for
banks. However, the planned rules will also need to be reviewed thoroughly with regard to the
impact they will have on lending and on the real economy. In this respect, the BCBS is working
on a joint study with the Financial Stability Board and the IMF on the macroeconomic
implications of the new framework. Initial findings are to be expected by July 2010; detailed
results will be prepared for the G-20 meeting forthcoming in November.
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Table 2

Ratings of Selected Austrian Banks
As at May 25,2010

Deposit Rating Bank Financial
Strength Rating
Long- | Outlook Outlook
Term'
UniCredit Al Negative D+ |Negative
Bank Austria
BAWAG Baa Stable D Stable
PSK.
Erste Group Aa3 Negative C— |Negative
Hypo Alpe- Baa2 | On review E Stable
Adria-Bank for possible
International further
downgrade
VBAG Baal Negative E+ [Negative
RZB Al Stable D+ [Negative

Source: Moody's Investors Service.

" Domestic currency.

Downgrading of Hypo Alpe-Adria-Bank
International Is the Exception, as other
Ratings Remain Unchanged

The situation of Hypo Alpe-Adria-Bank
International in early December 2009,
before the bank was nationalized,
prompted Moody’s to lower its bank
financial strength rating (BFSR) from
E+ to E (now with a stable outlook)
and its long-term deposit rating (LTDR)
from Baal to Baa2 (placed on review
for possible further downgrade). For all
other large Austrian banks, Moody’s
has left its ratings and outlooks un-
changed since end-October 2009, but

negative outlooks continue to prevail.

Stock Price Recovery Has Lost
Momentum since Q4/09; CDS
Spreads Rising Slightly

Following strong price gains for the
stocks of Erste Group and Raiffeisen
International since March 2009, the

32 Last update: May 25, 2010.

Austria’s Financial System Benefits from Improvement in Eastern Europe,
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upward trend lost considerable momen-
tum towards the end of 2009. The
paths of the two stocks have diverged
noticeably since the beginning of 2010.%
While the stocks of Erste Group have
gained 7% year-to-date, those of Raif-
feisen International have lost more than
18%, reflecting investor uncertainty
about the future structure of Raiffeisen
International (some of the losses have,
however, been recouped since the
beginning of March 2010). This not-
withstanding, the stocks of both Erste
Bank and Raiffeisen International have
outperformed the EURO STOXX Banks
index, which serves as a benchmark for
bank stocks of the euro area. Possible
explanations include the diversified and
profitable exposure of Austria’s largest
banks to CESEE as well as the decline
in risk aversion to the region.

The CDS? spreads of Austria’s largest
banks have only partly mirrored the
development of their stock prices. CDS
spreads have been tightening (i.e. im-
proving) compared with their peaks

Chart 40
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3 Credit default swaps (CDS) are generally used as hedging instruments against the default of the underlying claim,
but they may also be used for speculative purposes. CDS thus reflect the prevailing market sentiment, but not the

actual refinancing costs of the respective businesses.
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Chart 41

CDS Spreads of Austrian Banks
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Source: Thomson Reuters, Bloomberg.

registered in March 2009 and remained
broadly unchanged in the fourth quar-
ter of 2009. While market participants
have been somewhat more pessimistic
again about the default probabilities of
Austrian banks since the beginning of
2010, domestic banks’ CDS spreads
have not widened as much as the (Euro-
pean) iTraxx Financials Senior index
(five years).

In other words, while the concerns
of market participants about the public
debt levels of some euro area countries
also affected the stock prices and the
CDS spreads of Austrian banks, the
impact has not been as strong as for the
European peer group.

Insurance Companies and Mutual
Funds Benefit from Financial
Market Recovery

Improved conditions in financial mar-
kets since March 2009 have had posi-
tive repercussions also for Austrian
nonbank financial intermediaries. Given
their business model, nonbank financial
intermediaries are particularly depen-
dent on developments in financial
markets. After an exceedingly difficult

period at the beginning of 2009, senti-
ment in markets brightened; stock prices
rose, risk premiums fell, and the high-
yield currencies appreciated. In addition,
assets under management were bol-
stered by strengthening capital inflows.
However, these positive developments
should not conceal the fact that profit-
ability ratios are under strong pressure
as a result of the financial crisis. More-
over, an important factor to note is that
the financial and ownership interrela-
tions in the financial sector can serve as
channels for contagion.

Austrian Insurance Companies
Benefit from Improved Climate in
the Financial Markets

The pronounced upswing in financial
markets in 2009 also had an impact on
the Austrian insurance sector, with total
assets (+4.9%), investments (+5.2%)
and net income on investments
(+15.1%) rising year on year. Unit- and
index-linked life insurance policies
benefited most from the recovery of
stock markets, as the asset portfolios
underlying these policies are more
heavily based on stocks than those of
conventional life insurance policies.
Premium income in the insurance
sector went up by 1.2% overall in 2009,
which breaks down to 0.8% in the life
insurance segments, 1.2% in the prop-
erty/casualty insurance segments and
3.7% in the health insurance segment.
Expenses for payouts of insurance
claims augmented by 6.4%, rising in
equal measure in the life insurance and
in the property/casualty insurance seg-
ments. Income on ordinary activities
skyrocketed by more than 80% to EUR
0.7 billion in 2009, albeit starting from
a low level. At the end of 2009, the
solvency ratio was nearly unchanged at
340%.

The stabilization of the CESEE

region in the course of 2009 was im-
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portant also for the Austrian insurance
companies doing business in the area,
as the stabilization was accompanied by
a rise in confidence in the financial
markets, which enhanced the value of
insurance companies’ investment, and by
a slower decline in economic growth,
which was important for premium
growth.

The insurance sector’s investment
plays a key role in the analysis of finan-
cial stability and potential contagion.
The OeNB’s securities statistics, which,
among other things, list all securities
held by Austrian insurance companies,
provide more detailed insights into
insurance sector investment. At the
end of 2009, Austrian insurance firms
held roughly EUR 68 billion worth
of securities (mostly debt and equity
securities), which corresponds to nearly
70% of total assets (EUR 99 billion).
Breaking down these assets, EUR

Austria’s Financial System Benefits from Improvement in Eastern Europe,
but Economic Environment Remains Challenging

56.9 billion or 84% were invested
in debt securities, EUR 8.7 in equity
securities**. The maturities of the debt
securities are such that long-term
liabilities are offset by long-term assets,
which is typical of insurance compa-
nies, as more than half of the debt
securities (EUR 34.5 billion) have more
than ten years to run.

By type of instrument, securities
issued by banks accounted for the lion’s
share of insurance companies’ financial
investment (EUR 32.7 billion), with a
share of EUR 14 billion being attribut-
able to Austrian banks. Foreign bank
instruments stemmed above all from
German banks (EUR 7.4 billion), U.K.
banks (EUR 2.1 billion), and French
banks (EUR 1.9 billion). The exposure
to banks from Portugal, Ireland, Italy,
Greece and Spain totaled EUR 2.3 bil-
lion. Finally, the Austrian insurance
sector had EUR 0.3 billion worth

Chart 42
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3* Debt securities include mortgage bonds, asset-backed securities, commercial papers, certificates of deposit,
fixed-income securities, and fixed-income funds; equity securities include equity interest and equity funds.
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of securities originating with CESEE
banks in its portfolio.”” The exposure
to the financial sector as a whole, i.e. to
banks, pension funds, financial holding
companies and the like, adds up to
nearly 70% or more than EUR 46 billion
of total financial investment reported
by insurance companies. In other
words, the stability of the insurance
sector is highly dependent on condi-
tions at financial intermediaries.

Sovereign exposure amounted to
EUR 13 billion or 20% of total securities
investment. Against the background of
the pronounced rise in sovereign risk in
recent months, price risk has material-
ized more extensively on this invest-
ment position than in the past.

The largest exposures were to debt-
ors from Austria (EUR 23 billion),
Germany (EUR 11.4 billion) and
France (EUR 5 billion). The insurance

sector’s total exposure in CESEE issued
securities came to EUR 2.2 billion; that
to securities of Portugal, Ireland, Italy,
Greece and Spain to EUR 7.8 billion.
Investment in Greek securities, mainly
government bonds, ran to slightly more
than EUR 0.8 billion at the end of
2009. The seven largest exposures were
to AAA-rated countries and accounted
for slightly more than three-quarters of
total sovereign exposure.

The following challenges for the
insurance sector risks may be identified
under the current economic circum-
stances: increased sovereign risk, an
extended period of low interest rates,
setbacks in the financial markets, and
low economic growth in tandem with
anemic labor markets. While the con-
tagion risk between the banking and
insurance sectors has declined some-
what, it remains elevated.

Chart 43

Breakdown of Securities Held by the Austrian Insurance Sector
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% The OeNB’s securities statistics cover holdings of securities only at an unconsolidated level, which means that they
do not include securities held by Austrian insurance companies’ CESEE subsidiaries. These securities could raise

the exposure to banks operating in CESEE.
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Trend Reversal for Mutual Funds

after a Difficult First Quarter in 2009
After having suffered price losses* and
a contraction of assets under manage-
ment for seven successive quarters to
the beginning of 2009, Austrian mutual
funds started to recover again from the
second quarter of 2009 and staged a
trend reversal, with substantial price
gains and income (EUR 10.8 billion)
for the whole year. Total assets under
management by Austrian mutual funds
went up by EUR 11.2 billion (+9%)
from end-2008 to end-2009 and reached
EUR 140.6 billion at the end of
February 2010, a level last seen in the
third quarter of 2008. Mirroring these

Chart 44
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developments, the consolidated net asset
value actually invested in the market,
i.e. assets under management adjusted
for fund-of-fund investment, climbed
to EUR 117.2 billion at the end of
February 2010.

Figures on the structure of the
holders of mutual fund shares, which
have been compiled since end-2008,
indicate that at the end of February
2010, 85% of the consolidated net asset
value was held by domestic investors,
more than two-thirds of which are
attributable to households and nonprofit
institutions serving housecholds (EUR
36.0 billion or 36%), as well as insur-
ance corporations and pension funds
(EUR 33.8 billion or 34%).

The operating profit of Austrian
investment companies37 was EUR

106 million at the end of 2009, having

Chart 45

Holders of the Consolidated Net Asset
Value of Austrian Mutual Funds
(Q4 2009)
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’% Changes in consolidated net asset value resulting from revaluation adjustments and income.

37 Austrian investment companies as defined in the Investment Funds Act and real estate investment management
companies as defined in the Real Estate Investment Funds Act.
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grown by 18% during the year. When
considering this result, it must be borne
in mind that the number of investment
companies increased by 1 to 30 in the
course of 2009. This positive business
trend is gratifying after a very difficult
period in 2008, but a comparison with
2007, when operating profit amounted
to EUR 178 million, clearly indicates
that investment companies are still
affected by the financial crisis. More-
over, employment in the industry
contracted by more than one-fifth from
963 employees at end-2008 to 763 em-
ployees at end-2009. The expected
annual surplus of investment compa-
nies, finally, came to EUR 77.4 million
in 2009 (+7% year on year; peak at
end-2006: EUR 147 million).

The study “Assessing the Relevance
of Austrian Investment Companies and
Mutual Funds for Financial Stability” in
the special topics section of this issue of
the Financial Stability Report provides
a more detailed analysis of the latest
developments in the Austrian mutual
fund market.

Pension Funds and Severance Funds
Display Mixed Results

The recovery from the economic and
financial crisis also had positive reper-
cussions on Austrian pension funds and
severance funds. Above all pension
funds' nominal return on investment,
which had declined by 13% in 2008,
moved back into positive territory to
finish the year 2009 with 9% growth.
Severance funds, which tend to invest

more heavily in conservative debt secu-
rities, posted a far less pronounced
negative result in 2008, but also
achieved lower gains of +4% in 2009.
Improving corporate governance at
funds by providing more transparent
information about market operations
and fees would be desirable. As a case
in point, it is currently difficult to
assess to which degree return on capital
invested, actuarial income or e.g. a
change in mortality tables impact on
beneficiaries. Moreover, at least for
existing contracts, competition intensity
must still be judged to be low.™

Recent figures for 2009 show that
both pension funds and severance funds
continued to enjoy stable returns.
Important factors with an impact on
this result are the retained asset
management fees, which correlate with
the size of the assets under manage-
ment and with the level of the regular
contributions. Pension funds and sever-
ance funds receive a total of about EUR
100 million annually for management,
i.e. the collection of contributions
and asset management. (Assets under
management came to EUR 16.6 billion
in the fourth quarter of 2009, so the
management fees correspond to around
0.6% of assets under management.)

In a breakdown, severance funds
managed assets worth EUR 2.8 billion
in the fourth quarter of 2009 (+32%
year on year), and pension funds assets
worth EUR 13.8 billion (+16% year on
year). Assets under management are ex-
pected to continue to grow in the future.

3 See also Schmitz, S. W. 2008. Governance-Struktur und Verteilung der Risiken im Osterreichischen Pensionskassen-

system. In: Zotter, T. (ed.) Pensionskassen: Europa — Osterreich — Strukturen, Erfahrungen, Perspektiven, Lexis-

Nexis Verlag ARD Orac. Vienna. 107—129.
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Stephan Barisitz,
Mathias Lahnsteiner’

From Stormy Expansion to Riding out the
Storm: Banking Development in Kazakhstan

1 Macroeconomic Background?

Pushed by expanding income (on the back of rising oil prices) and by rapid external debt accu-
mulation, the Kazakh banking sector featured one of the most dynamic credit booms in
CESEE until 2007. Following the U.S. subprime crisis, banks’ access to external funding plum-
meted and credit expansion ground to zero. The global financial and economic crisis that
broke out in late 2008 forced credit institutions to drive down their external debt. Moreover,
the collapse of the oil price in late 2008 and the devaluation of the Kazakh tenge in February
2009 cut domestic demand, liquidity and solvency. The share of nonperforming loans (NPLs)
skyrocketed from 7% at end-2008 to 38% a year later. Large losses stemming from real
estate exposure (burst of the housing bubble), lending to dubious partners and fraud played a
role. Loan loss provisions were sharply ramped up, profitability was all but wiped out in 2008
and hefty losses incurred in 2009 (ROA at end-2009: —24%). Sector capital even turned
negative. The authorities’ crisis response measures included the nationalization of two of the
country’s largest banks and the recapitalization of two others (together accounting for
two-thirds of banking sector assets). The two nationalized banks then defaulted on their high
foreign liabilities and initiated debt restructuring negotiations that are currently in the process
of completion, promising steep haircuts for creditors, which should reduce the sector’s debt
burden and positively impact its capital. Very high credit risk and a weak institutional environ-
ment weigh on investor sentiment. But there are also important shock-absorbing factors: the
(oil price-driven) recovery of the real economy, depositor confidence, record-level official
foreign currency reserves, the record-level oil stabilization fund and modest public debt.

JEL classification: G21, G28, P34
Keywords: Banking sector, banking crisis, credit boom, credit crunch, nonperforming loans,
recapitalization, nationalization, shock-absorbing factors, Kazakhstan

with banks’ external debt growing fast-

Following buoyant economic expansion
(by over 10% p.a.) in the period from
2000 to 2007, annual GDP increases
decelerated to 3.3% in 2008 and fur-
ther to 1.2% in 2009. The impressively
strong growth until 2007 benefited
from economic recovery after a partic-
ularly deep transition depression in the
1990s, substantial energy price rises
and related terms-of-trade improve-
ments and large inflows of capital —
FDI as well as debt-creating inflows. At
the same time, the deterioration of the
current account balance despite high oil
prices signaled economic overheating.
Gross external debt swelled to levels of
above 90% of GDP in 2006 and 2007,

1

est (table 1). In the period of high oil
prices, gross official reserves also in-
creased and the authorities accumu-
lated substantial financial resources in
the National Fund of the Republic of
Kazakhstan (NFRK), the country’s oil
stabilization fund.

Kazakhstan’s dependence on exter-
nal financing made itself painfully felt
in the second half of 2007, when the
U.S. subprime crisis drastically re-
duced commercial banks’ access to ex-
ternal funding. This caused a credit
crunch and substantially cut back eco-
nomic growth. The freezing of global
financial markets and the
worsening of the economic crisis in the

dramatic

Oesterreichische Nationalbank, Foreign Research Division, mathias.lahnsteiner@oenb.at,

stephan.barisitz@oenb.at. The authors gratefully acknowledge comments by Philip Reading and
Thomas Reininger (OeNB). A presentation based on this paper was discussed at the OeNB’s East Jour Fixe on
“Kazakhstan: From Star Performance to Crisis Management and Back Again?”, held on April 30, 2010, in Vienna.

For additional information, see section 2 in Barisitz (2009).
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From Stormy Expansion to Riding out the Storm: Banking Development in Kazakhstan

Table 1

Selected Macroeconomic Indicators

Real GDP growth (annual change, %)

Inflation (end-of period, CPI, annual change, %)

Budget balance (general government, % of GDP)
Current account balance (% of GDP)

Net FDI inflows (% of GDP)

Total gross external debt (% of GDP)

Thereof: banking sector gross external debt (% of GDP)
Gross international reserves (% of GDP)

NFRK' assets (% of GDP)

2005 ‘ 2006 ‘ 2007 ’ 2008 ‘ 2009

9.7 10.7 89 33 12
7.5 8.4 18.8 9.5 6.2
5.8 7.5 1.7 21 =31
—1.9 2.5 —7.8 4.8 3.2
3.7 8.3 7.5 1.2 8.9
76.5 919 91.0 817 1044
27.0 414 43.2 29.7 281
12.5 23.7 16.5 151 217
14.2 17.5 19.7 20.8 22.8

Source: National Bank of Kazakhstan, Thomson Reuters, OeNB calculations, wii w.

" National Fund of the Republic of Kazakhstan (oil stabilization fund).

wake of the default of Lehman Brothers
in September 2008 further tightened
access to foreign finance and contrib-
uted to the reversal and sharp decline
of oil and raw material prices, thus
wiping out previous terms-of-trade
gains. The Kazakh economy entered a
bout of stagnation.

To cope with the renewed — and
more serious — destabilization, the state
took over and bailed out some of the
country’s largest credit institutions.
The authorities’ entire anti-crisis pack-
age3 provides for the allocation of about
EUR 10 billion (about 12% of GDP)
over 2009 and 2010 to support the
banking sector, residential construc-
tion, SMEs, agriculture and infrastruc-
ture development. Worsening external
balances, the strong depreciation of the
Russian ruble in late 2008 and early
2009 and mounting losses of currency
reserves in defending the Kazakh tenge
exchange rate against the U.S. dollar
eventually prompted the National Bank
of the Republic of Kazakhstan (NBK)
to devalue the Kazakh tenge by 20% in
one stroke in early February 2009.

Whereas the country’s already high ex-
ternal debt remained at around EUR
77 billion to EUR 78 billion during the
year 2009, its ratio to GDP sharply in-
creased — to over 100% — largely as
a result of the devaluation of the na-
tional currency.” Recovery of oil prices
and of world economic activity in the
second half of 2009 reinvigorated the
Kazakh real economy. Meanwhile, as
appreciation pressures increased amidst
rising commodity prices, the central
bank repeatedly intervened on the
foreign exchange market to prevent
the Kazakh tenge from strengthening
too fast. At the same time, foreign
currency reserves were replenished

(table 1).

2 Banking Developments and
Reforms
2.1 Accelerating Credit Boom
(up to mid-2007)

Up to 2007, Kazakhstan had witnessed
one of the most rapid credit booms of
transition history. In 2005 and 2006,

annual growth rates of bank loans ex-
ceeded 60% in real terms (table 2). The

“Joint Action Plan of the Government, National Bank and Financial Supervision Agency for Stabilization of the

Economy and Financial Sectorfor 200920107, adopted in late 2008 and later slightly amended.

As to the structure of the country’s external debt, intercompany loans somewhat increased (from 37% of total

external debt in 2008 to 44% in 2009), whereas bank external debt declined (from 36% to 27%).

FINANCIAL STABILITY REPORT 19 — JUNE 2010



sector was mostly owned by domestic
private businessmen and financial-in-
dustrial groups (conglomerates), al-
though foreign — including Austrian —
participation increased to 16% of total
banking assets by end-2007. Important
acquisitions by foreign strategic inves-
tors include UniCredit Bank Austria’s
purchase in June 2007 of a 92% stake
in ATF Bank, the fifth-largest Kazakh
credit institution, for EUR 1.6 billion,
and South Korean Kookmin Bank’s
purchase in March 2008 of a 30% share
(later increased to 42%) in Bank Cen-
terCredit (BCC), the sixth-largest, for
EUR 400 million.

The credit boom was fueled by ex-
panding deposits and particularly by
swelling foreign debt (leverage-led
growth model). Relatively cheap syndi-
cated bank loans and eurobond issues
contributed to raising the share of non-
residents in banks’ liabilities from about
a quarter early in the decade to over
one-half in 2005 and 2006, which even
surpassed the share of deposits. Banks’
growing external debt (mostly me-
dium- and long-term) was the major
force pushing up the country’s total
foreign debt and in 2006 accounted for
almost half of the latter. Mortgage, car
and other consumer loans as well as
trade and construction loans grew es-
pecially swiftly.5 Total consumer loans
multiplied to reach more than one-
third of the credit portfolio. In partly
speculative investments, banks also in-
creased their own holdings of real es-
tate, financial assets and investments
outside Kazakhstan. Property prices
skyrocketed. The share of foreign cur-
rency loans in total domestic loans to
the private sector remained high, at
48% at end-2006, while in total do-

From Stormy Expansion to Riding out the Storm: Banking Development in Kazakhstan

mestic loans to households it increased
markedly to 67% (table 2).

While largely externally financed
banking activity constituted a key
driver of economic growth and, in fact,
macroeconomic overheating, sizeable
financial stability risks accumulated:
The sheer speed of credit expansion
was liable to bear problems for risk
management. The substantial share of
foreign currency-denominated lending
to often unhedged houscholds and
firms gave rise to sizeable indirect
credit risk. Connected lending is also
estimated to have surged. And the de-
gree of dependence attained on cross-
border capital inflows exposed banks
to considerable refinancing and rollover
risks. Moreover, off-balance sheet
items® had grown to over three-quar-
ters of the size of balance sheet assets by
end-2006. These problems have to be
seen against the backdrop of weak cor-
porate governance and banking super-
vision (see below).

2.2 Strong Impact of U.S. Subprime
Crisis
The U.S. subprime crisis of August
2007 immediately heightened interna-
tional investors’ risk aversion and in-
duced large-scale deleveraging, which
implied withdrawals from placements
in emerging markets. Market percep-
tions of risk on Kazakh assets rose
sharply in August and September 2007,
as direct exposure of some systemically
important banks to the U.S. subprime
market as well as the high degree of de-
pendence on external funding raised
analysts” awareness of the built-up debt
burden of the Kazakh banking sector.
After banks’ access to external funding
had plummeted, rating agencies down-

* The oil sector does not rely on domestic banks for financing.

6 Off-balance sheet items include contingent claims, contingent liabilities, transactions in foreign currencies and

precious metals, and derivatives.
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graded some credit institutions and the
sovereign in the fall of 2007. Confi-
dence in the banking sector declined
and household deposits contracted by
about 5% in September and October
2007. Thereupon, credit institutions

loans,” which reined in growth of the
nonoil economy and drastically affected
mortgage and consumer finance. Prop-
erty price development reversed and
prices declined substantially. The Ka-
zakh housing bubble burst, residential

effectively  stopped providing new  construction virtually stopped. Over
Table 2

Selected Banking Sector Stability Indicators

2007 2009
Credit risk
Bank assets (% of GDP) 59.5 86.9 909 74.6 727
Private sector loans (% of GDP) 344 459 56.5 46.8 481
Real growth of loans to the private sector (annual change in %) 62.5 66.9 30.2 —6.1 3.5
Real growth of loans to the private sector (exchange rate-adjusted, annual change in %) 611 694 32.2 —6.2 -13.0
Loans to households (% of loans to the private sector) 25.8 32.7 355 31.3 291
Nonperforming loans (% of total loans)’ 3.3 24 27 VAl 37.8
Market and exchange rate risk
Foreign currency loans (% of GDP) 17.6 222 241 20.7 233
Foreign currency loans (% of total private sector loans) 51.5 484 427 AL 484
Foreign currency loans to households (% of GDP) 49 6.7 74 53 55
Foreign currency loans to households (in % of loans to households) 63.3 67.0 66.1 571 46.3
Foreign currency deposits (% of GDP) 91 10.6 9.7 12.0 17.8
Foreign currency deposits (in % of private sector deposits) 419 35.2 32.0 354 43.7
Lending rate (% p.a.)’ 13.0 12.2 14.8 161 14.3
Deposit rate (% p.a.)’ 91 9.8 11.5 11.3 10.0
Liquidity risk
Private sector deposits (% of GDP) 21.8 3041 303 339 40.7
Real growth of private sector deposits (annual change in %) 211 71.6 6.4 270 12.7
Real growth of private sector deposits (exchange rate-adjusted, annual change in %) 199 73.6 7.8 27.0 7.6
Loan-to-deposit ratio (%) 156.8 152.5 186.6 1379 1181
Loans-minus-deposits gap (funding gap) (% of banks' total liabilities) 230 20.2 32.8 19.7 9.3
Liquid assets (% of total assets) 161 139 43 19.3*
Liquid assets (% of short-term liabilities) . . 56.3 16.0 51.5¢
Banks' external debt (% of banks' total liabilities) 50.3 52.8 541 454 35.6
Share of short-term external debt (% of banks' total external debt) 14 122 124 17.5 17.8
Profitability
Return on assets (ROA, %) 1.8 14 2.2 0.2 —241
Return on equity (ROE, %) 18.7 14.6 184 19 -1190.0
Non-interest expenses to gross income (%) 76.26 55.08 59.01 96.1*
Shock-absorbing factors
Capital adequacy ratio (total banking sector, %) 14.9 14.8 14.2 149 -8.0
Capital adequacy ratio (excluding BTA and Alliance bank, %) i . . . 16.7
Loan-loss provisions (% of total loans) 5.6 5 59 1141 377
Memorandum items
Foreign participation in the authorized capital of financial organizations (%) 10.5 5.6 154 179 16.7¢
Banks with foreign participation (% of banks' total assets) 7.3 59 15.8 15.8 23.8¢
Majority state-owned banks (% of banks' total assets) 23.3°

Source: National Bank of Kazakhstan, Agency on Regulation and Supervision of Financial Markets and Financial Organizations of the Republic of Kazakhstan (FSA), OeNB calculations.

" Broad definition of NPLs: loans overdue past 60 days and other qudlified loans (FSA categories 5 and loss).
2 Refers to weighted average of interest rates on credits extended to legal entities, excluding banks in tenge by maturity.

’ Refers to weighted average of interest rates on time deposits of individuals, in tenge by maturity.
* September 2009.
5 Estimate. Source for figures on assets of Kazakhstan's largest banks: ATON.

" Month-on-month credit growth ground to zero.
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the year 2007, the credit-to-deposit ra-
tio rose by over 30 percentage points to
187% — among the highest relative to
peer countries (table 2).

In response to the liquidity squeeze,
the NBK provided large-scale liquidity
support to banks through repo agree-
ments, foreign exchange swaps, early
redemption of NBK notes and the re-
duction of reserve requirements. The
government established a EUR 800
million (1.1% of GDP) financing facil-
ity in the form of earmarked govern-
ment deposits with banks — to be on-
lent to assist construction companies
and support SMEs. The NBK also in-
tervened heavily and successfully in the
foreign currency market to support the
Kazakh tenge. After declining by about
15% in the fall of 2007, official foreign
currency assets (comprising NBK res-
erves and NFRK funds) recovered again
and came to EUR 28.4 billion in mid-
2008. The (temporary) stabilization of
the situation was supported by high and
spiking oil prices until the summer of
2008. Meanwhile, banks’ external debt
climaxed at EUR 31 billion (43% of
GDP) at end-2007, and off-balance
sheet items reached 90% of the size of
the sector’s total assets. Notwithstand-
ing progress in strengthening the pru-
dential framework, including the intro-
duction of consolidated supervision,
the Financial = Supervision Agency
(FSA)® remained attached to formalis-
tic compliance-oriented schemes in-
stead of moving toward forward-look-
ing risk-based supervision.

From Stormy Expansion to Riding out the Storm: Banking Development in Kazakhstan

2.3 Repercussions of the Worsening
Global Crisis (since late 2008)
The second wave of the U.S. and world
financial crisis aggravated the Kazakh
banking sector’s difficulties. Global de-
leveraging intensified and forced credit
institutions to drive down their exter-
nal indebtedness. The collapse of oil
and commodity prices and the sharp
slowdown of growth struck the bank-
ing sector by cutting domestic income,
demand, liquidity and solvency. More-
over, the devaluation of the Kazakh
tenge in early 2009 added to pressures
by sharply adjusting debt-servicing bur-
dens of unhedged borrowers. After an-
nual loan growth had more than halved
to 30% in 2007 (in real terms), the
credit volume shrank by 6% in 2008
and by another 4% in 2009. However,
in exchange rate-adjusted terms,
shrinkage accelerated in 2009 (—13%).
Mainly due to numerical exchange rate
effects, the share of foreign currency
loans reverted back to 52% in the
first half of 2009, before receding to
a still high 48% at the end of the year

(table 2).

The share of NPLs (broad defini-
tion, i.e. loans overdue 60 days) in total
loans more than doubled to 7% in 2008
and from there more than quintupled
to a disquieting 38% in 2009 (36% at
end-March 2010).” The devaluation of
the Kazakh tenge in early 2009 cer-
tainly contributed to the deterioration.
Large losses stemming from real estate
exposures, lending to dubious partners,
and outright fraud and embezzlement
may also have played a role. It is not
clear whether a turnaround is immi-
nent, but it is expected to come in

§ Agency of the Republic of Kazakhstan on Regulation and Supervision of the Financial Market and Financial

Organizations, established in 2004.

* In a narrow definition (i.e. loans overdue 90 days) more consistent with international country comparisons,
nonpezforming loans rosefrom 5% (ftotal loans at end-2008 to 21% a year later, which still gives rise to

concern. NPLs (of whatever definition) do not include restructured loans, which may account for an additional

20% of the total volume.

FINANCIAL STABILITY REPORT 19 — JUNE 2010



From Stormy Expansion to Riding out the Storm: Banking Development in Kazakhstan

2010. A considerable share of banks’
external holdings turned out to be of
questionable quality. This goes particu-
larly for Bank Turan Alem (BTA), the
country’s largest credit institution at
end-2008, which had invested about half
of its assets in Russia, Ukraine and other
CIS countries. Many banks have become
risk averse and prefer to keep surplus
liquidity on accounts with the NBK.

In reaction to the renewed crisis sit-
uation, the authorities’ anti-crisis plan
(see above) has focused its intervention
and the largest amount of its assistance
on supporting the banking sector. Ka-
zakhstan’s legislation was adjusted to
enable the state to buy stakes in the
country’s largest credit institutions. Up
to mid-2009, about half of the amount
provided for by the anti-crisis plan was
disbursed: The three largest and ailing
credit institutions were recapitalized:
In February 2009 the state holding
company Samruk-Kazyna'® acquired a
dominating equity stake of 75% in
BTA, a minority stake of 28% in Halyk
Bank (a savings bank and the country’s
second-largest bank), and a minority
stake of 18% in Kazkommertsbank (the
third-largest bank) for a total of EUR
1.7 billion. Another EUR 150 million
was set aside for a majority stake in Al-
liance bank (the fourth-largest). These
four banks together accounted for
about two-thirds of the book value of
banking sector assets at end-2008; none
of them was foreign owned.

Samruk-Kazyna further placed de-
posits of EUR 1.3 billion (1.6% of

GDP) in the banking sector. Addition-
ally, EUR 1.5 billion was channeled
through the sector to support construc-
tion projects, mortgage, SME and farm
lending. The lion’s share of funding for
the anti-crisis plan has come from the
NFRK. The NBK, in turn, loosened
monetary conditions by repeatedly cut-
ting the refinancing rate and by further
easing reserve requirements.' The de-
posit insurance fund (KDIF, established
1999) was strengthened: The KDIF’s
capital base was increased fourfold to
KZT 100 billion (about 0.6% of GDP)
and the deposit ceiling for retail cus-
tomers was raised from KZT 700,000
per depositor per bank to KZT 5 mil-
lion (around EUR 22,500)." This may
have contributed to staving off possible
bank runs.

After having slowed down sharply
in 2007, total deposits expanded again
by over a quarter in 2008 and by 13%
in 2009. This was partly due to inflows
from public entities (Samruk-Kazyna),
and (in 2009) partly due to valuation
effects from the devaluation of the na-
tional currency. In exchange rate-ad-
justed terms, deposit expansion in
2009 came to 8%. The loan-to-deposit
ratio descended again to 113% at end-
February 2010, a level not seen since
2004.

While NPLs have been rising pre-
cipitously over the last year, credit in-
stitutions have reacted by ramping up
loan-loss  provisions (and have thus
complied with NBK instructions). At
end-2009, provisions came to 38% of

10 Samruk-Kazyna is a public entity created by the end-2008 merger of the state asset holding company Samruk and
the sustainable development fund Kazyna. Samruk-Kazyna employs more than 260.000 persons among 404

subsidiaries and associates spread across key sectors qfthe economy including energy, mining, telecommunication,

transportation, finance and banking. Samruk-Kazyna estimates that total deposits by its entities in the top ten
Kazakh banks account for more than one-third of the latters’ deposit base (IMF 2009, p. 9). According to IMF
estimates, by end-2009, Samruk-Kazyna’s balance sheet exceeded EUR 35 billion (46% of GDP).

1

Overall, in the assessment of NBK governor Marchenko, the authorities spent about EUR 13 billion in the period

from 2008 to 2009 to shore up the banking sector (Euromoney, 2010, p. 32).

2 However, KDIF reserves are not sufficient to cover deposits at the largest credit institutions. The KDIF has the

right to borrowfrom the NBK (IMF, 2009, p. 11).
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total loans (chart 1)." Banks have also
shown flexibility by restructuring part
of their loan portfolio with the aim of
facilitating customers’ debt service.
However, as a consequence, profitabil-
ity was all but wiped out in 2008 and
hefty losses were incurred in 2009
(ROA end-2009: —24%, table 2)."*
Sector capital adequacy collapsed in
the course of 2009 (end-2009: —8%,
chart 1). The sector’s total debt sur-
passed its total assets in the second
quarter of 2009. Kazakh banking capi-
tal thus turned negative.” At the end of
the third quarter, the gap between
banks’ assets and liabilities had widened
to 6% of GDP. An evaluation of bank-
ing sector stability carried out by the
FSA at the end of the third quarter of
2009 confirmed a substantial deterio-
ration of stability compared to the situ-
ation at the beginning of the year. This
deterioration was largely triggered by
the erosion of banks’ credit portfolio
quality and by the increase of provi-
sions. Thus, the FSA assessed the sector
as “unstable” at end-September 2009;
at the same time, if BTA’s and Alliance’s
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data were excluded, the sector would
still be regarded as “stable, with ex-
tremely high risk levels”.'® All in all, the
above-mentioned “surprises” and defi-
ciencies related to the two defaulted
banks (see Box 1) point to persisting se-
rious weaknesses of corporate govern-
ance, risk management, prudential reg-
ulation and supervision. Kazakh ac-
counting  practices do not yet
correspond to IFRS.

Due to the frozen international debt
market, public assistance and ongoing
debt servicing, Kazakh banks reduced
their external liabilities over two years
by about one-third to EUR 21 billion,
which corresponds to 36% of their to-
tal liabilities and 28% of the country’s
GDP at end-2009." Yet banks’ total li-
abilities remained largely stable at
around 80% of GDP. The above-men-
tioned anti-crisis plan thus contributed
to effectively replacing banks’ declin-
ing foreign debt with domestic (state)
debt in order to uphold banking resour-
ces, activity and the functioning of
parts of the economy.

Box 1

Bank Turan-Alem’s and Alliance Bank’s Default and Restructuring

Soon after BTA and Alliance Bank were nationalized, it turned out that their financial needs
were higher than originally assessed: In mid-2009, the two banks’ foreign liabilities were
estimated to add up to about EUR 12 billion (comprising more than 40% of the banking sec-
tor’s total external debt or up to 15% of the country’s external debt), of which BTA owed
almost three-quarters. In April 2009, both banks defaulted on their foreign obligations, which
triggered payments on credit default swap (CDS) contracts written on the two banks. The

13 Not including Bank Turan-Alem and Alliance, NPLs at end-2009 came to around 18% of the banking sector’s
loan portfolio, and provisions reached about the same level.

14 Notwithstanding this dramatic deterioration, many credit institutions have apparently still been reluctant to

recognize their losses (NBK-FSA, 2009, p. 51).

" The negative equity values of the two large players Bank Turan-Alem and Alliance Bank pushed overall sector

capital below zero (NBK-FSA, 2009, p. 58).

16 NBK-FSA (2009, p- 59); stability evaluation is carried out by calculating the Aggregate Financial Stability Index

(AFSI), as described in the NBK-FSA (2008).

"7 Net external debt of the financial sector was cut much more over this time span: It contracted by three-quarters to
EUR 4.9 billion at end-2009 (Standard & Poor’s 2010, p. 4). Banks’ total external debt reportedly declined
further in the first quarter of 2010, to EUR 19 billion. These changes do not yet incorporate any write-offs

related to debt restructing negotiations and/or arrangements with BTA and Alliance.
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authorities declared that they do not intend to guarantee the loans of (nationalized) Bank
Turan-Alem, Alliance Bank or of any other credit institution. In the summer of 2009, the two
insolvent banks signed memoranda of understanding with their foreign creditors in which the
latter principally approved to restructure the credit institutions’ foreign debt. In November,
Temirbank (the eight-largest bank of Kazakhstan), of which BTA — and therefore, the state —
is a major shareholder, also declared default on its obligations and launched restructuring
negotiations.

In December 2009, BTA as well as Alliance reached preliminary agreements with their
creditors in which the latter accepted major haircuts (of 60% and higher). Subsequently,
Samruk-Kazyna took over Alliance entirely. Temirbank reportedly reached a preliminary
agreement with its creditors at end-March 2010. At around the same time, Alliance is reported
to have signed its final agreement, which i.a. provides for the bank’s creditors to take a 33%
stake in Alliance (besides Samruk-Kazyna’s remaining 67% stake) and for the bank’s debt to
be cut from EUR 3.3 billion to EUR 800 million (i.e. by 76%). BTA’s final agreement is expected
to be concluded until the summer of 2010. Once the BTA restructuring is wrapped up, Sber-
bank (of Russia) is widely expected to purchase a majority stake of BTA from Samruk-Kazyna.

Chart 1
Non Performing Loans, Loan Loss Provisions and Capital Adequacy
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Source: National Bank of Kazakhstan, Agency on Regulation and Supervision of Financial Markets and Financial Organizations of the Republic of
Kazakhstan (FSA).

2.4 Some Signs of Stabilization, highest-ever combined level). Mean-

Regulatory Reform while, two new foreign players entered
While they had dipped in late 2008 and ~ the market in 2009: JSC “Shinkhan
carly 2009, combined NFRK funds and ~ Bank” (of South Korea) and Vneshtorg-
NBK reserves subsequently benefited bank (VTB, Russia) opened subsidiar-
from the brightening external environ- ies. Foreign-owned banks’ share in to-
ment and the recovery of commodity tal banking sector assets rose to almost
prices in the second half of 2009 and  one-quarter by end-Sept 2009; foreign-
expanded to EUR 38.9 billion at end- owned banks’ share in total deposits
March 2010 (about 48% of GDP, their also increased. While this partly re-
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flects weaknesses of domestically
owned banks, it is certainly not a sign
of eroding confidence. Credit institu-
tions’ overall liquidity situation im-
proved in recent months. Conditions
allowing, the state plans to divest its
stakes in the banking sector in the
coming years.

In a regulatory response to the cri-
sis, the authorities have recently tight-
ened some elements of banking regula-
tion or plan to do so: On October 1,
2009, the FSA raised banks’ minimum
capital requirements by more than
three times to KZT 5.0 billion (approx-
imately EUR 24 million). There are
some exceptions for credit institutions
that operate outside the two main cities
of Almaty and Astana and are not regis-
tered there. These banks face mini-
mum capital requirements of KZT 2.0
billion (EUR 10 million). Still, the sub-
stantial increase is expected to trigger
some mergers and acquisitions in the
sector. In early 2010, the FSA decided
to curb new domestic foreign currency
lending through higher provisioning re-
quirements on loans to borrowers that
do not have effective currency hedges
(10% from mid-2010, 20% from 2011).
The FSA and NBK further aim to limit
banks’ borrowing in foreign markets to
a maximum of 30% of total funding (at
end-2009 it stood at 36%), to cap the
loan-to-deposit ratio at 150% and to
contain the growth of off-balance sheet
liabilities potentially through a ban on
certain types of transactions (Standard
& Poor’s 2010, p. 18—19).

3 Conclusion and Assessment of
Current Risks

Looking ahead, for the Kazakh banking
sector a lot will depend on the further
development of the external environ-
ment, especially with regard to global
demand and the oil price as well as ex-
ternal financing conditions. So far,

signs of recovery of the real economy
are not yet accompanied by signals of
recovery of banking activity. With an
important part of the banking sector
still in default, banks are definitely not
yet driving the recovery of the national
economy; rather, they are preoccupied
with overcoming their own serious
earnings and capitalization problems.
Foreign-owned  credit  institutions
would appear to be in a comparatively
good position to fill the gap and con-
tribute to the economic recovery.

3.1 Very High Credit Risk
Very high NPLs reflect pronounced

credit risk and are also largely responsi-
ble for the continuing credit crunch.
This goes particularly for relatively high
foreign currency lending — to an im-
portant extent to unhedged households.
Mounting loan-loss provisions have
wiped out profits, generated losses and
pushed capital and capital adequacy
into negative territory. This happened
despite important recapitalization and
nationalization measures in the ecarly
months of 2009. Obviously, further
capitalization and/or restructuring
measures appear necessary. Further-
more, despite improvements, Kazakh
credit institutions remain exposed to a
high share of (domestic and external)
foreign currency-denominated debt in
total banking debt. However, risks of a
further devaluation of the Kazakh tenge
are not imminent, as recent appreci-
ation tendencies indicate.

3.2 Risk of Shaking Investor
Confidence

The default of two of the largest banks
(Bank Turan Alem, Alliance Bank) —
after the state had taken over majority
stakes in both — already affected inves-
tor confidence. Moreover, as a result of
restructuring  negotiations, foreign
creditors are obviously putting up with
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sizeable haircuts. Of course, foreign
creditors have generally had a lot to
cope with in the last two years of global
crisis, and the authorities are obviously
factoring in investors’ usually short
memory. In any case, strategic inves-
tors’ confidence in the Kazakh banking
sector has not evaporated, as witnessed
by their expanding presence. At the
same time, there is an emerging tend-
ency that foreign investors substitute
the
(mainly via purchases of existing local
banks) for the extension of cross-bor-
der loans.

establishment of subsidiaries

3.3 Uncertainty Triggered by Weak
Institutional Environment

Given Kazakhstan’s traditional reputa-
tion of having the best managed bank-
ing sector of the CIS, some observers
may not have expected the persistence
of institutional shortcomings and flaws
with regard to corporate governance,
risk management, creditor rights, ac-
counting (including substantial and
largely intransparent off-balance sheet
items), banking regulation and supervi-
sion. Problems with respect to over-
sight are most visibly reflected by the
fact that the above-mentioned two large
domestically-owned banks were able to
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Stress Testing Austrian Households

Over the past decades, household debt has increased sharply, both in absolute and relative
terms, in almost all OECD countries. As the U.S. subprime crisis recently showed, even a relatively
small number of indebted households can produce considerable turmoil if the sustainability of
their debt is in question. The scope of aggregate data for analyzing these risks to financial
stability is very limited, because it is neither possible to differentiate between households that
hold debt and those that do not, nor is it possible to combine the data on household debt with
data on their assets in a reasonable way. Therefore, many authorities concerned with financial
stability are increasingly using microdata to analyze such types of financial stability risks.
Combining different microdata sources, we assess financial stability risks arising from indebted
households in Austria. We define a financial margin for indebted households and stress
test each indebted household against a range of financial shocks (changes in interest rates,
unemployment rate, asset prices, exchange rates and repayment vehicle yields).

JEL classification: D10, D14, D31, D39, E44, E17
Keywords: Stress tests, household indebtedness, ability to pay, microdata

Nicolas Albacete,
Pirmin Fessler’

This study is a first attempt to get some
insight into Austrian households’ ability
to pay and their financial distress. The

include all the necessary information in
one dataset, will be available.

available data are far from ideal, especially
in terms of sample size and due to the
absence of a joint dataset that includes
real estate wealth, financial wealth and
all kinds of household debt and expenses.
The study should also be regarded as a
test for future possibilities of research
on financial stability by stress testing
that may open up as soon as data from
the new Eurosystem Household Finance
and Consumption Survey, which will

1 Introduction

Over the past decades, houschold debt
increased both in absolute and relative
terms in almost all OECD countries (see
e.g. Girouard et al., 2006). Chart 1 il-
lustrates this fact for Austria and the
euro area by showing debt levels as a
share of GDP and disposable houschold
income. The difference in the develop-
ments observed in the euro area and in
Austria from 2006 onward is mainly at-

Chart 1
Household Debt in Austria and the Euro Area
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tributable to the strong expansion of
household debt in Spain and France.

Total household debt as a percentage
of households’ total disposable income
is a particularly common measure to
assess financial stability risks. This
measure is important because the debt-
servicing ability of indebted households
influences financial stability through
different channels. Clearly, banks’ losses
on their loans to households is one im-
portant channel. Furthermore, house-
holds with a low or decreasing ability to
service their debt may reduce spending;
as a consequence, the demand for goods
and services in the economy would
decline, which, in turn, could have
negative effects on companies and their
ability to service their bank debt.

The scope of aggregate data for ana-
lyzing these risks to financial stability is
very limited, as it is neither possible to
differentiate between households that
hold debt and those that do not, nor is it
possible to combine the data on house-
hold debt with data on their assets in a
reasonable way. As the U.S. subprime
crisis recently showed, even a relatively
small number of indebted households
can produce considerable turmoil if the
sustainability of their debt is in question.
Therefore, many authorities concerned
with financial stability are increasingly
using microdata to analyze such types
of financial stability risks. Similar to
banks, central banks conduct stress
tests of banks to assess these risks,
which are a well-proven tool to assess
risks in the banking sector. To this end,
central banks collect data from banks
to model stress scenarios in order to get
an idea of possible future bank losses
and their effects on the financial system
as a whole. Banks, for their part, com-
pile data on their (potential) clients at
the household level to decide about the
size of the loans they can grant to their
customers (risk vs. profit assessment).

Stress Testing Austrian Households

Under a reasonable risk management
framework, these data should typically
include household income, household
structure and — possibly — household
wealth.

To our knowledge, Austrian banks
are currently using only internal data in
their loan decisions, such as loan-to-
value ratios, household income (if known)
and maturities as well as historical
probabilities of default and loss given
default data by country and product.
Furthermore they may use data on
customers’ creditworthiness provided
by Kreditschutzverband von 1870 (a com-
pany specializing in business data and
debtor management). As far as we know,
banks do not have access to any public
registers (e.g. tax registers) or use
information on households from surveys.
On the basis of at least implicit assump-
tions about the future living expenses
and behavior of these households, banks
calculate the size of the loan they can
grant to a customer. Usually this assess-
ment exercise takes place before a loan
(or new loan) to a household is approved.

The use of such data can entail
numerous problems. First of all, the
information is asymmetric. While the
(potential) customers are interested in
getting the highest loan levels at the
best conditions, the banks aim to give
their customers the worst conditions
for the highest loan level the household
in question could afford, given its finan-
cial situation for the duration of the
loan. Second, there is uncertainty about
future interest rate developments. This
risk may be the banks’ (in the case of
fixed rate loans) or the customers’ (in
the case of variable rate loans). In either
situation, the players need to take into
account this risk to optimize their be-
havior. Therefore, every loan contract
can be considered a game: On the one
hand, in order to play these games well
and ensure maximum profit (after the
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decision about the level of risk has been
made), banks need to gather the de-
scribed information to be able to esti-
mate the future financial situation of
the household during the duration of the
loan. On the other hand, customers have
an incentive to overstate their financial
situation and prospects. Ultimately,
though, the customers’ financial situa-
tion and prospects may not be over-
stated, because what counts is very often
not only the personal finances of the
borrower but those of the household as
a whole; in some cases, even the wealth
of people outside the household in ques-
tion may be relevant, as may be forms
of wealth about which banks typically
do not collect data (e.g. jewelry, expected
future inheritances etc.). The repayment
duration may take up to 25 or 30 years,
and, obviously, the financial situation of
a household may change very fast because
of unemployment, illnesses, divorces,
inheritances and other unexpected
events. It is not clear how often banks
thoroughly reassess their customers’
financial situation, which is a costly
process. Of course, banks have some
information: They can monitor with-
drawals from and incoming payments
on their customers’ accounts. However,
households may have accounts at other
banks too, their financial situation may
change without the bank noticing, or
they may have loans at other banks or
financial institutions. Even if banks
have some idea about a household’s
probability of default, it is questionable
how up to date these probabilities of
default are. Likewise, in central banks’
stress tests there are typically neither
heterogenecous probabilities of default
for households nor are there different
risks of households, e.g. the probability
of getting unemployed.

In addition to stress testing banks’
portfolios — including household loans —
some central banks recently started to

stress test households directly to com-
plement their analysis of risks of bank
losses and to assess the risk of declining
demand and the risks to the economy as
a whole if the share of distressed house-
holds rises.

Johansson and Persson (2006) con-
ducted a micro analysis of Swedish
households’ ability to pay. After identi-
fying financially distressed households
by calculating a financial margin, i.e.
household income minus debt service
and other necessary running costs (such
as food and clothes), the authors intro-
duce shocks, such as an unemployment
shock and an interest rate shock, to
examine how the percentage of dis-
tressed households would change. Under
the assumption that these households
have a probability of default of 1, they
calculate possible bank losses by deduct-
ing a houschold’s wealth from its debt.
Vatne (2006) finds that financial margins
for Norwegian households increased
substantially over the period from 1987
to 2004, implying a decreasing risk to
financial stability. Zajaczkowski and
Zochowski (2007) claim that despite
strong credit growth, the payback ability
of households did not deteriorate in
Poland. Herrala and Kauko (2007) iden-
tify a share of 13% to 19% of distressed
households in Finland for different
sample years. In its report “Financial
stability 2007,” Danmarks Nationalbank
stress tests Danish households in a way
similar to that used by Johansson and
Persson (2006). Danmarks National-
bank’s analysis shows that even in
extreme scenarios of high unemployment
and high interest rates, the debt level of
the household sector would not threaten
financial stability through high bank
losses. These results, however, are highly
sensitive to the definition of house-
holds’ necessary running costs. For
Chile, Fuenzalida and Ruiz-Tagle (2009)

define financially distressed households
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as those with excess expenses over in-
come of 20% and a ratio of debt service
to income of above 50%. According to
their calculations, 14% of indebted
households (holding 20% of total debt)
are financially distressed. The authors
also find that financial stability is not
significantly affected by high unemploy-
ment levels. May and Tudela (2005)
follow a different approach. Instead
of calculating financial margins, they
estimate predicted probabilities of mort-
gage payment problems in England and
find that a ratio of debt service to
income of 20% or above is associated
with a significantly higher probability
of mortgage payment problems. Hollo
and Papp (2007) use several approaches
including financial margins and pre-
dicted probabilities to find that depend-
ing on the methods used, the average
share of vulnerable households in
Hungary ranged between 2% and 7.4%.
According to their results, the situation
is unfavorable in that debt is concen-
trated in the group of risky households,
even though most of it is collateralized.
For the case of Austria, Beer and Schiirz
(2007) did not have the necessary infor-
mation to calculate financial margins.
Instead, they define financially distressed
households as those that have a debt
service-to-income ratio of above 30%.
They find that between 9% and 9.5% of
Austrian households are distressed and
that increases in repayment obligations
make more households vulnerable than
increases in unemployment.

In this paper, we combine different
microdata sources and assess financial
stability risks arising from indebted
households in Austria. We define a
financial margin for indebted households
and stress test each indebted household
included in the OeNB’s Household
Survey on Housing Wealth against dif-
ferent financial and economic shocks,
i.e. Changes in interest rates, asset prices,

Stress Testing Austrian Households

exchange rates and repayment vehicle
yields as well as a rise in unemployment.

2 Data, Definitions and
Methodology

The main dataset we use in this paper
is the OeNB’s Houschold Survey on
Housing Wealth 2008 (HSHW 2008).
The HSHW 2008 was conducted as a
pilot project for the future comprehen-
sive Eurosystem Household Finance and
Consumption Survey. The HSHW 2008
is a representative houschold survey
investigating the housing wealth of
Austrian households. The respondents
were either the owners or tenants of
the respective household’s primary res-
idence at the time of the interview. The
survey focused on the ownership of the
respective house or apartment and of
additional real estate belonging to any
of the household members as well as on
the household’s related liabilities. Fur-
thermore, the study compiled detailed
socioeconomic characteristics and data
concerning intergenerational transfers
in connection with housing wealth (see
Wagner and Zottel, 2009, and Fessler
etal., 2009).

In order to deal with item nonre-
sponse, missing observations were mul-
tiply imputed using chained equations
(see Albacete et al., 2010). To date, no
dataset is available for Austria including
all necessary information to calculate
proper financial margins for individual
households and loan losses for banks. This
is why we use out-of-sample prediction
to estimate the missing information
from other data sources (see Johansson
and Persson, 2006, and Zajaczkowski
and Zochowski, 2007). The missing
variables to be predicted are minimum
expenses (for the calculation of financial
margins) and financial wealth (for the
calculation of bank losses). To predict
the minimum expenses for the indebted
households in the HSHW 2008, we use
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two different data sources and an ad
hoc variant to show the different
impacts of each method. We use (1) the
EU Statistics on Income and Living
Conditions (EU-SILC) 2008 (for detailed
information, see Statistics Austria, 2008),
(2) the Austrian Consumption Survey
2004/05 and (3) an ad hoc method based
on the minimum social benefits granted.

Each of these three variants gives us
the information necessary for calculating
financial margins for the indebted
households, which in turn enables us to
conduct stress tests. To assess possible
bank losses, we also predict data on
households’ financial wealth. Whereas
the HSHW 2008 includes real estate
wealth, it does not include any infor-
mation on financial wealth. Therefore
we use data from the OeNB’s Survey
on Financial Household Wealth 2004
(SFHW 2004) to estimate financial
wealth for the indebted households in

the HSHW 2008. Chart 2 shows a
schematic representation of the different
steps of our analysis.

In this study, we concentrate on the
debt homeowners have taken out to
build or purchase their primary resi-
dence. For these loans we have detailed
information on value, interests, matu-
rity, back payments, type and currency.
We disregard housing loans taken out
by tenants, loans of homeowners for
other housing than their home and
consumption loans because information
on the latter is insufficient in the
HSHW. Nevertheless, from the SFHW
we know that around 85% of total
household debt in Austria is housing
debt. Given the fact’ that around 83%
of housing debt is debt taken out for the
purchase of a primary residence, our
study should cover around 71% of the
total debt of households. Furthermore,
indebted households’ average consump-

Chart 2

Schematic Representation of the Analysis
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According to the OeNB’s 2007 survey on housing financing.
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tion debt is in general much smaller than
their average housing debt; likewise,
tenants’ average housing debt is much
smaller than homeowners’ average hous-
ing debt. The same is true for back pay-
ments. That is why we believe that
excluding these loans should not have a
significant impact on potential bank
losses. Even in financial accounts data,
which refer to the household sector
(including also self-employed people,
nonprofit institutions serving house-
holds and private foundations) — and
do not classify all loans taken out for
housing purposes as housing loans —
housing loans accounted for some
61.5% of households’ credit liabilities,
while consumer loans accounted for
17.5% and “other lending” (e.g. loans to
self-employed persons) for 21% in 2007.

Of the 2,081 households included
in the HSHW survey, around 22% have
housing-related liabilities. We exclude
tenants’” housing loans and homeowners’
loans for other housing than their
home, which leaves us 17% (360 obser-
vations) of the total sample of house-
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holds which we consider to be relevant
in our analysis.

Table 1 compares the subsample of
indebted homeowners used in our
analysis with the rest of the dataset.
While this subsample consists of young,
highly educated houscholds with above-
average houschold size, income and
probability of employment, it is also the
subsample with the highest concentra-
tion of debt.

Chart 3 shows that among indebted
homeowners, too, a disproportionately
large part of housing wealth and debt
is held by higher-income housecholds
(Albacete and Wagner, 2009). The pos-
itive correlation between debt and
wealth also exists for financial wealth
(Fessler and Mooslechner, 2008).

Clearly, 360 houscholds is a rela-
tively small sample size. Furthermore,
we apply prediction methods in order
to calculate financial margins and the
amount of bank losses. While these
drawbacks of the analysis are problem-
atic, we still hope to get some insight
into the financial stress of households

Table 1

Descriptives of Indebted and Non-Indebted Homeowners and Tenants

Homeowners Tenants

indebted non-indebted'
Tenant/Homeowner
Age 44 55 45
University degree 17.5% 9.2% 9.3%
Unemployed 0.9% 11% 4.6%
Employed 791 % 53.5% 64.3%
Household
Number of children (<18 years of age) 0.84 0.34 044
Number of adults 2.08 2.08 1.60
Mean monthly net income (EUR) 3.029 2.623 2.140
Mean imputed financial wealth (EUR) 54.047 49105 22.006
Mean housing wealth (EUR) 314.654 389.314 131.954
Mean total housing debt (EUR) 92.850 1.855 2.604
Foreign currency housing loans for primary residence 29.8% 0.0% 0.0%
Mean number of loans among borrowers 1.3 1.2 11
N 360 725 996

Source: Authors’ calculations.

" “Non-indebted” refers to households that did not take out a loan to build or purchase their primary residence; these households may have taken

out other housing loans for other residences, though.
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Chart 3

Distribution of Austrian Households’
Debt and Wealth' per Income Quartile
%
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Source: OeNB, ECB.

! Calculated only for households with housing loans.

under different scenarios. Also, we view
the analysis as a test for possible research
using data from the Eurosystem House-
hold Finance and Consumption Survey,
which will be available in 2011.

2.1 Financial Margins

To show the different impacts of using
different data sources to calculate a
financial margin, we use three different
variants with two different data sources
and one ad hoc variant. All of these are
used in the existing literature.

We define the financial margin FM,
of a household i as

FM:=Y —~BC,~DS,, (Def. 1)

where 7, is disposable household in-
come, BC, is basic consumption and DS,
is debt service. BC, should cover mini-
mum basic consumption for a given
income decile and household structure.

Financial margins are therefore a mea-
sure of how well a household is able to
make ends meet. While Y, and DS, are
available for each household analyzed in
the HSHW, we need to predict BC..
We use (1) the EU Statistics on Income
and Living Conditions (EU-SILC) 2008
(for detailed information, see Statistics
Austria, 2008), (2) the Austrian Con-
sumption Survey 2004/05 and (3) an
ad hoc method based on the minimum
of social benefits granted to predict
BC, for the indebted households in the
HSHW 2008.

(1) EU-SILC 2008

We use a question from the EU-SILC
survey about the minimum amount of
net income the household would need
to just be able to make ends meet. This
variable should in principle cover all
necessary expenses. It can be split up
into two parts: On the one hand, it
should include basic consumption, such
as expenses on food, clothes, transpor-
tation, childcare, heating, etc. On the
other hand, it should include rent (for
tenants) or debt service (for indebted
homeowners). Therefore, to get basic
consumption BC, from this measure
of basic living expenses, we subtract
rent and debt service in the EU-SILC
dataset.” To map BC, to the HSHW
dataset, we estimate equation (1) on
each household income decile in the
EU-SILC and use the resulting coeffi-
cients to predict the corresponding
values of BC, for each household in the
HSHW dataset,

In(BC,)=BY +B,4+BC +y'S +e, (1)
where Y is household net income, 4, is

the number of adults and C, the number
of children living in the household. S is

> Note that we subtract debt service in the EU-SILC survey as we prefer to calculate the financial margin using the
debt service variablefrom the HSHW survey, which has much richer information on the liability side.
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a vector with dummies for eight of the
nine Austrian provinces and g 1s a
normally distributed error term with
zero mean and ¢° variance. The fact that
income and the number of adults and
children are determinants of a house-
hold’s day-to-day basic consumption
needs is unambiguously clear. We add
dummies for Austria’s provinces to
control for possible differences in price
levels.

(2) Austrian Consumption Survey
2004/05

As a second variant, we use the expenses
on food, clothes, electricity, heating
and other maintenance expenses from
the Austrian Consumption Survey
2004/05. We regress this measure of
basic consumption, which is available for
every household according to equation
(1). This time, we do not apply decile
regression but estimate on the whole
dataset and introduce a constant.” Again,
we then use the resulting coefficients
to predict BC, for each household in the
HSHW dataset.

(3) ad hoc method based on minimum
social benefits

As a third variant, we use an ad hoc
method based on minimum
benefits. Social benefit systems vary
across Austria’s provinces. We choose
the minimum social benefits of the
province of Vienna (excluding benefits
for rents) granted to single-person house-
holds (BC ) as a measure of minimum
basic consumption. Basic consumption
of a household is then defined for each
household in the HSHW as

social

Stress Testing Austrian Households

BC,:=BC_, xES, (Def.2)
i Spi i

where ES, is the inverted new OECD

equivalence scale.’

2.2 Probabilities of Default,
Exposure at Default and Loss
Given Default

The percentage of vulnerable house-
holds is the key measure to monitor the
resilience of households under different
shocks, such as employment shocks and
changes in interest rates, asset prices,
exchange rates and repayment vehicle
yields. It is, of course, not the key mea-
sure to monitor possible bank losses. In
order to measure possible bank losses
under different stress scenarios, we need
to take into account the share of total
debt held by vulnerable households as
well as these households’ assets. We
assume a probability of default for each
household, pd.. A probability of default
of 1 is assigned to a vulnerable house-
hold, (FM, < 0), whereas a probability of
default of 0 is assigned to other house-
holds, (FM, > 0). Now we can define
the exposure at default (EAD), which
measures the percentage share of total

debt held by vulnerable houscholds,

EAD : = %{% x100, (Def. 3)

il

where D, is the debt of household i. The
HSHW includes data on households’
real estate wealth but no data on their
financial wealth. Therefore, we define
two measures of loss given default (LGD)
in percent, where the first measures

the share of debt held by vulnerable

We do not apply a decile regression because the income variable in the Austrian consumption survey is not as

precise as that in the EU-SILC. The results are pretty robust to the methods used, though.

* The weights are normally used to produce equivalence household income by multiplying household income by
I/ES, where ES is 1 for single person households; the weight increases by 0.5 each for additional adults
(>14 years of age) and by 0.3 each for children (<14 years of age).
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households that is not covered by their
real estate wealth,

Z‘pdiNl.[
LGD, : ==} 5 %100, with

(Def. 4)
v _{Dl. ~ REW, if REW, <D,

0 otherwise

where REW, is the real estate wealth of
household i.

Since most households do not only
hold real estate wealth but also financial
wealth, LGD, can be seen as an upper
limit for bank losses. For the second
measure of LGD, we need to impute
financial wealth from the SFHW. The
HSHW includes a huge number of so-
cioeconomic variables and indicators
about whether a household holds at
least some financial wealth of a certain
type (e.g. stocks, savings accounts,
etc.). These variables and indicators are
also included in the SFHW, so we can
use them for a prediction based on
regression. We estimate equation (2)
on SFHW data and use the resulting
coefficients to estimate total financial
assets (TFA) values for each household
in the HSHW dataset,

IN(TFA,)) = o+ B Y, + B.E +
2
+ﬁ30i+y,)(i+8i’ @)

where a is a constant, Y represents
household income, E, is the level of
education of the household head®, O,
stands for the household head’s occupa-
tional status, X is a vector of further
control variables, such as the household
head’s age and age squared, a dummy
for homeownership, a dummy for living

in a big city (Vienna) or not, and a
dummy for holding risky assets (stocks,
bonds, mutual fund shares), and ¢, is a
normally distributed error term with
zero mean and ¢’ variance. We adjust
the resulting values using the increase in
overall financial wealth from financial
accounts data. While the fit of the
model on SFHW data is arguably good,
the necessity to predict TFA is clearly
one of the many drawbacks we face
because of the lack of a dataset including
TFA, REW, debt, income and consump-
tion (all these measures will be included
in the upcoming Eurosystem House-
hold Finance and Consumption Survey).
After predicting via equation (2), we
define our second measure of LGD in
percent,

LGD, : L% 100, with

— zipdiNZ
= iD

i

(Def. 5)

i

5, |D.—REW —TFA if REW +TFA. < D,
N - 1 1 1 1 1 1
0 otherwise

3 Descriptives

Table 2 shows the percentage of vulner-
able households, EAD, LGD, and LGD,
for all three variants for which we cal-
culated financial margins.

The percentage of houscholds iden-
tified as vulnerable varies between 9.2%
(variant 1) and 15.6% (variant 3), which
seem to be plausible numbers. One
possible benchmark against which we
can compare our numbers in terms of
plausibility is the EU-SILC dataset it-
self, which contains all the necessary
information for calculating financial
margins.” We find a share of around 10%

In the HSHW, the household head is defined as the tenant or owner of the primary residence.

7 Note that EADs and LGDs cannot be calculated with EU-SILC 2008 data. For calculating the financial margin,

we subtract from household income the minimum amount of net income a household needs to just be able to make

ends meet (which includes debt service).
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Table 2

Percentage of Vulnerable Households, Exposure at Default and Loss Given Default

Variant (1) Variant (2) Variant (3)
Income % of EAD | LGD, | LGD, | % of EAD | LGD, | LGD, | % of EAD| LGD, | LGD,
quartile vulnerable vulnerable vulnerable

house- house- house-

holds holds holds
1 567 59 1.0 09 5.6 64 1.2 11 70.5 74 1.2 11
2 14.3 Al 13 11 18.3 9.2 2.3 2.0 276  11.8 24 2.0
3 12 05 0.0 0.0 53 | 44 1.0 0.6 79 57 1.3 0.7
4 10 08 0.2 0.1 09 19 0.5 0.3 11 2.0 0.5 0.3
Total 92 143 2.6 21 1.7 219 5.0 4.0 15.6 265 54 4.1

Source: Authors’ calculations.

Note: Variant (1) uses EU-SILC data as the source for imputing basic household consumption, variant (2) uses the Austrian Consumption Survey

2004/05, and variant (3) uses an ad hoc method based on minimum social benefits.

of vulnerable households. Our numbers
are also in line with the results of Beer
and Schiirz (2007), who find a 9% to
9.5% share of vulnerable Austrian
households.

By predicting mean expenditure
values from an expenditure survey across
all income deciles, Johansson and Pers-
son (2006) find that 6.3% of indebted
Swedish households (accounting for
5.6% of total debt) are vulnerable. In
his study on Norway, Vatne (2006)
identifies 19% vulnerable households
(holding 16% of total debt) by defining
the level of necessary consumption for
an average houschold over varying
household sizes. Danmarks National-
bank (2007) finds that the Danish
EAD ranges between 4% and 15.5%,
depending on the definition of basic
consumption in the financial margin.
In a study on Chile, Fuenzalida and
Ruiz-Tagle (2009) use slightly different
definitions of a negative financial margin
and find that 9.5% to 13.6% of Chilean
indebted houscholds (holding 16.1% to
20.2% of total debt) are vulnerable.
Zajaczkowski and Zochowski (2007)
find that around 12% of Polish house-
holds were vulnerable in 2006 and held
around 15% of total household debt.
The authors use a minimum social ben-

efit concept to define basic consumption.
According to Herrala and Kauko (2007),
who use quite a different approach based
on households” opinions, 13% to 19%
of indebted Finnish households are dis-
tressed. Using several approaches such
as financial margins and opinions, Hollo
and Papp (2007) find that the share of
vulnerable households in  Hungary
ranges between 2% and 7.4%, while
EAD is between 3.5% and 22%.

In Austria, vulnerable homeowning
households have, on average, lower
incomes, higher debt and a higher likeli-
hood of a female household head than
non-vulnerable households. Further-
more, it is remarkable that they have,
on average, more loans (1.5 loans instead
of 1.3), which could be indicative of
different — maybe informal — lending
channels.

Table 2 suggests that the share of
vulnerable households is quite sensitive
to the applied method of identification.
At the same time, the patterns of these
shares in relative terms over the income
quartiles and concerning EAD and
LGD seem to be quite robust across
the different methods applied. The
percentage of vulnerable houscholds,
i.e. households with a negative financial
margin, decreases with household in-
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come. EADs are highest in the second
income quartile, even though the share
of vulnerable households is much lower
than in the first income quartile. In two
of the three scenarios, the vulnerable
houscholds in the highest income quar-
tile hold a disproportionately high
amount of debt. The same is also true
for the total in all variants. This shows
that the few vulnerable households in
the higher income quartiles hold, on
average, much higher amounts of debt
than lower-income households. LGD,
and LGD, results show that most
liabilities are covered by houscholds’
assets which, in the case of indebted
homeowners, are mostly real estate
assets.

The values of our vulnerability indi-
cators (share of vulnerable households,
EAD or LGD) should not be compared
directly with those obtained in bank
stress tests. We may use the same term,
but there are several differences. First,
our indicators additionally capture house-
hold lending channels other than banks,
such as loans from other households,
employers or other private lenders. These
loans are probably subject to higher
risks of debt default because of the lack
of monitoring in these more informal
channels. Second, our definition of
vulnerable households assumes that as
soon as a houschold has a negative
financial margin, its probability of
default is 1. This is of course a very
strong assumption, because in reality,
such a household is likely to find other
ways of making ends meet, such as
renegotiating the loan contract with
the bank or asking family or friends for
help. In particular, the incentive of
searching for such alternative solutions
could be higher in Austria than in other
countries, because the cost of personal
bankruptcy is much higher: In Austria,
the insolvent person’s entire wealth
and income will be liquidated up to a

certain minimum level; by comparison,
in some U.S. states, only debt securities
are liquidated.

4 Stress Scenarios

In this section, we show how the share
of vulnerable households shifts under
different stress scenarios and calculate
the resulting EADs and LGDs of those
shifts. While the previous section pro-
vided some insight into the amount of
vulnerable households and what this
means in terms of lending risks and the
risks of losses for banks, this section
aims to give us some idea about the
resilience of households against different
shocks. Comparing the effects of dif-
ferent shocks could be valuable in terms
of policy advice, even if the share of
vulnerable households can in general be
over- or understated and we cover only
first-round effects.

We performed the stress tests using
all three definitions of basic consump-
tion, but for reasons of clarity, we
present the results of variant (1) only,
where basic consumption is imputed from
EU-SILC 2008 data. We take the first
variant to calculate bank losses because
it delivers the most plausible share of
vulnerable households compared with
the EU-SILC benchmark. These results
are also representative — in terms of di-
rections and relative magnitude of the
changes — of the other two definitions.

4.1 Rising Interest Rates

A rise in the interest rate is a shock to
the households’ debt service DS, but
— at least in the short term — just for
households which have variable interest
loans. We assume that in the long run,
even fixed interest loans are affected by
such a shock due to a renegotiation of
interest rates. A household’s debt service
consists of two parts, amortization and
interest payments. Obviously, interest
payments are the part affected by an
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interest rate rise. In our sample, around
66% of indebted households hold at
least one variable interest loan. For
these loans we increase the debt service
in line with the assumed rise in the
interest rate and assuming that the loan
(and interest) is still repaid according to
schedule, i.e. without expanding the
maturity of the loan. In the long-term
scenario, we make these adjustments
also for the remaining (fixed rate)
loans.

Table 3 describes the resulting
changes in the share of vulnerable house-
holds, EAD, LGD, and LGD, different
increases in the interest rate.

Increases in interest rates have a
strong positive effect on the proportion
of vulnerable houscholds. A rise by
1 percentage point raises the share of
vulnerable households in the short (long)
run by 0.6 percentage points (0.9 per-
centage points). In an extreme scenario,
where interest rates increase by 3 per-
centage points, the share of vulnerable
households rises by even 2.8 percentage
points (3.8 percentage points), which is
a 30% (41%) higher share than in the

baseline scenario. These effects are the

Stress Testing Austrian Households

strongest among the results of all stress
scenarios, as every household’s debt
service — regardless of the type of loan —
is affected by such shock.® The effect on
debt at risk or EAD is even stronger
than that on the proportion of vulnerable
households. In the extreme scenario of
an interest rate increase by 3 percentage
points, EAD rises by 50% in the short
and 64% in the long run. This means
that the debt of the newly identified
vulnerable households is higher than
the debt of those which are vulnerable
in the baseline scenario. The former are
households with higher incomes, as
debt rises with household income in the
group of indebted households. If we
take into account wealth, the LGD
indicators show that most of the debt
of newly identified vulnerable house-
holds is covered by their wealth, mainly
real estate. The fact that LGD, does not
rise after the second and third increase
in interest rates supports the idea that
the newly identified vulnerable house-
holds are wealthier. Finally, it is worth
mentioning that the short-term effects
are quite substantial in comparison
with the long-term effects, which can

Table 3

Short- and Long-Term Effects of Interest Rate Increases

Interest rate increase by

Baseline scenario | 1 percentage point | 2 percentage points | 3 percentage points
Short-term
% of vulnerable households 9.2 9.8 111 120
EAD 14.3 16.8 19.8 214
LGD, 2.6 37 39 41
LGD, 2.1 29 29 29
Long-term
% of vulnerable households 9.2 101 119 13.0
EAD 14.3 17.6 21.3 23.5
LGD, 2.6 4.0 4.3 At
LGD, 21 32 33 33

Source: Authors’ calculations.

5 With the rare exception of zero interest loans (mainly loans from friends and family).

FINANCIAL STABILITY REPORT 19 — JUNE 2010

83



Stress Testing Austrian Households

be explained by the high share of vari-

able rate loans in Austria.

4.2 Rising Unemployment

When an employed household member
loses his or her job, this is a shock to the
household’s income Y. As not every
working person in an economy has the
same probability of becoming unem-
ployed, we first need to define the
probability of becoming unemployed
for each working homeowner in our
sample. Note that we do not model un-
employment for other working persons
in the same household because we do
not have enough information for a
proper model. This, of course, implies
that the decline in income for house-
holds with more household members
may be underestimated because their
contribution to household income is
not affected by our unemployment
stress scenario. We estimate a logistic
model — which is here represented as
single layer perceptron — to get proba-
bilities of unemployment for all home-
owners pu,,

pu, = Pr(unemployed | X') =

3

where () is the cumulative distribution
function of the logistic distribution, and
X is a vector of independent variables
including gender, education, household
income, a dummy for a partner times a

dummy for employment of the partner,
province, number of adults, number of
children, age and age squared of the
household head. Logit coefficients show
expected signs, e.g. higher education
significantly lowers the probability of
unemployment, and having an employed
partner significantly increases the prob-
ability of unemployment, which can be
ascribed to the broader base of income
resources in the household.

To calculate a rise in the unemploy-
ment rate, we use the resulting coef-
ficients to estimate the probability of
unemployment by increasing the con-
stant of the model until the rate of
unemployment matches a certain value.
After a probability of being unemployed
is assigned to each person, we draw
from a uniform distribution a random
real number 7, € [0;1] for each single
person. If pu, >n,, we designate the per-
son as unemployed, assume that he or she
receives 55% of the monthly salary in
unemployment benefits according to the
current Austrian unemployment benefit
rules, and subtract 45% of the person’s
wage from total household income. We
repeat these steps 1,000 times using
Monte Carlo simulation, each time
calculate the vulnerability indicators,
and finally take the mean of each one of
these indicators over all simulated
draws.

Table 4 describes the changes in the
share of vulnerable households, EAD,

Table 4

Effects of a Rise in the Unemployment Rate

Increase in overall unemployment rate by
Baseline 1 percentage point | 2 percentage points | 3 percentage points
scenario
% of vulnerable households (mean) 9.2 9.3 9.3 94
Mean EAD 14.3 144 14.5 14.6
Mean LGD. 2.6 2.6 2.6 2.6
Mean LGD, 21 21 21 21

Source: Authors’ calculations.
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LGD, and LGD, resulting from different
changes in the overall unemployment
rate.’

A 1 percentage point increase in the
overall unemployment rate raises the
share of vulnerable households from
9.2% to 9.3% and the share of their
debt from 14.3% to 14.4%, but it does
not change the risk of bank losses. Even
the extreme scenario of an increase in
the overall unemployment rate by 3 per-
centage points does not essentially change
the LGD indicators. These results are
in line with those of other studies. For
example, Johansson and Persson (2006)
find that an increase in the unemploy-
ment rate by 1 percentage point makes
the proportion of vulnerable households
and the EAD rise by 0.2 percentage
points, while LGD remains unchanged,
even in the extreme scenario.

Thus, the effects of unemployment
shocks are much weaker than those
of interest rate shocks. There are two
reasons for this. First, an unemployment
shock can be at least partially absorbed
by a household using the income of
other household members who are still
in employment. Therefore, single or
single-parent households are much more
vulnerable to unemployment shocks
than other households. Second, although
every employed person is exposed to
the risk of becoming unemployed, the
group of homeowners, on which we
focus, certainly has a lower probability
of becoming unemployed than other
groups (e.g. tenants). Table 1 shows that
only 0.9% of indebted homeowners are
unemployed, while this rate is 4.6% for
tenants. Likewise, the share of home-
owners with a university degree is
considerably higher (17.5%) than the
share of tenants with such a degree
(9.3%), which also increases the proba-
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bility that the former do not lose their
job. Finally, table 4 shows that, contrary
to the interest rate shock scenario, the
unemployment shock scenario tends to
make low-income households vulnera-
ble, as evidenced by the fact that the
relative increase in the proportion of
vulnerable households in the extreme
scenario of a 3 percentage point increase
in overall unemployment is higher (1.6%)
than the increase in EAD (0.8%),
suggesting that the new debt at risk is
held by poorer households with rela-
tively low levels of debt and wealth.
This result makes perfect sense because
our logistic model design allows the
unemployment shock to be selective on
those people who have a higher proba-
bility of becoming unemployed (e.g.
less educated or low-income household

heads).

4.3 Changes in Asset Prices

Changes in asset prices are shocks to
households’ real estate wealth or their
total financial assets. Such changes
should in principle affect LGD, and
LGD, only, but for households with
bullet loans, they also affect the amount
saved in the repayment vehicle (see
section 4.4.2). Therefore, asset price
shocks can also change the share of
vulnerable households and thus EAD,

Table 5

Effects of Asset Price Changes

Decrease in real estate wealth by

0% ‘ 10% ’ 20% ‘ 30%
Decrease in total financial wealth by

0% 21 2.3 2.6 29

10% 21 24 2.7 30
20% 21 24 2.7 31
30% 2.2 2.5 2.8 31

Source: Authors’ calculations.

? Based on the HSHW 2008 data, a change in the general unemployment rate by I percentage point translates into
a 0.4 percentage point change in the unemployment rate of homeowners.
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which is not considered in this scenario.
Table 5 describes the changes in LGD,
resulting from different changes in
asset prices.

According to table 5, LGD, is much
more sensitive to changes in real estate
wealth than to changes in financial
wealth. This is not very surprising,
given that the real estate wealth of the
households covered here is six times
higher than their financial wealth (see
table 1). In a scenario in which house
prices and financial asset prices fall by
30%, LGD increases by 50% from
2.1% to 3.1%. These are the second
strongest effects — after the long-term
effects of an interest rate shock — that
our stress tests showed. However, a
drop in house prices by as much as 30%
is a very low probability event, at least
for Austria.

4.4 Other Shocks

4.4.1 Changes in Exchange Rates

A rise in the exchange rate is a shock to
the houscholds’ debt service DS,, but
just for the households with foreign
currency loans." In Austria, foreign
currency loans — especially loans de-
nominated in Swiss francs — are quite
common (Beer et al.;, 2010). Around
29% of indebted households have at
least one foreign currency loan. Mostly,
these loans are bullet loans, which
means that the entire principal of the
loan is due at the end of the loan term
and the borrower saves for repayment
in a repayment vehicle. For our stress
test, we construct a hypothetical debt
service by defining the necessary
regular payments a household has to
make into repayment vehicles given the

amount and maturity of the loan and by
defining an assumed typical yield for
cach repayment vehicle. A change in
the exchange rate affects the regular
payments for the rest of the maturity.
For example, if the value of the Swiss
franc against the euro increases, the
total value of the loan rises, too, and
the regular payments into the repay-
ment vehicle rise accordingly. Note
that in this scenario, we neglect possi-
ble changes in the interest for (or value
of) the money already paid into the
repayment vehicle before the shock
occurs, and we also neglect possible
changes that might occur at a later
time. Furthermore, we again assume
that the maturity does not change and
that the households need to adapt their
regular payments immediately. Table 6
describes the resulting changes in the
share of vulnerable households, EAD,
LGD, and LGD, for different changes in
the exchange rate.

The appreciation of the foreign
currency in which households hold
their debt has only moderate effects on
the proportion of vulnerable house-

Table 6

Effects of an Appreciation of the Loan
Currency against the Euro

Appreciation by
Baseline o o 9
. 1% 2% 5%

scenario
% of vulnerable
households 9.2 94 94 9.8
EAD 14.3 14.6 14.6 151
LGD, 2.6 2.7 2.7 2.7
LGD, 2.1 2.2 2.2 2.2

Source: Authors’ calculations,

19 We are aware of the fact that a change in exchange rates could also be a shock to households’ income if the wages
of household members are denominated in_foreign currencies (e.g. if people work abroad or for foreign companies
which pay their wages inforeign currency). Furthermore, an exchange rate shock would be less severefor a house-
hold which holds debt in foreign currency but at the same time earns income in the same currency. We ignore both

possibilities in our stress test. Asfar as we know,_ﬂ)reign currency income is very uncommon in Austria.
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holds and EADs. For example, a 5%
appreciation of the Swiss franc against
the euro increases the share of vulner-
able households from 9.2% to 9.8%,
while the EAD rises from 14.3% to
15.1%. Still, even an appreciation by 1%,
which translates into a rise in the share
of vulnerable households by 0.2 per-
centage points, results in a small rise in
LGDs.

Remarkably, an increase in the un-
employment rate by 3 percentage points
also translates into a 0.2 percentage
point rise in the share of vulnerable
households but has hardly any effect on
LGD. Obviously, the households that
are newly identified as vulnerable in the
exchange rate scenario, especially those
with a very small positive financial
margin, hold comparably high amounts
of debt. This is not surprising, as we
know that foreign currency loans
started to become popular in the late
1990s, and the outstanding debt in this
category (mostly in terms of total debt
minus cumulated payments into repay-
ment vehicles) is still quite high, even
that of higher-income households.

Furthermore, it is quite obvious
that a 1% appreciation of the foreign
currency is a more probable event than
a 3 percentage point increase in un-
employment. In the current economic
situation, even appreciations by much
more than 5% cannot be ruled out and
would lead to much higher EADs and

Stress Testing Austrian Households

LGDs. An appreciation by 30% would
result in an LGD, of 3.4% and an LGD2
of 2.6%, again even though just 29%

are exposed to the shock.

4.4.2 Changes in the Repayment Vehicle
Yield

In this scenario, we test the effect of a
decrease in the assumed yields of the
repayment vehicles. This is a shock to
the households’ (hypothetical) debt ser-
vice DS, but just for those households
which have bullet loans. Note that as in
the last scenario, we neglect possible
changes in the interest for (or value of)
the money already paid into the repay-
ment vehicle before the shock occurs,
and we also neglect possible changes at
a later point in time. Furthermore, we
again assume that the maturity of the
loans does not change and that the
houscholds need to adapt their regular
payments immediately. Table 7 describes
the resulting changes in the share of
vulnerable households, EAD, LGD, and
LGD, for different changes in the repay-
ment vehicle yield.

The effects are very similar to those
of the previous scenario, in which
the foreign currency appreciates. A
decrease in the repayment vehicle yield
by 3 percentage points leads to a
moderate rise in the proportion of
vulnerable households from 9.2% to
9.6% and of the EAD from 14.3% to
15.4%. LGD, changes from 2.1% to

Table 7

Effects of a Decrease in the Assumed Yield of Repayment Vehicles for Bullet Loans

Decrease in yield by

Baseline scenario 1 percentage point | 2 percentage points | 3 percentage points

% of vulnerable households 9.2
EAD 143
LGD, 2.6
LGD, 2.1

Source: Authors’ calculations.

9.2 9.5 9.6
14.3 15.2 154
2.6 2.7 2.8
2.1 2.2 2.2
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2.2%. This similarity is not surprising
as most (72%)"" foreign currency loans
are bullet loans and therefore, the same
households are hit by both shocks. The
difference resides in the channel
through which the shock is transmit-
ted. While exchange rate shocks change
the entire amount of the loan that has
to be paid back at maturity, yield shocks
increase the amount the household has
to save regularly in order to pay back
the whole loan amount at maturity.
Through these two different channels,
the two shocks increase the household’s
regular and/or its hypothetical debt
service. Nevertheless, a decrease in the
yield by 3 percentage points can be
considered as quite a low probability
event, because the majority of repay-
ment vehicles used are life insurance
products.

4.4.3 Combined Scenarios

We combine the two scenarios of a
decrease in asset prices and an appreci-
ation of the foreign currency in which
loans are denominated to document the
risks arising from foreign currency
loans, which are mostly bullet loans
linked to a repayment vehicle. In the
unemployment scenario, an increase in
vulnerable households by 0.2 percent-
age points has no effect on LGD,. By
contrast, in the combined scenario, a
rise in the share of vulnerable house-
holds by 0.2 percentage points resulting
from an appreciation of the foreign
currency by 1% that goes hand in hand
with a 20% decrease in wealth trans-
lates into a rise of LGD, by 0.8 percent-
age points. These differences clearly
result from the heterogeneous structure

of houschold debt among different

types of households. Note that whereas
most households are just exposed to
interest rate shocks, unemployment
shocks and asset price shocks, house-
holds with foreign currency bullet loans
are exposed to all our shock scenarios
— including exchange rate shocks and
repayment vehicle yield shocks. In par-
ticular, the asset price shock reduces
not only houscholds’ wealth but also
parts of their cumulated payments into
repayment vehicles, which our scenario
does not cover.

In an unstable economic environ-
ment, combined scenarios may be quite
likely. Under these scenarios, the
households that are exposed to many of
the risks assumed in the scenarios are
hit hardest, and the banking sector’s
risk of loan losses increases as the risks
multiply. Still, to model multiple
shocks in a meaningful way, we would
need much better data that allow much
more elaborated models using micro
simulations.

5 Conclusions

The sharp increase in household debt
over the past decades has raised ques-
tions about the sustainability of this
debt and about possible risks for the
banking sector. As the U.S. subprime
crisis and its repercussions recently
demonstrated, even a relatively small
number of indebted households can
produce heavy turmoil if the sustain-
ability of their debt is in question.

In the case of Austria, the relatively
high share of foreign currency loans
— usually bullet loans linked to repay-
ment vehicles — is a reason for additional
concern. In this case, a household takes
on exchange rate risk combined with

"' We think that this number could be understated as some households taking part in the survey may not have real-

ized that paying into a repayment vehicle (instead of directly paying back the loan) implies having a bullet loan.

This fact may also lead to a downward bias for the repayment vehicle scenario.
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the risk of a change in the value and
yield of the repayment vehicle, i.e. the
household acts as a carry trader.

Macrodata are of limited use in the
analysis of the risks to financial stability
resulting from household debt, as it
is neither possible to differentiate be-
tween housecholds that hold debt and
those that do not, nor is it possible
to combine data on households’ debt
with data on their assets. Furthermore,
macrodata do not include information
about which households hold the risky
forms of debt, e.g. foreign currency
loans, and which households hold
enough assets to cover their debt. In ad-
dition, it remains unclear how up to
date and complete the information of
banks is about the vulnerability of their
clients, as we discuss in section 1.

Given all these facts, many authori-
ties dealing with financial stability are
increasingly using microdata to analyze
and predict financial stability risks
resulting from household debt. We
employ available Austrian microdata to
get first insights into these risks. These
data are far from ideal, and more com-
prehensive surveys, which include de-
tailed information on households’ assets
and liabilities, like the upcoming Euro-
system Household Finance and Con-
sumption Survey, are urgently needed.

Stress tests of banks usually use big
datasets gathered from banks; informa-
tion on individual households is very
limited, though. In the recently con-
ducted stress tests of houscholds (using
survey data), it is the other way round:
The datasets are, in general, relatively
small but the information on individual
households is usually quite rich. There-
fore, the stress tests are not substitutes
but complements.

Stress tests of banks are arguably
better suited for estimating the aggre-
gate amounts of EAD and LGD and,
therefore, better suited for getting an

Stress Testing Austrian Households

idea of possible bank losses under dif-
ferent scenarios. Stress tests of house-
holds using survey data may be superior
in showing the mechanisms of possible
default at the micro level and may,
therefore, help identify groups of debt-
ors which are especially vulnerable.
Furthermore, they can show what shocks
are particularly dangerous for different
groups of households. Another advantage
may be that certain measures of proba-
bilities of default are not inferred from
the past but can be based on an assess-
ment of the actual houschold budget.
Clearly, further research and the devel-
opment of more elaborate methods are
necessary.

Still, we find that the households
holding the biggest part of total house-
hold debt, i.e. indebted homeowners who
took out loans for their primary resi-
dence, have higher levels of education,
income and wealth than the others. This
finding ties in with international evi-
dence (e.g. Johansson and Persson, 2006).

We analyze the debt of homeowners
for their primary residence; our study
therefore covers around 71% of house-
holds’ total debt. Using different ap-
proaches, we find that around 9.2% to
15.6% of those are vulnerable, i.c. they
have a negative financial margin. Under
the assumption that all households with
a negative financial margin have a prob-
ability of default of 1, the EAD is 14.3%
and LGD, is 2.6% (considering only real
estate wealth to cover debt) and LGD, is
2.1% (considering real estate and finan-
cial wealth). We stress the indebted
households’ finances by assuming dif-
ferent types of shock scenarios. The
rising interest rate scenario has the
strongest impact (even in the short
term), due to the fact that around two-
thirds of debtors in Austria have vari-
able rate loans. The rising unemploy-
ment scenario shows fairly moderate

effects. On the one hand, the probability
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of homeowners getting unemployed is
much lower than that of tenants, and
the indebted homeowners group is, on
average, better educated and has a higher
income. Furthermore, those who get
unemployed in the group of indebted
homeowners are more likely to have a
lower level of education, income and
outstanding debt. This is why the
increase in EAD is relatively small in
relation to the increase in the share of
vulnerable households compared with
the other stress scenarios. We also check
how changes in asset prices change
LGD, and find that changes in real estate
wealth are much more harmful than
changes in total financial wealth.

Our stress tests of households
holding debt denominated in foreign
currency or holding bullet loans focused
on an appreciation of the respective
foreign currency relative to the euro
and on changes in the repayment vehicle
yield. Given the fact that just a small
subsample of households is affected, the
effects of these changes on the share of
vulnerable households and the other
measures are remarkable. Obviously, in
particular households holding bullet
loans that are denominated in foreign
currency and linked to a repayment
vehicle could suffer from a combination
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On November 1, 2009, the Directive on Payment Services in the Internal Market (Payment
Services Directive), which defines the legal framework for the establishment of a single market
for payment services in the European Economic Area? and introduces a new category of pay-
ment service providers (known as “payment institutions”), was implemented in Austrian law
by means of the Austrian Payment Services Act (Zahlungsdienstegesetz). The essential areas
governed by the Payment Services Act are market access and licensing requirements for pay-
ment institutions (including the relevant supervisory provisions) as well as the issues of trans-
parency, liability and recourse in the execution of payment services.

The definition of payment institutions now allows nonbanks to provide payment services
(subject to certain licensing and supervisory provisions), which — as classic banking transac-
tions — were previously the exclusive domain of credit institutions in Austria. From the Euro-
pean Commission’s perspective, this change should facilitate access to the financial market for
new payment service providers.

Against this backdrop, this article provides an overview of the most important supervisory
provisions in the Payment Services Act. The article then assesses the current significance of
these newly defined payment institutions for the Austrian financial market and takes a look

beyond Austria’s borders to discuss the situation in selected countries.

1 Introduction

In response to legal and technical frag-
mentation on Europe’s markets for pay-
ment services, the European Commis-
sion has endeavored since the 1990s to
promote the integration of payment
systems throughout Europe. While
uniform technical standards and pro-
cesses with regard to credit transfers,
direct debits and card payments have
been established under the heading of
“SEPA” (Single Euro Payments Arca),’
the European Commission is also pur-
suing the “New Legal Framework for
Payments in the Internal Market”* ini-
tiative in order to harmonize the legal
framework for payment services.” The
purpose of the new legal framework is
to ensure that Member States imple-

ment harmonized supervisory require-
ments and to eliminate legal barriers to
market entry and encourage competi-
tion as well as the use of efficient pay-
ment systems by introducing a new cat-
egory of payment service providers
(known as “payment institutions”).®

In this context, the European Com-
mission cooperated closely with the
European System of Central Banks
(ESCB), whose fundamental duties un-
der Article 3.1 of the Statute of the
ESCB and the European Central Bank
include promoting the smooth opera-
tion of payment systems. This work
was completed (for the time being)
with the adoption of Directive
2007/64/EC of the European Parlia-
ment and of the Council of 13 Novem-

Oesterreichische Nationalbank, Off-Site Banking Analysis Division, barbara.freitag@oenb.at, Financial Markets

Analysis and Surveillance Division, benedict.schimka@oenb.at.

~

body of European banks.
* See Consultative Document COM(2003) 718 final.

g For further details, see Abele et al. (2007), pp. 23 ff.

¢ See recitals 4, 5 and 10 in the PSD.

The European Economic Area (EEA) includes the Member States of the EU as well as Liechtenstein, Iceland and Norway.

This initiative has been carried out in cooperation with the European Payments Council (EPC), a self-regulatory
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ber 2007 (Payment Services Directive
— PSD) and its implementation in na-
tional law by the Member States.

2 Key Supervisory Provisions

2.1 General Overview of the
Austrian Payment Services Act

The Austrian Payment Services Act
(Zahlungsdienstegesetz) went into effect
on November 1, 2009, and essentially
reflects the structure introduced in the
PSD.” The term “payment institutions”
defined in the new EU legislation was
also introduced in the Austrian law
(Zahlungsinstitute) and refers to com-
mercial payment service providers®
which offer certain payment services
on the basis of a payment institution li-
cense issued under the supervisory
rules of the Payment Services Act” and
not on the basis of a banking license is-
sued under the Austrian Banking Act
(Bankwesengesetz). Credit institutions
have thus lost their previous monopoly
position on the market for payment ser-
vices and will now have to compete
with payment institutions in this field.

Like the PSD, the Payment Services
Act basically comprises (i) provisions
regarding the prudential supervision
and authorization of payment institu-
tions, (ii) provisions governing access
to payment systems, and (iii) provisions
concerning the execution of payment
services, including the rights and obli-
gations of providers and users.'” The

Effects of the Payment Services Act on the Austrian Financial Market

discussion below focuses on the provi-
sions under (i).

2.2 Scope of the Payment Services
Act

The Payment Services Act applies to
the provision of payment services as a
regular occupation or business activity
in Austria. According to the explana-
tory memorandum on Article 1 para-
graph 1 of the Payment Services Act,
Article 2 paragraph 1 of the Value-
Added Tax Act 1994 (Umsatzsteuerge-
setz 1994) is applicable to the identifica-
tion of such commercial activities, as is
the case with institutions under the
Austrian Banking Act. Therefore, the
provision of payment services free of
charge — unless it is a service provider’s
main activity — is not within the law’s
scope of application (as stipulated in re-
cital 6 of the PSD). For example, three-
party transactions such as leasing or cash
on delivery consignments are not subject
to the Payment Services Act because the
provision of payment services is not the
main purpose of those activities." This
also generally applies to payment ser-
vices such as those provided by collec-
tion agencies, attorneys, notaries and
the like. The client is not charged sepa-
rately for these funds transfers, which
only constitute an ancillary service to
the actual main service provided."”
Likewise, the European Central
Bank, the central banks of other EU

The Austrian Act on Cross-Border Credit Transfers (Uberweisungsgesetz) was repealed when the Payment Services
Act went into effect. At the EU level, Regulation (EC) 924/2009 on cross-border payments in the Community
replaced Regulation (EC) 2560/2001 on cross-border payments in euro and Directive 97/5/EC on cross-border
credit transfers.

Apartfrom payment institutions, credit institutions, electronic money institutions, post qﬁrice giro institutions,
the OeNB as well as Austria’s central, regional and local authorities (when not acting in their capacity as public
authorities) are allowed to provide payment services (see Article 1 paragraph 3 ZaDiG).

? See Koch (2009), p. 869.

' For a more detailed discussion, see Gapp and Landschiitzer (2009), pp. 170 ff. or Haghofer (2009), pp. 747 ff.
" See Annex 207, XXIVth ]egis]ative period, explanatory remarks on Article 1 paragraph 1.

'? See Explanatory Memorandum on the German Payment Services Oversight Act (Zahlungsdiensteaufsichtsgesetz —
ZAG), General Part, pp. 32 [f.
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Member States, and the Oester-
reichische Nationalbank (when acting
in their capacity as monetary authori-
ties), Austria’s central, regional and lo-
cal authorities (when acting in their ca-
pacity as public authorities) as well as
the Oesterreichische Kontrollbank are
explicitly excluded from the scope of
the Payment Services Act (see Article 2
paragraph 1 Payment Services Act).

2.3 Supervisory Powers

In Austrian legislature’s view, the li-
censing arrangements applied under fi-
nancial market supervisory law to date
have proven to be an effective means of
ensuring the proper functioning of the
market as well as customer protec-
tion." With regard to supervisory pow-
ers (and licensing provisions), the Pay-
ment Services Act therefore mirrors
the system set forth in the Austrian
Banking Act, providing for joint re-
sponsibility and a clear division of pow-
ers between the Financial Market Au-
thority (FMA) and OeNB in this re-
gard. In addition to its macroprudential
tasks, which involve analyzing the over-
all economic situation and systemic
risks in banking and payments, the
OeNB also performs a microprudential
function; these activities include ana-
lyzing the economic situation of indi-
vidual institutions, including the peri-
odic receipt and processing of supervi-
sory reporting data, as
performing regular on-site inspections
of individual institutions. The primary
duty of the FMA is to consider the re-
sults of the OeNB’s analyses and in-
spections as the responsible public au-

well as

thority; the FMA is an independent, in-
tegrated financial supervisor," that has
the power to issue official orders and
take official measures, meaning that
the authority decides whether licenses
are issued and can conduct official in-
vestigations, order supervisory mea-
sures and impose administrative fines.
In a very broad sense, the FMA’s super-
visory activities also include monitor-
ing compliance with organizational and
anti-money laundering  regulations,
which are ultimately designed not only
to mitigate systemic risks and ensure
the solvency and integrity of payment
institutions, but also to support the
smooth and legally compliant provision
of payment services (based on rules of
conduct).”

Within the FMA, supervisory du-
ties (i.e., licensing and ongoing super-
vision) are assigned to Department I,
Banking Supervision; at the OeNB, the
Financial Stability and Bank Inspec-
tions Department is responsible for the
supervision of payment institutions.
With the introduction of the “single
point of contact” (SPOC) scheme, one
contact person each at the OeNB and
FMA was appointed for each individual
institution.

2.4 Licensing Procedure and
Ongoing Supervision

In order to take up activities as a pay-
ment institution, it is necessary to ob-
tain a license pursuant to Article 5 Pay-
ment Services Act. The licensing pro-
cedure set forth in this act borrows
heavily from the procedure defined in
the Austrian Banking Act. This is espe-

3 See Annex 207, XXIV** legislative period, explanatory remarks on General Part; Leixner (2009) comment 2 on

Article 1.

4 The FMA is responsible for supervising payment institutions as well as credit institutions, insurance companies,
financial conglomerates and pension funds. Likewise, the FMA is also in charge of securities market and securities

supervision.

P Leixner (2009) comment 31 on Article I.
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cially true with regard to information
requirements and the evidence to be
submitted to the FMA in the course of
the licensing process. Due to their lim-
ited scope of activity and the lower re-
sulting risk propensity,'® payment insti-
tutions are subject to less extensive su-
pervisory requirements compared to
credit institutions."”

The prerequisites for licenses are
set forth in Article 6 paragraph 1 in
conjunction with Article 7 paragraph 1
Payment Services Act and call for the
following in particular:
~ A program of operations which

shows the type of transactions en-

visaged. The license application must
refer to specific payment services.'®

~ A business plan including a forecast
budget calculation for the first three
years. The practice of breaking
these budget calculations down into
worst-case and best-case scenarios
has proven useful for licenses pur-
suant to the Austrian Banking Act,
but to date this has not been re-
quired for applications pursuant to
the Payment Services Act.

— Evidence that the license applicant
holds the necessary initial capital
(see below for details).

— A description of measures designed
to safeguard client funds, for which
two options are possible: a fiduciary
solution or insurance coverage (see
below for details).

— A description of the applicant’s gov-
ernance arrangements and internal
control system, especially in con-
nection with measures designed to
prevent money laundering and ter-
rorism financing.

— Information which demonstrates
the reliability of the owners. In this

Effects of the Payment Services Act on the Austrian Financial Market

regard, Article 11 paragraph 2 Pay-
ment Services Act refers to the cor-
responding provisions in the Aus-
trian Banking Act (Articles 20 et
seq. in conjunction with the FMA
regulation on ownership moni-
toring (Eigentiimerkontrollverord-
nung));

— A description of the organizational
structure of the undertaking and
information on its management,
legal status, articles of association,
and the location of its head office.

In addition, payment institutions are

required to hold sufficient own funds at

all times (Article 16 paragraph 1 Pay-
ment Services Act). As for the defini-
tion of items which constitute own
funds, the Payment Services Act refers
to the corresponding provisions in the
Austrian Banking Act (Article 23 para-
graph 1 nos. 1 and 2). However, in con-
trast to the requirements imposed on
credit institutions, the minimum own
funds requirement for payment institu-
tions is not defined as an absolute value

(see Article 5 paragraph 1 Austrian

Banking Act), but ranges from EUR

20,000 to EUR 125,000 depending on

the payment services the institution in-

tends to provide (see Article 15 para-
graph 1 Payment Services Act). More-
over, Article 16 Payment Services Act
requires payment institutions to hold
additional own funds commensurate to
their business activities. To this end,
the Payment Services Act defines three
calculation methods of varying com-
plexity based on the risk involved. In
the course of the licensing process,
payment institutions are required to
submit a proposal regarding the method
chosen; however, the FMA may also
prescribe a different method by way of

16 See Annex 207, XXIV* legislative period, preceding Article 1; Abele et al. (2007), p. 30.

17 Especially with regard to own funds requirements and liquidity requirements.

"% See Wagner and Eigner (2008), p. 644.

FINANCIAL STABILITY REPORT 19 — JUNE 2010



Effects of the Payment Services Act on the Austrian Financial Market

an administrative ruling (Article 16
paragraph 3 Payment Services Act)."”

As for the measures to safeguard
client funds, it is important to note that
client funds received for the purpose of
providing payment services and credit
balances in the accounts of payment in-
stitutions do not constitute deposits, as
is explicitly stipulated in Article 5 para-
graph 3 Payment Services Act. More-
over, client funds received by payment
institutions must not be remunerated
and are not covered by deposit insur-
ance.”” However, the Payment Services
Act stipulates different requirements
for the safeguarding of client funds, and
compliance with those rules is to be
verified in ongoing supervisory activi-
ties (analysis of reporting data and fi-
nancial statements, management and
supervisory interviews, and on-site in-
spections as necessary). Payment insti-
tutions can choose one of two options
for safeguarding client funds: Option A
offers a fiduciary solution for client
funds which are still in the payment in-
stitution’s possession at the end of the
day following their receipt by the pay-
ment institution, while option B pro-
vides for insurance or a similar guaran-
tee from an insurance company or
credit institution to secure client funds.
Furthermore, the client funds paid to
payment institutions must not be used
to finance payment services.

Under Article 6 paragraph 2 Pay-
ment Services Act, the FMA is required
to review license applications along
with the enclosed documentation and
issue an administrative ruling either
granting the applicant a license or re-

jecting the license application within
three months of the date on which the
application is deemed complete. In this
regard, the licensing procedure for pay-
ment institutions differs from the pro-
cedure applied to credit institutions in
that licensing decisions under the Aus-
trian Banking Act must be issued within
six months after receipt of the complete
application (general obligation of au-
thorities to issue decisions pursuant to
Article 73 paragraph 1 of the General
Administrative Procedure Act (Allge-
meines Verwaltungsverfahrensgesetz)).

The administrative ruling by which
the license is granted is to be issued for
the provision of specific payment ser-
vices. In cases where a payment institu-
tion later wishes to expand its business
activities to include additional payment
services, it is necessary to apply for an
expansion of the license and to fulfill
the licensing requirements applicable
to those services.”' In reviewing the ap-
plication, the FMA is required to con-
sult the OeNB in accordance with Ar-
ticle 7 paragraph 2 no. 1 Payment Ser-
vices Act. In addition, the OeNB is
responsible for performing a business
analysis of the license application. Such
analyses are performed by the OeNB’s
Off-Site Banking Analysis Division
with due consideration of insights from
payment systems oversight activities,
which are handled by the OeNB’s Fi-
nancial Markets Analysis and Surveil-
lance Division.?” The OeNB passes the
results of its analysis on to the FMA,
which then issues a decision on the li-
cense application with due consider-
ation of other legal requirements.

' For detailed information, see Gapp and Landschiitzer (2009), p. 116.

%% For detailed information, see Leixner (2009), comment no. 9 on Article 5.

I See Leixner (2009), comment no. 1 on Article 5.

2 In this context, it is important to note that the supervisory duties defined in the Payment Services Act are without
prejudice to the oversight of payment systems, which, in line with the fourth indent of Article 105(2) of the
Treaty on European Union, is a task to be carried out by the European System of Central Banks. In Austria, this
duty has been assigned to the OeNB under Article 44a Nationalbank Act since the year 2002.
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In formal terms, the licensing pro-
cedure for payment institutions there-
fore does not differ substantially from
the procedure defined under the Aus-
trian Banking Act. However, given the
narrower scope of business activities
and lower documentation require-
ments, the licensing procedure will
generally be easier for payment institu-
tions compared to credit institutions.
The fees charged for licenses under the
Payment Services Act are also lower
than those applicable to banking li-
censes. According to the FMA Fee
Regulation (Section 2 no. 33a), the fee
for a license pursuant to the Payment
Services Act is EUR 3,000. In contrast
to the fees charged in e.g. Germany or
the United Kingdom, this fee is not
based on the scope of the license appli-
cation (i.e. the number of different pay-
ment services envisaged in the applica-
tion). Likewise, license applications un-
der the Austrian Banking Act are liable
to a flat fee of EUR 4,000 (part 2 chap-
ter 2 no. 6 FMA Fee Regulation). Prac-
tical experience to date has shown that
the EUR 3,000 fee has a deterrent ef-
fect on potential license applications
and is criticized as excessively high.23
Critics have also found fault in the fact
that the FMA recommends the appoint-
ment of two directors at payment insti-
tutions on the basis of its interpretation
of Article 7 paragraph 1 nos. 9 to 15
Payment Services Act. This interpreta-
tion is based on the wording of the act,
which consistently mentions multiple
directors, and on an analogy to the
Austrian Banking Act (see Article 5
Austrian Banking Act). From a business
perspective, this is certainly a welcome

Effects of the Payment Services Act on the Austrian Financial Market

recommendation, as it ensures that the

four-eye principle is upheld.

2.5 European Passport, Freedom of
Establishment and Freedom of
Cross-Border Service Provision

Under Article 25 PSD, payment insti-
tutions licensed in one Member State of
the European Economic Area (the
home Member State as defined in Arti-
cle 3 no. 1 Payment Services Act) may
operate in a host Member State (as de-
fined in Article 3 no. 2) on the basis of
the freedom of establishment and of
cross-border service provision. Pay-
ment institutions which wish to exer-
cise this right pursuant to Article 12
Payment Services Act are to communi-
cate their intentions to the competent
authorities in their home Member
State; in turn, the authorities in the
home Member State are required to in-
form the competent authorities in the
host Member State accordingly within
one month of receiving such a notifica-
tion. This is known as the notification
procedure or the “European passport,”
which has created uniform require-
ments for market entry and thus a level
playing field for all providers of pay-
ment services in the EEA .**

The supervisory requirements im-
posed on such a payment institution are
the responsibility of the competent au-
thorities in the institution’s home
Member State, while responsibility for
monitoring compliance with obliga-
tions in the interest of the client is as-
signed to the host Member State. Un-
der the freedom of cross-border service
provision, responsibility for supervision
of the payment institution is assigned

23 This criticism is largely underpinned by comparisons to thefeefor afu]] banking license, which is not markedly

higher.
** See Hohensinn (2008), p. 189; Karasu (2009).
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entirely to the competent authority in
the home Member State.*

The Member States are required to
maintain publicly available registers of
authorized payment institutions. In
Austria, the FMA maintains this public
register, in which all payment institu-
tions established in Austria must be en-
tered and which is available on the
FMA’s website.” The register is up-
dated on a regular basis and also con-
tains a directory of payment institu-
tions authorized to provide payment
services in Austria on the basis of the
European passport (see Article 10 Pay-
ment Services Act).

2.6 Reporting Requirements for
Payment Institutions

The PSD generally does not stipulate
any ongoing reporting obligations re-
garding the business activities of pay-
ment institutions. In the interest of fi-
nancial stability, however, the Austrian
legislature empowered the FMA to is-
sue regulations on reporting require-
ments in Article 5 paragraph 5 no. 4
and Article 20 paragraph 5 Payment
Services Act. On this basis, the FMA
issued the Payment Institution Report-
ing Regulation (Zahlungsinstitute-Mel-
deverordnung) and the Regulation on the
Annex to the Audit Report for Payment
Institutions (Verordnung iiber die Anlage
zum Priifbericht fiir Zahlungsinstitute).
According to those regulations, pay-
ment institutions — like credit institu-
tions — are required to submit data
from their balance sheets and income
statements as well as information for
the assessment and monitoring of risks
to payment institutions, information
for the verification of compliance with
own funds requirements, company

master data, financial statements and
an annex to the audit report. Moreover,
payment institutions are required to re-
port statistical information on the pay-
ment services provided (e.g. number of
payment cards issued, number and val-
ues of transactions, availability, etc.) on
a quarterly basis. This information is
necessary in order to enable a compre-
hensive survey of payment institutions’
risks; in this respect, they represent a
risk statement of sorts. In practice,
these reports are submitted in stan-
dardized electronic form to the OeNB,
which provides the FMA with access to
the data by way of a joint database.

3 Current Significance of
Payment Institutions on the
Austrian Financial Market

3.1 Situation in Austria

In Austria, no licenses have been issued
to payment institutions since the Pay-
ment Services Act went into effect on
November 1, 2009. Up to now,”” only
one license application has been sub-
mitted to the FMA, and that applica-
tion concerned payment remittance
services as defined in Article 1 para-
graph 1 no. 5 Payment Services Act.

In addition, the FMA has received
three license applications in connection
with the transitional provision under
Article 75 paragraph 2 Payment Ser-
vices Act. The provision in question
stipulates that undertakings which al-
ready began providing payment ser-
vices pursuant to Article 1 paragraph 2
no. 4 or 6 Payment Services Act prior
to December 25, 2007, will be allowed
to continue those business activities
without a license for the time being. As
certain forms of payment instruments
(no. 4) as well as digital payments (no. 6)

% See Annex 207, XXI*" legislative period, explanatory remarks on section 2.
2 www.fma.gv.at/cms/site/ EN/einzel. html?channel=CH0531

77 As at April 11, 2010.

98

FINANCIAL STABILITY REPORT 19 — JUNE 2010



were not entirely covered by licens-
ing obligations in Austria before No-
vember 1, 2009 — and in order to pre-
vent companies which already pursue
such activities from operating without a
license — the act provides for a transi-
tion period of 18 months (i.e. until
April 30, 2011). During the transition
period, however, the authorization to
provide these services is limited to Aus-
tria and does not allow cross-border ac-
tivities based on the European pass-
port. This is subject to the requirement
that the undertakings in question dem-
onstrate compliance with the applicable
provisions for the prevention of money
laundering and terrorism financing.28
In order to exercise this privilege under
the transitional provision in Article 75
paragraph 2 Payment Services Act, pro-
viders were required to submit a license
application to the FMA by October 31,
2009, at the latest. The licensing pro-
cedures concerning those three provid-
ers are currently underway.
Furthermore, under Article 75
para. 1 Payment Services Act, credit
institutions which are only authorized
to provide payment remittance services
pursuant to Article 1 paragraph 1 no. 23
Austrian Banking Act and which will
lose that license on May 1, 2011 due
the implementation of the Payment
Services Act may also submit license
applications to the FMA. The explana-
tory remarks on the legislative bill indi-
cate that those credit institutions will
undergo a more lenient licensing proce-
dure,” but in practice this can only re-
fer to the use of data previously re-
ported under the reporting regulations
issued in connection with the Austrian

Effects of the Payment Services Act on the Austrian Financial Market

Banking Act).”® As providers already
licensed under the Austrian Banking Act
also have to fulfill the licensing require-
ments under Articles 6 and 7 Payment
Services Act ex lege, the FMA is also
obliged to request and review all legally
required documents and information in
those licensing procedures. To date, no
license applications based on Article 75
paragraph 1 Payment Services Act have
been submitted in Austria. However, in
contrast to the deadline stipulated un-
der Article 75 paragraph 2 Payment
Services Act, the credit institutions in
question are allowed to submit applica-
tions until April 30, 2011. Therefore, it
is conceivable that one or more of the
five credit institutions which currently
only hold a license pursuant to Article 1
paragraph 1 no. 23 Austrian Banking
Act may still exercise their privileges
under this transitional provision.

Strictly speaking, however, it is not
possible to describe cases subject to the
transitional provisions as “new licenses”
given the requirement of prior opera-
tions in the relevant business areas. Un-
der a strict definition of new license ap-
plicants (i.e. companies which plan to
provide financial services for the first
time), only one such application has
been submitted to the FMA. However,
the FMA has received numerous inqui-
ries from potential applicants, indicat-
ing that more applications can be ex-
pected in the future.

3.2 EEA Payment Institutions
Operating in Austria

At present, 29 EEA payment institu-

tions have notified services in Austria

pursuant to Article 12 Payment Ser-

28 See Annex 207, XXI*" legislative period, explanatory remarks on Article 75 paragraph 2.

2% See Annex 207, XXIV*" legislative period, explanatory remarks on Article 75 paragraph 1.

*? FMA Regulation on Asset, Income and Risk Statements (Vermogens-, Erfolgs- und Risikoausweis-Verordnung);

FMA Regulation on Proof of Compliance with Regulatory Standards (Ordnungsnormenausweis-Verordnung); FMA

Regulation on Financial Statements and Consolidated Financial Statements (Jahres- und Konzernabschluss-

Verordnung).
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Chart 1

Payment Institutions Operating in
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Chart 2

Types of Payment Services Offered by
Payment Institutions from Austria and
Other EEA Countries
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vices Act and are listed in the FMA’s
public register of payment institutions.
25 of those institutions are established
in the United Kingdom, 2 in Ireland, 1
in Denmark and 1 in Slovakia (see chart
1). A vast majority (23 in total) of those
payment institutions hold licenses to
provide payment remittance services as
defined in Article 1 paragraph 2 no. 5
Payment Services Act. This is followed
by licenses for payment transactions

(no. 2) and for payment instruments
(no. 4), with seven licensed institutions
cach, while only one payment institu-
tion is authorized to provide digital
payment services (no. 6). It is striking
that 20 out of the 29 payment institu-
tions only offer one payment service
each; none of them are authorized to
provide all of the payment services de-
fined (nos. 1 to 6). This can probably
be attributed to the fact that the indi-
vidual payment services defined in the
Payment Services Act are rather diverse
and thus require very different techni-
cal infrastructures.

3.3 Austrian Payment Institutions
Operating in EEA Member States

As mentioned above, the FMA has not
yet issued a license to a payment insti-
tution with its place of establishment
and head office in Austria. Accordingly,
no Austrian payment institutions are
currently operating in other EEA Mem-
ber States.

3.4 Excursus: Current Situation in
Selected EEA Member States

In light of the situation in Austria —
namely the absence of domestic pay-
ment institutions coupled with a large
number of EEA payment institutions
operating under a European passport —
this section provides an overview of the
corresponding situation in selected
EEA Member States (Germany, France,
Netherlands).

In Germany, the PSD was imple-
mented by way of the Payment Services
Oversight ~ Act  (Zahlungsdiensteauf-
sichtsgesetz),” which entered into effect
on October 31, 2009. To date,*’ seven
payment institutions established in
Germany have received authorizations

3 Payment Services Oversight Act as published in Federal Law Gazette I of July 25, 2009, p. 1506.

32 As at April 11, 2010.
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Chart 3
Cross-Border Activities of U.K. Payment Institutions Notified in Austria
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from the Federal Financial Supervisory
Authority®® (BaFin) to provide payment
services pursuant to section 8 of the
Payment Services Oversight Act. The
authorizations issued to those payment
institutions cover all of the payment
services defined in the Payment Ser-
vices Oversight Act.** In addition, 32
EEA payment institutions have notified
their services in Germany on the basis
of the European passport.

The situation in France and the
Netherlands is similar to that in Aus-
tria. To date, no payment institutions
established and headquartered in
France have been issued a license by the
Commission bancaire (which will be
renamed Autorité de controle pruden-
tial).” At the same time, 22 payment
institutions from EEA Member States

have notified services in France on the
basis of the European passport; 19 of
those institutions are also authorized to
provide payment services in Austria
based on the European passport. Simi-
larly, De Nederlandsche Bank has not
yet licensed any Dutch payment institu-
tions. All 14 of the EEA payment insti-
tutions notified in the Netherlands are
also authorized to provide payment ser-
vices in Austria on the basis of the Eu-
ropean passport.

4 Conclusions
4.1 Summary

The PSD (and its transposition into na-
tional law) was expected to contribute
to the opening of payment services
markets. The definition of payment in-
stitutions as new market participants

3 Germany’s public register of payment institutions can be found at
www.bafin.de/cIn_152/nn_722764/SharedDocs/Artikel/ DE/ Verbraucher/Recherche/db_ _register__zag.html

** The payment services defined in section 1 (2) of the Payment Services Oversight Act basically match those defined
in Article I paragraph 2 qfthe Austrian Payment Services Act; only the order is reversed in the case Lyrnos. 5 and 6.

% France’s public register of payment institutions is available at

www.banque-france.fr/fr/supervi/agrement/popetscred/li.htm
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was meant to create a level playing field
between nonbanks and banks in the
competitive provision of payment ser-
vices. Moreover, the new legislation
was designed to create a uniform legal
framework for all payment services, re-
gardless of whether they are provided
domestically or across EEA borders.
The motive for standardizing the regu-
lations applicable to functionally equiv-
alent products and services was to miti-
gate distortions of competition be-
tween various products and providers.3 6

The Austrian market, too, was ex-
pected to benefit from increased dy-
namics and more competition between
payment institutions and credit institu-
tions in the payment services segment,
which had been highly lucrative for
credit institutions.’’ In addition, new
players were expected to enter the
market,” especially as Article 5 para-
graph 2 no. 3 Payment Services Act al-
lows payment institutions to act as hy-
brid institutions which also offer other
products or services in addition to fi-
nancial services. In this regard, the
PSD was mainly designed to account
for telecommunications companies39
which can handle payments between
their customers (consumer to con-
sumer or business to consumer). Fur-
thermore, the new legal framework
was intended to enable small and me-
dium-sized banks in particular to focus
on their core business areas and to out-
source payment-related activities to
payment institutions at the national as
well as the European level.*

However, as mentioned above, new
(Austrian) payment service providers
have not entered the market as ex-
pected, nor have we observed an in-
creasing number of providers from
other industries entering the market
(e.g. tax consultants, Internet service
providers, technical service providers
or retail businesses which may decide
to offer payment services themselves).
Moreover, none of the credit institu-
tions in Austria have opted to outsource
or restructure their activities in this
field. Since the Payment Services Act
went into effect, no Austrian banks
have relinquished their licenses or out-
sourced payment-related activities to
payment institutions.

Only those Austrian service provid-
ers which had previously operated in
the field of payment services and did
not have a banking license (e.g. opera-
tors of terminals," data processing ser-
vices, acquirers, telecommunication
service providers, etc.) have applied for
the relevant license under the transi-
tional provision pursuant to Article 75
paragraph 2 Payment Services Act.

Although numerous inquiries have
been received from potential license
applicants, the Austrian market has
shown only limited interest in obtain-
ing licenses under the Payment Services
Act; strictly speaking, only one new li-
cense has been requested. At the same
time, 29 payment institutions from
other EEA countries are now operating
in Austria on the basis of the freedom
to provide services. The vast majority

% See Annex 207, XXIV™" legislative period, preceding Article I; Schrank and Marx-Rajal (2009), p. 808.

37 See Elsenhuber and Schimka (2005), pp. 73 f., Peintner (2009) or Zuffer (2009).

* See Elsenhuber and Schimka (2005), pp. 73 f. or Peintner (2005), p. 377.

39 See Annex 207, XXIV* legislative period, explanatory remarks on Article 5 paragraph 2 no. 3; Leixner (2009),

comment no. 3 on Article 5.

0 See Karasu (2009).

" Independent cash dispenser service providers which only provide customers with cash and usually do not belong to
a banking network (e.g., cash dispensers in supermarkets or nightclubs) are exempt from the Payment Services Act.

See Annex 207, XXIV* legislative period, explanatory remarks on Article 2 paragraph 3 no. 15.
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of those cross-border payment institu-
tions are established in the United
Kingdom and have notified services in
nearly all EEA Member States (see
chart 3). It therefore appears that only
U.K. service providers have shown in-
terest in operating as payment institu-
tions. Furthermore, the public regis-
ters maintained by EEA Member States
show that it is almost exclusively the
same 25 U.K. service providers which
offer cross-border services in each
country. Information on the economic
weight (transaction volumes, market
shares, etc.) of those providers is not
yet available, but their significance in
Austria currently appears to be rather
low. Therefore, it seems that those
companies have simply registered
throughout the EU as a matter of rou-
tine and do not constitute serious, siz-
able competitors on the Austrian mar-

ket.

4.2 Assessment and Outlook

At least as far as the Austrian market is
concerned, the European legislature’s
expectations with regard to the open-
ing of the market and increased compe-
tition have not yet been fulfilled. In the
six months or so since the Payment Ser-
vices Act went into effect, no funda-
mental structural changes have arisen

# See Karasu (2009).
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on the Austrian payment services mar-
ket. New domestic competitors to the
banking sector have not emerged on
the market, but 29 cross-border pay-
ment institutions, mostly from the
U.K., have been authorized to provide
payment services in Austria.

The development of new payment
products, services and infrastructures
expected from the PSD* is still ad-
vancing, especially with regard to the
relatively new innovations in the field
of payment instruments (such as pre-
paid cards and contactless payments®
as well as overlay payments**) but these
advances have not primarily been
driven by newly established payment
institutions. However, the implementa-
tion of the PSD did achieve one of the
European legislature’s objectives: Fi-
nancial service providers are now re-
quired to comply with uniform stan-
dards throughout the Community.
However, this also gives rise to the fun-
damental question of whether the mere
standardization of the legal framework
is sufficient to bolster competition in
the payments industry. There are prob-
ably other fundamental economic bar-
riers which stand in the way of enhanc-
ing cross-border competition and
which can hardly be dismantled by leg-

islative means alone.*

* This technology allows users to transfer small amounts “in passing” by means of radio frequency identification

(RFID) technology.

“In overlay payment services, independent service providers act as intermediaries between consumers and banks in
online shopping transactions. This business model relies on security features such as secret PINs and TANs which

customers must enter in order to use pa)/ment services online.

* See Schacfer (2008, pp. 23 f.).

FINANCIAL STABILITY REPORT 19 — JUNE 2010



Effects of the Payment Services Act on the Austrian Financial Market

References

Abele, H., U. Berger and G. Schifer. 2007. Kartenzahlungen im Euro-Zahlungsraum. Heidel-
berg, New York.

Elsenhuber, U. and B. Schimka. 2005. Payment Institutions — Potential Implications of the
New Category of Payment Service Providers for the Austrian Financial Market. In: Financial
Stability Report 10. OeNB. 68—79.

European Commission. 2003. Communication from the Commission to the Council and the
European Parliament concerning a New Legal Framework for Payments in the Internal Market
(Consultative Document). COM(2003) 718 final.

Gapp, W. and C. Landschiitzer. 2009. Zahlungsdienstegesetz | — Aufsichtsrecht: Konzessions-
tatbestande, Eigenmittel, interne Organisation. In: Zeitschrift fur Finanzmarktrecht 2009/116,
170-176.

Gapp, W. und C. Landschiitzer. 2009. Zahlungsdienstegesetz II: Informationspflichten,
Rahmenvertrag und Zahlungsvorgange. In: Zeitschrift fir Finanzmarktrecht 2009/117, 176183,

Haghofer, T. 2009. Kundenschutz im neuen Zahlungsdienstegesetz. In: ecolex 2009. 747—751.

Hohensinn, S. 2008. Die RL tber Zahlungsdienste im Binnenmarkt. In: ecolex 2008. 188-190.

Karasu, I. 2009. Die neue Konkurrenz. In: Die Bank 02/2009.

Koch, B. 2009. Der Zahlungsverkehr nach dem Zahlungsdienstegesetz — Ein Uberblick. In: Oster-
reichisches Bank-Archiv 2009. 869—889.

Leixner, I. 2009. Zahlungsdienstegesetz Kurzkommentar. Vienna: 2009.

Peintner, C. 2009. Geld abheben im Supermarkt? In: Die Presse. April 25, 2009.

Schaefer, G. 2008. An Economic Analysis of the Single Euro Payments Area (SEPA). FIW Working
Paper No. 11.

Schlogel, A., U. Elsenhuber and B. Schimka. 2005. Payment Institutions — die neuen
Zahlungsdienstleister im Binnenmarkt. In: Osterreichisches Bank-Archiv 2005. Wien. 374-377.

Schrank, C. and K. Marx-Rajal. 2009. Das neue Zahlungsdienstegesetz. In: ecolex 2009.
808-812.

Wagner, D. and W. Eigner. 2008. Aufsichtsrechtliche Aspekte der Zahlungsdiensterichtlinie.
In: Osterreichisches Bank-Archiv 2008. 633648,

Zuffer, M. 2009. ,Bank light" bringt Platzhirsche unter Druck. In: Die Presse. April 19, 2009.

104

FINANCIAL STABILITY REPORT 19 — JUNE 2010



Assessing the Relevance of Austrian
Investment Companies and Mutual Funds
for Financial Stability

Stefan Kavan,
Ginther Sedlacek,
Reinhardt Seliger,
Eva Ubl'

This paper looks at the role Austrian investment companies and the mutual funds managed
by them play in the context of financial stability. At the end of the third quarter 2009, the
30 Austrian investment companies (of which 5 manage real estate funds) had invested around
EUR 114 billion in the market. Given the repercussions arising from interlocks between invest-
ment companies and other financial intermediaries (such as credit institutions, insurance com-
panies, pension funds and severance funds) in the event of a financial crisis, this study ex-
plores the underlying risks and makes an attempt at quantifying the mutual dependencies,
focusing above all on market and reputational risks.

Areas that are relevant for financial stability include the contribution of investment com-
panies to the profitability of banks and the potential risks related to the role of custodian
banks. Furthermore, the distribution and administration of mutual funds issued by investment
companies dffiliated with banks is a source of commission income for the banking sector.
Finally, the use of mutual funds (in unit-linked life insurance plans) as repayment vehicles for
foreign-currency bullet loans may cause funding gaps in the event of poor fund performance,
which could increase the credit risk exposure of the banks involved.?

JEL classification: G20
Keywords: Mutual funds, financial stability, investment companies

1 Introduction ting unit certificates)” or “unit certificates

Under the Austrian Investment Funds
Act, a mutual fund is a portfolio of as-
sets invested collectively with a view to

not evidencing a claim to distributions of
annual income to the unit holders (income-
retaining unit certificates).””> Domestic

risk diversification. Investors become
co-owners of the given portfolio of se-
curities and/or money market instru-
ments and/or other liquid financial as-
sets by buying mutual fund shares,
which they may resell at the applicable
repurchase price. A mutual fund may
issue either “unit certificates evidencing a

companies managing mutual funds
must be licensed as banks, which means
that their operations are subject to the
Austrian Banking Act and to banking
supervision.* Among other things, the
Austrian Investment Funds Act distin-
guishes between retail and institutional
funds, with investment in the latter be-
ing limited to no more than ten inves-
tors and subject to a minimum invest-

claim to annual distributions of annual in-
come to the unit holders (income-distribu-

" Oesterreichische Nationalbank, Stefan.Kavan@oenb.at, Reinhardt.Seliger@oenb.at, Eva.Ubl@oenb.at (all
Financial Markets Analysis and Market Surveillance Division) and Guenther.Sedlacek@oenb.at (External
Statistics and Financial Accounts Division). The authors wish to thank Philip Reading and Markus Schwaiger
(both OeNB) as well as Robert Hellwagner (FMA) for valuable comments and suggestions. The opinions expressed
in this study may differ from those of the Oesterreichische Nationalbank.

See “Extension of the FMA Minimum Standards for Granting and Managing Foreign Currency Loans and Loans
with Repayment Vehicles of 16 October 2003; Extension of 22 March 2010”
(www.fma.gv.at/cms/site//attachments/5/2/6/CH0217/CMS1272028701173/fma-fxtt-ems_final_en.pdf).

Article 22 paragraph 2 no. 7 Austrian Investment Funds Act. Refereed b)’:

Robert Hellwagner,
Austrian Financial
Market Authority

The activity of managing mutual funds (under the Austrian Investment Funds Act) and real estate funds (under
the Austrian Real Estate Investment Funds Act) qualifies as a banking activity under Article I paragraph 1 nos.
13 and 13a of the Austrian Banking Act and must be licensed by the Financial Market Authority.
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ment of EUR 250,000 for natural per-
sons.’

When the framework for financial
market supervision was reformed in
Austria in 2008, the OeNB’s financial
stability mandate was spelled out ex-
plicitly in Article 44b of the Federal
Act on the Oesterreichische National-
bank: “In the public interest, the Oester-
reichische Nationalbank shall monitor all
circumstances that may have an impact
on safeguarding financial stability in
Austria.” To fulfil this responsibility, the
OeNB gathers individual data from mu-
tual funds® and investment companies,
which enable it to undertake compre-
hensive stability analyses,7

At the end of September 2009, 25
domestic investment companies and 5
domestic real estate investment compa-
nies were managing a total of 2,224 se-
curities mutual funds and 6 real estate
mutual funds. The 5 real estate invest-
ment companies had total (balance
sheet) assets of EUR 35 million at the
end of Q3/09, and between them they
had EUR 1.8 billion under manage-
ment, which is a share of 1.3% of the
entire assets under management by all
30 companies. In other words, their
impact on aggregate results is very lim-
ited. In the following and for the sake
of simplicity, we generally refer to
funds and investment companies irre-
spective of the different underlying le-
gal provisions.

Taken together, the total (balance
sheet) assets of all investment compa-
nies added up to almost EUR 600 mil-

lion at the end of Q3/09, which corre-
sponded to just 0.06% of the aggre-
gated unconsolidated total assets of the
Austrian banking system. Yet this small
ratio is put into perspective by the net
asset value (NAV) those companies
have invested in the market on behalf of
mutual fund buyers, namely EUR 114
billion, which is sufficiently high to be
of potential relevance for the stability
of the Austrian financial system. Typi-
cal buyers of mutual funds include
households, insurance companies, pen-
sion funds, severance funds as well as
credit institutions. Given the high de-
gree of integration between investment
companies and other financial interme-
diaries, the purpose of this paper is to
identify the key risks for the stability of
the Austrian financial market and to
analyze potential channels of conta-
gion. Unless indicated otherwise, the
data for this study relate to the end of
the third quarter of 2009. In section 2,
we provide a summary overview of the
latest developments in the Austrian
mutual fund market. Section 3 high-
lights the interlinkages with, and po-
tential channels of contagion to, banks
and other financial intermediaries. Sec-
tion 4 concludes with a summary of key
results.

2 Latest Developments in the
Austrian Mutual Fund Market

Having invested a consolidated NAV of
approximately EUR 114 billion in the
market on behalf of investors at the end
of Q3/09, Austrian investment compa-

> In this study we refer only to products that are covered by either the Investment Funds Act or the Real Estate Funds
Act, i.e. we disregard closed real estatefunds, private equit)/funds, dividend-right certyricates cho]]ective invest-
ment schemes other than investmentfunds, etc. Similarly, we do not rqfer toforeign mutua]funds with sales
licenses in Austria under Articles 30 and 36 of the Investment Funds Act.

(ECB/2007/8).

N

In line with the Regulation of the ECB concerning statistics on the assets and liabilities of investment funds

Statistical information is collected on a security-by-security basis for securities held by funds and on an aggregate

basis for all other assets (such as deposits, financial derivatives and property). Since investment companies must be

licensed as banks, they are also subject to the reporting requirements imposed on banks, which provides the OeNB

with quarterly data on the structure and profitability of such companies.
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nies play a prominent role in the Aus-
trian financial market. In total, i.e. in-
cluding the assets invested in Austrian
mutual funds,
companies were managing EUR 137
billion.® Austrian mutual funds thus
accounted for 2% of the European
mutual fund market, which is the sec-
ond-biggest in the world (with 38% of
global assets) after the United States
(44%).

At the end of Q3/09, 25 investment
companies plus 5 real estate investment
companies managing a total of 2,230
mutual funds were subject to supervi-
sion in Austria.” Following a steady rise
in the number of mutual funds from
1,893 in Q4/03 to 2,337 in Q1/08,
those numbers have since gone down
by 4.6% (107 mutual funds) until the
end of Q3/09. While this decline re-
flects a combination of factors, the
merger of commercially unviable
smaller funds and the unwinding of
funds with unsatisfactory returns ap-
pear to have been the driving factors."
The lion’s share — 85% of the consoli-
dated NAV of mutual funds — is held by
domestic investors, with households
and nonprofit institutions serving
houscholds (EUR 35 billion) as well as
insurance companies and pension funds
(EUR 33 billion) being the biggest do-
mestic investor groups.

Annual growth of assets under
management averaged 4% from end-

Austrian investment

2003 until Q3/09." However, this pe-
riod was highly heterogencous, includ-
ing both boom years (2005: +25%) as
well as the latest financial crisis (2008:
—23%), which clearly took its toll on
the mutual fund industry and visibly af-
fected investor confidence."” In a quar-
terly comparison, aggregated funds un-
der management dropped seven con-
secutive quarters from Q3/07 to
Q1/09, whereas annual growth rates
have been negative since Q4/07. Inter-
estingly, institutional fund assets
(+10.4% growth per annum since
2004) have recorded higher growth
rates than retail fund assets (+0.7%)
every single year since 2004. This pat-
tern was particularly pronounced in
2008, when retail fund volumes con-
tracted by 30% whereas institutional
fund assets declined by just 7%. As a
result, the share of institutional funds
in total funds under management in-
creased further during the crisis, jump-
ing from 28% in mid-2007 to 38% in
Q3/09. Besides possible performance
differentials, this increase most likely
reflects the fact that investors in in-
stitutional funds shifted assets be-
tween their funds, while retail inves-
tors liquidated some of their mutual
fund holdings and invested the pro-
ceeds in government-guaranteed sav-
ings deposits.

For reasons of data availability over
the entire review period, an assessment

% The difference between the assets actually invested in the market (consolidated net asset value) and assets under
management results from domestic mutual fund shares/units that are held by Austrian mutual funds themselves.
For instance, the assets of a pure fund-of-funds are disclosed under assets under management, but have not been

invested directly in the market. Thus, the change in assets under management reflects not only the performance of
mutual funds and net capital inflows but also changes in fund structures.

? At the same time, 5,234 foreign funds were licensed for sale in Austria (source: VOIG (Association of Austrian
Investment Companies)), and Austrian investors had placed EUR 26.36 billion with them (source: OeNB).

10 The profitability of investment companies is discussed in section 3.2.

n This figure is a compound annual growth rate, which corresponds to an aggregate rise of assets under management
by 23.7%. In the European market, assets under management increased by 43.9% to EUR 6,840 billion over the

same period of time.

"2 See also Probst and Sedlacek (2009).
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Chart 1
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as bond funds and only 8% as eq-
% uity funds, whereas 24% of retail
funds were classified as mixed
35 funds and as much as 15% as eq-
uity funds.” In terms of geo-
graphical allocation, more than
three-quarters of the consoli-
20 dated NAV of Austrian mutual
funds were invested abroad (53%
in other euro area countries,
24% in the rest of the world) and

by category of funds has to be limited
to retail funds: It is noteworthy that
from Q4/03 to Q3/09, both equity and
bond funds suffered a decline in assets
under management (—2.3% and —0.8%
per annum, respectively), whereas
money market funds'’ and mixed funds
grew during that period (+4.8% and
+3.3% per annum, respectively). Real
estate and hedge funds, which had still
played a negligible role among Austrian
retail funds at end-2003, became in-
creasingly popular with investors over
the years, accounting for respectively
EUR 1.7 billion and EUR 527 million,
at the end of Q3/09."

As of the third quarter of 2009, in-
stitutional funds and retail funds re-
flected rather a mixed investor behav-
ior: While the majority of institutional
funds were classified as mixed funds
(51%), the bulk of retail funds were
classified as bond funds (54%). Fur-

" Reported in line with regulation ECB/2001/13.

less than one-quarter in Austria

itself.
An analysis of the factors that ex-
plain the change in value of assets in-
vested in the market shows that both
investors’ appetite'® as well as the funds’
performance and income started to de-
cline as early as 2006, even before the
financial crisis erupted. This trend con-
tinued through 2008, with net sales of
fund shares by investors in 2007, 2008
and Q1/09 as well as price losses being
recorded in 2008 and in Q1/09. In
Q2/09 and Q3/09, the consolidated
NAV of mutual funds was rising again.
On balance, it increased by a total of
8% in the first three quarters of 2009
to EUR 114 billion, which was none-
theless considerably below the peak re-
corded in Q2/07 (EUR 145 billion).
The recent recovery reflected above
all the rally on stock exchanges that
started in March 2009, while the in-
flow of new funds from investors re-
mained subdued. Price gains and in-

4 In this study, the term “hedge fund” covers only funds of hedge funds which are governed by the Austrian Investment
Funds Act and which are in line with the definition given in the Regulation of the ECB concerning investment
funds (ECB/2007/8), for which reporting began with data for December 2008. Therefore, those funds represent
only part of the Austrian hedge fund market. In general, reclassifications of funds over recent years have distorted
time series, which had an impact on some of the growth rates indicated. In particular, some bond funds were re-
classified as money market funds and some hedge funds were reclassified as other funds following the implementation
of the ECB’s regulation concerning investment funds at the end of 2008.

I Given that institutional funds tend to be able to change their asset allocation more flexibly than retail funds,

changes in asset allocation strategies need not necessarily lead to a change in the fund categories.

8 Measured in terms of the net balance of newly issued and repurchased mutual fund shares.
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Chart 2
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come increased the consolidated NAV
of mutual funds by EUR 9.0 billion
in the first nine months of 2009, while
net capital inflows added just EUR 950
million. Thus, investor confidence in
domestic mutual funds is returning
only gradually and slowly after the

crisis.

3 Interlocks with Other Financial
Intermediaries and Possible
Repercussions on Financial
Stability

The strong ownership and asset inter-
locks of investment companies with
other financial corporations, such as
credit institutions, insurance compa-
nies, pension funds and severance
funds, may give rise to spillovers among
financial market agents that are of
relevance for the stability of the Aus-
trian financial market. This aspect

"7 National accounts sector 122 in line with ESA 95.

will be dealt with in the following sec-
tion.

3.1 Mutual Contagion Risks of
Banks, Investment Companies
and Mutual Funds

At the end of September 2009, domes-
tic banks held mutual fund shares worth
some EUR 9.9 billion, which is close to
1% of total unconsolidated assets of the
Austrian banking system. In turn, close
to 7% (EUR 7.5 billion) of the consoli-
dated NAV of Austrian mutual funds
was invested in (debt and equity) secu-
rities issued by Austrian credit institu-
tions."”” These EUR 7.5 billion repre-
sent roughly 40% of the mutual fund
assets invested in domestic securities.
This does not imply, however, that in-
vestment companies have invested a
disproportionately high share with

banks, as banks accounted for almost
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Chart 3

Interlocks between Investment Companies and Other Financial Intermediaries
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50%'" of (debt and equity) securities is-
sued by Austrian entities that were out-
standing at the end of Q3/09.

At the same time, a comparison of
individual investment companies shows
that companies which are not closely
affiliated with any of the domestic
banks have smaller investment inter-
locks with the banking sector. In this
context, price losses of domestic bank
instruments may have a material im-
pact on the performance of Austrian
mutual funds and reinforce liquidity
constraints when there is an excess of
bank instruments on offer (danger of
fire sales). In the event of a banking cri-
sis, investment companies affiliated
with banks thus face not only a reputa-
tional risk resulting from ownership in-
terlocks and brand association, but also
the risk that price and liquidity losses
suffered by bank instruments may feed
through to their mutual funds. Hence a
combination of factors may trigger cap-
ital outflows from investment compa-

18 Source: OeNB issuance statistics for September 2009.

nies, which would add to the predica-
ment of the investment company and its
parent bank.

Investment companies subject to
supervision in Austria (see the corre-
sponding data points in chart 4) have
different exposures to bank instru-
ments. As is evident from chart 4, there
is one investment company which has
invested as much as 30% approximately
of its assets with domestic banks. In
this respect, investments made with
parent banks might give rise to a con-
flict of interest if fund managers were
to sell bonds or shares of their parent
bank, or to remove deposits from their
parent bank, in the interest of their cli-
ents upon evidence of problems at the
parent bank. In order to limit this ex-
posure, the Austrian Investment Funds
Act stipulates that “an investment fund
may not combine investments in securities
or money market instruments issued by, de-
posits made with, and/or exposures arising
from OTC derivative transactions to a
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Chart 4
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single credit institution in excess of 20 per
cent of its assets.™’

Another way in which banks may be
exposed to mutual funds is through
capital guarantees they may have as-
sumed for such funds. In Austria, ap-
proximately EUR 4.8 billion have been
invested in capital-guaranteed mutual
funds, with banks having offered guar-
antees for as much as EUR 3.7 billion
thereof.” At the same time, the corre-
sponding exposure of banks is limited,
as most mutual funds come with quan-
titative models that will cause assets to
be shifted into fixed-income securities
before the guaranteed amount of capi-
tal becomes underfunded.?" All that re-
mains in this case is the overnight risk,
which is defined as the price loss for in-
vested securities within the period in
which the investment may not be
changed; but the overnight risk is typi-
cally small.

To sum it up, we can say that ad-
verse market developments may cause
additional negative effects and feedback
effects as a result of strong interlocks
between banks and investment compa-
nies.

3.2 The Importance of Investment
Company Performance for the
Banking Sector

Most Austrian investment companies
(80% measured in terms of balance
sheet assets) are subsidiaries of Aus-
trian banks, which benefit from
their stakes in those companies one
way or other. On the one hand, par-
ent banks stand to receive profit
transfers from affiliated investment
companies; the contribution of such
transfers to the aggregate annual sur-
plus of the Austrian banking sector
came to 2.6% in Q3/07, close to
2% in Q3/08, and close to 5% in

9 Article 20 paragraph 3 no. 8d Austrian Investment Funds Act.

*0 The remainder of guarantees have been provided by foreign banks (EUR 0.8 billion) and insurance companies

(EUR 0.4 billion).

! For example, a value protection strategy such as a constant proportion portfolio insurance.
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QQ3/09.” This implies that the banking
industry suffered a sharper decline in
profitability in recent years than invest-
ment companies. When we take the
annual surplus of investment compa-
nies that are affiliated with domestic
banks as an upper limit for approximat-
ing profit transfers, investment compa-
nies may have transferred up to EUR
44 million to the Austrian banking sys-
tem in 2009 — which means that they
had a rather limited impact on the sta-
bility of Austrian banks in this respect.
On the other hand, banks earn com-
missions when they sell shares in mu-
tual funds (typically those issued by
their affiliated investment companies),
and the fees for trading securities and
holding securities in safe custody boost
the income of the respective parent

banks, which tend to do most of the
trading. Thus, the profitability of do-
mestic investment companies contrib-
utes to the stability of the Austrian
banking sector.

The UCITS IV directive,” which
was adopted in 2009 and is to be trans-
posed into national law by 2011, com-
mits EU Member States to introducing
best execution principles which will
ensure that investment companies con-
duct their business activities in the best
interests of the funds they manage. The
best execution policies are going to fuel
competition for the services of custo-
dian banks and brokers (which have of-
ten been provided by one and the same
credit institution so far) and may thus

possibly limit the profitability of custo-
dian banks and brokers.

Chart 5

Austrian Investment Companies: Profitability and Competition
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22 Annual surplus of all domestic investment companies in Q3/09: EUR 64 million, aggregate annual surplus of

the Austrian banking sector as a whole: EUR 1.3 billion.

2 Directive of the European Parliament and of the Council of 13 July 2009 on the coordination of laws, regulations
and administrative provisions relating to undertakings for collective investment in transferable securities (UCITS).

This directive does not cover real estatefunds.
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The profitability of investment
companies has been limited already in
the past through the relatively high de-
gree of competition in the mutual fund
market. In particular, measured in
terms of the Herfindahl-Hirschman
index’* the concentration of the mutual
fund market (excluding companies
managing real estate funds) was rather
low in the third quarter of 2009 with
around 0.12, and has been going down
since 1998. Given the relatively high
number of investment companies with
market shares of between 1% and 4%,
the fund market is indeed competitive.
At the same time, more than 50% of
assets under management are concen-
trated at three investment companies.

The return on assets (RoA) of in-
vestment companies dropped sharply
from more than 30% in 2006 to below
15% in 2009, and the Herfindahl-
Hirschman index declined slightly over
the same period.

At the same time, the fact that most
Austrian investment companies are af-
filiated with domestic banks gives rise
to mutual reputational risks. If, say, the
parent bank were to run into financial
difficulties, investors might withdraw
funds deposited with affiliated invest-
ment companies, which might in turn
trigger distress sales of securities and
lower the income of the parent bank.
Other systemically relevant aspects of
such interlocks with regard to the role
of custodian banks will be discussed in
greater detail below.

3.3 The Relevance of Custodian
Banks for Investment Companies

The 24 Austrian custodian banks fulfil
an important task for domestic mutual

funds, as they are appointed to “issue
and repurchase the unit certificates as well
as to keep the securities belonging to an in-
vestment fund in safe custody and to keep
the accounts belonging to the fund. 725 This
stringent definition of the role of custo-
dian banks would not leave any room
for a systemically relevant channel of
contagion, as the securities held by mu-
tual funds are kept in segregated ac-
counts and are therefore unaffected by
creditor claims against the custodian
bank.

This is not the case, however, for
deposits that mutual funds have made
with banks in order to optimize their
asset allocation and ensure the liquidity
of their mutual fund shares. Such de-
posits are not covered by the Austrian
deposit insurance scheme under Article
93 paragraph 5 no. 5 of the Austrian
Banking Act. Moreover, in order to
keep administrative overheads low and
for reasons of logistical efficiency, these
deposits are often held with the custo-
dian bank of the mutual fund. In the
event of bankruptcy of the credit insti-
tution entrusted with these deposits,
two problems would arise for the af-
fected mutual funds: First, their depos-
its would be part of the bankruptcy es-
tate and would thus be exposed to a
risk of loss like any other ordinary in-
vestment. Second, the mutual funds
would not have immediate access to
their deposits, which might give rise to
liquidity constraints. Potentially, they
might be forced to sell securities in or-
der to restore their liquidity and regain
investment flexibility. In this respect,
there is a potential channel of contagion
running from banks to mutual funds
and, under a worst case scenario, even

* The Herfindahl-Hirschman index is a measure of market concentration and can range between 1 and I/N
(N being the number cjfirms operating in a given market). An index zj] would indicate a monopoly; the lower

the index, the lower the degree of market concentration is.

% Article 23 Austrian Investment Funds Act.
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to the financial market, if securities sales
under distress were to depress prices.
At the same time, the volatility of de-
posits made by mutual funds makes li-
quidity management more difficult for
custodian banks, as, unlike other cli-
ents, fund managers tend to adjust the
size of their deposits rapidly, depending
on the prevailing market conditions.
While in Q3/09 Austrian mutual
funds had invested more than 90% of
their assets in securities, they also held
short-term liquid deposits with domes-
tic and foreign monetary financial insti-
tutions (MFIs) totaling EUR 11.5 bil-
lion, of which 98% were with domestic
MFIs. This corresponds to approxi-
mately 10% of mutual funds’ consoli-
dated NAV and to around 2% of the ag-
gregate deposits made by banks and
nonbanks with domestic MFIs. At the
same time, mutual funds had credit li-
abilities of approximately EUR 4.5 bil-

lion. In general, the share of mutual

Assessing the Relevance of Austrian Investment Companies and Mutual Funds for Financial Stability

funds’ deposits with domestic and for-
eign MFIs relative to their consolidated
NAV has been constantly declining
since Q4/08, from 13.6% to 10.1%,
which points to a lower liquidity pref-
erence and reduced defensive deposits
in 2009 — a development that helped to
support the financial market recovery.
Since Austrian mutual funds do not
report deposits on an individual bank
basis, it is not possible to provide an ex-
act quantitative analysis of the inter-
locks between mutual funds and indi-
vidual MFIs. The heavy concentration
of assets under management with just
three custodian banks (59% in Q2/08,
57% in Q3/09) reflects the large mar-
ket share of the three investment com-
panies affiliated with these parent
banks, and also suggests a high degree
of concentration of deposits with those
custodian banks. This would be prob-
lematic insofar as the risk for the liquid-
ity of the Austrian mutual fund indus-

Chart 6
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try and its investors would be concen-
trated with those three financial
institutions.”® The uneven distribution
of mutual fund assets among Austrian
custodian banks is also evident from
chart 6.

Should a bank with which a mutual
fund has placed deposits run into trou-
ble, the fund manager might decide to
withdraw his deposits, which would re-
duce the bank’s deposit base and cause
its refinancing situation to deteriorate.
Given that most Austrian investment
companies are owned by Austrian
banks, which often provide custodian
services for their funds, the aforemen-
tioned situation would create a conflict
of interest for fund managers of affili-
ated While
withdrawing the deposits from a dis-
tressed parent bank might be in the in-
terest of investors, it would at the same
time exacerbate the situation of the
parent bank. In order to counteract
such corporate governance issues, Ar-
ticle 2 paragraph 9 of the Austrian In-
vestment Funds Act provides for the
separation of organizational and per-
sonal responsibilities at investment
companies and custodian banks.”’

The effects of strong interlocks have
also been evidenced in 2008 by the case
of Constantia Privatbank AG,” which
served as a custodian bank for many ex-
ternal investment funds but did not
have the backing of a major bank. As a
result, it was more dependent on fund-

investment companies.

ing through mutual funds’ deposits and
the interbank market. In this particular
case, the combination of a bank with a
small balance sheet, a large custodian
business and a dependence on liquidity
lines with larger banks, who had no
ownership relations and interests,
proved to be problematic.

3.4 Insurance Companies and
Investment Companies

With insurance companies owning less
than 2% of total (balance sheet) assets
of investment companies, ownership
interlocks between the two industries
are negligible. Yet with the business
model of insurance companies calling
for long-term investment strategies,
domestic mutual fund shares accounted
for almost EUR 20 billion of insurance
companies’ assets in Q3/09” — which
is more than 20% of the balance sheet
assets of the insurance sector and close
to 18% of the NAV invested in mutual
funds. In this respect, insurance com-
panies are exposed to operational and
market risks. The investment risk of in-
surance companies may materialize
when negative investment income
causes claims of insurance holders to
become underfunded, or when tradi-
tional life insurance plans fail to gener-
ate the guaranteed investment income.
Of the EUR 20 billion that insurance
companies held in mutual funds in
Q3/09, unit-linked life insurance plans
accounted for some EUR 7.5 billion,

% Article 20 paragraph 3 no. 8d Austrian Investment Funds Act.

7 The relevant clause reads as follows: “No manager of the custodian bank and no member of the custodian bank’s
supervisory board shall be a member of the supervisory board of the investment company. No manager or authorised
signatory of the custodian bank and no member of the custodian bank’s supervisory board shall be a manager or

authorised signatory of the investment company.” In addition, the relevant agents in Austria are subject to self-
regulation commitments, which have been approved by the FMA (quality standards ofthe Austrian mutua]fund

industry 2008).

2

=

(press release, available in German only).

www.oenb.at/de/presse_pub/aussendungen/2008/20084q4/2008101 7_constantia_pr1’Vatbank.jsp#tcm:14-91868

2% Unit-linked life insurance plans could not be broken down into domestic and foreign mutual fund shares because

there is a lack of corresponding data.
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Chart 7
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the underlying investment risk of which
is borne by policy holders alone.
Unit-linked and index-linked life
insurance plans have been very popular
also as repayment vehicles for foreign-
currency bullet loans, with Austrian
households currently relying on such
plans to generate as much as half of the
amounts they will need to repay (some
EUR 15 billion). Thus, such plans con-
stitute yet another link between credit
institutions, insurance companies and
mutual funds. Through unit-linked life
insurance plans, the malperformance
of mutual funds may cause foreign cur-
rency-denominated bullet loans to be-
come underfunded® and may thus add

to the risk that the borrower may de-
fault. A survey among domestic banks
(which considers data up until Q4/08)
shows that, at the lowest point of the
crisis, accumulated savings fell approx-
imately 16% short of planned values,
with varying consequences depending
on the maturity of the loan and the un-
derlying investment strategy of the mu-
tual fund. The ensuing additional credit
risks for banks are mitigated by collat-
eral, such as property holdings.
Reverse interlocks arising from the
investment of mutual fund assets in se-
curities issued by Austrian insurance
companies were rather limited with a

size of EUR 156 million (Q3/09).

Box 1

Role of Pension Funds and Severance Funds with Regard to Interlocks between

Banks and Investment Companies

In Austria, pension funds and severance funds are majority-owned by the financial sector: On
an asset-weighted basis, 65% of all such funds are controlled by domestic banks. Between
them, pension and severance funds had accumulated approximately EUR 16 billion by the end
of Q3/09, with pension funds accounting for EUR 13.3 billion and severance funds for EUR 2.7
billion (with the latter posting an annual growth rate of 33.5% in 2009). Of those EUR 16 bil-

30 See “Extension qfthe FMA Minimum Standardsfor Granting and Managing Foreign Currency Loans and Loans
with Repayment Vehicles of 16 October 2003; Extension of 22 March 2010”
(www.fma.gv.at/cms/site//attachments/5/2/6/CHO0217/CMS1272028 701173/ fma-fxtt-ems_final_en.pdf).
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lion, 91% had been invested in securities, the remainder being cash balances or balances with
credit institutions. In turn, 91% of the assets invested in securities were invested domestically,
either directly in Austrian securities (only around EUR 340 million) or indirectly through Aus-
trian mutual funds (EUR 12.8 billion). In other words, pension and severance funds had in-
vested 80% of their total assets in domestic mutual funds at the end of September 2009. In
particular, they had invested EUR 671 million in bank instruments, either directly or indirectly
through mutual funds, which is rather a limited share, given the total outstanding amount of
almost EUR 280 billion invested in bank instruments.

In addition to their deposits with banks,
pension and severance funds had invested as

Investment Volume of Domestic

Pension and Severance Funds by much as 14% of their cash balances with do-
Debtor Sectors (EUR 1.5 billion) mestic banks or into instruments issued by the
EUR millon latter. In the event of bank defaults, these in-
500 terlocks would have a — mixed — negative im-

pact on the performance of pension funds and
severance funds. With respect to pension
funds, the direct exposure to investment risks

450

400

. is limited, as most of these risks are borne ei-

ther by the employers (to the extent that they
300 are obliged to make supplementary contribu-
- tions) or by the beneficiaries of the pension

plans. Only 27%' of the pension assets are sub-
200 ject to a minimum return guarantee. Even so,
150 the underlying stability risk for pension funds is

relatively small at present, as — following a leg-
100 islative change in 2003 — this minimum return
50 - . must be provided only when the pensions actu-

ally become due.?

0 .
Severance funds Pension funds The exposure of severance funds is some-
BN Nonfinancial corporations what higher: Severance funds, which invest
I Credit institutions/banks 69% of their capital into mutual fund shares,
BE Government . . .
are subject to a nominal capital guarantee un-
Souiess CENE der Article 24 of the Severance Fund Act, which

means that beneficiaries are entitled to receive
the amounts they originally paid in irrespective of associated administrative costs. Thus, a
prolonged negative performance of mutual funds (scenario: three consecutive years at 2008
performance levels) would deplete the reserves of individual severance funds, as a result of
which their owners would have to inject more capital.? As the capital guarantee is of a nominal
nature, severance funds should, however, be able to defuse the situation by shifting funds in a
timely manner, for instance such that they track the secondary market yield (which is ap-
proximately 3% at the time of writing). Adjusted for inflows and outflows and for costs, sever-
ance funds were able to realize an average increase in capital of 1.4% in the period from
2004 to 2009:*
From a liquidity perspective, the situation would appear to be less critical, as in the early
stages of the new severance pay system — under which all staff taken on from January 2003

! As of December 2008.

2 On the one hand, only 11% of pension plan members were already entitled to pension payments at the end of 2008;
on the other hand, pension funds had accumulated EUR 56 million in terms of minimum return reserves, which they
started to build from premiums in 2003.

? The scenario figures are based on a survey that the OeNB conducted in 2009.
* In line with capital-weighted OeNB calculations based on data reported by severance funds. Note that these calculati-
ons are based on the assumption that capital guarantees would have to be redeemed for every single beneficiary

account. These figures are not tantamount to a performance report. Performance reports can be accessed under
www.oekb.at.
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(and all new self-employed persons from January 2008) accrue entitlements to severance pay-
ments — inflows exceed outflows up to four or five times. Here, too, the sector and/or the
system is getting increasingly vulnerable to (another) market crisis the closer the system gets
to its equilibrium state. Irrespective of the performance of pension and severance funds for
beneficiaries, they are going to be a source of stability for companies managing mutual funds.
After all, premiums paid into pension funds and severance funds add up to almost EUR 2
billion each year, and the bulk of this amount is invested indirectly, i.e. into mutual funds, thus
providing the financial system with stable returns and a steady supply of liquidity.

4 Summary of Key Results

Given the relatively small balance
sheets of investment companies, they
do not pose a systemic danger for credit
institutions. Yet the net asset value they
have invested in the market adds up to
EUR 114 billion and thus does have an
impact on financial stability.

In particular, the overlapping roles
of custodian banks, parent banks and
banks with which the liquid assets of
mutual funds are invested, warrant fur-
ther observation. This study provides a
thorough overview of the interlocks be-
tween mutual funds and all other finan-
cial intermediaries. In addition, we
were able to quantify the ownership in-
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Appendix

Austrian Investment Companies, Funds under Management, Custodian Banks

Name of the investment company

Raiffeisen Kapitalanlage-Gesellschaft mit beschrénkter Haftung
ERSTE-SPARINVEST Kapitalanlagegesellschaft m.b.H.
Pioneer Investments Austria GmbH

Allianz Invest Kapitalanlagegesellschaft mbH
KEPLER-FONDS Kapitalanlagegesellschaft m.b.H.
DWS (Austria) Investmentgesellschaft mbH

3 Banken-Generali Investment-Gesellschaft m.b.H.
CPB Kapitalanlage GmbH

Carl Spangler Kapitalanlagegesellschaft m.b.H.
RINGTURM Kapitalanlagegesellschaft m.b.H.
Gutmann Kapitalanlageaktiengesellschaft

BAWAG PS.K. INVEST GmbH

Volksbank Invest Kapitalanlagegesellschaft m.b.H.
HYPO-Kapitalanlage-Gesellschaft m.b.H.

Schoellerbank Invest AG

Sparkasse Oberdsterreich Kapitalanlagegesellschaft m.b.H.
Security Kapitalanlage Aktiengesellschaft

Raiffeisen Salzburg Invest Kapitalanlage GmbH
C-QUADRAT Kapitalanlage AG

Tirolinvest Kapitalanlagegesellschaft m.b.H.

Bankhaus Schelhammer & Schattera Kapitalanlagegesellschaft m.b.H.

JULIUS MEINL INVESTMENT Gesellschaft m.b.H.
INNOVEST Kapitalanlage AG

Valartis Asset Management (Austria) Kapitalanlagegesellschaft m.b.H.

Erste Asset Management GmbH

Bank Austria Real Invest Immobilien-Kapitalanlage GmbH?*
Raiffeisen Immobilien Kapitalanlage-Gesellschaft m.b.H.?
Immo Kapitalanlage AG*

CPB Immobilien Kapitalanlage GmbH?

ERSTE Immobilien Kapitalanlagegesellschaft m.b.H.?

Total

Source: OeNB.
" Data refer to Q3/09.

Assets under
management
(EUR million)’

26,654
26,073
20,034
9,803
8,907
5,883
4,476
4,249
3,693
3,583
3437
3422

3,186
2,573
2,230
2139
1,431
1,296
1,071
562
349
228
155
115

2
1,108
335
221
116
22
137,352

Custodian bank for most (>50%) assets under management

Raiffeisen Zentralbank Osterreich Aktiengesellschaft

Erste Group Bank AG

UniCredit Bank Austria AG

Allianz Investmentbank Aktiengesellschaft
Raiffeisenlandesbank Oberésterreich Aktiengesellschaft
State Street Bank GmbH Filiale Wien

Oberbank AG, BKS Bank AG?

Aviso Zeta Bank AG (formerly CONSTANTIA PRIVATBANK)
State Street Bank GmbH Filiale Wien

UniCredit Bank Austria AG

Bank Gutmann Aktiengesellschaft

BAWAG PS.K. Bank fiir Arbeit und Wirtschaft und Oster-
reichische Postsparkasse Aktiengesellschaft

Osterreichische Volksbanken-Aktiengesellschaft
Vorarlberger Landes- und Hypothekenbank Aktiengesellschaft
Schoellerbank Aktiengesellschaft

Allgemeine Sparkasse Oberésterreich Bankaktiengesellschaft
Aviso Zeta Bank AG (formerly CONSTANTIA PRIVATBANK)
Raiffeisen Zentralbank Osterreich Aktiengesellschaft

Aviso Zeta Bank AG (formerly CONSTANTIA PRIVATBANK)
Tiroler Sparkasse Bankaktiengesellschaft Innsbruck
Bankhaus Schelhammer & Schattera Aktiengesellschaft
MEINL BANK Aktiengesellschaft

Allianz Investmentbank Aktiengesellschaft

Valartis Bank (Austria) AG

Erste Group Bank AG

UniCredit Bank Austria AG

Raiffeisen Zentralbank Osterreich Aktiengesellschaft
Osterreichische Volksbanken-Aktiengesellschaft

Aviso Zeta Bank AG (formerly CONSTANTIA PRIVATBANK)
Erste Group Bank AG

’ Mutual funds issued by 3 Banken-Generali Investment-Gesellschaft m.b.H. are handled by either Oberbank AG or BKS Bank AG.

3 Real estate investment companies.
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Cutoff date for data: May 25, 2010

Conventions used in the tables:
x = No data can be indicated for technical reasons.

.. = Data not available at the reporting date.

Revisions of data published in earlier volumes are not indicated.

Discrepancies may arise from rounding.
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International Environment

Table A1

Exchange Rates

2006 ‘ 2007 ‘ 2008 ‘ 2009 2006 ‘ 2007 ‘ 2008 ‘ 2009

Year 2" half

Period average (per EUR 1)
U.S. dollar 1.26 1.37 147 1.39 1.28 140 141 145
Japanese yen 146.06 161.25 152.35 130.27 149.98 162.87 14416 130.28
Pound sterling 0.68 0.68 0.80 0.89 0.68 0.69 0.82 0.89
Swiss franc 1.57 1.64 1.59 1.51 1.58 1.65 112 1.51
Czech koruna 2834 27.76 2496 2645 2819 27.36 24.73 25.76
Hungarian forint 2641 2513 251.7 280.5 267.71 252.36 249.81 27110
Polish zloty 390 3.78 3.52 433 390 3.72 3.54 418
Slovak koruna’ 3721 33.78 31.27 X 36.87 33.50 30.33 X
Slovenian tolar’ 239.6 X X X 239.63 X X X
Source: Thomson Reuters.
" From 1 January 2007 (Slovenian tolar) and 1 January 2009 (Slovak koruna): irrevocable conversion rate against the euro.

Table A2

Key Interest Rates

2006 2007 2008 2009

June 30 Dec. 31 June 30 Dec. 31 June 30 Dec. 31 June 30 Dec. 31

End of period, %
Euro area 2.75 3.50 4.00 4.00 4.00 2.50 1.00 1.00
US.A. 525 525 525 4.25 2.00 0.25 0.25 0.25
Japan 0.03 0.28 0.61 046 0.57 0.1 0.11 0.09
United Kingdom 4.50 5.00 5.50 5.50 5.00 2.00 0.50 0.50
Switzerland” 1.00-2.00 1.50-2.50 | 2.00-3.00  2.25-3.25 225325 0.00-1.00 | 0.00-0.75  0.00-0.75
Czech Republic 2.00 2.50 2.75 3.50 3.75 225 1.50 1.00
Hungary 6.25 8.00 7.75 7.50 8.50 10.00 9.50 6.25
Poland 4.00 4.00 4.50 5.00 6.00 5.00 3.50 3.50
Slovak Republic? 4.00 475 4.25 425 4.25 2.50 X X
Slovenia® 3.50 3.75 X X X X X X

Source: Eurostat, Thomson Reuters, national sources.

" SNB target range for 3-month LIBOR.
2 From 2009 onwards: see Euro area.
? Official interest rate from 2007 onwards: see Euro area.
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Table A3
Short-Term Interest Rates
2006 ‘ 2009 2006 ’ 2007 ’ 2008 ’ 2009
Year 2" half
3-month rates, period average, %
Euro area 3.08 4.28 4.63 123 3.35 4.55 4.60 0.80
US.A. 5.20 5.30 292 0.69 540 5.25 2.81 0.34
Japan 0.31 0.73 0.85 0.59 0.44 0.81 0.86 0.53
United Kingdom 4.80 595 549 1.22 497 6.23 519 0.74
Switzerland 1.51 2.55 2.57 0.37 173 2.74 2.36 0.30
Czech Republic 2.30 310 4.04 219 2.50 3.52 4.01 1.87
Hungary 7.00 775 8.87 8.64 775 7.54 9.57 7.64
Poland 421 4.74 6.36 442 4.20 516 6.60 4.20
Slovak Republic’ 4.32 4.34 415 X 493 4.33 4.00 X
Slovenia’ 3.58 X X X 3.54 X X X
Source: Bloomberg, Eurostat, Thomson Reuters.
! From 2007 onwards: see Euro area.
Table A4
Long-Term Interest Rates
2006 ‘ 2009 2006 ‘ 2007 ’ 2008 ’ 2009
Year 2" half
10-year rates, period average, %
Euro area 3.83 4.31 A4 3.71 391 442 4.23 3.62
US.A. 4.88 4.80 422 4.07 4.86 4.76 398 433
Japan 174 1.67 149 1.34 1.76 1.68 147 133
United Kingdom 445 5.00 445 3.66 4.53 4.94 433 377
Switzerland 2.52 293 290 2.20 2.55 3.06 2.56 2.1
Czech Republic 3.80 430 4.63 4.84 390 4.55 4.52 4.70
Hungary 7.00 775 8.87 8.64 732 6.72 8.53 794
Poland 5.23 548 6.07 612 540 5.70 612 6.16
Slovak Republic 441 A4S 4.72 4.71 4.69 4.63 493 4.55
Slovenia 3.85 4.53 4.61 4.38 395 4.63 4.70 4.00
Source: Eurostat, national sources.
Table A5
Corporate Bond Spreads
2006 2007 2008 2009 ‘ 2006 2007 2008 2009
Year ‘ 2" half
Period average, percentage points
Spreads of 7- to 10-year euro area corporate bonds against euro area government bonds of same maturity
AAA 018 0.27 0.70 0.69 019 0.34 0.86 042
BBB 124 126 3.55 4.65 125 1.51 4.51 3.03
Spreads of 7-to 10-year U.S. corporate bonds against U.S. government bonds of same maturity
AAA 0.33 0.65 2.09 1.64 0.38 0.87 2.65 0.80
BBB 1.03 1.50 416 4.51 114 1.87 5.20 3.00

Source: Merrill Lynch via Thomson Reuters.
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Table A6

Stock Indices!

2006 ‘ 2007 ‘ 2008 ‘ 2009 2006 ‘ 2007 ‘ 2008 ‘ 2009

Year 2 half

Period average
Euro area: EURO STOXX 357 416 314 234 367 M7 269 258
U.S.A.: S&P 500 1,31 1477 1,221 948 1,339 1,492 1,082 1,042
Japan: Nikkei 225 16,124 16,984 13,592 9,348 16,044 16,455 10,730 10,052
Austria: ATX 3,940 4,618 3,361 2,131 3,935 4,598 2,695 2,460
Czech Republic: PX50 1,480 1,776 1,359 962 1,483 1,814 1138 1107
Hungary: BUX 22,528 26,086 19,744 16,043 22,551 27,329 16,729 19,393
Poland: WIG 43,100 58,988 40,681 32,004 46,267 60,426 34117 37,237
Slovak Republic: SAX16 403 422 431 318 400 434 412 298
Slovenia: SBI20 5223 9,818 7,563 4,030 5,699 11,545 5,986 4,228

Source: Thomson Reuters.

" EURO STOXX: December 31, 1991 = 100, S&P 500: November 21, 1996 = 100, Nikkei 225: April 3, 1950 = 100, ATX: January 2, 1991 = 1,000, PX50: April 6, 1994 = 1,000, BUX:
January 2, 1991 = 1,000, WIG: April 16, 1991 = 1,000, SAX16: September 14, 1993 = 100, SBI20: January 3, 1994 = 1,000.

Table A7

Gross Domestic Product

2006 ‘ 2007 ‘ 2008 ‘ 2009 2006 ‘ 2007 ‘ 2008 ‘ 2009

Year 2" half

Annual change in %, period average
Euro area 29 2.7 0.6 —41 0.7 0.5 -1.2 0.2
US.A. 27 2.1 04 24 04 0.7 -1 1.0
Japan 2.0 24 -1.2 -52 0.5 0.2 -2.0 04
Austria 3.5 3.5 2.0 3.6 1.2 0.8 -1.0 0.5
Czech Republic 6.8 6.1 2.5 —4.2 6.8 57 1.6 -39
Hungary 4.0 1.0 0.6 —6.3 39 0.5 -0.6 -56
Poland 6.2 6.8 5.0 1.8 6.8 6.6 39 2.5
Slovak Republic 8.5 10.6 6.2 -4.7 9.3 121 4.2 -3.8
Slovenia 5.8 6.8 35 -7.8 6.3 6.5 14 —69
Source: Eurostat, national sources.
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Table A8

Current Account

2006 ‘ 2007 ‘ 2008 ‘ 2009 2006 ’ 2007 ’ 2008 ’ 2009

Year 2" half

% of GDP, cumulative
Euro area 0.3 04 -09 -0.7 0.2 0.6 -1.5 041
US.A. -6.0 -52 -49 -3.0 -6 =51 -4.7 -3.2
Japan 39 4.8 3.2 1.8 4.0 47 2.2
Austria 2.5 33 33 14 21 24 2.5 .
Czech Republic 24 32 =31 =11 —42 -5.0 —4.7 1.7
Hungary =72 -6.5 =71 0.2 —6.5 -5.38 -84 1.6
Poland 2.7 -4.7 -5.0 -1.6 -3.0 —-4.6 -4.7 -2.3
Slovak Republic 7.0 -54 —6.6 -32 72 —6.7 —6.6 —3.2
Slovenia -2.5 -4.8 —6.2 -1.0 —4.5 —6.9 7.3 —1.2

Source: Eurostat, European Commission, Thomson Reuters, national sources.

Note: Due to seasonal fluctuations, the comparability of half-year figures with yearly figures is limited. The half-year figures for the U.S.A. are based on seasonally adjusted nominal GDP

data.
Table A9

Inflation

2006 ‘ 2007 ‘ 2008 ‘ 2009 2006 ’ 2007 ’ 2008 ’ 2009

Year 2 half

Annual change in %, period average
Euro area 2.2 21 3.3 03 2.0 24 31 0.6
US.A. 3.2 2.8 3.6 -0.5 29 3.2 35 -04
Japan 0.3 0.0 14 -14 0.5 0.2 1.6 -0.6
Austria 17 2.2 3.2 04 17 2.6 30 0.6
Czech Republic 2.1 3.0 6.3 0.6 17 3.8 54 0.0
Hungary 4.0 79 6.0 4.0 5.5 7.2 5.2 49
Poland 13 2.6 42 4.0 14 30 4.0 4.0
Slovak Republic 4.3 19 39 09 41 19 42 0.2
Slovenia 2.5 3.8 5.5 0.9 24 4.6 4.6 0.6

Source: Eurostat.
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The Real Economy in Austria

Table A10
Financial Investment of Households
2006 ‘ 2007 ‘ 2008 ‘ 20093 2006 ‘ 2007 ‘ 2008 ‘ 20093
Year 2" half
Transactions, EUR million
Currency and deposits' 7,850 14,536 14,247 9,393 3,698 5,269 4,763 1,440
Securities (other than shares)? 1,485 3,812 5,338 —344 641 1,989 2,803 129
Shares (other than mutual fund shares) 2,357 14 1,301 938 410 602 550 51
Mutual fund shares 2,078 —341 —4138 953 380 1,001 2,702 1,221
Insurance technical reserves 5214 3424 2,726 4135 2927 1,089 854 2,248
Total financial investment 18,984 21,445 19,474 15,075 8,056 7948 6,268 5,089
Source: OeNB.
"Including loans and other assets.
7 Including financial derivatives.
3 Preliminary data.
Table A11
Household Income, Savings and Credit Demand
2006 ‘ 2007 ‘ 2008 ‘ 2009
Year
Year-end, EUR billion
Net disposable income 154.9 161.7 168.8 168.9
Savings 16.8 184 203 18.7
Saving ratio in %' 10.8 1.3 12.0 11.0
MFI loans to households 115.48 123.24 125.31 12548
Source: Statistics Austria (national accounts broken down by sectors), OeNB (financial accounts).
! Saving ratio = savings / (disposable income + increase in accrued occupational pension benefits).
Table A12
Financing of Nonfinancial Corporations
2006 ‘ 2007 ‘ 2008 ‘ 2009 2006 ‘ 2007 ‘ 2008 ‘ 2009
Year 2" half
Transactions, EUR million
Securities (other than shares) 2,704 4,595 2,895 5,386 1,557 2,722 2,303 2,922
Loans 6,687 14,075 11,604 —1,237 1,897 6,100 4,403 213
Shares and other equity’? 8,301 37,762 9996 3,153 1,880 29,498 3,518 1,316
Other accounts payable 728 1,583 1,038 834 170 529 —280 386
Total debt 18,420 58,015 25,533 8,136 5,504 38,849 9944 4,837

Source: OeNB.

! Preliminary data.
? Including other equity of domestic SPE held by nonresidents (data are included from 2005 onwards).
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Table A13
Insolvency Indicators
2006 ‘ 2007 ‘ 2008 ‘ 2009 ’ 2006 ’ 2007 ’ 2008 ’ 2009
Year ‘ 2" half
EUR million
Default liabilities 2,569 | 2441 | 2969 | 4,035 | 1468 | 1,290 | 1,859 | 2,057
Number
Defaults 3,084 | 3,023 | 3,270 | 3,741 | 1,537 | 1475 | 1,651 | 1,837
Source: Kreditschutzverband von 1870.
Table A14

Selected Financial Ratios of the Manufacturing Sector

2006 ’ 2007 ‘ 2008 ‘ 2009
Median, %
Self-financing and investment ratios
Cash flow, as a percentage of turnover 8.49 8.59 7.56
Investment ratio’ 1.60 1.83 1.88
Reinvestment ratio? 50.00 58.33 66.86
Financial structure ratios
Equity ratio 16.59 18.56 2313
Risk-weighted capital ratio 2178 2391 29.77
Bank liability ratio 39.09 3741 30.85
Government debt ratio 9.04 8.85 8.43

Source: OeNB.

" Investments x 100 / net turnover.
Z Investments x 100 / credit write-offs.
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Financial Intermediaries in Austria'

Table A15

Total Assets and Off-Balance-Sheet Operations

2006 2007 2008 2009

June 30 Dec. 31 June 30 Dec. 31 June 30 Dec. 31 June 30 Dec. 31

End of period, EUR million

Total assets on an unconsolidated basis 765,258 797,758 859,343 899,542 971976 1069100 | 1,058,394 1,033,954
of which: total domestic assets 493,966 504,237 518,713 548,516 581,756 692,565 693,466 678,937

total foreign assets 271,292 293,521 340,630 351,027 390,220 376,535 364,928 349,339
Interest rate contracts 1278429 1,360,613 | 1,450,249 1,689,633 | 1513399 1,722,585 | 1754974 1,836,205
Foreign exchange derivatives 264,876 279,686 369,009 347,248 393,964 506,924 454,203 418,971
Other derivatives 21,751 20,103 21,067 19,381 22,075 27,639 29,590 25,351
Derivatives total 1,565,056  1,660402 | 1,840325 2,056,262 | 1929438 2257148 | 2,238,767 2,280,527
Total assets on a consolidated basis 874,322 927,751 \ 1,037,390 1,073,258 | 1,161,704 1,175,646 | 1,159,213 1,139,961

Source: OeNB.

Note: Data on off-balance-sheet operations refer to nominal values.

Table A1é

Profitability on an Unconsolidated Basis

2006 ‘ 2007 ‘ 2008 ‘ 2009 2006 ‘ 2007 ‘ 2008 ‘ 2009

15t half Year

End of period, EUR million
Net interest income 3,562 3,568 3978 4,396 7170 7,399 8,248 8,778
Income from securities and participating interests 1,198 1,387 1,470 1,492 2,878 3,521 7193 3,327
Net fee-based income 2,169 2,453 2,157 1,810 4,301 4,710 4,218 3,603
Net profit/loss on financial operations 446 361 =55 338 688 290 -812 486
Other operating income 686 758 826 739 1,581 1,592 1,710 1,653
Operating income 8,062 8,527 8,376 8,773 16,618 17,512 20,557 17,846
Staff costs 2,624 2,654 2,870 2,870 5451 5468 5776 5,697
Other administrative expenses 1,706 1,800 1,880 1,839 3,516 3,703 3,952 3,765
Other operating expenses 838 843 757 734 1,828 1,678 1,688 1,615
Total operating expenses 5168 5297 5,507 5443 10,795 10,849 11416 11,077
Operating profit/loss 2894 | 3230 | 2869 | 3331 | 5823 | 6663 | 9141 | 6769
Net risk provisions from credit business’ 1,637 1,257 1,867 3,043 1,845 2,012 4201 4422
Net risk provisions from securities business’ —723 —404 -180 421 2,875 —430 2,801 4,090
Annual surplus’ 3931 4,702 3,766 2,535 3,957 4,787 1,891 36.8
Return on assets™ 23 049 0.51 0.36 0.24 0.50 0.53 018 0.00
Return on equity (tier 1 capital)’?? 8.6 74 6.0 37 9.5 8.2 2.80 01
Interest income to gross income (%) 44 42 48 50 43 42 40 49.2
Operating expenses to gross income (%) 64 62 66 62 65 62 56 62

Source: OeNB.

" Data referring to the first half of the year are expected year-end values.
? Annual surplus in % of total assets and tier 1 capital, respectively.
J Retrospective modified due to a change of calculation.

! Since 2007, the International Monetary Fund (IMF) has published Financial Soundness Indicators (FSI) for Austria (see also www.imf.org). The
tables below have therefore been expanded to include FSI as computed by the OeNB for banks operating in Austria.
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Table A17

Profitability on a Consolidated Basis

2006 ‘ 2007 ‘ 2008 ‘ 2009 2006 ‘ 2007 ‘ 2008 ‘ 2009

1% half Year

End of period, EUR million
Operating income 11,713 13,929 16,811 19,215 23,993 28,093 33,642 37,850
Operating expenses’ 7224 8,184 8,054 7,794 14,758 17,041 16,530 15,502
Operating profit/loss 4,488 5,745 5,617 8,450 9,235 11,052 7,855 15,620
Result before minority interests 3,712 4,087 3,805 3,535 8,696 8,015 1,100 1,530
Return on assets?* 0.87 092 0.69 047 0.98 0.79 0.09 018
Return on equity (tier 1 capital)* 20.3 21.0 15.2 9.7 24.0 18.2 2.0 3.6
Interest income to gross income (%) 60 61 54 50 62 64 57 51
Operating expenses to gross income (%) 62 59 67 56 62 61 77 59

Source: OeNB.

" As from 2008 on, operating expenses refer to staff costs and other administrative expenses only.

7 End-of-period result expected for the full year before minority interests as a percentage of average total assets and average tier 1 capital, respectively.
° All figures represent the ratio of total operating expenses to total operating income.

* Retrospective modified due to a change of calculation.

Note: Due to changes in reporting, the comparability of consolidated values as from 2008 with earlier values is limited.

Table A18

Sectoral Distribution of Loans

2006 2007 2008 2009

June 30 Dec. 31 June 30 Dec. 31 June 30 Dec. 31 June 30 Dec. 31

End of period, EUR million
Nonfinancial corporations 114171.0 116,078 118,012 121,992 127,711 133,608 131971 130,155
of which: foreign currency-denominated loans 14,006 12,586 10,501 9,884 10,667 12134 11,263 11,055
Households' 109,255 111,404 114,998 117,601 119,778 124,221 122,378 124,081
of which: foreign currency-denominated loans 34,395 34,266 33,383 32,279 34,758 38182 36,271 36,127
General government 29,856 28,662 27,296 26,303 26,795 25,073 25993 26,116
of which: foreign currency-denominated loans 2159 1,862 1,489 1,603 1,736 1,652 1,709 1,742
Other financial intermediaries 20,523 22,001 20,758 21,646 22,032 25,770 25,251 24,567
of which: foreign currency-denominated loans 3,491 3,353 3,142 2,930 3,079 3,529 3,381 3,398
Foreign nonbanks 74,014 80,985 88,217 103,983 113,057 125,694 121922 117,726
of which: foreign currency-denominated loans 29,280 31,378 33,961 38,027 39182 42,600 38,319 36,100
Nonbanks total 347,820 359129 369,282 391,524 409,372 434,366 427,515 422,645
of which: foreign currency-denominated loans 83,331 83,445 82,476 84,723 89,421 98,096 90,943 88,422
Banks 218,833 230,320 264,854 263,344 313,897 363123 353,198 333,865
of which: foreign currency-denominated loans 62,313 62467 70,077 69,652 84,560 108,405 96,271 83,728

Source: OeNB.
! Sector "Households” consists here of the sectors “Households” and “Nonprofit institutions serving households

Note: Figures are based on supervisory statistic and therefor differ from monetary figures used in the text.
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Table A19

Foreign Currency-Denominated Claims on Domestic Non-MFls

2006 2007 2008 2009

June 30 Dec. 31 June 30 Dec. 31 June 30 Dec. 31 June 30 Dec. 31

End of period, % of total foreign currency-denominated claims on domestic non-MFls'
Swiss franc 89.9 90.8 90.0 88.7 88.8 86.4 864 86.3
Japanese yen 30 2.8 2.8 3.6 33 5.5 54 54
U.S. dollar 6.5 5.5 54 51 6.1 7.0 6.7 6.7
Other foreign currencies 0.6 09 1.8 2.6 1.8 11 1.5 1.6

Source: OeNB, ECB.

! The indicated figures refer to claims of monetary financial institutions (MFls, ESA definition) on domestic non-MFls. Given the differences in the definition of credit institutions according
to the Austrian Banking Act and of MFls according to ESA and differences in the number of borrowers, comparability to “Claims on Domestic Nonbanks” is limited. Due to rounding,

figures do not add up to 100% for every year.

Table A20
Loan Quality
2006 2007 2008 2009
June 30 Dec. 31 June 30 Dec. 31 June 30 Dec. 31 June 30 Dec. 31
End of period, % of claims
Specific loan loss provisions for loans to nonbanks
(unconsolidated) 31 29 2.7 24 2.3 2.2 2.5 2.8
Specific loan loss provisions for loans to nonbanks
(consolidated)’ 3.0 2.7 2.6 24 24 24 29 3.6
Nonperforming loans (unconsolidated) X 2.1 X 17 X 2.0 X
End of period, % of tier 1 capital
Nonperforming loans (unconsolidated) X 39.0 | X 255 | X 315 | X
Source: OeNB.
! Estimation.
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Table A21

Market Risk'

2006 2007 2008 2009

June 30 | Dec.31 | June30 | Dec.31 | June30 | Dec.31 | June30 | Dec.31

End of period, EUR million and % respectively
Interest rate risk
Basel ratio for interest rate risk, %’ 6.3 5.6 52 4.5 4.5 39 3.7 3.7
Capital requirement for the position risk of interest rate
instruments in the trading book 792.6 7373 980.0 1,082.6 856.9 953.3 911.3 780.9
Exchange rate risk
Capital requirement for open foreign exchange positions 101.8 752 ‘ 89.1 741 | 99.7 110.3 | 891 752
Equity price risk
Capital requirement for the position risk of equities in the
trading book 94.0 101.0 211.6 180.6 204.8 186.9 1661 1769

Source: OeNB.

" Based on unconsolidated data. The calculation of capital requirements for market risk combines the standardized approach and internal value-at-risk (VaR) calculations. The latter use
previous day's values without taking account of the multiplier. Capital requirements for interest rate instruments and equities are computed by adding up both general and specific
position risks. As long as reporting is according to Basel Il mutual funds and nonlinear option risiks are included in the data according to their risk categories.

7 Average of the Basel ratio for interest rate risk (loss of present value following a parallel yield curve shift of all currencies by 200 basis points in relation to regulatory capital) weighted by
total assets of all Austrian credit institutions excluding banks that operate branches in Austria under freedom of establishment. For banks with a large securities trading book, interest

rate instruments of the trading book are not included in the calculation.

Table A22
Liquidity Risk'

2006 2007 2008 2009

June 30 | Dec.31 | June30 | Dec.31 | June30 | Dec.31 | June30 | Dec. 31

End of period, %
Short-term loans to short-term liabilities 674 66.2 701 64.0 69.8 67.0 74.2 72.5
Short-term loans and other liquid assets to short-term
liabilities 177 115.0 118.7 109.9 127 109.0 125.0 124.8
Liquid resources of the first degree: 5% quantile of the ratio
between available and required liquidity of degree 11 173.0 1524 1344 140.0 140.2 1494 143.3 1399
Liquid resources of the second degree: 5% quantile of the
ratio between available and required liquidity of degree 118.7 111.5 11441 110.2 1131 113.5 116.8 110.8

Source: OeNB.

" Short-term loans and short-term liabilities (up to 3 months against banks and non-banks). Liquid assts (quoted stocks and bonds, government bonds and eligible collateral, cash and
liquidity reserves at apex institutions). The liquidity ratio relates liquid assets to the corresponding liabilities. Article 25 of the Austrian Banking Act defines a minimum ratio of 2.5 % for
liquid resources of the first degree (cash ratio) and of 20% for liquid resources of the second degree (quick ratio). The 5% quantile indicates the ratio between available and required

liquidity of liquidity surpassed by 95% of banks on the respective reporting date.
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Table A23

Solvency

2006

2007

‘ 2008

‘ 2009

June 30 ‘ Dec. 31

June 30 ‘ Dec. 31

June 30

‘ Dec. 31

June 30 ‘ Dec. 31

End of period, eligible capital and tier 1 capital, respectively, as a percentage of risk-weighted assets

Consolidated capital adequacy ratio 12.0 11.3 121 11.6 11.0 11.0 121 12.8
Consolidated tier 1 capital ratio 8.5 7.8 8.5 8.1 7.7 77 8.7 9.3
Source: OeNB.
Note: Unconsolidated data are not published anymore.
Table A24
Exposure to CESEE
2006 2007 2008 2009
June 30 Dec. 31 June 30 Dec. 31 June 30 Dec. 31 June 30 Dec. 31
End of period, EUR million
Total assets of subsidiaries’ 142,987 158,736 201,394 231,742 261,400 267484 256,842 254,370
of which: NMS-2004* 97,093 92,805 103,482 115,377 132,770 131,809 127,693 126916
NMS-2007° 9947 26,095 32,059 36,776 39,855 40,679 41,044 40,488
SEE* 23,525 26,303 41,068 43,876 45,559 46,745 47,292 48,676
cls® 12,423 13,533 24,786 35,713 43,216 48,251 40,813 38,285
Exposure according to BIS in total® X X 168,848 190,775 191,672 199,493 187,363 204,228
of which: NMS-2004* X X 86,577 96,249 105,536 111,065 104,352 112,538
NMS-20077 X X 28,491 32,608 33,427 34,034 33,726 33,695
SEE* X X 34,800 38,520 27,301 27928 27,329 40,409
cls® X X 18,980 23,398 25,408 26,466 21956 17,586
Total indirect lending to nonbanks”’ X X X X 166,632 170,566 165478 160,255
of which: NMS-20047 X X X X 81,495 80,774 80,577 79,021
NMS-2007° X X X X 24,983 25954 25456 25433
SEE* X X X X 27,751 30,137 31,092 30,447
cls® X X X X 32404 33,701 28,354 25,353
Total direct lending® X X X X 42,608 45,808 45,655 44,995
of which: NMS-2004* X X X X 25,059 25159 24,694 24,445
NMS-2007° X X X X 5,046 6,370 6,840 6,562
SEE* X X X X 8,964 10,470 10,824 10,611
cls® X X X X 3,539 3,809 3,297 3,377

Source: OeNB.

[N

Excluding Yapi ve Kredi Bankasi (not fully consolidated by parent bank).
New EU member states since 2004 (NMS-2004): Estonia (EE), Latvia (LV), Lithuania (LT), Poland (PL), Slovakia (SK), Slovenia (SI), Czech Republic (CZ) and Hungary (HU).
New EU member states since 2007 (NMS-2007): Bulgaria (BG) and Romania (RO).

Southeastern Europe (SEE): Albania (AL), Bosnia and Herzegovina (BA), Croatia (HR), Montenegro (ME), Macedonia (MK), Serbia (RS), Turkey (TR).
Commonwealth of Independent States (CIS): Armenia (AM), Azerbaijan (AZ), Kazakhstan (KZ), Kyrgyzstan (KG), Moldova (MD), Russia (RU), Tajikistan (TJ), Turkmenistan (TM),

Ukraine (UA), Uzbekistan (UZ) and Belarus (BY), including Georgia (GE).

o

Exposure according to BIS includes only domestically controlled banks.

/" Lending to nonbanks by 68 fully consolidated subsidaries in CESEE (adjusted for loan loss provision).

%

Direct lending to CESEE according to major loan register.

Note: Due to changes in reporting, the comparability of values as from 2008 with earlier values is limited.
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Table A25
Profitability of Austrian Banks’ Subsidiaries' in CESEE
2007 ‘ 2008 ‘ 2009 2005 ‘ 2006 ‘ 2007 ‘ 2008 ‘ 2009
1% half Year
End of period, EUR million
Operating income 4,815 6,515 6,638 5731 6,524 10,178 14,102 13,398
of which: net interest income 3,145 4,301 4,253 3,676 4,206 6,748 9231 8,696
securities and investment earnings X 58 40 X X X 103 50
fee an commission income 1,353 1,658 1,406 1,494 1,898 2,847 3432 2,916
trading income X 40 785 X X X 46 1,238
other income 316 458 153 561 420 583 1,291 499
Operating expenses 2,605 3,353 3122 3,251 3,697 5,495 6,961 6,267
of which: personnel expenses X 1,551 1,401 X X X 3,200 2,739
other expenses X 1,802 1,720 X X X 3,761 3,529
Operating profit/loss 2,209 3,161 3,516 2,480 2,826 4,683 7141 7129
Allocation to provisions and impairments X 636 2,024 X X X 2,277 4,829
Result after tax 1,512 2,065 1,190 1,658 1,730 3,104 4,219 1,775
Return on assets? 17% | 7% | 09% |  14% |  13% | 6% | 18%| 07%
Provisions’ 26% | 37%|  39%| o 28%| 24%|  26%| 29%| 53%
Source: OeNB.
! Excluding Yapi ve Kredi Bankasi (not fully consolidated by parent bank).
7 End-of-period result expected for the full year after tax as a percentage of average total assets.
° Provisions on loans and receivables in proportion of gross loans to customers.
Note: Due to changes in reporting, the comparability of values as from 2008 with earlier values is limited.
Furthermore some positions are only available in detail since 2008.
Table A26
Key Indicators of Austrian Insurance Companies'
2007 2008 2009 Change
Y=oy
% change
Dec. June Dec. June Dec. December
2009 (y-o-y)
End of period, EUR million
Business and profitability
Premiums 15,739 8,371 16,180 8,362 16,381 1.2%
Expenses for claims and insurers benefit 10,797 5,568 11,608 5,869 12,348 6.4%
Underwriting results 301 131 —119 96 132 210.9%
Profit from investments 4,168 1194 2,370 1,245 2,729 151%
Profit from ordinary activities 1,773 333 41 349 744 81.0%
Total Assets 86,951 91,570 93,911 96,081 99,227 5.7%
Investments
Total Investments 81,036 85,244 87,698 90,120 92,260 5.2%
of which: debt securities 32,989 34,988 35,209 36,376 36,397 34%
stocks and other equity securities’ 11,452 11,182 12,531 12,728 12,811 2.2%
real estate 4,818 4,781 5138 5188 5,246 2.1%
Investments for unit-linked and index-linked life insurance 8,894 9,291 9,319 10,513 12,822 37.6%
Exposure versus domestic banks X 17478 17423 17,355 17,570 0.8%
Custody account claims on deposits on reinsurers X 1,299 1,272 1,250 1,218 —4.2%
Risk Capacity (Solvency Ratio) 261.39% | x  33970% | x  33630%|  -1.00%

Source: FMA, OeNB.

! Semiannual data exclusive of reinsurance transactions, based on quarterly returns.

7 Contains shares, share certificates (listed and not listed) and all equity instruments held by investment funds.
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Table A27

Assets Held by Austrian Mutual Funds

2006 2007 2008 2009
June 30 Dec. 31 June 30 Dec. 31 June 30 Dec. 31 June 30 Dec. 31
End of period, EUR million
Domestic securities 55,788 58,332 60,313 58,920 54,428 48,777 49,104 48,765
of which: debt securities 18,302 17,632 15,892 14,938 13,774 14,601 16,324 16,013
stocks and other equity securities 3,141 3,930 4,220 3,812 3,527 1473 2,144 2,863
Foreign securities 103,742 110,528 | 114,007 106,726 94,487 78,655 80,067 89,845
of which: debt securities 69,481 70,280 71,374 66473 61,809 57,598 57,548 61,961
stocks and other equity securities 21,882 25186 26,231 23,723 16,598 8,899 10,064 12,663
Other assets (less remaining liabilities) 46,724 51,832 56,603 56,700 53,207 44,861 43,091 45110
Net asset value 159,530 168,860 174320 165,646 148,915 127432 129171 138,610
of which: retail funds 113,036 120402 | 124,666 117,864 | 103,885 82,804 80,383 85,537
institutional funds 46,494 48,458 49,654 47,782 45,030 44,628 48,788 53,073
Consolidated net asset value 134,551 140,829 | 144,550 137,092 124129 105,620 107,076 115,337
changed by: redemptions and sales’ 4462 958 1,825 —4,272 5,060 —7,040 —768 2,399
distributed earnings’ 1,444 2,326 1,347 2,499 1,070 1,965 930 1,767
revaluation adjustments and income’ 1,428 7,646 3,243 —687 —6,832 —9,505 3,153 7,629

Source: OeNB.

" The figures concerning the change in the consolidated net asset value are semi-annual figures.

Table A28

Structure and Profitability of Austrian Investment Companies

2006 2007 2008 2009

June 30 Dec. 31 June 30 Dec. 31 June 30 Dec. 31 June 30 Dec. 31

End of period, EUR million

Total assets 427 537 510 544 453 504 546 642
Operating profit’ 69 138 116 178 80 89 45 106
Net commissions and fees earned’ 138 288 199 354 169 269 124 258
Administrative expenses -2 74 162 90 194 96 196 88 185
Number of investment companies 27 27 27 28 29 29 29 30
Number of reported funds 2,168 2177 2,244 2,329 2,330 2,308 2,270 2,182

Source: OeNB.

" All figures are cumulative for the respective calendar year.
2 Administrative expenses are calculated as the sum of personnel and material expenses.
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Table A29
Assets Held by Austrian Pension Funds
2006 2007 2008 2009
June 30 Dec. 31 June 30 Dec. 31 June 30 Dec. 31 June 30 Dec. 31
End of period, EUR million
Domestic securities 10,074 10,742 10,901 10,773 10,650 9,705 10415 1,721
of which: federal treasury bills and notes 0 0 0 0 0 0 0 0
debt securities 89 116 147 137 124 142 163 169
mutual fund shares 9,921 10,589 10,722 10,603 10,499 9,543 10,228 11,520
other securities 64 37 32 33 27 20 24 32
Foreign securities 1,010 1,224 1426 1473 1,085 972 1,093 1197
of which: debt securities 81 73 9N 140 96 111 182 138
mutual fund shares 903 1113 1,299 1,321 980 851 879 932
other securities 26 38 36 12 16 10 32 127
Deposits 150 173 270 282 449 790 664 539
Loans 99 93 124 158 157 154 185 182
Other assets 220 264 249 238 262 332 264 170
Total assets 11,553 12,496 12,970 12,924 12,592 11,936 12,621 13,807
of which: foreign currency 327 555 601 620 462 312 373 521
Source: OeNB.
Table A30
Assets Held by Austrian Severance Funds
2006 2007 2008 2009
June 30 Dec. 31 June 30 Dec. 31 June 30 Dec. 31 June 30 Dec. 31
End of period, EUR million
Total direct investment 228.7 295.6 415.5 5983 8327 1,062.2 1125.0 883.7
of which: euro-denominated 2233 2884 390.5 579.6 816.8 1,0434 1103.0 866.3
foreign currency-denominated X X X X X X X X
accrued income claims from direct investment 24 4.2 4.6 8.6 114 16.5 20.0 15.2
Total indirect investment 6581 832.5 949.3 1,023.8 1,019.7 1,0764 1,339.0 19463
of which: total of euro-denominated investment in
mutual fund shares 608.1 7814 877.0 963.8 983.3 1,038.7 1,293.0 1,858.1
total of foreign currency-denominated
investment in mutual fund shares 50.0 511 72.3 60.0 56.2 377 45.0 88.2
Total assets assigned to investment groups 886.5 11281 1,364.8 1,6221 1,852.3 2,138.6 2,464.0 2,830.0
of which: foreign currency-denominated 524 542 92.7 70.8 60.7 40.0 48.0 904

Source: OeNB.

Note: Due to special balance sheet operations total assets assigned to investment groups deviate from the sum of total indirect investments.
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Table A31

Transactions and System Disturbances in Payment and Securities Settlement Systems

2006 2007 2008 2009

June 30 Dec. 31 June 30 Dec. 31 June 30 Dec. 31 June 30 Dec. 31

Number of transactions in million, value of transactions in EUR billion
HOAM.AT
Number X X X X 1.6 11 0.7 0.7
Value X X X X 2,360.2 4,363.5 4,535.2 4,769.3
System disturbances X X X X 1 4 1 4
Securities settlement systems
Number 1.7 13 1.8 11 1.0 1.0 0.8 1.0
Value 2671 181.5 330.0 269.8 2554 2470 181.2 1841
System disturbances 0 0 0 0 0 0 0 0
Retail payment systems
Number 216.5 232.0 237.8 2539 255.0 2729 272.2 30241
Value 16.9 184 183 18.6 20.0 21.7 21.5 243
System disturbances 25 33 3 17 0 16 5 14
Participation in international payment systems
Number 7.5 9.3 10.2 11.0 12.3 12.7 17.8 134
Value 702.2 766.6 868.9 1,077.5 997.2 997.5 675.7 549.2
System disturbances 1 3 1 0 0 0 0 0
Source: OeNB.
Note: ARTIS/TARGET has been replaced by HOAM.AT on November 19, 2007. Data refere to specific six month period.
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Abbreviations

A-SIT Secure Information Technology Center — Austria IHS Institut fiir Hohere Studien und Wissenschaftliche
ASVG Allgemeines Sozialversicherungsgesetz — Forschung — Institute for Advanced Studies, Vienna
General Social Security Act IIF Institute of International Finance
A-Trust A-Trust Gesellschaft fiir Sicherheitssysteme im 1P international investment position
elektronischen Datenverkehr GmbH IMF International Monetary Fund
(accredited certification service provider) ISO International Organization for Standardization
ATX Austrian Traded Index IWI Industriewissenschaftliches Institut — Austrian
BCBS Basel Committee on Banking Supervision (BIS) Institute for Industrial Research, Vienna
BIC Bank Identifier Code JVI Joint Vienna Institute
BIS Bank for International Settlements LIBOR London Interbank Offered Rate
BOP balance of payments M3 broad monetary aggregate M3
BSC Banking Supervision Committee (ESCB) MFI monetary financial institution
CACs collective action clauses MRO main refinancing operation
CEBS Committee of European Banking Supervisors (EU) Mol memorandum of understanding
CEE Central and Eastern Europe NACE Statistical Classification of Economic Activities
CEEC(s) Central and Eastern European country (countries) in the European Community
CESEE Central, Eastern and Southeastern Europe NCB national central bank
CESR Committee of European Securities Regulators OeBS Oesterreichische Banknoten- und Sicherheitsdruck
CIS Commonwealth of Independent States GmbH (Austrian banknote and
CPI consumer price index security printing works)
EBA Euro Banking Association OECD Organisation for Economic Co-operation and
EBRD European Bank for Reconstruction and Development Development
EC European Community OeKB Oesterreichische Kontrollbank (Austria’s main
ECB European Central Bank financial and information service provider for the
Ecofin Economic and Financial Affairs Council (EU) export industry and the capital market)
EEA European Economic Area OeNB Oesterreichische Nationalbank
EFC Economic and Financial Committee (EU) (Austria’s central bank)
EIB European Investment Bank OPEC Organization of the Petroleum Exporting Countries
EMS European Monetary System OBFA Osterreichische Bundesfinanzierungsagentur —
EMU Economic and Monetary Union Austrian Federal Financing Agency
EONIA Euro OverNight Index Average ONACE Austrian Statistical Classification of
ERMII exchange rate mechanism IT (EU) Economic Activities
ERP European Recovery Program POS point of sale
ESA European System of Accounts PRGF Poverty Reduction and Growth Facility (IMF)
ESAF Enhanced Structural Adjustment Facility (IMF) R&D Research & Development
ESCB European System of Central Banks RTGS Real-Time Gross Settlement
ESRI Economic and Social Research Institute, Dublin SDR Special Drawing Right (IMF)
EU European Union SDRM Sovereign Debt Restructuring Mechanism (IMF)
EURIBOR Euro Interbank Offered Rate SEPA Single Euro Payments Area
Eurostat Statistical Office of the European Communities SPF Survey of Professional Forecasters
FATF Financial Action Task Force on Money Laundering STEP2 Straight-Through Euro Processing system provided
FDI foreign direct investment by the Euro Banking Association
Fed Federal Reserve System (U.S.A.) STUZZA  Studiengesellschaft fiir Zusammenarbeit im
FMA Austrian Financial Market Authority Zahlungsverkehr G.m.b.H. — Austrian Society
FOMC Federal Open Market Committee (U.S.A.) for Payment System Research and Cooperation
FSAP Financial Sector Assessment Program SW.LET. Society for Worldwide Interbank Financial
(IMF/World Bank) Telecommunication
FWEF Fonds zur Férderung der wissenschaftlichen TARGET  Trans-European Automated Real-time Gross
Forschung — Austrian Science Fund settlement Express Transfer
GAB General Arrangements to Borrow Treaty Treaty establishing the European Community
GATS General Agreement on Trade in Services UCIT(s) undertaking(s) for collective investment in
GDP gross domestic product transferable securities
GNP gross national product uLc unit labor cost
GSA GELDSERVICE AUSTRIA Logistik fir uN United Nations Organization
Wertgestionierung und Transportkoordination UNCTAD United Nations Conference on Trade and
GmbH (Austrian cash logistics company) Development
HICP Harmonised Index of Consumer Prices VaR value at risk
HIPC Heavily Indebted Poor Countries WBI Wiener Borse Index
HOAM.AT Home Accounting Module Austria (all-share index of the Vienna stock exchange)
IBAN International Bank Account Number WEF World Economic Forum
IBRD International Bank for Reconstruction and WIFO Osterreichisches Institut fiir Wirtschaftsforschung —
Development Austrian Institute of Economic Research
ICT information and communication technology wiiw Wiener Institut fir internationale
IDB Inter-American Development Bank Wirtschaftsvergleiche — The Vienna Institute for
IFES Institut fir empirische Sozialforschung GesmbH — International Economic Studies
Institute for Empirical Social Research, Vienna WKO Wirtschaftskammer Osterreich — Austrian
Ifo Ifo Institute for Economic Research, Munich Federal Economic Chamber
WTO World Trade Organization
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Legend

x = No data can be indicated for technical reasons
Data not available at the reporting date
= The numerical value is zero or smaller than half of the unit indicated
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Discrepancies may arise from rounding,
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institutions, cross-border transactions and positions as well as financial flows. The
contributions are in German, with executive summaries of the analyses in English.
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experts, including economists, researchers, politicians and journalists, discuss
monetary and economic policy issues. Workshop proceedings are generally
available in English only.

Working Papers about ten papers a year

The OeNB’s Working Paper series is designed to disseminate, and provide a
platform for discussing, findings of OeNB economists or outside contributors on
topics which are of special interest to the OeNB. To ensure the high quality of
their content, the contributions are subjected to an international refereeing
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Conference Proceedings of the Economics Conference annual

The Economics Conference hosted by the OeNB is an international platform for
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financial market issues. It convenes central bank representatives, economic policy-
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Conference Proceedings of the Conference
on European Economic Integration annual
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For further details see http://ceec.oenb.at

Annual Report annual

The Annual Report of the OeNB provides a broad review of Austrian monetary
policy, economic conditions, new developments in the financial markets in general
and in financial market supervision in particular as well as of the OeNB’s changing
responsibilities and its role as an international partner in cooperation and dialogue.
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www.oenb.at/en/presse_pub/period_pub/finanzmarkt/barev/barev.jsp

Guidelines on Credit Risk Management

The increasing use of innovative financial products such as securitization or credit
derivatives and the further development of modern risk management methods lead
to significant changes in the business environment of credit institutions. The cre-
dit sector is particularly affected by these innovations, with internal software sys-
tems and relevant business processes having to be adapted to cope with the new
environment. ,,Guidelines on Credit Risk Management® is designed to assist in re-
designing the systems and processes within a bank in the course of implementing
Basel II.
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(By Gaal, A. and M. Plank. 1998. In: Focus on Austria 4/1998, OeNB.)
www.oenb.at/en/img/credit_risk_tcm16-11201.pdf

Legal Framework in Croatia
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Legal Framework in Poland

www.oenb.at/en/img/poland_screen_tcm16-45602.pdf

Legal Framework in Slovakia
www.oenb.at/en/img/slovakia_screen_tcml16-45603.pdf

Legal Framework in Slovenia

www.oenb.at/en/img/slovenia__screen_tcm16-45604.pdf
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Guidelines on Market Risk

Two volumes of this six-volume series of guidelines centering on the various facets
of market risk provide information on how the Oesterreichische Nationalbank ap-
praises value-at-risk models and on how it audits the standardized approach. The
remaining four volumes discuss in depth stress testing for securities portfolios, the
calculation of regulatory capital requirements to cover option risks, the general
interest rate risk of debt instruments, and other risks associated with the trading
book, including default and settlement risk.

General Market Risk of Debt Instruments
(2nd revised and extended edition) (Volume 1)

www.oenb.at/en/img/bandlev40_tcm16-20471.pdf

Standardized Approach Audits (Volume 2)
www.oenb.at/en/img/band2ev40_tcm16-20472.pdf

Evaluation of Value-at-Risk Models (Volume 3)
www.oenb.at/en/img/band3ev40_tcm16-20473.pdf

Provisions for Option Risks (Volume 4)

www.oenb.at/en/img/band4ev40_tcm16-20474.pdf

Stress Testing (Volume 5)
www.oenb.at/en/img/band5ev40_tcm16-20475. pdf

Other Risks Associated with the Trading Book (Volume 6)
www.oenb.at/en/img/band6ev40_tcm16-20476.pdf

Guidelines on Operational Risk Management and
Bank-Wide Risk Management

Guidelines on Operational Risk Management

www.oenb.at/en/img/operational _risk_screen_tcml16-49652.pdf

These guidelines describe the features of operational risk, evaluate the significance
of this risk category for banks and securities firms, and provide an overview of
methods and measures adopted to control operational risks. The guidelines ex-
plore the major risk areas and risk control/limitation measures in line with the
four causes of operational risk (people, systems, processes, external events) and
also assess associated legal risks. Furthermore, the guidelines offer an overview of
the methods used to calculate (quantitative and qualitative) capital requirements.
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Guidelines on Bank-Wide Risk Management
www.oenb.at/en/img/If__icaap_englisch_gesamt___tcm16-39190.pdf

The Guidelines on Bank-Wide Risk Management (Internal Capital Adequacy As-
sessment Process) give a detailed overview of assessment procedures in all major
risk categories. They provide in-depth information on the different types of capital
and their suitability for risk cover. Moreover, the guidelines present quantitative
methods and procedures to determine the risk-bearing-capacity of a credit institu-
tion. A separate section highlights the significance of having a limit system in place
that is adequate in a given risk scenario and underscores the need for efficient in-
ternal control mechanisms.

Other Publications
Banking Supervision in Austria

www.oenb.at/en/img/banking_supervision_screen_tcm16-141715.pdf

Structured Products Handbook
www.oenb.at/en/img/phb_internet_tcm16-11173.pdf

The first part of the ,Structured Products Handbook® deals with structured bonds
whose payoff properties depend on interest rate movements, and the following
two parts focus on products whose payoff characteristics are shaped by equity pri-
ces and foreign exchange rates.

New Quantitative Models of Banking Supervision

www.oenb.at/en/img/new_quantitative_models_of _banking_supervision_tcm16-

24132.pdf

Off-Site Analysis Framework of Austrian Banking Supervision — Austria
Banking Business Analysis

www.oenb.at/en/img/offsiteanalysis_internet_tcm16-33280.pdf
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