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Foreword

The financial crisis that emerged in a
small segment of the U.S. financial
market has since developed into a
severe global economic crisis. Both
economic policy makers and central
banks have to find effective and innova-
tive answers to this difficult situation.

The current problems have multiple
causes. First and foremost, the proba-
bility of a crisis (an inherent phenome-
non of any economy) was undoubtedly
underestimated, resulting in both ex-
cessive optimism and too little caution.
Inappropriate incentive structures were
another key factor contributing to the
depth of this crisis. Owing to their
short-term focus on maximizing stock
prices, market participants were exces-
sively ready to take risks. Furthermore,
awareness about the risks entailed in
complex financial instruments was in-
adequate. Misperceptions existed, in
particular, regarding the implications
of these incentive structures for the
risks underlying such instruments. The
role of some supervisory bodies and
central banks in the run-up to the crisis
has also come under scrutiny, and for

ood reason: Far too little consider-
ation had been given to the correlation
between global macroeconomic devel-
opments and the risks of individual
institutions. Overall, we can now say
without a doubt that the build-up of
risk buffers in the global financial
system had been inadequate in the
run-up to the crisis.

Regarding the interaction between
the real economy and the financial
economy, too little attention has been
paid to the procyclicality of the finan-
cial system, which is a topical problem
in the current situation. In particular,
accounting practices — including e.g.
fair value accounting or loan loss pro-
visions — underwent a series of devel-
opments that should be revisited in the

light of the crisis (with the aim of
reducing this procyclicality).

In view of the dramatic growth
slowdown and major external imbal-
ances in the region, Austria’s financial
sector made the headlines primarily
because of its leading role in the finan-
cial sector of Eastern Europe. In fact,
Austrian banks hold approximately
20% of Eastern European countries’
foreign liabilities vis-a-vis EU-15 banks,
which is the largest share both in abso-
lute and GDP percentage terms. The
situation in Eastern Europe has eased
significantly thanks to intervention
by the EU and the IMF. In addition,
Austrian politics has shown through its
flexible intervention that it can take
action on this issue. Strict vigilance is
nonetheless warranted, a fact of which
both banking supervisors and the banks
concerned are well aware. At the same
time, it should also be remembered that
about 85% of loans issued by Austrian
bank subsidiaries in Eastern Europe are
covered by local deposits and that
around three-quarters of Austria’s ex-
posures in the region are to countries
which are already EU Member States.

What is to be done to resolve the
The following  strategic
elements are essential: We need to
adopt a more systemic approach to
financial regulation and supervision
and strengthen the focus on the macro-
prudential dimension. In particular,
micro- and macroprudential supervi-
sion must be integrated more closely at
a national, European and global level.

In the future, effective financial
stability analysis will have to be about
more than identifying key weaknesses
in the financial system — we have to en-
sure that risk mitigation measures are
taken with immediate effect. The re-
sults of financial stability analysis must
be integrated to a greater extent into

situation?
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ongoing banking supervision and the
regulation of financial players’ behav-
ior. This also implies that we need to
make changes in the regulatory envi-
ronment. We therefore support the
de Larosicre report on Europe’s new
supervisory architecture and related
EU initiatives. After all, these matters
can only be resolved at the European
level. Institutional cooperation between
supervisors, central banks and interna-
tional organizations such as the IMF or
the Financial Stability Forum is another
equally important success factor.

The key debate on the financial
crisis is focused on achieving the most
effective regulation possible based on
the lessons learned from the current
crisis. At an international level, this
discussion includes considerations about
the degree of supervision to which ma-
jor systemically important financial in-
stitutions (that are considered to be too
big to fail) are subjected. Moreover,
there are already specific proposals for
more effective supervisory structures,
such as the European Systemic Risk

Board (ESRB), which has already been

approved by the European Council and
assigns a greater supervisory role to the
European System of Central Banks.
There is an undisputed consensus that
concealing risks in off balance sheet
conduits must be impossible for market
participants who are already subject to
regulation. The same consensus exists
regarding the well-founded call for
greater transparency and increased dis-
closure duties for the financial sector as
a whole.

The economic downturn in Austria
has been severe and the fastest the
country has experienced in a long time.
The Austrian government reacted with
a comprehensive flexible-use bank sup-
port package. Overall, Austria is well
on track thanks to the fact that the
country’s supervisory architecture was
restructured as early as 2007. Financial
stability analysis plays an even more
important role than ever before in this
architecture. Central banks make a
highly valuable contribution to the sta-
bility of the financial system and, for
this reason, must safeguard their own
independence.

Ewald Nowotny, Governor
Andreas Ittner, Executive Director

Foreword
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Reports



From Financial Crisis to Global Economic

Crisis

World Economy Enters Deep
Recession

The current global financial and eco-
nomic crisis is posing extraordinary
challenges for economic policy makers.
This is because the crisis is global, its
occurrence was sudden and the reces-
sion reached a scale not seen in recent
decades.

In response, monetary and eco-
nomic policies treaded new paths in
both managing and combating the cri-
sis. Central banks countered disrup-
tions in financial markets by introduc-
ing extraordinary and historically un-
paralleled measures. Key policy rates
worldwide are currently at historically
very low levels. Moreover, a number of
quantitative measures were established
to support lending. This economic
policy intervention basically had a two-
pronged strategy: on the one hand, to
stabilize the financial sector and, on the
other hand, to develop economic stim-
ulus packages given the swift spillover
of the financial crisis into the real econ-
omy.

Dynamic measures implemented by
central banks and governments pre-
vented the financial crisis from escalat-
ing further. In spring 2009, early signs
of stabilization were evident in interna-
tional financial markets. Equity mar-
kets rallied modestly, and the spreads
between money market and key inter-
est rates narrowed from record highs.

In addition, the U.S.A., which was
the first country to introduce compre-
hensive economic stimulus packages,
witnessed the first signs of a possible
stabilization of the economy. In the
euro area, by contrast, the recession
deepened in the first six months of
2009, and the outlook for the rest of
the year remains bleak.

The repercussions of the recession
also reached Central, Eastern and
Southeastern European (CESEE) econ-
omies. The recession in this region is
attributable to general factors such as
the tightening of external financing
conditions and the decline in external
demand, as well as to specific circum-
stances in certain countries’ situation
at the start of the crisis (overheating of
domestic demand, high external imbal-
ances). Owing to the stabilization of
international financial markets and to
the economic support measures of the
EU, the G-20 and international finan-
cial institutions, the financial markets
of the emerging economies rallied mod-

estly from March 2009.

Economic Downturn in Austria

The international economic crisis also
reached the Austrian economy, with
Austrian real GDP declining since the
fourth quarter of 2008. The strength
and speed of the downturn exceeded
those of the country’s previous reces-
sions by a wide margin. Tax reform and
economic stimulus packages should
help stabilize the economy during the
rest of 2009.

The financial crisis also adversely
affected corporate financing condi-
tions. In particular, borrowing in the
equity market almost came to a stand-
still. Although bank lending continued
to grow, banks tightened their credit
standards and have been factoring in
borrowers’ risk-bearing capacity and
their economic prospects more strongly
into their lending decisions. Financing
costs, which had risen markedly up to
fall 2008, have thus far fallen in 2009.
However, increased drawing of credit
facilities deepened corporate debt and,
after years of rising, capital ratios

decreased in 2008.
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The recession did not leave house-
hold balance sheets unscathed and, in
this context, materialized especially in
the form of heavy valuation losses for
capital market securities. These losses
not only affected households’ financial
assets but also had an impact on both
funded pensions, which have become
more important in recent years, and
the repayment vehicles of bullet loans.
New houschold borrowing, by con-
trast, went down significantly. How-
ever, the foreign currency share of
household financing remained high.

Austrian Banks Increasingly
Affected by Recession

The financial crisis and the downturn
in the real economy had a clearly
adverse effect on banks’ profitability.
In particular, marked valuation losses
in trading income and higher loan
loss provisions reduced profitability. In
2008, nevertheless, the Austrian bank-
ing system still generated a profit,
albeit a considerably diminished one.
The CESEE business of banks active
in the region accounted for a significant
share of this profitability. Profits gener-
ated in this segment largely offset fall-
ing profits in others. In view of the
gloomy economic outlook, interna-
tional financial markets’ risk aversion
to this region increased sharply. Aus-
trian banks’ investment in CESEE
countries increasingly came under the
spotlight of critical international atten-

From Financial Crisis to Global Economic Crisis

tion. This group of countries should
not, however, be seen as a homoge-
neous region. Instead, the financial
crisis affected individual countries to
widely varying degrees. Furthermore,
the activities of the IMF and the EU in
the region created confidence and
helped reduce significantly the likeli-
hood of extremely negative develop-
ments.

Liquidity constraints, which marked
bank refinancing in autumn 2008, be-
came weaker, but have so far remained
at historically high levels. Admittedly,
in view of increasing feedback effects
on the real economy from the financial
system, the deterioration of Austrian
banks’ loan portfolio in both CESEE
and Austria has only just begun.

However, the implementation of
the bank support package helped pre-
pare banks for an increase in loan loss
provisions. Since the fourth quarter of
2008, both capital ratios and core capi-
tal ratios, after decreasing in previous
periods, have risen via increased inter-
nal financing (retained earnings) and
external financing (by core sharehold-
ers and by means of government par-
ticipation capital).

To date, banks have been the finan-
cial intermediaries hardest hit by the
crisis. However, the financial crisis also
squeezed the investment results of in-
surance companies, investment funds
and pension funds.
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Global Financial and Economic Crisis Hits

Eastern Europe

Industrialized Countries:
IMF Sees Economic Contraction
The industrialized countries have been in
recession since mid-2008. According
to the IMF’s April 2009 World Eco-
nomic Outlook, it is the deepest and
most synchronized recession of the
postwar period. The industrialized
economies are expected to shrink by
3.8% in 2009, and global trade is an-
ticipated to plunge by 11%. For 2010,
the IMF predicts both growth and
global trade volumes to stagnate.
While real GDP in the U.5.A. con-
tinued to contract in the first quarter of
2009, there were also some signs of a
possible stabilization. Industrial pro-
duction declined again, shrinking by
1.5% in March compared with the
previous month. Real estate prices
continued to slump, too, albeit at a
slightly slower pace than before accord-
ing to the Case-Shiller Index. The
labor market situation again deterio-
rated markedly, with the unemploy-
ment rate climbing to 8.5% in March.
While the annual inflation rate dipped

in March for the first time since 1955
(—0.4%), the core rate (which excludes
energy and food prices) still came to
1.8%. Against this background, the
Fed expanded its unconventional policy
tools. To help improve conditions in
the credit markets, the Federal Open
Market Committee (FOMC) decided
on March 17 and 18, 2009, to increase
its purchases of mortgage-backed secu-
rities and unsecured bonds issued by
federal housing agencies to a total of
USD 1.45 trillion. Moreover, the Fed
will purchase up to USD 300 billion of
longer-term Treasury securities to help
cut long—term interest rates.

In the euro area, too, the recession
has deepened, with real GDP shrinking
by 2.5% in the first quarter of 2009
compared with the previous quarter.
The unemployment rate rose to 8.9%
in March, a significantly higher value
than last year. Annual HICP inflation
stood at 0.6% in April. On May 7,
2009, the Governing Council of the
ECB decided to lower the key interest
rate by another 25 basis points to

Table 1

IMF World Economic Outlook: Industrialized Countries

Industrialized countries

US.A.

Euro area
Germany

France

Italy

Austria

United Kingdom
Japan

GDP (real annual change) CPI (annual change) Current account
Oct. | Apr. Oct. | Apr. 09 Oct. | Apr. Oct. | Apr. 09 Apr. 09
08 09 08 08 08
2008" | 2008 | 2009' | 2009" | 2010" | 2008" | 2008 | 2009" | 2009" | 2010" | 2008 ‘ 2009" | 2010
% | % | % of GDP
15| 09| o5| -38| 00| 36| 34| 20| -02| 03] -11] -10]| -10

1.6 11 01| -2.8 0.0 4.2
1.3 0.9 02| -42 | -04 3.5
1.8 13 00| -56| —10 2.9
0.8 0.7 02| =30 0.4 34
=01 10| =02 | -44| -04 34
2.0 1.8 08| 30 0.2 35
1.0 0.7 | -041 -41| -04 3.8
0.7 | -0 05| -6.2 0.5 1.6

Source: IMF (World Economic Outlook), October 2008 and April 2009.

! Forecast.

3.8 18| -09 | -041 -47 | -28| -2.8
33 1.9 0.4 06 -07| -11 -1.2
2.8 14 0.1 -04 6.4 2.3 2.4
3.2 1.6 0.5 10 16| -04| =09
3.5 1.9 0.7 06| —32| —-30| -31
3.2 2.3 0.5 13 29 1.3 1.3
3.6 29 1.5 08| -1.7| 20| -15
14 09, -1.0]| -06 3.2 1.5 1.2
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1.00%, which means that the ECB’s
key rate has been cut by 1.5 percentage
points since the beginning of the year.
Subsiding inflationary pressures al-
lowed the ECB to continue monetary
casing in response to the deteriorating
economic outlook.

Japan is afflicted by the worst reces-
sion of the postwar period. In the
fourth quarter of 2008, GDP was down
by as much as 3.8% on the previous
quarter and shrank by another 4.0% in
the first quarter of 2009. In February
2009, both CPI and core inflation stood
at —0,1 %. Atits meeting in early April,
the Bank of Japan (Bo]) left its key
interest rate unchanged at 0.1%. To
strengthen financial institutions’ capi-
tal base and thus improve their scope
for lending, the Bo] is buying highly
rated short-term debt securities as well
as highly rated corporate bonds from
commercial banks. Since early March
2009, banks have also had the opportu-
nity to sell equity holdings to the Bo].

In U.S. and euro area money mar-
kets, the measures taken by central
banks and governments caused tensions

Global Financial and Economic Crisis Hits Eastern Europe

to moderate and interest rates to drop.
In April and May 2009, the three-
month EURIBOR and the U.S. dollar
three-month LIBOR came in at about
1%. In U.S. and euro area bond mar-
kets, ten-year government bond yields
tended to move sideways in recent
months.

Yields dropped markedly when the
Fed announced it would purchase large
volumes of government bonds in the
secondary market. After that, long-
term U.S. yields climbed again as stock
markets stabilized. In the ten-year
segment, the yield spreads between
German bunds and government bonds
issued by other euro area countries
widened to high levels until February
2009 and then narrowed again. The
highest value recorded for Austria was
100 basis points. The financial crisis
also led to a substantial rise in yield
spreads on corporate bonds in the U.S.A.
and the euro area, which declined again
significantly in April, though, espe-
cially those on AAA bonds. Since
March 2009, international stock markets
have recovered from a several-year low.

Chart 1

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

% p.a.

Jan.  Apr. July Oct. Jan. Apr. July Oct. Jan.

2005 2006
== Euro area CPI = US. CPI
== Euro area key interest rate == US. key interest rate

Source: Eurostat, national statistical offices, Thomson Reuters, OeNB.

Apr.  July  Oct. Jan. Apr. July Oct. Jan. Apr
2007 2008 2009

== Japan CPI

== Japan key interest rate
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Global Financial and Economic Crisis Hits Eastern Europe

Chart 2

Euro Area, U.S.A. and Austria: 3-Month Interbank Rates and 10-Year

Government BondYields

% p.a.

Jan.  Apr. July Oct. Jan. Apr. July Oct. Jan.
2005 2006

== Euro area 3-month interbank rate
== USA. 3-month interbank rate

Source: Thomson Reuters, OeNB.

== Euro area 10-year government bond yields
== U.S.A.10-year government bond yields

Apr.  July  Oct. Jan. Apr. July Oct. Jan. Apr

2007 2008 2009

== Austria 10-year government bond yields

In the euro area, the stock market in-
dex rose by about 30% from early
March to end of May, with banks’ and
insurance companies’ stocks perform-
ing significantly above average. This
sharp rise was driven by announce-

ments that the U.S. authorities would
launch further support packages, by
several banks reporting favorable re-
sults, and by the outcome of the G-20
summit.

Chart 3

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

Government Bonds
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Global Financial and Economic Crisis Hits Eastern Europe

Chart 4

Euro Area, U.S.A. and Japan: Stock Market Indices and Bank Stock Subindices
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Source: Thomson Reuters, OeNB.

In foreign exchange markets, the outlook. The Japanese yen and the
USD/EUR exchange rate moved side- ~ Swiss franc continued to be affected by
ways amid temporarily large fluctua- fluctuations in international investors’
tions, which reflected differing expec-  risk appetite.
tations about the relative economic

Chart 5

Industrialized Countries: Exchange Rates against the Euro
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Global Financial and Economic Crisis Hits Eastern Europe

Comparing Developments in
Central, Eastern and Southeast-
ern Europe with Other Emerging
Market Economies

The global financial and economic cri-
sis triggered by the U.S. subprime cri-
sis has affected emerging market econ-
omies (EMEs) through both financial
sector and real economy channels.
Looking at EME regions, the IMF pre-
dicts that, like the industrialized coun-
tries, the Commonwealth of Indepen-
dent States (CIS), CESEE (excluding
CIS) and Latin America will be in re-
cession in 2009. In the CIS, this reces-
sion is expected to be deepest and, in
particular, more severe than in the in-
dustrialized countries. For the other
regions (Middle East, Africa, Asia), the
IMF predicts growth to slow down
sharply but remain positive.

Differences between the individual
countries of a region are partly substan-
tial, though. Developments in aggre-

gate Asia, for instance, are dominated
by China’s economic weight. Similarly,
CESEE is anything but a homogeneous
region — the differences between indi-
vidual countries are huge. The IMF ex-
pects that, apart from the Baltic states,
Romania will experience the largest
decline in GDP growth from 2008 to
2009 and will be affected by the deep-
est recession in the region. Still, con-
trary to expected GDP developments
in the Baltic and CIS countries, Roma-
nian GDP is not forecast to shrink more
sharply than euro area GDP. According
to this outlook, the CESEE countries
will likely be able to maintain the level
they achieved in recent years in catch-
ing up with average per-capita income
in the euro area. However, this outlook
also takes into account the effect of in-
ternational support packages for some
countries of the region (e.g. Romania,
Serbia and Latvia).

Chart 6

GDP Forecast

Annual changes in %, at constant prices
11

9

CESEE CIS Czech

Republic
' 2010

Euro area Slovakia
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Source: IMF (World Economic Outlook), April 2009.
! Forecast.

Note: CESEE aggregate excluding European CIS countries.
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Global Financial and Economic Crisis Hits Eastern Europe

Chart 7

Emerging Markets: Current Account Balances and Net Capital Inflows

% of GDP (at exchange rates)
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Middle East

2009" 2008

B Loans and other capital inflows to the private sector (net)

Source: IMF, OeNB.

" Forecast.

2009"

Africa Asia
2008 2009" 2008 2009"

Capital inflows to the public sector (net)
BB Direct investment inflows to the private sector (net)
m  Change in central bank gross foreign currency reserves

Latin America
2008 2009"

Note: Negative net capital inflows (to the public sector) refer to net capital outflows from the public sector to the industrialized countries. Positive
values for the change in official gross reserves indicate an increase. CESEE aggregate excluding European CIS countries; Asia aggregate including

South Korea, Taiwan, Hong Kong and Singapore.

The extent to which individual
emerging market economies or entire
regions are affected by the financial and
economic crisis depends on these econ-
omies’ structures and degree gf openness,
among other things. Since most of the
CESEE countries are highly open econ-
omies that have already achieved an
especially high degree of economic in-
tegration (in terms of financing and the
real economy) as well as institutional
and political integration with the larger
European economic area, developments
in CESEE economies have closely fol-
lowed those of the euro area and the
EU-15. The CIS has been severely af-
fected by the massive withdrawal of
foreign credit and by the decline in
commodity prices. The latter has also
played a decisive role in the Middle East
(where the current account surplus has
disappeared as in CESEE) and in Africa
(where a current account deficit has
emerged). How severely a country is

! Credit extended to offshore centers is even higher, though.

hit by the crisis also depends on the
magnitude of imbalances before the onset of
the crisis. Countries that posted high
current account surpluses in the past
and thus accumulated large foreign
reserves now have better means to
address current developments proac-
tively. In some CESEE countries, how-
ever, the current account deficits were
not just a result of the catching-up pro-
cess and of deepening integration — they
were also due to overheating domestic
demand.

Among total credit claims on emerging
markets held by BIS reporting banks (which
are mainly based in industrialized coun-
tries), claims on CESEE (excluding
CIS) are particularly high — both in
euro and as a percentage of the recipi-
ent region’s GDP."! The large exposure
to this region is mainly attributable to
the fact that banks reporting to the BIS
(especially banks from the euro area)
own almost the entire banking sectors
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Global Financial and Economic Crisis Hits Eastern Europe

Chart 8

Domestic and Cross-Border Credit to
CESEE and CIS Regions by BIS-Reporting
Banks
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Source: BIS, IMF, OeNB.

Note: CESEE excluding European CIS countries; proxy for euro area banks
(including Danish and Norwegian banks, excluding banks from
Luxembourg); points: credit stock in % of GDP of the recipient region
(right-hand scale).

of most CESEE countries; therefore,
the volume of claims outstanding is
enhanced by domestic credit that is
funded through domestic deposits.
Among the banks reporting to the BIS,
Austrian, Italian, German and French
banks have substantial claims on most
CESEE countries, while banks from
Belgium and the Netherlands have sub-
stantial claims on individual countries
of the region, and Swedish banks are
particularly exposed to the Baltic coun-
tries.

Developments in emerging market
economies’ financial markets (stock mar-
kets, euro bond markets) are character-
ized, on the one hand, by large differ-
ences between countries (also within
one region) in both boom and bust
cycles.

On the other hand, the underlying
pattern is clearly driven by develop-
ments in the industrialized countries
and the associated risk appetite trends.
The price gains and the decline in yield
spreads observed since February 2009

Chart 9
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Chart 10

Emerging Markets: Spreads on Sovereign Eurobonds in Foreign Currency
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partly reflect (preparations for) the
G-20 decisions taken in early April
(additional IMF funds and new IMF
facilities), the increase in the EU bal-
ance of payments support facility and
specific agreements on IMF and/or EU
credit lines with individual countries of
the region.

CESEE: International Financial
and Economic Crisis Causes
Recession and an Adjustment of
Imbalances

The global financial and economic cri-
sis has led to a slump in growth in
CESEE (here including European CIS
countries), with annual real GDP growth
dropping in all countries in the fourth
quarter of 2008 compared with the
previous quarter. The downturn was
especially pronounced in Romania and
Ukraine and led to negative growth in
Hungary and Ukraine, which was
mainly attributable to a sharp decline
in export demand (notably due to a fall
in euro area imports) and to slower
growth of domestic demand (in partic-
ular investments). In the first quarter
of 2009, the downturn intensified in
tandem with developments in the euro
area, and almost all CESEE countries
were in a recession as measured by an-

nual GDP change (albeit to markedly
different degrees). Poland was the only
country to post a rise in annual GDP
(+1.9%).

Ukraine was among the countries
that were hit hardest by the crisis (in
addition to political uncertainties),
with GDP tumbling by 8% in the fourth
quarter of 2008. In February, the IMF
suspended the release of the second
tranche of a EUR 12.8 billion loan to
Ukraine that had been agreed upon in
November 2008. In early May, an
agreement was reached to adjust the
loan terms and a higher tranche than
originally scheduled (EUR 2.1 billion
instead of 1.5 billion) was disbursed.
Romania secured a EUR 20 billion loan
with a maturity of 24 months from
international financial institutions and
the EU in March 2009. On May 4
2009, the IMF approved its EUR 12.9
billion share in that agreement; EUR
4.9 billion of this amount was made
available immediately. In addition to
loans under Stand-By Arrangements,
which are only disbursed in tranches
provided the recipients gradually fulfill
certain conditions, the IMF introduced
a Flexible Credit Line facility for coun-
tries with very strong fundamentals
(ex ante conditionality) in late March
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2009. On May 6, 2009, the IMF gave
Poland unlimited access to a one-year
flexible credit line in the amount of
EUR 15.4 billion.

In 2008, the Southeastern Euro-
pean countries (notably Bulgaria)
posted large deficits in the combined
current and capital account that were pri-
marily due to the goods and services
balance. In Romania, the deficit was
slightly smaller than in 2007, partly be-
cause of a depreciation of the leu. In
Ukraine, the deficit rose as a result of
plummeting steel prices, higher oil and
gas import prices as well as overheatin
domestic demand in the first half of
2008. A drastic reduction of imbal-
ances was reported for several coun-
tries in the first quarter of 2009. As
goods and services imports dropped
more sharply than exports, the current
account deficit of Ukraine declined by
72% compared with 2008, while that
of Romania and Bulgaria fell by 76%
and 56%, respectively (Poland —80%).
In Russia, the current account surplus
shrank from EUR 25 billion to EUR
8 billion.

Only in the Czech Republic, foreign

direct investment in 2008 still more than

offset the combined current and capital
account deficit. The coverage level
declined markedly in Bulgaria, Croatia,
Ukraine and Poland, which implied
ceteris paribus a higher demand for
external funding (new debt).

Among the currencies of the CESEE
countries here under study, only the
Romanian leu depreciated significantly
against the euro in the period from the
onset of the financial market turbu-
lence in mid-2007 to the collapse of
Lehman Brothers in September 2008,
whereas the Czech koruna and the
Polish zloty still appreciated strongly in
that period. After that, however, the
Polish zloty, the Czech koruna and the
Hungarian forint depreciated sharply
against the euro until mid-February
2009. While these developments were
partly attributable to general factors (an
overall rise in risk aversion, the dele-
veraging of risky assets by internation-
ally active financial institutions and the
deterioration of the (export) growth
outlook), specific factors also played a
role (e.g. losses on foreign exchange
options in Poland, and the supportive
effect of the credit agreement with the
IMF and the EU as well as of increases

Chart 11
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Chart 12

National Currencies and the Euro
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in key interest rates in Hungary). In
Romania and Croatia, the currency de-
preciation was slowed down by central
bank interventions. The Russian ruble
also depreciated markedly in relation to
the central bank’s dual-currency basket
(45% euro, 55% U.S. dollar), driven
by the decline in oil prices and by
capital outflows that had started al-
ready during the armed conflict with
Georgia. Between November 2008 and
January 2009, the Central Bank of the
Russian Federation gradually widened
the trading band against the basket,
thus permitting a controlled deprecia-
tion of the currency. The Ukrainian
hryvnia reached its low already in
December 2008. Since then, the Na-
tional Bank of Ukraine has managed to
prevent the currency from tumbling
further by making interventions and
regulatory changes. While currency
depreciations may support growth in
the depreciating countries with some
lag by fueling net exports (provided
that the resulting losses on foreign ex-
change options do not weaken export
businesses), they also have a negative
impact on domestic demand in coun-

tries where a large share of household
debt is denominated in foreign cur-
rency. Between February and May
2009, most of the currencies that had
depreciated previously stabilized or
even appreciated slightly in parallel to
international developments.

Falling energy and food prices and
the onset of recession had a dampening
effect on price developments, which more
than offset the inflationary effect of
currency depreciation. Inflation de-
clined sharply above all in Bulgaria and
Croatia, two countries whose curren-
cies had depreciated only slightly or not
at all because of their currency regimes.
In the first quarter of 2009, only
Ukraine and Russia still posted double-
digit inflation rates.

According to the spring forecast of
the European Commission, the reces-
sion will lead to the widening or the
emergence (Bulgaria and Russia) of
fiscal deficits in all countries of the re-
gion in 2009. This is chiefly attribut-
able to automatic stabilizers and only
partly to discretionary measures. The
latter play a role above all in Russia
(accounting for more than 4% of GDP)
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and Poland (where tax reductions that
were scheduled some time ago will be-
come effective). Public debt will con-
tinue to rise from relatively high levels
first and foremost in Hungary, but also
in Poland. Obtaining funding from
capital markets is also difficult for coun-
tries with lower public debt levels,
though. Loan arrangements with the
IMF and the EU have helped to fill this
gap for Romania and Ukraine.

In April 2009, government financ-
ing costs as measured by the yields on
ten-year government bonds in national
currency remained unchanged from Au-
gust 2008 in Slovakia and (because of
key interest rate cuts) in Poland. In light
of lower average yields in the euro area,
spreads (reflecting sovereign risk and
exchange rate risk) have widened for
these countries, as well. In the other
CESEE countries, yields and spreads
have risen markedly. In Romania and
Hungary, this was also ascribable to
higher short-term interbank rates as a re-
sult of (partly foreign exchange inter-
vention-related) liquidity bottlenecks
and key interest rate hikes to stabilize
the currency. Hungary’s key rate was
lifted by 3 percentage points to 11.5%
in October 2008 and then cut in sev-
eral steps to reach 9.5% in January
2009. After raising the key interest rate
by 0.25 percentage points to 10.25% in
carly August 2008, Romania’s central
bank waited until early February 2009
to cut the key interest rate by the same
amount to 10.0% and reduced it fur-
ther to 9.5% in early May 2009. Fol-
lowing the conclusion of the credit ar-
rangement with the IMF and the EU,
the central bank decided on March 31,
2009, to lower the reserve ratio for
liabilities denominated in foreign cur-
rency with a residual maturity of more
than two years from 40% to 0%, thus
continuing monetary easing. In the
Czech Republic and Poland, interbank

rates have declined thanks to key inter-
est rate cuts by 200 basis points and
225 basis points, respectively, that were
made since August 2008.

Among the CESEE countries, the
degree of intermediation (as measured by
the stock of domestic credit to the pri-
vate sector as a ratio of GDP) is highest
in Hungary, Bulgaria, Croatia and
Ukraine; but even in these countries,
intermediation is still markedly below
the euro area average. This group also
reports a large share of foreign cur-
rency credit in both credit to house-
holds and total (domestic and cross-
border) corporate credit; Hungary,
Bulgaria and Croatia also post the larg-
est stock of cross-border corporate
credit in the region. Only Croatia
reported a considerable decline in the
share of foreign currency credit to
households over the past few years.

In the fourth quarter of 2008, total
(i.e. domestic and cross-border) net
lending to the private sector came to a
halt in most countries (except Bulgaria
and Croatia), and the volume of credit
outstanding even declined in some
countries.  Cross-border  corporate
lending declined in all CESEE coun-
tries but Croatia. The volume of do-
mestic corporate credit dropped in the
Czech Republic, Hungary, Romania
and Russia, while that of household
credit fell in Romania, Russia and
Ukraine. In countries where domestic
credit aggregates did not decline, their
growth slowed substantially (except in
Croatia, where regulatory provisions
were eased). Overall, both demand and
supply factors seem to have been re-
sponsible for these credit develop-
ments.

In Hungary, Bulgaria, Romania and
Ukraine, the volume of credit outstanding
(as a percentage of total assets) at end-
2008 was significantly higher than that

of deposits, whereas in Slovakia and the
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Chart 13

Outstanding Total (Domestic and Cross-Border) Credit to Households and the
Corporate Sector
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Chart 15

Banking Sector: Credit Quality
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Poland: including irregular loans.

Czech Republic, the volume of deposits
was higher than that of credit. Espe-
cially in Romania and Ukraine, and to a
lesser extent also in Hungary and
Bulgaria, banks continue to have sub-
stantial net external liabilities, primarily
vis-a-vis foreign parent banks.

Currency depreciation and above
all the recession have caused an increase
in credit risk in the banking sector. At end-
2008, the share of nonperforming loans
was higher than it had been one year
earlier in all CESEE countries except
Poland; the rise was especially strong

Chart 16
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in Romania. At the same time, banking
sector profitability in terms of return on
equity (RoE) and return on assets
(RoA) was on the decline in all coun-
tries except Romania, where both indi-
cators improved, and Croatia, where
RoA remained stable. Capital adequacy
with regard to market and trading risk
varied widely in 2008: While some
countries reported a decline in the

Global Financial and Economic Crisis Hits Eastern Europe

capital adequacy ratio (CAR), the CAR
remained unchanged in Hungary and
Ukraine and increased in the Czech
Republic, Bulgaria and — due to state
measures for banking sector recapital-
ization — Russia. At the end of 2008,
the CAR was between around 11%
(Slovakia, Poland and Hungary) and

some 17% (Russia).
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Financial Crisis Impairs
Corporate Sector Financing
Conditions

Marked Economic Downturn
in Austria

In the first half of 2009, the impact of
the international economic crisis on
Austria’s economy gathered momen-
tum. Real GDP went down in the first
quarter of 2009 and is likely to decline
in the second quarter as well. As the
year progresses, the tax reform and
economic stimulus packages should
dampen the economic slump.

The gloomy economic outlook also
dampened capital formation. New or-
ders in manufacturing in Austria were
on the decline since fall 2008, capacity
utilization shrank and investment
dropped sharply.

Finally, the growth rate of corpo-
rate profits also weakened considerably.
In the fourth quarter of 2008, the gross
operating surplus (including mixed in-
come of the self-employed) had still
been 4.6% above the same value of the
previous year.

External Financing Share Decreases

In 2008, external financing contracted
by roughly one-third to EUR 22.4 bil-
lion compared to 2007, whereas inter-
nal financing in the corporate sector
rose by 8% to EUR 39 billion. The
share of external financing in corporate
finance, which had risen from less than
20% in the first quarter of 2005 to just
under 50% in the first quarter of 2008,
fell back to 36% in 2008.

Financial Crisis Causes Equity
Financing to Grind to a Halt

The decline in external financing is
traceable mainly to the drop in capital
raised on the stock exchange. Financ-
ing via the stock exchange came to a
standstill as a result of the crisis. No

Chart 17
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significant listings have been made on
Wiener Borse since mid-2008. New
issues came to 0.4% of outstanding
amounts in the first quarter of 2009.

In addition to investors’ more pro-
nounced risk aversion, these figures
stem from the sharp fall in equity prices
and the resulting marked deterioration
of the conditions for raising capital on
the stock exchange. By November
2008, the earnings yield — the inverse
of the price-to-earnings ratio — ex-
panded to 17%, up from 6.5% recorded
in mid-2007 when the financial turmoil
began. Afterwards, tensions eased
again, bringing the earnings yield back
down to 11.1% at the end of April
20009.

In the second half of 2008, corpo-
rations raised approximately 29% of
their external financing in the form of
equity  (including over-the-counter
equities) — noticeably less than in the
preceding years (average for 2003
through 2007: 48%). The proportion
of shares in total liabilities contracted

from 52% to 44% in 2008, a develop-
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ment due to both the reduced amount
of capital raised and to the lower mar-
ket value of quoted shares.

Chart 18
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Bond Financing Continues to Expand
So far, corporate debt financing has
weakened less than corporate equity
financing. Bond financing continued to
increase, albeit with less momentum.
The annual growth rate of corporate
bonds according to the OeNB’s securi-
ties issues statistics ran to 9.3% in
March 2009 and has remained above
the rate for the euro area. Enterprises
in the quasi-public sector accounted for
the lion’s share of bonds issued.

The financial crisis has caused the
terms and conditions for bond issues to
worsen substantially. In fall 2008, cor-
porate bond yields on the euro bond
market rose markedly in the wake of
heightened uncertainty and higher risk
aversion and later stabilized at a high
level. Yields went up above all for
higher-risk bonds, and in April 2009,
yields on BBB-rated bonds came in at
about 8.5%.

Financial Crisis Hits the Real Economy

Bank Lending Has Been Augmenting
Bank loans gained importance among
corporate external financing options in
2008, accounting for 73% of external
finance in the fourth quarter of 2008
and recording an annual growth rate of
7% in March 2009. For the first time
since Stage Three of Economic and
Monetary Union began in 1999, the
growth rate of banks’ lending to enter-
prises was higher in Austria than in the
euro area as a whole, where bank lend-
ing growth diminished far more. How-
ever, in the first three months of 2009,
bank lending growth weakened to EUR
0.6 billion from EUR 2.3 billion in the
fourth quarter of 2008.

Bank lending growth partly offset
the near-paralysis of capital market
financing. Moreover, it is conceivable
that companies resorted to bank loans
to meet their higher liquidity needs, a
conclusion that is corroborated by the
circumstance that the rate of increase
in enterprises’ bank deposits plum-
meted from fall 2008 onward.

Chart 19
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Possibly, the current bank lending
expansion partly reflects past borrow-
ing decisions of companies and their
stepped-up access to credit lines that
were extended some time ago. Data are
available only for major loans of above
EUR 350,000 and show that compa-
nies’” usage of available credit lines in-
creased more than banks’ extension of
new credit lines. As a result, the ratio
of utilization of credit lines and the ex-
tension of new credit lines advanced
continuously throughout the year 2008
from about 79% to just under 84%. In
the first quarter of 2009, utilization of
credit lines continued to edge upward
(chart 19).

Since November 2008, interest on
loans has decreased considerably as a
result of the massive key interest rate

Chart 20
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cuts by the ECB. In March 2009, inter-
est on new loans of up to EUR 1 mil-
lion to nonfinancial corporations came
to 3.4%, on loans of over EUR 1 mil-
lion to 2.8%, some 2V percentage
points below the October 2008 level in
both cases.

While banks may have cut interest
rates on loans, they also tightened lend-
ing standards. According to the Aus-
trian results of the euro area bank lend-
ing survey, the financial crisis has been
hampering refinancing conditions and
lending policies, especially in the cor-
porate customer segment, for almost
two years. Moreover, the worsening of
the economic outlook and more selec-
tive credit ratings have contributed to a
restrictive lending policy. Since the
third quarter of 2007, credit standards
for corporate clients have become con-
tinuously more restrictive, and condi-
tions and terms — interest margins as
well as collateral requirements, the size
and maturity of loans granted, the cov-
enants as well as noninterest rate
charges — have been tightened.

Deterioration of Creditworthiness

Increasing use of debt financing raised
the ratio of companies’ debt to their
gross operating surplus from 187% in
the first quarter of 2007 to 205% in
the fourth quarter of 2008. Debt in
relation to GDP also rose from 77% in
the first quarter of 2007 to 84% in
the fourth quarter of 2008. However,
Austrian company debt is still far lower
than the euro area average, and it
started to expand later than in the euro
area, where the increase already began

in 2005.
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Chart 21
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Insolvency statistics clearly signal
the deterioration of corporate credit-
worthiness. Insolvency numbers and
liabilities have been going up since the
second quarter of 2008. An analysis of
the Austrian credit monitoring agency
Kreditschutzverband von 1870 shows

Chart 22
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that in 2008 the bulk of insolvencies
still resulted from bankrupt companies’
internal problems. But a noticeably
larger number of insolvencies than in
previous years was triggered mainly by
external causes, such as changed mar-
ket conditions, insolvencies of custom-
ers or delivery failures of suppliers.
Their share went up from 10% to 16%.
The share of insolvencies traceable to a
shortfall of capital was of the same
order and remained unchanged in
2008.

Conclusion: Crisis Seizes Corporate
Finance

The financial crisis is impairing Aus-
trian corporate financing. Since the on-
set of the crisis, companies have had to
resort increasingly to borrowing to
offset the decline in corporate profits
and external equity financing. Conse-
quently, the share of bank lending,
which had clearly lost significance in
the years leading up to the financial
crisis, augmented substantially. Banks
have, of course, tightened their lending
standards and have been factoring their
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clients’ risk-bearing capacity and eco-
nomic prospects more strongly into
lending decisions, but in the aggregate,
lending to the corporate sector has ex-
panded up to now. The downside is that
more borrowing from banks has swelled
companies’ debt: After rising for years,
equity ratios dropped in 2008. Aus-
trian companies have a greater latitude
for taking out new debt than euro area
companies on average, but primarily
debt-based corporate finance carries
considerable long-term risk, despite
the fact that current low interest rates
dampen the cost involved in borrow-

1ng.

Substantial Price Losses Hit
Households’! Financial Assets
Uncertain Business Environment

The economic downturn in the first
quarter of 2009 caused conditions in

the Austrian labor market to deterio-
rate, weakening disposable incomes
and dampening consumer spending
growth, which came to just 0.9% year
on year in 2008. The high household
saving rate, which advanced from
11.6% in 2007 to 12.4% in 2008, is ev-
idence of high uncertainty and a lack of
household confidence in the economic
outlook.

Lending to the Household
Sector Weakens

Declining by EUR 0.8 billion in the
first quarter of 2009, the growth of
lending to households has slumped.
This corresponds to a 3.2 percentage
point reduction in credit growth against
the same quarter of 2008 — credit
growth had come to 4.4% in the first
quarter of 2008 compared to 1.2% in
the first quarter of 2009.

Chart 23

Lending Growth and Real Estate Prices
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I In the following, the terms households and household sector will be used synonymously.
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A breakdown of lending to house-
holds by loan type shows that lending
weakened above all in the consumer
loan category, where the March 2009
figure was 4.0% below the comparable
year-carlier value (see chart 23, left-
hand panel). The results of the OeNB’s
bank lending survey (a quarterly survey
on bank lending in the euro area) in the
most recent quarters suggest that the
deterioration of consumer confidence
was instrumental in dampening de-
mand for consumer credit. The annual-
ized growth rate of housing loans also
diminished to 3.4% in the first quarter
of 2009, bringing it some 4.5 percent-
age points below its year-earlier level.
Nevertheless, this decline was far less
pronounced than in a number of other
euro area countries that are more se-
verely hit by the weakening of their
housing markets than Austrian, as a
comparison of real estate price indexes
shows (see chart 23, right-hand panel).

Moreover, until the end of 2008,
the demand for housing and consumer
credit was dampened by the long-term
rise in interest rates on loans. Lending
rates have been on the decline since

Financial Crisis Hits the Real Economy

November 2008, though, with Aus-
trian MFIs charging clearly lower inter-
est rates on housing loans to Austrian
households than on consumer credit.

In addition, the results of the bank
lending survey indicate that credit stan-
dards for consumer and housing loans
were tightened slightly in the first quar-
ter of 2009 in view of banks’ high refi-
nancing costs and the gloomy economic
outlook.

The share of foreign currency loans
in total lending to houscholds fell by
half a percentage point to 30.3% in the
first quarter of 2009. Swiss franc-de-
nominated loans still accounted for the
majority of such loans (94%), and Japa-
nese yen-denominated loans for just
5%. As the Swiss franc continued to
strengthen against the euro, (unreal-
ized) revaluation losses on foreign Swiss
franc-denominated loans came to 1.8%
of the volume of foreign currency
loans.

Performance risk represents a fur-
ther risk for households’ debt-servicing
capacity. In the first quarter of 2009,
roughly 74% of all loans to households

were based on a repayment vehicle. A

Chart 24
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current survey (see box 3 “Survey on
the Risks of Loans Linked to Repay-
ment Vehicles” in the section “The
Financial Crisis Takes Its Toll on the
Austrian Financial System”) shows that
there is a gap in the coverage of repay-
ment vehicle-based lending to house-
holds that could result in an additional
financial burden to households.

Stabilization of Household Debt

With the growth rate of lending to
households easing continuously, the
debt ratio of this borrower category has
remained stable in spite of the slower
increase in disposable incomes. At the
end of 2008, the household debt ratio
came to around 89% of disposable in-
come or roughly 53% of GDP (see chart
24). Thus, Austrian household debt is
moderate by comparison to the euro
area average of 99% of disposable in-
come or 61% of GDP.

The development of debt regulation
proceedings, i.e. private bankruptcies,
also reflected the stabilization of house-
hold debt: Whereas the number of pri-
vate bankruptcies went up by 6% year
on year in the first quarter of 2009, the
volume of default liabilities expanded
less than households’ total liabilities.

Interest Rate Risk Is Stable

With interest rates on loans declining
in recent months and as a result of sta-
bilizing household debt in 2008, house-
holds’ debt servicing burden — interest
payments as a percentage of net dispos-

able income — stagnated after having
trended upward for some time. Thus,
the interest rate burden remained at
3.9% in the fourth quarter of 2008, the
same level as in the third quarter. The
most recent developments have already
shown a contraction of the household
interest payment ratio and therefore a
stabilization of their interest rate risk.

Austrian household debt is charac-
terized by a certain degree of heteroge-
neity masked by the aggregated data.
First, not all households indeed carry
debt; consequently, the aggregated in-
terest payment ratio is too low for those
households that have taken out debt.

Second, the debt-servicing capacity
also depends on individual household
income. First calculations on the basis
of an OeNB-commissioned survey on
household real estate assets (OeNB
Household Survey on Housing Wealth
2008)’ signal that in 2007 the debt-ser-
vicing ratio (interest payments and
principal repayments as a percentage of
household net incomes) was above aver-
age for the lowest-income households
and below average for the highest-in-
come households.

Third, the impact of interest rate
changes depends on the type of interest
rate agreed for the respective loan. In
Austria, the share of variable rate loans
is traditionally very high (83.6% in the
first quarter of 2009 compared with
47% in the euro area). Hence, market
interest rates have a rapid impact on
loan interest.

2 See Fessler, P. et al. 2009. Real Estate Wealth quustn'an Households (preliminary title). In: Monetary Policy &

the Economy Q2/09. Vienna: OeNB, forthcoming.
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Box 1

Real Estate Financing by Austrian and Euro Area Private Households

Real estate debt accounts for the lion’s share of household debt. In summer 2008, the OeNB
conducted a survey on housing finance among the Austrian banks most heavily engaged in
mortgage lending. A report on housing finance in the euro area provides additional infor-
mation.” The main results of both the survey and the report are summarized below.

In the past decade, household debt for house purchase rose both in Austria and the euro
area (from EUR 54 billion in 2001 to EUR 87.8 billion in 2007 in Austria). Several factors
contributed to this rise: comparatively low interest rates, increasing disposable incomes and
population growth figures, deregulation and liberalization trends that boosted the number of
providers and widened the range of financial products. Given the low interest rates level,
households’ interest rate burden remained under control despite the rise in debt. The loan-to-
value ratios (LTVs) rose, and households were given more flexible repayment terms, e.g. longer
repayment periods than at the beginning of the 1990s. According to the housing finance
survey, LTVs required by Austrian banks ranged from 70% to 96% in 2007, and the maximum
duration of mortgage loans extended in 2007 came to 25 to 30 years.

The mortgage spread, i.e. the difference between interest on housing loans and banks’
refinancing costs, has diminished in the course of time. This phenomenon may signal stepped-
up competition. Moreover, in recent years, more securitization, improved financing conditions
and a possible underestimation of risks may have contributed to looser credit standards
(though much less so than in the U.S.A. or the U.K.).

The share of variable-rate credits ranged between 10% and 99% of total loans in the euro
area in 2007. This huge range is likely to have resulted from different cultural, institutional
(e.g. consumer protection considerations) and regulatory as well as fiscal factors (e.g. tax
breaks for owner-occupied housing). In Austria, the majority of new loans carry variable inter-
est rates — for new housing loans, the share of variable rate loans ranged from 52.8% to
68.5% in 2008.

In Austria, foreign currency lending plays a key role in housing finance. Foreign currency-
denominated loans accounted for 39.2% of all Austrian housing loans in 2008.

" ECB. 2009. Housing Finance in the Euro Area. ECB Occasional Paper No. 101.

Continued Large Revaluation Losses ~ was due primarily to the negative
in Financial Assets growth contribution of mutual fund
The transaction volume of household shares. The annual growth contribu-

financial assets dropped in 2008 in the
wake of rising uncertainty and gloom-
ier economic prospects. In the fourth
quarter of 2008, the transaction vol-
ume weakened to EUR 2.7 billion,
which corresponds to a slowing of the
rate of growth from 4.6% in the fourth
quarter of 2007 to 4.1% in the fourth
quarter of 2008 — a rate last seen in the
second quarter of 2002 (see chart 25,
left-hand panel).

Households sought to invest in safe
investment vehicles, shifting large parts
of their portfolio toward less risky as-
sets: Their weaker financial investment

tion of this investment category came
to —1.1% in the fourth quarter of 2008,
following —0.1% growth in the compa-
rable quarter of the previous year (see
chart 25). At 0.5% in the fourth quar-
ter of 2008, the growth contribution of
life insurance assets was also lower than
the 0.7% recorded a year before. The
reductions contrast with the increase in
the growth contribution of deposits and
bonds, with the expansion of bank
deposit guarantees likely to have played
an important part.

Additionally, massive price losses in
the capital markets resulted in market
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Chart 25
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value losses of household financial as-
sets also in the second half of 2008 (see
chart 25, right-hand panel). These
losses hit quoted shares especially hard:
The negative valuation effects of this as-
set category caused overall household
financial assets to shrink by 3.3% in the
fourth quarter of 2008 against the same
quarter of 2007. Measured in terms of
households” 2007 year-end financial
holdings, stock price losses affected
59% of households’ portfolio of quoted
shares. The growth contributions of
mutual fund shares and life insurance
as well as pension fund reserves were
also negative in the fourth quarter of
2008, reducing financial assets by 0.6%
and 0.2%, respectively, against the pre-
vious year. Plummeting stock market
prices thus had an adverse effect on
funded pension instruments.

Conclusion: Household Sector Risks

Have Increased

Financial sector-induced risks to the
houschold sector have risen massively
in the first half of 2009. High valuation
losses in capital market investment had
noticeable effects on the second and
third pillars of pension provision and
on the repayment vehicles for redeem-
ing foreign currency loans. Conversely,
sagging credit growth has stabilized
debt, which, in tandem with the most
recent cuts in interest rates, has re-
duced the interest rate burden on
households. More unfavorable pros-
pects for the labor market and for dis-
posable income have increased the risk
related to households’ debt-servicing
capacity, with the debt-servicing bur-
den being proportionately higher for
lower-income households in particular.
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The Financial Crisis Takes Its Toll on the
Austrian Financial System

Exposure to Eastern Europe
Draws International Attention

to Austrian Banks

Asset Growth Continued Robust

in 2008 despite Crisis

In 2008, Austrian banks’ consolidated
total assets, which in addition to do-
mestic business include Austrian sub-
sidiaries’ operations in Central, Eastern
and Southeastern Europe (CESEE),
continued to rise by a healthy 9.5% or
EUR 102.4 billion to EUR 1,176 billion
despite the turbulence in international
financial markets. In terms of consoli-
dated total assets,' the share of Austria’s
five largest banks dropped from 62% to
57.6% compared with end-2007. Aus-
trian banks’ unconsolidated total assets
jumped to EUR 1,069 billion; the
growth rate of 18.9% (a rate last
achieved in 1985) was mainly attribut-
able to new establishments and restruc-
turing within two banking groups.
These developments do not affect con-
solidated figures.

As a consequence of slowing foreign
business in the fourth quarter of 2008,
Austrian banks’ foreign assets grew at a
slightly lesser pace compared with
2007, inching up 7.3% to just under
EUR 377 billion. Cross-border claims
on nonbanks advanced by 11% year on
year. Foreign assets declined from 39%
(end-2007) to 35.2% (end-2008). On
the liabilities side, the external share
fell from 30.4% to 25.2% (—5.2% year

on year), mainly due to a decline in for-
cign liabilities against credit institu-
tions.

Compared with previous periods,
the domestic business of Austrian banks
has gathered considerable momentum.
For instance, claims on domestic non-
banks rose by 7.3% to EUR 308.7 bil-
lion year on year, compared with a
growth rate of merely 3.4% in the same
period 2007. On the liabilities side, the
volume of domestic deposits showed
sustained growth, advancing by 3.9%
to EUR 275.7 billion, which reflects,
among other things, the continued un-
certainty in financial markets. The key
drivers of this growth were demand
and savings deposits, which picked up
in the fourth quarter of 2008, as well
as fixed-term deposits, which expanded
at a slightly slower rate. Also, the vol-
ume of direct domestic issues to non-
banks expanded by 18.5% to EUR
113.3 billion, growing above average
year on year, albeit at a slower rate than
in previous periods.

The number of Austrian banking
offices continued to decline in 2008,
decreasing by 35 to 5,121 outlets
(867 head offices and 4,254 branch of-
fices). At the same time, staff numbers
increased by 1.4% year on year to
80,293. Including the staff of Austrian
subsidiaries abroad, the overall head-
count expanded by 12.8% to 219,439

employees.

! The five largest banks at end-2008: UniCredit Bank Austria AG, Erste Group Bank AG, Raiffeisen Zentralbank
AG (RZB), Qesterreichische Volksbanken AG, Hypo Group Alpe Adria.
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Chart 26
Balance Sheet Structure of the Austrian Banking Sector (Unconsolidated)
Development of Assets 2003-2008 Development of Liabilities 2003-2008
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Deepening of Financial Turmoil
Further Dampens Profits
Unconsolidated operating profits’ grew
significantly from December 2007 to
year-end 2008, surging 37.2% (or EUR
2.5 billion) to EUR 9.141 billion, ow-
ing to special and one-off effects on op-
erating income and a moderate increase
in operating expenses. Operating in-
come increased by EUR 3 billion
(17.3%) to EUR 20.6 billion, while op-
erating expenses inched up by EUR 0.6
billion (5.2%) to EUR 11.4 billion in
the same period. Consequently, the
banks’ unconsolidated cost-to-income
ratio improved considerably by 6.5 per-
centage points to 55.5%.

As at end-2008, net interest income
maintained a high growth rate, climb-
ing 11.5% year on year to slightly be-
low EUR 8.2 billion. Lower key inter-

est rates and decreasing interbank rates
were passed on to borrowers only with
a certain time lag, a fact reflected to-
wards end-2008 in consistently higher
interest rates on new loans compared
with 2007: capital-weighted rates on
new consumer loans to households
inched up from 6.29% to 6.82%. The
rates on housing loans rose from 4.79%
to 5.33% and those on other loans from
5.35% to 5.77%. By contrast, interest
rates on loans to nonfinancial corpora-
tions grew at a slower rate: capital—
weighted interest rates on new loans
under EUR 1 million advanced from
5.11% to 5.47% year on year, while in-
terest rates on loans over EUR 1 mil-
lion climbed from 4.69% to 5.04%.
However, in the first three months of
2009, all interest rates dropped signifi-
cantly. At the same time, the interest

? Not adjusted for one-off and special effects at individual banks.
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Chart 27
Austrian Banks’ Unconsolidated and Consolidated Operating Profit
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Note: The bars reflect the operating profit at the end of each quarter (accumulated). Due to changes in the financial reporting regime at the beginning
of 2008, the consolidated cost-income ratio for 2008 and beyond is not comparable with pre-2008 data.

margin reached a historical low, drop-
ping from 0.95% at end-2007 to 0.87%
in December 2008. The share of net
interest income in total operating in-
come’® reached approximately 40.1%
(from 42.3% in the previous year).
Owing to one-off and special effects,
income from equity  investments
showed a 204% surge (year on year) to
just below EUR 7.2 billion as at De-
cember 2008. The corresponding share
in total operating income expanded to
35% (from 20.1% in the previous
year).

Setbacks in fee-based income (by
EUR 0.5 billion or 10.4% to EUR 4.2
billion) and the clearly negative net
result of financial operations, which
contracted by EUR 0.8 billion or 280%
compared with the previous year, re-
flected the impact of the financial crisis
particularly strongly. The drop in the
net result of financial operations is a

consequence of banks not treating se-
curity transactions as financial invest-
ments but as part of the trading portfo-
lio.

On the expenditure side, adminis-
trative expenses climbed EUR 0.6 bil-
lion (6.1%) to EUR 9.7 billion, ac-
counting for 85.2% of total expenses as
at end-2008 (84.5% at end-2007). At
5.6%, staff costs grew less markedly
than expenditure for goods and ser-
vices, which increased by 6.7%.

Consolidated  operating  profits,*
which also include the activities of the
Austrian banking sector in Central,
Eastern und Southeastern Europe and
were considerably less exposed to spe-
cial and one-off effects, shrank by EUR
3.2 billion (—29.1%) to EUR 7.9 billion
year on year in 2008. While consoli-
dated operating profits jumped 19.7%
year on year to EUR 33.6 billion, oper-
ating expenses surged by 51.3% to EUR

> It should be noted that the negative net result of financial operations has resulted in a slight upward bias in the

other components of overall operating income.

4 As banks use different accounting standards, aggregated consolidated data may convey a slightly distorted

picture.
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25.8 billion. At the end of the fourth
quarter of 2008, the consolidated cost-
to-income ratio before risk provisions
was 76.8%.

Adjusted for taxes and minority in-
terests, the consolidated end-of-period
result plunged by EUR 6.2 billion
(91.4%) to EUR 0.6 billion. All things
considered, the Austrian banking sec-
tor successfully coped with the chal-
lenges of the year 2008.

Thanks to good first quarter results,
with operating profits growing by
17.7% to EUR 1.67 billion compared
with the first quarter of 2008, which
were mainly attributable to increased
net interest income and positive trad-
ing income, and despite rising value
adjustments, Austrian banks expect the
annual result for 2009 to be higher than
the relatively low annual result of 2008.

Slowing Loan Growth’® in a Difficult
Environment

The annual growth of loans to domestic
customers® had dropped to 4.6% by
end-March 2009, with euro-denomi-
nated loans increasing by 4.2% and
foreign currency loans by 6.3% year on
year. In the first quarter of 2009, lend-
ing to domestic customers fell by 0.9%
(euro loans: —0.4%, foreign currency
loans: —2.7%). The amount of loans to
domestic customers totaled approxi-
mately EUR 253 billion as at end-March
2009 (euro loans: EUR 204 billion;
foreign currency loans: EUR 49 billion).

As chart 28 indicates, the strong
growth in foreign currency loans in
2008 is mainly attributable to the ap-
preciation of the Swiss franc against the
euro. This development once again

highlighted the risks associated with

Chart 28
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Chart 29

Loan Growth by Sector between
September 2008 and March 2009
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° The analysis of loan growth is based on the unconsolidated asset statement in the prudential statistics.

6

“Domestic customers” comprises the economic sectors “nonfinancial corporations” and “households.”
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foreign currency lending and supports
the FMA’s and the OeNB’s critical
stance on this issue. As risk aversion in-
creased and volatile currency markets
as well as lower interest margins made
foreign currency loans less attractive
for customers, the share of foreign cur-
rency loans in total lending to domestic
nonbanks, adjusted for currency ef-
fects, continued to decrease between
September 2008 and March 2009,
dropping by another 0.7 percentage

points  to 17.3%. Foreign currency

The Financial Crisis Takes Its Toll on the Austrian Financial System

loans to households suffered the sharp-
est decline, contracting by 0.92 per-
centage points to just under 30%.

A breakdown by banking sector (see
chart 29) shows that in particular joint
stock banks and special purpose banks
recorded below-average growth of
lending to domestic customers between
September 2008 and March 2009. It
also reveals that lending to nonfinancial
corporations (2.1%) expanded signifi-
cantly more rapidly than lending to
households (0.6%) in the same period.

Box 2

Survey on Austrian Banks’ Structured Credit Portfolio

Owing to the financial crisis, banks worldwide have been forced to make in part massive write-
downs on their structured credit portfolios (securitizations, credit derivatives) since mid-2007.
Therefore, the OeNB has taken to regularly assessing the volume of Austrian banks’ struc-
tured credit portfolios and to identifying the write-downs required on these portfolios, even
though domestic banks’ exposure to these products is all in all relatively small. The most
recent update of this survey, which covered the 25 largest Austrian banks, was carried out as
at end-2008.

As at December 2008, Austrian banks’ total exposure to typical structured credit
products (especially securitized products like asset-backed securities, mortgage-backed securi-
ties and collateralized debt obligations) came to EUR 15.9 billion, with the six largest Austrian
banks' accounting for slightly more than 90% or EUR 14.6 billion. Compared with end-2007
figures, the six major domestic banks reduced their structured credit portfolios by 8.3%. In the
survey, the banks reported EUR 2.1 billion in write-downs as at end-2008, which equals 13.4%
of the total structured credit portfolio.

In a separate part, the survey also covers banks’ exposure to credit derivatives. At end-
2008, protection sold in credit default swap (CDS) transactions by the banks surveyed
amounted to EUR 29.1 billion and protection bought came to EUR 9.7 billion.

As regards the risk exposure of Austrian banks’ structured credit portfolio, the survey
showed that taking into account any rating migrations in 2008, AAA- and AA-rated products
accounted for significantly more than half (57.6%) of the entire portfolio, while BBB-rated
products represented 19.5% and non-investment grade 7.2%.

" Erste Group, UniCredit Bank Austria, BAWAG P.S.K., RZB, VBAG (including Kommunalkredit), Hypo Group Alpe
Adria.

Credit Quality: Loan Loss Provisions
on the Rise

The recession-ridden economic envi-
ronment in which Austrian banks have
been operating started to affect Aus-

trian banks’ credit risk provisioning in
late 2008. The unconsolidated loan loss
provision ratio’ for the entire Austrian
banking system, which usually experi-
enced a downtrend towards the end of

7 Specific loan loss provisions for claims on nonbanks in proportion of total outstanding claims. Claims are defined

as loans and unlisted debt securities.
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Chart 30

Loan Loss Provision Ratios of Austrian
Credit Institutions
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the year edged up by 0.04 percentage
points to 2.25% in the fourth quarter
of 2008.% The decline by 0.15 percent-
age points for the entire year 2008 is
attributable to the ratio’s pronounced
contraction in early 2008.The upward

trend in the unconsolidated loan loss
provision ratio continued in the first
quarter of 2009 (see blue line in
chart 30).

According to current projections
and given the rising number of insol-
vencies of domestic corporations, it can
be expected that the need for loan loss
provisioning continues to rise. During
the last economic downturn, the un-
consolidated loan loss provision ratio
peahed at 3.57% (first quarter of
2003).

While unconsolidated data clearly
reflect the trend reversal regarding
credit risk provisioning, consolidated
data — including the entire non-domes-
tic business — make it even more appar-
ent. At IFRS-reporting institutions,’
the sustained decline in the loan loss
provision ratio of past years10 came to a
halt in the third quarter of 2008 and
rose sharply in the fourth quarter (red
line in chart 30).

Box 3

Survey on the Risks of Loans Linked to Repayment Vehicles

The bulk of foreign currency loans are bullet loans linked to repayment vehicles (RPV), i.e.
repayment does not take place in regular installments but at maturity; during the life of the
loan, the borrower makes payments towards an RPV, usually a life insurance plan or a mutual
fund. At maturity, these payments and the returns earned on the paid in capital are used to
pay back the principal. Such loans linked to RPVs involve the risk that in case of adverse finan-
cial market developments, the capital accumulated through the RPY may not suffice to repay
the loan at maturity. If such loans are denominated in foreign currency, foreign exchange risk
on the outstanding amount of the loan will add to the market risk underlying the RPV.

At end-2008, EUR 27.9 billion of credit to domestic households were foreign currency
loans linked to RPVs. Euro-denominated loans linked to RPVs accounted for another EUR 4
billion. Loans linked to RPVs play a smaller role in lending to nonfinancial corporations: At end-
2008, foreign currency loans with RPVs represented EUR 2.4 billion, euro-denominated loans
with RPVs came to EUR 1.2 billion.

8 Over the past 12 years, the decline in loan loss provision ratio in the last quarter averaged 0.09 percentage

points.

? These groups’ share in the consolidated total assets gfthe Austrian banking system is just over §0%.

10 These ratios cannot directly be compared with the unconsolidated loan loss provision ratios because for reasons of

data availability, the consolidated ratios also refer to claims on banks.
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The most important question in the survey, which covered the 166 most exposed banks,
was to what extent the distress in financial markets had consumed the capital saved under
RPV plans. The results show that as at December 31, 2008, according to projections’ on an
aggregate level, the amounts saved under RPV plans were 14% below the amount required to
fully repay the principle at maturity in the case of household loans and 17% below this level in
the case of corporate loans.

The funding gaps? differ depending on the type of RPV. Some 25% of the funds in house-
holds’ RPV plans are invested in classic low-risk life insurance policies; this group does not show
a funding gap at the aggregate level across all banks. Another 55% are invested in unit-linked
life insurance plans, whose aggregate funding gap comes to 16%. “Other types” of RPVs,
representing 8% of the total RPV volume, show the largest funding gap (54%). 5% of RPV
funds are invested in equity funds, which have a funding gap of 26%. Fixed-income funds show
a funding gap of 5%, but represent only 1% of the total RPV volume. Like life insurance con-
tracts, balanced funds (6% of the RPV volume) do not show a funding gap.

The loans coupled with RPVs are collateralized with 53% of the outstanding loan volume.

' The projections indicate the amount that the RPV plan will have earned at the end of the life of the loan on the basis
of current market values and current return expectations.

2 Funding gap = 1 — projection of RPV/volume of loans coupled with RPVs.

Market Risk: Reduced Exposure to
Interest Rate Risks in the Banking
Book

The deterioration of the financial crisis
has led to Austrian banks’ exposure to
market risk!' remaining low relative to
their credit risk exposure, even though
capital requirements for position risk'’
as a percentage of total unconsolidated
capital requirements have risen by just
under 1 percentage point since mid-
2008, coming to 4.2% This develop-
ment is attributable to increased capital
requirements for interest-based instru-
ments calculated on the basis of a value-
at-risk method; increased volatility has
played a major role in this context.

In addition to position risk, for
which capital charges are required,
banks are exposed to market risk
through the interest rate risk in the
banking book. The declining exposure
to this risk category observed in past
years continued in the second half of

Chart 31
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2008. Austrian banks’ loss potential
(on an unconsolidated basis) stemming
from a change in interest rates has
declined in the past two and a half

" Market risk refers to the risk of value changes in respect of financial instruments triggered by general fluctuations
quarleet rislafactors such as interest rates, stock prices, exchange rates or commodit)/ prices.

12 Position risk refers to the risk of stock price and interest rate fluctuations in respect of positions in the trading book
as well as to the risk of exchange rate and commodity price fluctuations in respect of all bank positions.
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years both in absolute numbers and in
relation to the banks’ own funds (see
chart 31)."

Recent data about the consolidated
interest rate risk in the banking book
reveal that the risk decreased even more
strongly between mid-2008 and end-
2008. The large banking groups played

a major role in this development.

Households’ Investment Behavior
Keeps Austrian Banks’ Liquidity
Afloat

The macroprudential analysis of the
Austrian banking system’s liquidity
profile relies mainly on two data sets:
the residual maturity statistics based
on unconsolidated data as well as the
weekly liquidity report, which is drawn
up from consolidated data.

Analyzing the residual maturity sta-
tistics reveals the following: liquid
claims (with a maturity of up to three
months) and liquid assets (e.g. euro
government bonds) held by Austrian
banks as at December 31, 2008,
amounted to 109% of short-term lia-
bilities (with a maturity of up to three
months); this is a decrease by 4 per-
centage points compared with the fig-
ure as at June 30, 2008. However, de-
spite the prevailing tight money and
capital market conditions, the data
suggest that Austrian banks will be
able to maintain their stable liquidity
profile.

The analysis of the cumulated net
financing gap confirms this assessment.
Assets and liabilities are netted in three
maturity bands (next banking day, up

to one month, up to three months).
Consideration is given to positions vis-
a-vis both banks and nonbanks on both
sides of the short-term balance sheet.
The net positions are subsequently to-
taled over the three maturity bands.
Austrian banks’ cumulative net funding
gap is negative, which results inevitably
from maturity transformation, the
banking system’s key function. At end-
2008, this indicator had risen to 11.1%
of total assets, which represents a slight
increase of 0.8% compared with the
first half of 2008. A negative cumula-
tive net financing gap gives rise to a
certain liquidity risk. While the Aus-
trian banking system’s coverage of the
cumulative net funding gap by liquid
assets decreased from 164% to 145% in
the first half of 2008, its risk-bearing
capacity remains high.

Austrian banks’ high resilience to
liquidity shocks is attributable above all
to their — by international standards —
very sound financing structure, where
customer deposits play a greater role
than in other banking systems. At end-
2008, 46.8% of Austrian households’
financial assets were domestic bank de-
posits, which is a very high rate by in-
ternational standards. The saving rate
edged up from 11.7% of disposable in-
come in 2007 to 12.4% in 2008; the
net acquisition of financial assets (fi-
nancial investment) thus came to EUR
18.8 billion, 70% of which are bank
deposits (66% in 2007). Funds avail-
able at short notice at Austrian banks
by far exceeded short-term bank de-
posits held by their customers." The

3 The blue bars in the chart show the loss potential r?ferring to the change in the present value (zftbe banking book
that follows a parallel yield curve shift of 2 percentage points for all currencies, aggregated over all banks. The

red line displays each banks® loss potential put in relation to its eligible own funds (Basel ratio of interest rate

risk), weighted by total assets and averaged across all Austrian banks.

' Liquid assets held by Austrian banks grew from EUR 164 billion (first half of 2008) to EUR 172 billion, while
liquid claims increasedfrom EUR 266.1 billion to EUR 275 billion. In total, this represents approximately
247% of short-term deposits (with a maturity of up to three months) held by nonbanks (households and nonfinan-
cial corporations) or, in other words, 230% of Austrian households’ total bank deposits.

FINANCIAL STABILITY REPORT 17 — JUNE 2009



solid liquidity profile was also attribut-
able to the successful issue of govern-
ment-guaranteed bank bonds (EUR
15.6 billion as at June 5, 2009) as well
as the creation of the Oesterreichische
Clearingbank AG (EUR 6.6 billion of
allocated funds as at June 5, 2009).

Austrian banks’
funding gap vis-a-vis other banks out-
side Austria is only 4.6% of total assets,
its coverage by liquid assets being ap-
proximately 385%.

An analysis of the consolidated
data” of the weekly liquidity report,
which includes 32 banks and banking
groups as well as sectors, produces a
similar picture: for this report, detailed
data both about banks’ expected inflow
of funds and outflow of funds as well as
data regarding the counterbalancing
capacity of the report have been taken
into account. The data is broken down
to four maturity bands (up to 5 days,
between 6 days and 1 month, between
1 and 3 months, between 3 and 6
months) as well as to six currencies
(EUR, USD, CHF, GBP, YEN and
other currencies). As at early June, the
additional liquidity available after six
months came to EUR 104 billion. In
other words, even if banks use a con-
servative approach when estimating
their future cash flows over six months,
they would still have a stable liquidity
profile’® that can be considered ade-
quate in the current situation charac-
terized by fragile money and capital
markets (even though conditions have

cumulative net

The Financial Crisis Takes Its Toll on the Austrian Financial System

improved notably compared with Oc-
tober and November 2008).

Given the turmoil in the financial
market, it must be highlighted that pay-
ment and securities settlement systems
have maintained their full functionality
even in times of major workload caused
by the financial crisis. No disturbances
with an impact on the financial system
were recorded at the national or Euro-
pean levels.

Uncertainty Regarding Exposure
to CESEE Rises Significantly

The CESEE economies are now suffer-
ing the full blow of the financial crisis.
Against the background of a very
gloomy short- and medium-term out-
look and emerging problems in the
real economy, risk aversion towards
investment in CESEE in international
financial markets has increased. While
financial markets are already factoring
in the region’s economic downturn,
which is also clearly reflected in macro-
economic indicators and projections,
the risk positions in banks’ balance
sheets as well as reported data mirror
this development with a lag.

Opverall, earnings in the CESEE
segment in 2008 offset the negative
results in other business fields. Accord-
ing to the data in the business segment
reports submitted to the OeNB," large
Austrian banks’ activities in CESEE
generated consolidated profit before
taxes of EUR 2.9 billion in 2008, com-
pared with a negative result recorded in

" The definition of consolidation used for the liquidity report differs from the definition in the Austrian Banking

Act. Here, it refers to all companies of a group or sector for which the respective parent bank or a sector’s central
> P group P p

institution assumes liquidity risks.

16 Since the introduction of the weekly liquidity report, banks have been observed to make conservative projections
(according to the respective reporting guidelines). The actual payment flows turned out to be much more balanced
than projected by banks in their periodical reports. As a consequence, the short-term liquidity (fundx realizable
within_five days) climbed from approximately EUR 95 billion in early 2009 to EUR 120 billion as at June 5,

20009.

17" In 2008, only 40 Austrian banking groups provided data for these business segment reports. Therefore, figures on

profitability and business performance in this paragraph differ from previous sections, which cover all banking

(qulIPSA
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Chart 32
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account. Therefore, the latest acquisitions in CIS and CEE countries, with the exception of Kazakhstan and Montenegro, have not been included.

Note: The chart shows the individual countries according to the Austrian subsidiary banks’ market share (x-axis) and the aggregated total

assets of the national banking industry (y-axis). The size of the circle corresponds to the total exposure of Austrian banks vis-a-vis
the respective country. Because of the large size of the Russian banking sector (EUR 676 billion as at end-2008), the chart does
not show Russia, where Austrian subsidiaries held a market share of 4.3%. The countries are colored according to Moody's average

bank financial strength (BFS) rating.

the domestic business and in the seg-
ment rest of the world (EUR —1.2 bil-
lion and EUR —1.5 billion respectively).
The data reported also show continued
slight total asset growth — by some 2%
to EUR 314 billion — in CESEE in
the second half of 2008, accounting
for a percentage of just under 31.16%
(31.24% in the second quarter of 2008)
of the consolidated assets of all Austrian
banks.'® In view of the adverse environ-
ment, the contribution of the CESEE
segment to profitability can be expec-
ted to shrink notably in the near future.

All in all, at end-2008, 12 Austrian
banks operated 69 fully consolidated
subsidiaries in CESEE (not including
Yapi ve Kredi Bankasi, UniCredit Bank
Austria’s nonfully consolidated joint
venture in Turkey). Of these 69 subsid-
iaries, 27 operate in the Member States
that joined the EU in 2004 (NMS-
2004),” 7 in the Member States that
joined the EU in 2007 (NMS-2007)
and 24 in the remaining Southeastern
European (SEE) countries’ and 11 do
business in countries of the Common-

wealth of Independent States (CIS).”

18 This figure for total asset growth was not distorted by significant restructuring in 2008 and is therefore based on
the organic growth of existing subsidiaries and the expansion of cross-border direct lending.

" NMS-2004: Latvia (LV), Poland (PL), Slovakia (SK), Slovenia (SI), the Czech Republic (CZ) and Hungary
(HU).

?* NMS-2007: Bulgaria (BG) and Romania (RO).

*! SEE: Albania (AL), Bosnia and Herzegovina (BA), Croatia (HR), Montenegro (ME), Macedonia (MK) and Serbia
(RS).

2 CIS: Kazakhstan (KZ), Kyrgyzstan (KG), Russia (RU), Ukraine (UA) and Belarus (BY).
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Austrian subsidiaries continued to
play a prominent role in the region in
the second half of 2008. Their share in
the entire CESEE banking market
decreased only marginally between
end-2007  (15.3%) and end-2008
(15.1%); if Russia is not included, the
decline would have been from 22.7%
to 21.9%.%

Unconsolidated total asset growth
of Austria’s fully consolidated subsid-
iaries in CESEE rose by 15.4% in 2008
as a whole, confirming that expansion
continued in the year under review (see
chart 33). More than 80% of this ex-
pansion was achieved in the first half of
2008. In the second half of 2008, con-
tinued growth was recorded in the CIS
only, while business stagnated in all
other countries. Total asset growth also
reflects Austrian banks’ strategic inter-
est in this region.

Accounting for almost 50% of the
CESEE subsidiaries’ total assets, Aus-
trian subsidiaries in the NMS-2004
contributed only 37% to the total oper-
ating earnings of the CESEE segment
(some EUR 2,653 billion). The shift to-

Chart 33
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3 Both figures excluding Turkey.
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wards countries where less capital in-
vestment produced higher gains seen in
previous periods continued in 2008.
For instance, CIS subsidiaries contrib-
uted 28% or EUR 1,985 billion to total
operating earnings in CESEE, whereas
their share in total assets was only 18%;
Austrian subsidiaries in the NMS-2007
contributed 20% or EUR 1,464 billion
(total assets share: 15.2%), and SEE
subsidiaries accounted for 15% or EUR
1,039 billion (total assets share of
17.5%).

Chart 34
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Austrian subsidiaries’ total expo-
sure through loans increased by 16.3%
to EUR 170.6 billion compared with
the fourth quarter of 2007 (for devel-
opments in foreign currency lending,
see box 4 below). While the NMS-
2004’s share in the total CESEE expo-
sure dropped from 48.5% at end-2007
to 47.4% at end-2008 and the SEE
countries’ share also shrank from
18.2% to 17.7% over the same period,
the share of the NMS-2007 remained
almost unchanged at 15.2% at end-
2008 (15.1% at end-2007). At the same
time, the CIS countries’ share increased
from 18.2% at end-2007 to 19.8% at
end-2008.
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Direct lending by Austrian parent
banks picked up by 24.7% to EUR 68.5
billion between end-2007 and end-
2008.>* The NMS-2004 accounted for
the lion’s share of loans extended di-
rectly by Austrian banks (45.3%), fol-
lowed by SEE countries (30.9%), the
NMS-2007 (15.6%) and the CIS
(8.1%).

However, the rapid expansion seen
in recent years resulted in deposits
growing at a lesser pace than lending.
Correspondingly, the relation between
loans to customers and customers’ de-
posits held at Austrian subsidiaries in
CESEE deteriorated from 66% in early
2002 to 117% at end-2008. Yet, more
than 85% of all credit extended by Aus-
trian subsidiaries in CESEE were still
funded by local deposits. It needs to be
borne in mind, however, that there is a
currency mismatch between deposits
and loans in many markets.

The aggregated loan loss provision
ratio of Austrian subsidiaries in CESEE,
which has climbed steadily since its low
in the third quarter of 2007, edging up
from 2.3% to 3% at end-2008, indi-
cates that the credit cycle has peaked
and that a pronounced increase in credit
risk provisioning can be expected in
the near future (for details, see the
study by Schiirz, Schwaiger and
Ubeleis in this Financial Stability Re-
port). As a consequence of the latest aid
packages provided by the IMF and the
European Commission, an escalation
of the situation now appears much less
likely. In any case, CESEE cannot be

regarded as a homogeneous region, as

certain countries or country groups
have been affected by the financial
crisis to varying degrees. Similarly, the
activities of the Austrian financial in-
termediaries in CESEE are regionally
well diversified, which reduces the dan-
ger of a country-specific of subregional
concentration risk.

Chart 35, which shows the average
weighted capital ratios of fully consoli-
dated Austrian subsidiaries in CESEE,
points to the fact that most banks have,
in addition to profit before risk costs,
excess equity (i.e. the weighted mean
capital ratio was 11.7% at end-2008),
which can be used for risk provisioning
if need be. Despite this buffer, recapi-
talization will be required at certain
subsidiaries, as has been the case at sub-
sidiaries in Ukraine. For such recapital-
izations, funds from the Austrian bank
support package can be used.

Chart 35
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! As there were changes in reporting to the Central Credit Register in early 2008 (among other things, Austrian
banks’ direct loan exposure to the region has been included), a historical assessment of loan growth is possible only

to a limited extent.
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Box 4

Foreign Currency Loans Continue to Play a Prominent Role in CESEE

Borrowing in foreign currency has been a typical feature of the financing landscape in
CESEE. As the financial crisis spread to the region and the local currencies started to feel the
ensuing negative impact, foreign currency loans were identified as a key risk factor, thus
becoming the focus of international attention. The Austrian Financial Market Authority (FMA)
and the OeNB have been skeptical about foreign currency lending in CESEE for some time and
have therefore been following developments very closely.

At the end of March 2009, the amount of retail loans (to households and nonfinancial
corporations) issued by Austrian subsidiaries in CESEE totaled some EUR 173 billion. About
EUR 85 billion or slightly below 49% (exchange rate adjusted: 47%) of this amount were
denominated in foreign currency.

Chart 36
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Note: Adjusted for exchange rate effects.

In addition to the foreign currency loans issued by their local subsidiaries, Austrian banks pro-
vided some EUR 41 billion in direct lending (i.e. lending from the Austrian parent) denomi-
nated in foreign currency. As a result, Austrian banks’ total foreign currency exposure to
CESEE and the CIS amounted to some EUR 136 billion and is hence considerably higher than
their domestic foreign currency exposure (about EUR 50 billion in household and corporate
loans).

Financial Market Crisis Drives Up
Capital Requirements

In the current international financial
market crisis banks’ capital ratios are
an important gauge of their risk-bear-
ing capacity. The capital ratio and the
tier 1 capital ratio are used to assess
banks’ capital adequacy.25 Following

the mandatory changeover to Basel Il at
all banks in the first quarter of 2008,
Basel II transition effects no longer
obscure the analysis of changes in capi-
tal adequacy. *°

At end-2008, Austrian banks’ ag-
gregate capital ratio (tier 1 capital ratio)

came to 11.02% (7.73%), down by

% For detailed information regarding the method of calculation, see the Financial Stability Report 16.

% For a brief description of effects owing to the changeover to Basel 1, see the Financial Stability Report 16.
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Chart 37
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0.57% (0.40%) compared with the
end-2007 figure, but still clearly above
the regulatory minimum requirement
of 8%.

Following a sharp decline in the
third quarter of 2008 to 10.45% and
7.3% respectively, the capital ratio and
the tier 1 capital ratio rebounded in the
fourth quarter of 2008, mostly due to
better ratios reported by the five larg-
est Austrian banks. This improvement
was mainly attributable to one-off
effects including capital
through main shareholders, retained
earnings, sale proceeds as well as gov-
ernment participation capital.”’

In addition, since end-2008, partic-
ipation capital has been repeatedly in-
creased under the government’s bank
support package, which boosted the

tier 1 capital ratio and the capital ratio

increases

still further. If the EUR 15 billion ear-
marked for participation capital under
the bank package were fully utilized,
the capital ratio could increase by ap-
proximately 220 basis points compared
with end-year figures.

Ratings of Largest Austrian Banks
Downgraded or under Review

While the major rating agencies had not
changed the ratings of large Austrian
banks until the fall of 2008, they acted
decisively afterwards, cutting ratings
and publishing reports on Austrian
banks’ exposure to Eastern Europe. In
November 2008, Moody’s changed the
outlook on Hypo Group Alpe Adria’s
long-term  deposit rating to “under
review/negative” and VBAG’s Bank
Financial Strength Rating (BFSR) from
C to C— while maintaining the outlook

7 Of the five largest Austrian banks, only Hypo Group Alpe Adria had received government participation capital (in
the amount of EUR 900 million) as at December 31, 2008.
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Table 2

Ratings of Selected Austrian Banks
As at May 26, 2009

Deposit rating Bank Financial Strength Rating

Long-term Outlook Outlook
UniCredit Bank Austria Al negative D+ negative
BAWAG P.S.K. Baal stable D stable
Erste Bank Aa3 negative C- negative
Hypo Group Alpe Adria Baal under review/negative D— under review/negative
VBAG Aa3 stable C— under review/negative
RZB Al stable D+ negative

Source: Moody's Investors Service.

at “under review/negative.” In April
2009, several other banks were down-
graded: Erste Bank (BFSR from C to
C—-), RZB (long-term deposit rating
from Aa2 to Al and BFSR from C to
D+), UniCredit Bank Austria (long-
term deposit rating from Aa2 to Al and
BESR from C+ to D+). Likewise, Stan-
dard & Poor’s changed the long-term
foreign issuer rating both for RZB (in
November 2008) and UniCredit Bank
Austria (in March 2009) from A+ to A.

CDS Spreads and Stock Prices of
Austrian Banks Under Pressure

The stock prices of the large Austrian
banks have moved roughly in line with
those of other large European banks
(Dow Jones EURO STOXX Bank In-
dex?) since the outbreak of the finan-
cial crisis (June 1, 2007). However,
due to Austrian banks’ large exposure
to CESEE and the CIS, their stock price
losses exceeded those seen at other
large European banks by several per-

Chart 38
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?* The Dow Jones EURO STOXX Banks index, which is a weighted index of bank shares, includes 39 European
banks (e.g. Erste Bank, Raiffeisen International and UniCredit).
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centage points. After stock prices
reached their trough in March 2009, a
pronounced upward trend has been ob-
served.

A comparison of large Austrian
banks” CDS spreads with the European
finance industry’s average figures, rep-
resented by the iTraxx Senior Finan-
cials Index,” points to the fact that a
reassessment of the situation of Aus-
trian banks took place in the first quar-
ter of 2009. While at the onset of the
crisis, the focus of attention was on ex-
posures to subprime loans and then
shifted to credit derivatives followin
the collapse of Lehman, afterwards the
financial markets turned their attention
to Austrian banks’ exposure to Eastern
Europe. Many capital market players
started to question the quality of Aus-
trian banks’ loan portfolios in Eastern
Europe; as a result, Austrian banks
CDS spreads widened to up to 500 ba-
sis points by March 2009, as shown in
chart 38. As global financial markets
started to recover in mid-March 2009,
CDS spreads subsequently fell to below
400 basis points. Nevertheless, the im-
plied volatilities of at-the-money call
options on the stocks of the two listed
Austrian banks point to significantly
increased stock price volatility in the
near future.

Financial Crisis Weighs on
Investment Returns of Other
Financial Intermediaries

Insurers Worldwide Facing

Higher Risks

The international insurance sector in-
creasingly felt the impact of the turmoil
in financial markets in 2008, albeit to a
lesser extent than the banking sector.
Inadequate risk management coupled
with substantial exposure to the struc-

tured credit market (including credit
derivatives) were the main reasons for
problems encountered by some major
U.S. and European insurers that had to
seek government assistance. Aggregate
profitability declined in 2008. Invest-
ment performance suffered as equity
securities and debt securities lost
ground. The increase in credit risk pre-
miums also had a negative effect, given
that debt securities (including corpo-
rate and bank bonds) accounted for the
lion’s share of the invested capital. It
has to be noted though that insurers
tend to have more leeway than banks in
accounting valuation; this may be one
of the reasons why insurance compa-
nies have been hit less severely by the
crisis than banks. Insurers’ hidden re-
serves fell notably in the second half of
2008, and some insurers may have even
built up hidden liabilities. The sector’s
solvency has deteriorated accordingly.

The difficult economic environ-
ment and the high uncertainty prevail-
ing in financial markets have been a bi
challenge for insurers. Market indica-
tors confirm that the overall outlook
for the European and the Austrian in-
surance industries has deteriorated.
However, the insurance sector too has
benefited from the general market re-
covery from March 2009 on. A pro-
longed period of low interest rates in
conjunction with a weak stock market
performance would considerably in-
crease pressure on the insurance sector.

The Solvency II framework with its
more risk-sensitive regulatory require-
ments aims to reinforce the harmoniza-
tion of supervision of the insurance in-
dustry at EU level. It was adopted by
the European Parliament in April 2009;
implementation at the national level is
expected to start in 2012.

2% The iTraxx Senior Financials Index, which is a subindex of iTraxx Europe Index is a CDS index for financial titles,
includes 25 European financial values (16 banks and 9 insurance companies).
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Chart 39

Austrian Insurers’ Capital Investment
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Austrian Insurers Report Declining
Profits

The domestic insurance sector has felt
the impact of the crisis primarily due to
losses in their investment portfolio. In
2008, Austrian insurers’ premium in-
come® increased by some 2.8%; fac-
toring in an average inflation rate of
3.2%, real premium income even
shrank slightly year on year. Claims
payments rose by 7.5%. The net invest-
ment result dropped by 40%; at more
than 60%, the decline was particularly
strong in the property/casualty busi-
ness, which can be traced, inter alia, to
this segment’s fairly high exposure to
stocks and equity securities. Aggregate
pre-tax profits slumped by three-quar-
ters to slightly above EUR 400 million.
Except for life insurance, all segments
reported net profits, however.

30 Exc]uding reinsurance transactions.

The reappraisal of risk has led to
considerably higher risk premiums even
on euro area government debt, feeding
through to insurers’ bond portfolios.
According to the OeNB’s securities is-
sues statistics, the seven largest sover-
eign bond portfolios totaled almost
EUR 7 billion at end-2008, the lion’s
share of which had been issued by

prime borrowers. Italian and Greek

government bond  spreads against
German bunds have widened particu-
larly strongly.

Like Austrian banks, domestic in-
surers have expanded into CESEE over
the past few years, building up a broadly
diversified exposure with a strong
focus (87%) on the EU Member States
of the region.
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Chart 40

Austrian Insurers’ Exposure to CESEE
in 2007 (as a percentage of total assets)’
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! Due to differences in accounting rules and in the definition of balance
sheet items, the data reported to the FMA may differ from the data
reported in individual annual reports.

Note: Country share in the Austrian insurance sector’s total assets in
CESEE (total: EUR 8.9 billion).

Premium growth was compara-
tively robust in CESEE in 2008, even
though it already lost some momentum
in the second half of the year. The
gloomier economic outlook for CESEE
in conjunction with slower credit
growth seems to have affected the de-
mand for insurance products. More-
over, investors’ declining risk appetite
and the depreciation of local currencies
are likely to have dampened demand
for life insurances (linked to foreign
currencies and funds), which had con-
tributed strongly to premium growth.
Still, the CESEE insurance market still
holds high potential in terms of catch-
ing up and development.

An analysis of the insurance sector’s
exposure to the banking sector to as-
sess the risk of contagion shows that
Austrian insurers’ total exposure’ to
domestic credit institutions increased
by some 23% year on year and came to
15.6% of the insurance sectors’ total
assets. Debt securities issued by dome-
stic banks accounted for the bulk of this
exposure, having climbed by 14% to
EUR 9.8 billion. Insurance companies’
investments with domestic credit insti-
tutions thus came to slightly more than
1.3% of Austrian banks’ consolidated
total assets. The current outlook sug-
gests that the mutual risk of contagion
has increased somewhat, albeit from a
low level.

Mutual Funds Record Steep Decline

European mutual funds felt the full im-
pact of the financial crisis in 2008. As-
sets under management by European
mutual funds contracted by 22% to
EUR 6,142 billion, mostly due to price
losses — in particular of stocks — and
capital outflows. Outflows peaked in
October 2008, when uncertainty about
the stability of the international finan-
cial system reached its highest levels.
Furthermore, the introduction of
higher guarantees for bank deposits in
the EU reduced the attractiveness of
mutual fund shares, in particular in
bond and money market funds, relative
to bank deposits. In December 2008,
the revelations about U.S. investment
manager Bernard Madoff led to rising
reputational risk, especially in the
hedge fund sector. Also, investors in-
creasingly expressed concerns about
controls and transparency. Owing to
the difficult economic environment,
the outlook for the European mutual
fund sector continues to be uncertain.

3 Including investments held as fund- and index-linked life insurances. Here, the insurance holder bears the invest-
ment risk, so that the figures given for the sector’s total exposure are slightly too high.
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Chart 41

Mutual Funds and Investment Companies
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Austrian Mutual Fund Performance
on Par with European Average
According to the OeNB’s mutual fund
statistics, assets under management by
Austrian mutual funds (including fund-
of-fund investments) performed in
line with the European market, falling
by 23% or EUR 38.2 billion to EUR
127.4 billion. In October 2008 alone,
the decline amounted to more than
EUR 10 billion. Price losses and capital
outflows are the main reasons for
this downward trend. Almost halving
in 2008, the volume of equity funds
slumped more than any other fund seg-
ments. However, even the assets under
management by bond funds, which are
usually fairly stable in their perfor-
mance, contracted by 20%. As the sit-
uation in international financial mar-
kets started to calm down, the decline
in assets under management slowed
somewhat (—4%) in the first quarter of

2009. Austrian real estate funds were
hardly hit by the financial market tur-
moil up until the third quarter of 2008.
However, amid heightened investor
uncertainty, an increased preference
for liquidity and profit-taking, open-
end real estate funds too registered
capital outflows and suspended repur-
chases of fund shares in the fourth quar-
ter of 2008.

More than half of Austrian mutual
funds’ assets (55%) are invested in debt
securities. Because of their relevance
for Austrian mutual funds and follow-
ing a reassessment of credit risk (even
for euro area government issuers), the
OeNB analyzed the ten largest govern-
ment bond positions on the basis of its
securities issues statistics. As at end-
February 2009, the exposure of mutual
funds to government bonds was highest
vis-a-vis Austria and Germany, two
prime issuers. In January and February
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2009, German government bonds were
sold, however, which can be traced to
their high liquidity relative to other
bonds.

The capital-weighted average total
performance of all Austrian mutual
funds stood at —13.4% (equity funds:
—61.2%, balanced funds: —14.6%,
bond funds: —0.15%) in 2008.

The 29 Austrian investment com-
panies reported a steep decline in prof-
its in 2008. Operating profits halved
and stood at just under EUR 90 million
at year-end. Decreasing profitability
resulted in likewise smaller profit
shares for the company owners, pri-
marily Austrian banks. Still, in these
economically uncertain times, Austrian
mutual funds have contributed to the
stable refinancing of Austrian banks.

Pension Funds and Severance Funds
Feel Impact of the Crisis

The economic and financial crisis led to
a further deterioration in investment
results in the fourth quarter of 2008.
The nominal return on investment of
Austrian pension funds was —12.9% for
the entire year of 2008 (first to third
quarter: —8.4%). The OECD estimates
that pension assets worldwide have
shrunk by some EUR 3,800 billion or

more than 20%.%

In the defined benefit system, the
crisis has led to a marked increase in
the concerned companies’ liabilities.
While the value of accumulated assets
has declined, the discounted present
value of future benefits has increased
on the back of lower long-term interest
rates (discount rates). In Austria, some
16% of (prospective and current) ben-
eficiaries were members of a defined
benefit scheme in 2007. Employers
were obliged to make supplementary
contributions for around 26% of pre-
mium reserves. In the defined contri-
bution system, it is mostly the benefi-
ciaries who bear the losses. A recent
study shows that the volatility of pen-
sion benefits in Austria is high by inter-
national standards.” The OECD study
referred to above concludes that Aus-
trian pension funds require improve-
ments in terms of risk management,
governance structures and transpar-
ency.’*

Austrian severance funds suffered
considerably smaller losses in 2008 (re-
turn on investment: —2%). This is
mainly due to legal provisions requir-
ing capital guarantees. For this reason,
severance funds invest mainly in euro

bonds.

32 Antolin, P. and F. Stewart. 2009. Private Pensions and Policy Responses to the Financial and Economic Crisis.

OECD Working Paper on Insurance and Private Pensions No. 36. Paris.

3 Klee, G. 2008. Sicherungssysteme und Risikoverteilung bei Betriebspensionen. Vienna. Study commissioned by

Arbeiterkammer Wien. December. Countries for comparison: Denmark, Sweden, Netherlands, Germany, United

Kingdom and Belgium.

3 See Schmitz, S. 2006. The Governance of Occupational Pension Funds and the Politico-Economic Implications:
The Case of Austria. In: Mooslechner, P., H. Schuberth and B. Weber (eds.). The Political Economy of Financial
Market Regulation: The Dynamics qflnclusion and Exclusion. Cheltenham, U.K. Edward Elgar. pp. 214—246.
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Martin Schiirz,
Markus S.
Schwaiger,
Julia Ubeleis’

A Review of the Impact of the Crisis on
Austria’s Financial Sector

Given its economic structure and the
business model generally used by its
banks, Austria became exposed to the
current crisis with a certain lag but has
since felt the impact quite strongly in
some respects. This article provides a
rundown of the repercussions of the
financial crisis on Austria, focusing on
the financial sector, i.e. banks and the
capital market.”

Assuming that financial crises tend
to follow a typical pattern, this study
uses this pattern to shed light on the
specifics of the current crisis and of
the Austrian financial sector. Austrian
banks, for instance, are characterized
by the strong regional focus of their
activities in Central, Eastern and South-
eastern Europe (CESEE) and by their
strong strategic focus on retail banking.
So far, the crisis has caused default rates
to rise, credit conditions to become
more restrictive for companies and
households, and retail demand for
stocks to shrink; some of those effects,
though, are yet to fully emerge. Like-
wise, banks’ core business — lending in
Austria and in the CESEE area — is just
beginning to feel the full impact of the
crisis.

1 Typical Financial Crisis Cycles
and Triggers

Borio (2003) applies the frame of
boom-bust cycles to characterize finan-
cial crises. Differences notwithstand-
ing, financial crises are typically char-
acterized by various phases and share a

common crisis determinant, namely
aggressive risk-taking.’ The current
crisis arguably differs from other cri-
ses, such as the Asian crisis or the crises
in Latin America in the 1980s and
1990s, in terms of magnitude — but it
does not differ as far as the fundamen-
tal causes are concerned.”

First, financial imbalances build up,
as evidenced by excessive credit growth
and the overshooting of stock prices.
Second, the boom leads to looser fi-
nancing conditions and makes loans
easier to obtain. Banks take a more re-
laxed approach to risk assessment and
risk premiums decline. Such phases of
credit expansion are usually highly cor-
related with a rapid increase in asset
prices.

In the third stage, a trigger may
reverse the dynamics. This leads to a
repricing of long-term assets submitted
to banks as collateral. The resulting
credit squeeze and the undermined
confidence in the system weigh on the
economy, which eventually slips into
recession. If banks’ capital base is poor,
a banking and financial crisis ensues
and banks could collapse.

Compared with this conceptual
framework, the current crisis unfolded
at an unusually swift pace, and it re-
mains subject to substantial uncertainty
with regard to the path of recovery. In
the financial sector, the widespread
build-up of mark-to-market assets in
banks’ balance sheets caused expected
losses to be realized prematurely on a

! Martin. Schuerz(@oenb.at; Markus. Schwaiger(@oenb.at; Julia.Uebeleis@oenb.at (all OeNB). The authors would
like to thank Walter Waschiczek, Pirmin Fessler, Michael Andreasch and Ralph Schoellhammer for valuable

inputs.

Examining medium-term effects of the financial crisis on the real economy (e.g. demand and growth setbacks,

unemployment and bankruptcies) would go beyond the scope of this article; these effects are briefly referred to

whenever necessar)/‘

* See also Goodhart et al. (2004).

In this context, Borio (2003 and 2008) explicitly cites limited perception of systemic risk over time.
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large scale. In the real economy, a range
of economic fundamentals were revised
downward drastically within very short
timeframes. The Austrian economy, for
instance, contracted by 2.8% in real
terms in the first quarter of 2009
against the last quarter of 2008 (fourth
quarter 2008 against previous quarter:
—0.4%). Confidence indicators point to
a deceleration of the downtrend, but at
—4.2%, the economic contraction will
nevertheless be substantial in 2009 as a
whole; and for 2010, the OeNB expects
the economy to stagnate at —0.4%.

2 Austrian Banks and the
Financial Crisis

The current crisis is traceable to the
U.S. subprime market for structured
credit securities. In a nutshell, rising
risk aversion to these structured credit
products caused more and more market
participants to lose confidence, as a
result of which refinancing in the inter-
bank market and later also in capital
markets became more restrictive. In a
second stage of the crisis beginning in
the fall of 2008, the unfavorable condi-
tions increasingly spread to the emerg-
ing markets, including Central, Eastern
and Southeastern Europe. CESEE risk
premiums soared as a consequence.
The slowdown in real economic activ-
ity eventually reached Eastern Europe
via the advanced economies.

Owing to their “originate and hold”
business model,” Austrian banks were
comparatively little affected by the tur-
moil in the structured credit product
markets. At about 1.5% of total assets
or EUR 15.9 billion®, the 25 largest
Austrian banks had a relatively modest

5

A Review of the Impact of the Crisis on Austria’s Financial Sector

total exposure to structured credit
products at end-2008. The share of
the six largest banks’ accounted for
EUR 14.6 billion. Besides, 57.6% of
the respective exposure was rated AAA
or AA.® For this reason, the necessary
write-downs were small by interna-
tional standards: in 2007, they came to
around 0.1% of total assets (about EUR
1.1 billion) and until the end of 2008
increased by about EUR 2.1 billion
(EUR 1.9 billion for the six largest
banks) or some 0.2% of total assets in
2008 to approximately EUR 3.2 billion
for both 2007 and 2008.

During this first stage of the cur-
rent crisis, the direct exposure of Aus-
trian banks was largely limited to refi-
nancing problems in interbank markets,
as it became increasingly difficult to
raise funds from other banks, especially
funds in U.S. dollars. To stabilize the
situation, central banks conducted
additional tenders, including operations
with longer-term maturities (initially
6 months; 12 months from June 2009),
switched to fixed rate tenders and ex-
tended the list of collateral eligible for
repo operations. Moreover, U.S. dollar
funding was made available through the
USD/EUR  swap line implemented
by the ECB and the Federal Reserve
System at end-2007 (and through the
EUR/CHF swap agreement concluded
with the Swiss National Bank in Octo-
ber 2008). In Austria, the establish-
ment of the Oesterreichische Clearing-
bank AG, which began operations on
November 13, 2008, further contrib-
uted to smoothing interbank market
operations, in particular for banks lack-
ing sufficient eligible assets to obtain

“Originate and hold” means that assets remain in the banking book of the bank, whereas according to the

“originate and distribute” model, assets are securitized and sold.

® Excluding credit default swaps (CDS).

~

Erste Group Bank AG, UniCredit Bank Austria AG, Rayﬁ‘éisen Zentralbank AG, BAWAG P.S.K., Qesterreichische

Volksbanken AG (incl. Kommunalkredit), Hypo Group Alpe Adria.

19.5% of the total volume is rated BBB, 7.2% is non-investment grade.

FINANCIAL STABILITY REPORT 17 — JUNE 2009



A Review of the Impact of the Crisis on Austria’s Financial Sector

liquidity from the ECB. All in all, Aus-
trian banks profited from their solid re-
tail base in this respect. Since the out-
break of the financial crisis, retail cus-
tomer deposits in Austria increased by
EUR 40.2 billion until the end of the
first quarter 2009 (+EUR 34.2 billion
by end-2008), and in consolidated
terms (including cross-border opera-
tions), customer deposits even grew by
EUR 60 billion by end-2008.

By international standards, the dis-
location in the interbank market, how-
ever, impaired Austrian banks much
less than the spillover of the crisis to
CESEE. Even though Austrian bank
groups’ CESEE exposure equals only
some 20% of western banks’ total
exposure in the region, at EUR 199 bil-
lion, it is nevertheless substantial above
all in relation to GDP (about 70% at
end-2008). This phenomenon not only
triggered a drastic widening of CDS
spreads in the final quarter of 2008 but
also had Austrian bank stocks plummet
(see also p. 47 in this issue). A certain
recovery was discernible in the spring

2009, which went hand in hand with

news about the willingness of both
the IMF and the European Commission
to swiftly provide new funds for

CESEE.

2.1 Austrian Banks’ Profitability
Decreased Markedly

A host of measures adopted by central
banks, governments, the IMF, the Euro-
pean Commission and the World Bank
contributed to mitigating the negative
impact of the crisis on banks’ liquidity
situation and performance. The Aus-
trian banking package for instance
helped prevent a liquidity squeeze and
expand banks’ capital buffers. Even
though the Austrian banking system
still posted a profit in 2008, banks’
profitability had deteriorated consider-
ably. Their (consolidated) return on
assets after tax fell to 0.09% in 2008.
A sharp increase in loan loss provi-
sions and a negative trading result were
offset by continued robust interest in-
come, including net year-on-year gains
in the first quarter of 2009. This devel-
opment was mainly attributable to con-
tinued high credit growth in 2008.

Chart 1

Consolidated Operating Income by Type of Income and Return on Assets after
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2.2 Austrian Banks’ Loan Supply
Policy Compared with Other
European Banks

Such an analysis naturally gives rise to

the question about a potential credit

crunch in Austria, which to date has
more or less been refuted (OeNB,

2009). While new lending by banks has

not let up noticeably, it nevertheless has

not offset the decreases in other types
of financing, which have been sharp in
some segments.

However, according to the general
trend in the euro area as gleaned from
the Eurosystem’s quarterly bank lend-
ing survey (BLS), banks in all countries
have continually tightened their credit
approval standards and/or credit con-
ditions for corporate loans since the
onset of the crisis. The margins on both
average and riskier loans were increased
in all countries, with the increase more
marked for riskier loans.

When comparing the Austrian BLS
data with the aggregate euro area data,
we see that Austrian developments
closely correlate with the euro area av-
erage. In light of the financial market
turbulence, several Austrian banks cap-
tured in the BLS, among other things,
markedly tightened their credit stan-

A Review of the Impact of the Crisis on Austria’s Financial Sector

dards for corporate loans. On a consol-
idated basis, the tightening was even
more pronounced than in the euro area
as a whole.

The unfavorable refinancing condi-
tions in the money and bond markets
impaired Austrian and euro area banks’
lending activities. The effects on the
volume of loans extended in Austria
were by comparison more pronounced
than the effects on margins (see
chart 2).

Since the beginning of the financial
turmoil, banks have tightened their
standards’ more sharply for corporate
loans than for consumer loans. Interest
margins for riskier corporate loans and
— somewhat less — for borrowers with
average credit ratings were raised for
the seventh time in a row in the first
quarter of 2009. Large corporate loans
were affected more markedly than SME
financing. The credit standards appli-
cable to households were tightened
much less in contrast. Households’
credit demand is weak in view of cur-
rent economic developments. Yet, Jobst
and Kwapil (2008) show that in the
short term, interest rates were passed
on to households at a markedly slower
pace than to corporate borrowers.

Chart 2

Impact of Financial Market Situation on Lending Volume
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" Credit standards refer to the criteria banks use to evaluate new loans.
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The lending restraint was above all
traceable to the financing conditions
prevailing in money and bond markets
as well as banks’ liquidity position.
Financing via short-term (one-week)
money market instruments and short-
term debt securities was impaired in
particular. Clear effects were, however,
also evident for medium- to long-term
debt securities (including mortgage
bonds). Furthermore, changes in banks’
perception of risk amid the general eco-
nomic outlook, industry- and company-
specific factors as well as the risk on
collateral demanded caused banks to
slightly tighten their credit standards.

2.3 Crisis yet to Reach Austrian
Banks’ Core Business

Up to year-end 2008, Austrian banks’
core business had not yet been affected
by the upheavals on the financial mar-
ket (write-offs on exposures to Lehman
Brothers, Washington Mutual and
Iceland), as it proved to be relatively

robust with regard to asset quality until
the fourth quarter of 2008. As a case in
point, the loan loss provision ratios for
both domestic and CESEE assets were
at a historically very low level:"" the
ratio came to around 2.2% in Austria,
where it had peaked at 3.8% in the first
quarter of 1997, when the economy
had by today’s standards been in a
better condition. The notable economic
downturn is, however, bound to weigh
on banks’ profitability in the quarters
to come. In CESEE, such a pass-through
has already started, as evidenced by
chart 3.

Comparing today’s situation with
previous emerging market crises is not
really possible in this respect. Drawing
a cautious analogy to the Asian crisis
would, however, imply a sharp increase
in the loan loss provision ratios. At end-
2008, the ratios ran to about 2.5%
(CESEE EU Member States) and to
around 3.8% (CESEE non-EU Member
States). During the Asian crisis, loan

Chart 3

Loan Loss Provision Ratios for Consumer Loans in CESEE and in Austria
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o Foreign currency loans are subject to a separate analysis, see box 4 “Foreign Currency Loans Continue to Play a

Prominent Role in CESEE” on page 45.
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Chart 4

Listed Stocks and Mutual Fund Shares Held by Households
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loss provision ratios exceeded 20%
in some countries,' and the volume
of nonperforming loans peaked 1.5 to
5 years after the onset of the Asian
crisis.”” Growth rates in the affected
countries recovered relatively quickly,
though, as the slump in demand was
confined to a particular region.

Given the global nature of this
time’s growth setback, the IMF reck-
ons that it will take some time for the
economy to rebound. At the same time,
the additional financial assistance pro-
vided by the IMF and the EU helped
dramatically reduce the likelihood of
very bleak scenarios.

As the pressure on profitability is
expected to rise, the Austrian banking
sector will increasingly be faced with
structural issues. This applies to the
overbranched domestic business” as
well as CESEE activities, where the in-
cipient consolidation trend is expected
to continue. Given the strategic nature
of Austrian banks’ CESEE activities,
banks could also frame the crisis as an
opportunity, even though several bank

1" See also Laeven and Valencia (2008).
"2 See also Asian Development Bank (2002).
" ECB (2008, p. 38).

groups have already begun to increas-
ingly refocus on core markets.

2.4 Massive Revaluation Losses on
Capital Market Instruments
Held by Households

The crisis did not only hurt banks’ bal-
ance sheets, but also houscholds’ assets.
At some EUR 416 billion, households’
financial assets in 2008 stagnated at the
year-earlier level. Amid the financial
crisis, households stepped up saving,
with the saving ratio climbing from
11.7% in 2007 to 12.4% in 2008, a
level last seen in 1995,

The increase in bank deposits
equaled over 70% of aggregate finan-
cial investment made in 2008
(EUR 18.8 billion). Households chan-
neled funds above all into saving depos-
its (+EUR 9 billion), but increasingly
also in time deposits (+EUR 3.2 bil-
lion). Products with an initial maturity
of up to one year were particularly
sought after. The broadened deposit
guarantees definitely helped bolster de-
mand.
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Between the first quarter 2003
(11.2%) and the fourth quarter 2008
(9.8%), riskier assets accounted for an
average 13.8% of Austrian households’
financial portfolio. Chart 4 illustrates
that the importance of stocks and mu-
tual fund shares in Austrian households’
portfolio differs considerably vis-a-vis
other euro area counterparts over time.
In Austria, demand for riskier assets
increased notably before the financial
crisis, to decline more strongly there-
after.

Price losses amid the financial crisis
concentrated on stocks, but mutual
fund shares also experienced profound
price and exchange rate effects. Alto-
gether, households have lost around
EUR 29 billion on their investments in
tradable securities since the onset of
the financial crisis (early third quarter
of 2007). At some 22%, the participa-
tion rate for stocks and/or mutual fund
shares is by international standards
rather low in Austria. Only the top 5%
holders of gross financial assets have a
participation rate of 74%. Since it is
primarily wealthier houscholds that
hold securities, the wealth effects of

the crisis on consumption are expected
to be rather weak (see Fenz and Fessler,
2008).

Investment behavior in Austria has
changed more profoundly over the past
years than in other euro area countries.
The capital market, which economic
policymakers had sought to promote in
recent years (subsidized personal pen-
sion scheme, occupational pension
plans, equity culture), considerably
gained in importance for households
before the crisis. Currently, households
are shifting to “safe assets” (see Fessler
and Schiirz, 2008).

Falling capital market prices also
pushed down the market value of the
invested assets of insurance corpora-
tions and pension funds. Households’
net equity in life insurance reserves and
pension fund reserves suffered valua-
tion losses of an estimated EUR 2.3 bil-
lion.

3 Economic Policy Measures in
Support of the Austrian
Financial Sector

The current crisis drives home the fact
that throughout the world banking

Chart 5
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Chart 6

Development of the Tier 1 Capital Ratio and the Capital Ratio, including
Recapitalization under the Banking Package
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systems had relied too heavily on debt
financing.14 The high leverage was
attributable to overall low risk aversion
and to the fact that the regulatory capi-
tal requirements applicable to the
trading book were relatively low. Given
the absence of large trading books in
Austria, this issue did not play a signifi-
cant role, but Austrian banks’ capital
ratio likewise declined, falling from
11.8% at end-2004 to 10.5% in the
third quarter of 2008, following,
among other things, Austrian banks’
rapid expansion in CESEE. While the
capital ratio still considerably exceeded
the 8% regulatory minimum require-
ment at all times and as from the sec-
ond half of 2008 banks have increas-
ingly raised new capital (outside of the
banking package), banks had — before
the crisis — failed to meet investors’ de-
mand to build up additional capital buf-
fers.

" See also IMF (2009, p. 4 and p. 27ff.).

Since Austrian banks would have
otherwise been at a disadvantage and
uncertainty about their CESEE expo-
sure was rising, the Austrian govern-
ment also adopted a banking package to
raise banks’ capital via participation
and hybrid capital. To date, EUR 6.9
billion of participation and hybrid capi-
tal have been formally agreed upon. In
addition, EUR 15.5 billion and CHF
250 million of bank bonds guaranteed
and securitized by the government have
been issued."” For hybrid capital there is
a regulatory ceiling in place, up to
which hybrid capital instruments qual-
ify as tier 1 capital (on a consolidated
basis). Theoretically, i.e. if taken up in
full, the EUR 15 billion banking pack-
age enabled Austrian banks to lift their
tier 1 capital ratio, as a percentage of
the risk-weighted assets, by as much as
222 basis points by end-2008, as is evi-

dent from chart 6.'°

55 Under the corporate liquidity support act, EUR 10 billion of the total EUR 75 billion earmarked for state
guarantees under the interbank market support act were reappropriated to be used for guaranteeing loans to

medium-sized and large Austrian businesses.

' For further details, see also Posch et al. (2009) in this issue.
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4 Summary

Amid the financial crisis, Austria has
been on a downtrend like the rest of
the world. Even though structured
loans and related losses have played a
comparatively minor role in the Aus-
trian banking system, the crisis is
already starting to eat into Austrian
banks’ profits. Credit conditions for
companies and households have tight-
ened in Austria more or less in line with
moves across the euro area, but banks,

quence of events in previous  crisis
episodes, at the current juncture, the
brunt of the feedback of the real eco-
nomic downturn on the banking sector
is yet to come.

By international standards, Austrian
households had been slow to start in-
vesting in capital market instruments.
The significance of listed securities
soared before the financial crisis, but
thereafter decreased faster than in
other euro area countries. Households’

unlike capital markets, have continued  valuation losses have to date amounted
to fulfill their financing function for to EUR 29 billion and are concentrated
the real economy. Judged by the se- on Austria’s wealthier households.
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EU Bank Packages: Objectives and Potential
Conflicts of Objectives

Any attempt to resolve a systemic financial crisis inherently involves conflicts of objectives. In
the following article, we identify and elaborate on the conflicts of objectives embodied in the
EU bank packages. Building on this, we then analyze how the EU Member States and the EU
institutions are dealing with these conflicts of objectives. The empirical basis of our analysis
comprises the explicit objectives of the EU bank packages and the details of the bank pack-
ages of the individual Member States. Our main findings are: (1) Although much effort has
been extended to ensure a harmonized EU approach, the Member States in fact enjoy great
leeway in designing national bank packages, which leads to competitive distortion. (2) In the
conflict between fiscal objectives and micro- and macroeconomic objectives, the latter have
been afforded priority. The bank packages entail passing on the costs of overcoming the crisis
to the taxpayers, while the banks’ creditors are not required to make a contribution. (3) As a
result, short-term financial stability is favored over long-term stability in the conflict between
these two objectives. (4) Some attempts have been made to resolve these conflicts of objec-
tives by attaching conditions to state aid. Our analysis indicates first of all, that under certain
circumstances conditions such as dividend restrictions, state influence on company manage-
ment and salary caps may be consistent with all of the objectives specified, and second, that
requirements to maintain lending and solve borrowers’ debt problems are themselves subject

to unavoidable conflicts of objectives.

JEL classification: D53, E44, F36, G18, G28
Keywords: Financial crisis, bank packages

All bank rescue plans, regardless of
design, are invariably subject to con-
flicts of interest. Thus, decisions on
balancing the objectives have to be
made (Mayes, 2004, p. 545). These
objectives represent a variety of eco-
nomic policy goals, many of them con-
flicting with respect to the implemen-
tation of the bank packages. This study
examines the types of conflicts of ob-
jectives inherent in the structure of the
bank packages of the EU Member States
and how these conflicts are resolved.

Since the fall of 2008 the financial
crisis that erupted in the U.S.A. in
2007 has been leading to massive finan-
cial market distress in the EU as well.
The Member States interpreted this
situation as an economic policy chal-
lenge to be met at the national level
within a joint framework.

A concerted plan of action was
resolved in a declaration by the euro
area countries’ at their summit on
October 12, 2008, aiming at:

— Facilitating the funding of banks:
The Member States are to guaran-
tee new short- and medium-term
(up to five years) bank senior debt
issuance. Such guarantees are to be
made available at market conditions
(including possible further condi-
tions) to all financial institutions
operating in the country in ques-
tion that meet the regulatory capi-
tal requirements and other non-dis-
criminatory objective criteria. The
scheme will be temporary (until
December 31, 2009) and limited in
amount.

— Providing financial institutions with
additional capital so as to ensure the

" Financial Markets Analysis and Surveillance Division, michaela.posch(@oenb.at and stefan.schmitz(@oenb.at;
European Ajfairs and International Financial Organizations Division, beat.Weber@oenb.at. The authors would
like to thank Claus Puhr (OeNB) and the referee for their valuable suggestions and discussions.

2 The declaration was also adopted by the European Council on October 16, 2008.

Michaela Posch,
Stefan W. Schmitz,
Beat Weber'

Refereed by:
Christoph Walkner,
European
Commission
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financing of the economy by sound

institutions and allowing for the re-

capitalization of distressed banks:

Tier 1 capital will be made available

to financial institutions, with price

conditions taking into account the
market situation of each involved
institution; additional restrictions
may also apply. The failure of sys-
temically important financial insti-
tutions should be avoided. In so
doing, the interest of taxpayers
should be observed and it should be
ensured that existing shareholders
and management bear the due con-
sequences of the intervention. Re-
capitalization should be followed by

a restructuring plan.

Moreover, the euro area countries
welcomed the actions taken by the Eu-
ropean Central Bank (ECB) to support
the interbank money market and an-
nounced that flexibility in the imple-
mentation of accounting rules will be
ensured. These initiatives were pre-
ceded on October 7, 2008, by the
ECOFIN Council’s resolutions to raise
deposit guarantee protection to at least
EUR 50,000 and to guarantee that
deposits are reimbursed up to the cov-
erage level without a deductible.

The euro area countries also called
upon the Commission to continue to
apply flexibility in state aid decisions;
taking into account the ECB’s relevant
recommendations, the Commission
provided guidance on state guarantees
and recapitalizations (see relevant sec-
tions).

In this article, we analyze the po-
tential conflicts of objectives emerging

in the Member States’ implementation
of bank packages to strengthen bank
refinancing and to recapitalize banks.?

1 Objectives of the Bank
Packages

The official documents of the European
Council, the Commission and the ECB*
set forth the objectives that are being
pursued by means of the bank packages

as follows:

1.1 Microeconomic Objectives

The purpose of guarantees and recapi-
talizations is to assist solvent banks in
overcoming temporary problems re-
lated to the unusual business climate
and to enable them to maintain sound
businesses. The failure of systemically
important financial institutions is to be
avoided.

1.2 Macroeconomic Objectives

Apart from safeguarding the short- and
medium-term stability of the financial
system, including guarding against sys-
temic effects of insolvencies, the over-
riding macroeconomic objective is to
ensure the financial system’s capacity
to fund the economy.

While both of the aforementioned
objectives are aimed at averting the
direct consequences of the crisis on
financial institutions and the financial
system, economic policymakers must
consider how any such intervention can
be financed, its long-term effects on
the financial sector and the impact of
any action on other economic sectors;
therefore, a number of additional ob-
jections have been stipulated.

At the time of writing, the possibility of taking over impaired assets as resolved by the European Council on March

19 and 20, 2009, was still in the early stages of implementation and has therefore not been taken into consider-

ation.

* See Summit (2008), EC (2008b), ECB (2008b). In accordance with their respective mandates, the European
Commission emphasizes objectives relating to a level playing field while the main emphasis of the ECB is on finan-
cial stability and safeguarding the single monetary policy.
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1.3 Fiscal Objectives

The European Council has emphasized
the importance of considering the in-
terests of the taxpayers; this implies the
objective of minimizing the losses re-
sulting from aid packages and ensuring
adequate revenues.

1.4 Safeguarding Market Integrity

Shareholders and management should
bear the due consequences of the inter-
vention in order to prevent state assis-
tance from abetting moral hazard and
to provide incentives for a return to
normal market conditions — and thus
long-term financial stability — after
state intervention has ceased.

1.5 Safeguarding the Level Playing
Field, Avoiding Market
Distortion

Implementation of the national bank
packages entails the risk of competitive
distortion between banks in different
Member States and, as a result, the risk
of a “subsidy race,” along with competi-
tive distortion between sound and in-
stable banks and competitive distortion
between banks receiving public assis-
tance and institutions opting for capital
market financing. All of this should be
avoided wherever possible.

Aside from economic objectives,
ensuring the political legitimacy of
state action to stabilize the banking sec-
tor is another important goal that gov-
ernments must consider when defining
and implementing plans of action.

The study at hand identifies the
types of conflicts of objectives inherent
in the structure of the bank packages
designed to achieve the goals described

EU Bank Packages: Objectives and Potential Conflicts of Objectives

and examines how these conflicts are
resolved in the following areas: action
to strengthen the interbank market
(section 2.1) and medium-term refi-
nancing (2.2) as well as capital (2.3)
and that related to conditions for
providing guarantees and additional

capital (3).

2 Common Framework, but
Variations in Implementation
of Bank Packages by the EU
Member States

The sets of measures already approved
in the EU correspond in essence to the
agreed framework. Most EU Member
States have included recapitalization
and refinancing measures that are es-
sentially based on similar (general)
principles and involve similar access
requirements, beneficiaries and terms.
The packages also exhibit major simi-
larities on an abstract level in terms of
the instruments applied and the general
requirements. With respect to their
specific design and practical implemen-
tation, however, the differences are
considerable.

19 EU countries have introduced
packages to refinance banks, with 17 of
them explicitly providing for the possi-
bility of reinforcing banks’ capital
base.>® The Member States have ear-
marked a total of some EUR 2.8 tril-
lion, or 22% of the EU’s GDP, for these
measures. Some EUR 300 billion of
this amount will be made available for
recapitalizing banks and approximately
EUR 2.5 trillion for state guarantees of
liabilities (as of mid-March 2009). The
Austrian bank package is more exten-
sive than the average EU package,

> Two countries (Belgium and Luxembourg) have taken discretionary action to refinance/recapitalize specific insti-
tutions without introducing bank packages. It should be noted that the plans are being adapted on an ongoing
basis as the crisis develops, and many countries still have to work out the details.

Three countries (Spain, Greece and the U.K.) have introduced additional asset relief programs. Other EU coun-

tries also implement asset relief measures to stabilize banks in certain cases.
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amounting to EUR 90 billion (not in-
cluding EUR 10 billion in deposit guar-
antees) or approximately 32% of GDP.

2.1 Measures to Strengthen the
Interbank Market

The financial crisis hit the euro inter-
bank market earlier than the EU bond
market or the stock markets — specifi-
cally, as early as on August 9, 2007. In-
terest rates on unsecured interbank
loans (e.g. relative to secured interbank
loans in the form of securities repur-
chase agreements) increased signifi-
cantly. Despite cuts in key interest
rates, interest rates on unsecured inter-
bank loans remained high compared to
those on secured interbank loans due to
the high premiums charged on unse-
cured interbank loans, i.e. the short-
term yield curve remained historically
very steep. At the same time, both mar-
ket liquidity and the maturity terms of
interbank loans actually granted de-
creased significantly. After the collapse
of U.S. investment bank Lehman
Brothers in mid-September 2008, the
interbank market came to a virtual
standstill. In order to facilitate short-
term refinancing for banks, the euro
area countries proposed state guaran-
tees for short-term bank liabilities with

maturities of up to 12 months in the
declaration on a concerted European
action plan of the euro area countries
of October 12, 2008. The bank pack-
ages of the Member States include five
models for applying such guarantees:

1. State guarantees for existing and
newly issued short-term securities
as well as interbank loans and whole-
sale deposits (e.g. Denmark,’” Ire-
land);

2. State guarantees for new issues of
short-term securities and new in-
terbank loans (e.g. Belgium);

3. State guarantees for new issues of
short-term securities (e.g. commer-
cial paper), but not for interbank
loans (e.g. Germany, Sweden);

4. Exchanges of government bonds in
return for bank receivables (asset
swaps) in order to increase banks’
collateral eligible for ESCB tender
operations (e.g. Greece, Italy);

5. Clearinghouses (with state guaran-
tees) for the interbank market (e.g.
Austria, Italy). Since this instru-
ment for strengthening the inter-
bank market is somewhat more
complex than the others and is par-
ticular to Austria, it is described
briefly in box 1; it is also an issue of
focus in the following analysis.

7 However, the participating banks must bear a portion of the losses of up to DKR 35 billion. Denmark has revised

its original bank package in the meantime.
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Box 1

The Oesterreichische Clearingbank AG (OeCAG)

The legal basis for the activities of the Oesterreichische Clearingbank AG (OeCAG) is set out
in Article 1 paras 1 to 3 of the Interbank Market Support Act (Interbankmarktstédrkungs-
gesetz, IBSG, published in Federal Law Gazette I, No. 136/2008). The OeCAG is owned by
Austria’s main banks, with the various sectors being represented by their top institutions. The
shareholder interests were negotiated ex ante. The operating business of OeCAG is carried out
by Oesterreichische Kontrollbank AG. OeCAG has shareholders’ equity of EUR 180 million. Its
business volume is limited to a maximum of EUR 10 billion, although this may be increased
following an evaluation phase. The OeCAG’s deposit and lending business is open to all banks
and insurance companies; there are no restrictions on subscribing to OeCAG'’s issues.

The business model of OeCAG is based on reflecting the interbank market, i.e. the
OeCAG does not carry out any maturity transformations. Funds may be provided in the form
of deposits from participating banks or by OeCAG’s own securities issues. Bids for deposits
and loans are matched on the basis of pre-defined maturities (mostly 3 or 6 months) in regu-
lar auctions in which both market sides enter their price/quantity bids. Allotments are made
only when bids for loans can be matched with bids for deposits. Any issue proceeds collected
by OeCAG are distributed among the shareholder banks, with 50% being allocated on the
basis of shareholders’ equity and 50% via auction.

Until December 31, 2009, when issuing short-term securities, OeCAG may arrange for the
Austrian government to assume liability as guarantor and payer up to an aggregate amount of
EUR 5 billion. A maturity cap of one year applies to the issues. The Austrian government has
also pledged to cover loan defaults of up to EUR 4 billion in the event that loan defaults by
borrowers cause OeCAG’s regulatory capital to fall below the legally required level. In such
cases, the government will provide sufficient equity capital to ensure that the 8% minimum is
reached, provided the clearinghouse assigns the loan defaults to the government. The OeCAG
must provide its services at market prices. The additional guarantor fee for government back-
ing is 50 basis points, which are added to the loan interest rate.

Microeconomic objectives

The microeconomic objective of short-
term refinancing was to reopen banks’
access to the market for unsecured in-
terbank lending. At the European level,
these measures were successful to the
extent that banks were once again able
to borrow larger amounts over longer
maturities. In Austria, as of mid-March
2009 the OeCAG had deposit bids of
EUR 18.6 billion compared with loan
bids of EUR 22.2 billion, with the
amount allotted totaling EUR 5.1 bil-
lion (22% of the loans bids). The liquid-
ity risk of Austrian banks has declined

since the introduction of the bank pack-
age.
Macroeconomic objectives

The macroeconomic objective (ending
the turmoil in the interbank market)
has only been partially fulfilled. Even
though liquidity and maturities have
risen somewhat, they still have not
reached pre-crisis levels. The yield
curve also continues to indicate signifi-
cant market disruption,® and so do the
above-average amounts deposited by
European banks at the ECB even though
this involves high opportunity costs.”

In March 2009, the spreads between the three-month EURIBOR and the three-month overnight index swap or the
three-month EUREPO were still much wider, and maturities for unsecured interbank loans were considerably
shorter than before the financial crisis erupted (ECB, 2009a, p. 27). Since March the situation in euro money
markets has improved further.

The interest rate differential between deposit facilities and the minimum bid rate was usually 100 basis points.
The spread narrowed to 50 basis points in the period from October 15, 2008, to January 21, 2009.
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Why have banks accepted these oppor-
tunity costs despite the fact that state
guarantees have virtually eliminated
credit risk?

The action taken by EU Member
States to strengthen the interbank mar-
ket has focused on credit risk in the in-
terbank market while disregarding the
liquidity risk of banks. To hedge this
risk, they maintain liquid funds to be
able to cover any net outflows. In a
functioning interbank market, credit
institutions are also able to obtain refi-
nancing via unsecured loans if neces-
sary, which can represent a form of in-
surance. In the course of the financial
crisis, the maturity transformation of
banks has risen while the interbank
market has largely forfeited its function
as an insurer. Liquidity risk has thus
risen considerably for banks — a situa-
tion that has not been taken into ac-
count in action to strengthen the inter-
bank market.”® The effectiveness of
such action could be increased by tak-
ing liquidity risk into consideration
(e.g. maturity transformation by the
OeCAQG).

Fiscal objectives
The fiscal objectives of the bank pack-

ages focus on minimizing taxpayer
losses and ensuring adequate revenues.
The ECB recommendations of October
20,2008, (ECB, 2008b) call for a guar-
antee fee of 50 basis points for short-
term liabilities; all Member States have
implemented this recommendation.
However, to date there are no known
defaults in the area of short-term refi-
nancing. Since the Member States have
agreed not to allow any systemically
important banks to become insolvent,

they would provide additional capital
to and/or nationalize the banks before
any guarantees were called upon. The
fee for short-term guarantees is risk-in-
dependent, therefore the guarantee
scheme involves implicit transfers from
the government to banks with above-
average risk exposure. By contrast, a
risk-based guarantee fee would result
in a high administrative burden by re-
quiring regular risk assessments of all
banks receiving state guarantees; a
higher guarantee fee that better re-
flected market prices during the crisis
would make short-term refinancing of
banks more expensive. In other words,
there is a conflict of objectives between
the fiscal objectives on the one hand
and the microeconomic and macroeco-
nomic objectives on the other that has
been interpreted to the disadvantage of
the former in the pricing of guaran-
tees.

Safeguarding market integrity

To reach this objective, the measures
would have to be designed to prevent
future problems resulting from adverse
incentive structures. In those bank
packages in which new and/or existing
interbank loans are guaranteed, how-
ever, there is a risk that wrong incen-
tive structures could impair long-term
financial stability: Banks are able to na-
tionalize potential losses ensuing from
their investment decisions, which dis-
torts incentives aimed at risk-revenue
optimization. This could undermine
the future effectiveness of market disci-
pline in the interbank market, which
would have a detrimental effect on
long-term financial stability. Based on
these considerations and for the pur-

! The ECB estimates that only approximately 50% of the sharp widening in the spread between the interest rate on
unsecured interbank credit with a maturity of three months (three-month EURIBOR) and the interest rate on
secured interbank credit with the same maturity (three-month EUREPO) can be explained by credit risk. The
remaining 50% is attributable to increased liquidity risk (ECB, 2008c, pp. 144—149).
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pose of safeguarding the single mone-
tary policy, the ECB spoke out against
state guarantees for interbank loans in
its recommendations, although not all
Member States committed themselves
to this. However, if state guarantees are
seen as the only remedy in an acute cri-
sis situation, this could result in a con-
flict of objectives between short-term
(strengthening confidence) and long-
term financial stability.

Within the framework of OeCAG,
the state is only second in line as guar-
antor after the OeCAG’s shareholders’
equity, which is paid in by the banks
and acts as a safety buffer to absorb loan
defaults. This largely prevents moral

hazard.

Safeguarding the level playing field,
avoiding market distortion

This objective would be achieved if the
bank packages did not lead to national
discrimination and segmentation of the
money market and banks with similar
risk profiles from different Member
States were to pay the same money
market interest rates. A joint European
approach to improving short-term fi-
nancing — e.g. a European clearing—
house for interbank loans — could have
served two purposes: strengthening
the European interbank market and re-
storing the level of integration existing
up until July 2007. Since there is no
central EU budget to back up the nec-
essary guarantees, it was decided that
short-term issues and interbank liabili-
ties be covered by state guarantees.
This could lead to a segmentation of the
euro money market (ECB, 2009),
which had been almost completely inte-
grated prior to August 2007. All EU
Member States restrict the issuance of
guarantees to credit institutions active
in the country in question, which nec-
essarily involves a certain amount of
discrimination and segmentation in the

EU Bank Packages: Objectives and Potential Conflicts of Objectives

money market. Banks with similar risk
profiles from different Member States
must expect to pay different money
market interest rates. This is a conse-
quence of varying market estimations
of the credit quality of the individual
EU Member States (as also expressed in
the interest rate differentials between
the government bonds) and is largely
independent of the organizational struc-
ture of the national measures to boost
short-term refinancing (clearinghouses
or state guarantees). The goal of avoid-
ing market distortion is thus in conflict
with the microeconomic and macro-
economic objectives of stabilizing the
banking system in the short term and
was given a lower priority in the guar-
antee packages.

Due to its structure, the clearing-
house model was especially criticized
as contributing to distortion in Euro-
pean interbank markets as well as to
the disintegration thereof (Buiter,
2009). The Austrian Interbank Market
Support Act, however, does not limit
participation in the OeCAG’s deposit
business to domestic banks or insur-
ance companies, meaning that no com-
petitive distortion occurs in the inter-
bank euro market and foreign banks are
not discriminated against.

Moreover, experience in Austria
shows that especially small banks, i.e.
those banks that have only limited ac-
cess to the euro money market or to
the ESCB’s open market operations,
turn to OeCAG for refinancing. The al-
lotted amounts are very low compared
to the euro money market. In addition,
the maximum amount of outstandin
loans is limited to EUR 10 billion, mak-
ing the implications of the Austrian ap-
proach negligible for the euro money
market. Most of the funds are allotted
by auction. Furthermore, guarantee
fees must be paid for interbank loans

processed via OeCAG. The price for-
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mation process reduces any distortion
of the euro money market. In addition,
the deposits with OeCAG are not guar-
anteed directly by the state, meaning
that the depositing banks must meet
the relevant capital requirements for
interbank deposits. This can even
result in a competitive disadvantage for
Austrian banks compared with banks
whose interbank deposits are guaran-
teed by the state directly. The action
taken in Austria to boost short-term
refinancing is therefore largely compat-
ible with the objectives of safeguarding
the level playing field and avoiding
market distortion.

Since the pricing of state guarantees
for short-term liabilities (commercial
paper or interbank loans) is quite uni-
form in the EU (ECB, 2008b), this
does not result in any competitive dis-
tortion.

2.2 Measures to Boost Medium-
Term Refinancing

Refinancing costs in the bond market
have been rising rapidly for banks since
August 2007. Hoping for narrowing
spreads, many banks strove to postpone
some of their debt issues in favor of re-
financing via alternative sources (e.g
private placements, short-term securi-
ties and interbank loans). However, this
led to an increase in maturity transfor-
mation and thus higher liquidity risk
(ECB, 2008d). After the collapse of
Lehman Brothers, this contributed to
banks finding access to the bond mar-
ket to be as impaired as access to the
money market. All of the bank pack-
ages therefore include measures to
boost medium-term refinancing.

Most Member States that have
launched bank packages guarantee new
issues of unsecured bank bonds with
maturities of one to three or one to five
years."! Only Ireland and Denmark also
guarantee secured and unsecured bank
bonds that were issued before the bank
packages were established. Spain has
additionally set up a fund that can pur-
chase securitized bank loans.

Microeconomic objectives

The main microeconomic objective was
to restore banks’ access to the bond
market, which the state guarantees suc-
ceeded in doing to a certain extent. By
the end of March 2009, some EUR 300
billion in state-guaranteed debt issues
had been placed by banks. Some banks'?
were also able to issue unsecured debt,
which yielded average premiums in the
euro area of 31 (AA rating) or 64 (A
rating) basis points over the state-guar-
anteed issues (ING, 2009)."” The state
guarantees restored banks’ access to
medium-term refinancing. In spite of
the state guarantees, however, the me-
dium-term refinancing costs'* are much
higher and the yield curve much steeper
than before the start of the crisis (ECB,
2009a, p. 34).

This also explains why banks were
not able to pass on reductions in key in-
terest rates to the full extent. A steeper
yield curve can contribute to the stabil-
ity of the banking system, given that
ceteris paribus, a steep curve has a pos-
itive impact on the profitability of ma-
turity transformation. However, this
results in Austrian enterprises facing
much higher external finance premi-

ums (OeNB, 2009). Fulfilling this mi-

1 As the crisis intensified in the first quarter of 2009, a trend toward extending maturities to five years emerged in
the countries with shorter maturities (e.g. Germany, the Netherlands, Austria).

12 E.g. BBVA, BNP Paribas, Caixa Geral de Depositos, Commerzbank, Rabobank, Société Générale.

13 Excluding Greece, Ireland, Slovenia and Slovakia.

* The premium on the relevant swap rates averaged 143 basis points for banks with an AA rating and 155 basis

points for banks with an A rating (ING, 2009).
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croeconomic objective can come at the
expense of the macroeconomic objec-
tive of supplying the economy with af-
fordable credit.

Macroeconomic objectives

At a macroeconomic level, the bank
packages were aimed at providing the
economy with affordable credit. At
present, it is difficult to assess the mea-
sures to boost medium-term refinanc-
ing. They have, however, succeeded in
preventing a decline in lending to date.
At the European level, loans to non-
financial corporations rose by 6.3%
from March 2008 to March 2009
(households: ~ 0.4%); against the
fourth quarter of 2008, loan growth
slowed down (nonfinancial corpora-
tions: 11.3%; households: 2.8%)." In
Austria, the volume of outstanding
loans issued to domestic nonbanks in-
creased by 5.6% between March 2008
and March 2009 — from EUR 293.2
billion to EUR 309.6 billion — after ad-
justment for exchange rates. Of this
amount, EUR 135.4 billion went to do-
mestic nonfinancial corporations and
EUR 118.8 billion to domestic house-
holds, with the exchange-rate-adjusted
increase amounting to 7.1% and 2.4%,
respectively.'® Even after the collapse of
Lehman Brothers, total loan volumes
to the private sector rose by 1.8% be-
tween September 2008 and March
2009 (nonfinancial corporations 3.1%
and domestic households 0.6%). Refer-

1> See ECB (2009, table 2, p- 20).
16 Source: OeNB.
17 Source: OeNB.
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ring to refinancing costs and the bal-
ance sheet restrictions they faced,
banks nonetheless continued to tighten
credit standards and the conditions and
terms of credit at both the EU and the
Austrian level.'” An analysis of the ef-
fect of the bank packages on lending
must take into consideration any im-
pact of the recession on demand for
credit, for which reason the figures do
not provide a basis for a clear conclu-
sion regarding the supply behavior of

the financial sector.'

Fiscal objectives

The fiscal objectives would be achieved,
if the costs incurred by the state for po-
tential future guarantee obligations
were to approximately correspond to
the future expected revenues from risk-
based guarantee fees at market prices.
According to the ECB recommenda-
tions of October 20, 2008, the pricing
of credit guarantees on bank debt with
maturities exceeding one year should
be based on banks’ CDS spreads'” and
include an add-on fee of 50 basis points
(or less if collateral is provided) in or-
der to recover the operational costs
(ECB, 2008b). Actual guarantee fees
are not standardized across the Mem-
ber States.’® Whether or not this is suf-
ficient to reach the fiscal objectives
depends ultimately on default rates and
therefore cannot be definitively as-
sessed at this time. However, it can be
ascertained that the ECB recommenda-

1 Decreasing investment activity can lead to a decline in refinancing demand. In Austria, however, there were
substitution effects between possible sources grrg(inancing, e.g. higher credit demand as a consequence cyrmore

difficult capital market financing (OeNB, 2009).

I Median five-year CDS spreads in the period from January 1, 2007, and August 31, 2008, of either the bank itself

or its rating category; zfno rating is available then the lowest rating category is used.

20 For banks in the euro area (excluding Greece, Ireland, Slovenia and Slovakia), actualﬁesfor state guarantees are
between 57 (French bank with AA rating) and 137 (Italian bank with AA rating) basis points or 65 (French bank
with A rating) and 145 (Italian bank with A rating) basis points, with an average of 86 (AA rating) and 94

(4 rating) basis points (ING, 2009).
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tions of October 20, 2008, provide for
a long calculation period for pricing
default risk, meaning that guarantee
fees are significantly below the banks’
CDS spreads at the time the individual
bank packages were approved. When
the packages were introduced, banks’
CDS spreads fell significantly, while
the sovereign spreads of numerous EU
countries’ increased markedly (ECB,
2009a, p. 36).”” This implies a transfer
of risk from bank shareholders to tax-
payers that — according to market esti-
mation — was not adequately priced into
the guarantees. The conflict of objec-
tives that exists in principle between
fiscal objectives on the one hand and
microeconomic and macroeconomic
objectives on the other is difficult to
avoid in the case of bank packages, since
their whole purpose is to distribute
(potential) banking system losses such
as to prevent them from endangering
financial stability. Therefore, the main
question is who will ultimately bear the
losses; the European approach imposes
a particularly high share of the losses on
taxpayers.

Safeguarding market integrity

The bank packages are meant to ensure
that long-term financial stability not be
undermined, e.g. by reducing the ef-
fectiveness of market discipline. How-
ever, some countries provide explicit
guarantees for existing bond issues
from national banks, thus protecting
bondholders against the potential nega-
tive consequences of their investment
decisions. Apart from that, in all EU
countries, bondholders of systemically
important banks are implicitly pro-
tected against defaults, since the EU
countries have agreed that no systemi-

cally important banks should be al-

21 E.g. Austria, Italy, Greece, Portugal, Ireland, Spain.

lowed to enter bankruptcy. Thus, the
effectiveness of market discipline in a
central refinancing market is reduced,
which could have negative long-term
effects on financial stability. For this
reason, numerous economists (includ-
ing Zingales, 2008) have recommended
mandatory debt-for-equity swaps relat-
ing to outstanding bonds. This would
considerably accelerate the deleverag-
ing process, as debt would be reduced
and equity increased. In addition, this
measure would be compatible with the
microeconomic objective of strength-
ening confidence and safeguarding
short-term financial stability. Further-
more, Zingales assumes that bondhold-
ers would also benefit since they would
then be creditors of a bank with lower
debt and higher equity. Other eco-
nomists  (including Santomero and
Hoffman, 1998; Mayes, 2004; Bulow
and Klemperer, 2009) proposed re-
structuring and winding down insol-
vent banks as alternative models that
would have led to a reduction in the
fiscal burden given that bank creditors
(e. g. bondholders) would also contrib-
ute to distribution of the burden. A
sound framework facilitates such alter-
native models for reorganizing and
winding down insolvent banks (BCBS,
2002) but does not yet exist in Europe
(Brouwer et al., 2003; Hadjiemmanuil,
2003). A conflict of objectives arises
between ensuring long-term market
integrity (incentive compatibility) and
short-term stability (confidence) if state
guarantees are seen as the only alterna-
tive in an acute crisis situation. The two
objectives are regarded as compatible
in alternative models of distributing the
financial burden. The fiscal objectives
and the objective of safeguarding mar-
ket integrity prove to coincide, since

22 Some of the CDS spread increases and rating downgrades are attributable to the economic stimulus packages and

the fiscal effects of the economic crisis.
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bondholder participation in losses
would significantly reduce fiscal costs.
The bank packages resolve the conflict
of objectives to the detriment of long-
term financial stability and fiscal objec-

tives.

Safeguarding the level playing field,
avoiding market distortion

With respect to this objective, the bank
packages could be classified as success-
ful if the refinancing costs in the bond
market were similar for banks with
similar risk profiles. In spite of the ECB
recommendation on guarantee pricing,
there are still variations between the
Member States. Guarantees are most
expensive in the U.K. due to the calcu-
lation period selected. Originally, the
calculation period extended from Oc-
tober 8, 2007, to October 7, 2008.
This resulted in considerably higher
guarantee costs for U.K. banks, since
the calculation period only included the
months during the crisis (including the
Lehman crisis). By contrast, the ECB
recommendation included the eight
months prior to the crisis (with excep-
tionally low CDS spreads), but not the
months immediately before and after
the Lehman crisis (with exceptionally
high CDS spreads). As a result, the
U.K. pushed back its calculation period
to extend from July 2, 2007, to July 1,
2008, which resulted in a drop in the
average fee by 22 basis points (ING,
2009). U.K. banks nonetheless have to
pay a guarantee fee an average 10 basis
points higher than that proposed in the
ECB recommendation or that charged
by other Member States. Italy also de-
viated from the ECB recommendation
to the detriment of the banks requiring
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state guarantees, charging them an ex-
tra 50 basis points for maturities ex-
ceeding two years. Guarantees cost the
least in France. The fixed premium in
France amounts to only 20 basis points
rather than the 50 recommended,
which results in much lower refinanc-
ing costs for French banks.” In addition
to the guarantee fees, institutional pro-
cessing of the guarantees apparently
also plays a role. Some countries (e.g.
France) issue debt via a (partly state-
owned) specialized lending institution,
from which the banks can then obtain
refinancing. Paper issued by the partly
state-owned specialized lending insti-
tution enjoys a refinancing advantage in
the market compared with state guar-
anteed bank bonds. In addition, the Eu-
rosystem applies a lower haircut on
these bonds provided they are delivered
as collateral, which has a positive im-
pact on the refinancing costs of French
banks. Despite the joint EU basic prin-
ciples, a level playing field could not
be forced, since this objective might
conflict with the microeconomic and
macroeconomic objectives, i.e. there
could be relevant differences between
the banks and the banking systems of
the Member States (e.g. exposure to
toxic assets). Ultimately, the bank pack-
ages give priority to these microeco-
nomic and macroeconomic objectives
as opposed to the objective of ensuring

a level playing field.

2.3 Measures to Strengthen the
Capital Base

As a consequence of the financial crisis,
the probability has increased that finan-
cial institutions will suffer losses to
such an extent that their capital could

? See EC (2008c). Prior to the end of February 2009, the average premium charged on the corresponding swap rate
(including the full guarantee fee) for French debt issues (via the partly state-owned specialized lending institu-
tion) amounted to 72 (AA rating) and 80 (A rating) basis points, while the average for the euro area was 143 (AA
rating) and 155 (A rating) basis points (ING, 2009). The fee structure in Finland is also different, given that the

fixed premium for mortgage bonds is only 25 basis points (EC, 2008d).
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fall below minimum regulatory re-
quirements. At the same time, in view
of uncertainty regarding the quality of
banks’ balance sheets, investors expect
banks to have stronger capital buffers.

To avoid insolvency, at-risk finan-
cial institutions must either attempt to
reduce their risk-weighted assets and/
or raise fresh capital. A capital injection
can come from existing or new share-
holders, by swapping debt for equity
(through negotiations with creditors or
by government order), or via merger
with or acquisition by another financial
institution. However, the capital mar-
ket has suffered a general loss of confi-
dence due to the financial crisis, with
most financial institutions having be-
come much less attractive as expressed
in falling share prices and rising insur-
ance premiums (CDS spreads) for
banks’ liabilities. For this reason, since
the fall of 2008 financial institutions
wishing to raise capital in the market
have either been faced with high costs
of capital or have found that they no
longer had access to the capital market.

By mid-February 2009, the Mem-
ber States had offered recapitalization
funds totaling EUR 300 billion on the
basis of the agreement concluded in
October 2008 to provide tier 1 capital
in order to ensure the proper financing
of the economy through solvent banks
and to prevent instable banks from col-
lapsing. The volume of funds made
available varies considerably between
the Member States offering recapital-
ization plans, with Italy providing 0.7%
of domestic GDP and Ireland and
Austria 5%.

In most cases, preference shares™
(usually nonvoting shares) or other

hybrid instruments are offered as the
preferred instrument meeting the con-
ditions for tier 1 capital, sometimes
with an option to convert them into
ordinary shares.” Subordinated bonds™
may also be offered. Differences exist
between yield requirements, repay-
ment modalities and redemption rules
of the various countries and the af-
fected institutions. The level of avail-
able information is not sufficient to
enable a detailed analysis. Apparently,
the microeconomic interest of the af-
fected institutions in confidentiality
collides with the goal of avoiding com-
petitive distortion and ensuring the
legitimacy of the bank packages in light
of their fiscal implications.

In some cases, banks have been
(partially) nationalized*” on the basis of
the legal framework of the bank pack-
ages. Some countries have also provided
for the possibility of assuming control

of banks against the will of the owners.”®

Microeconomic objectives

Recapitalization  is  intended  to
strengthen the capital base of banks
and/or their capacity to absorb losses.
Since the fall of 2008, market expecta-
tions relating to the capital base of
banks have exceeded the regulatory
requirements to an unusual extent. At
the same time, write-offs of bad securi-
ties and loans are rising. In this climate,
state capital injections have led, roughly
speaking, to an increase or stabilization
of the level of bank capital (source:
Bloomberg).

Most bank packages provide for
buying preference shares, in some cases
including the possibility of converting
them into ordinary shares or other

2 Germany, France, Greece, the Netherlands, Sweden, Spain, the U.K. and Hungary.

» E.g. Ireland.

26

Finland and Italy.

2 E.g. Anglo Irish Bank, Fortis, Kommunalkredit, Lloyds-HBOS, RBS.

2 E.g. Germany, Austria, Sweden.

74

FINANCIAL STABILITY REPORT 17 — JUNE 2009



financial instruments at a later time.
This instrument largely preserves the
existing sharcholder structure and
management. The appropriateness of
this approach rests on the assumption
that the affected institution is in dis-
tress through no fault of its own. Mar-
ket actors have different assessments
regarding the classification of this in-
strument as tier 1 capital, since prefer-
ence shares do not have all of the typi-
cal features of true equity (share capi-
tal), e.g. with regard to profit sharing
and voting rights arrangements. Thus,
the extent to which preference shares
are a suitable instrument for increasing
the stability of the supported institu-
tions remains to be seen (Carmel,

2008).

Macroeconomic objectives

Capital injections for banks were in-
tended to restore the banks’ capacity to
extend credit. The objective of main-
taining lending flows (the degree of
achievement of which was already dis-
cussed in section 2.2) collides with the
objective of requiring — sometimes
large-scale — deleveraging and mini-
mizing risk in the banking book made
necessary by the recession. Therefore,
explicit requirements are needed in or-
der to ensure that recapitalization will
benetit the macroeconomic objective of
maintaining lending. There is also a
strong contrast between the macroeco-
nomic objective of preserving lending
and that of safeguarding financial sta-
bility. The objective of preserving the
stability of the financial system has thus
far been achieved insofar as no systemi-
cally important bank has become insol-
vent (even though some had to be na-
tionalized in order to prevent this).

Fiscal objectives

According to the ECB recommenda-
tions (ECB, 2008a), capital injections
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provided by the state to sound banks
should carry an average rate of return
on subordinated debt of 6% and an
average rate of return on ordinary
shares of 9.3%. For the hybrid capital
forms used most frequently, this means
that the average rate of return will
be somewhere within this corridor,
depending on the features of the rele-
vant instrument, including redemption
and repurchase conditions.

The European Commission ap-
proves state aid based on these recom-
mendations for setting the initial price
and recommends using step-ups and
repayment clauses over the term of the
aid to create incentives for swifter ter-
mination. When private investors par-
ticipate in the capital injection at a rate
of at least 30%, the price can be re-
duced (e.g. in Austria from 9.3% to
8%). According to the European Com-
mission, the recapitalization of weak
banks should be subject to higher com-
pensation and stricter requirements
(EC, 2008b).

The use of instruments that boast
the features of debt securities and
therefore are likely to yield compara-
tively secure returns satisfies the objec-
tive of ensuring that taxpayer interests
are protected and budget resources are
used prudently, as the higher risk of
capital loss related to the use of ordi-
nary shares is avoided. This lower risk
is gained, however, at the cost of for-
feiting any direct influence on manage-
ment, which entails other risks as de-
tailed in the next section.

It is difficult to judge the quality of
the measures from a taxpayer perspec-
tive due to a lack of sufficient informa-
tion on the pricing of specific recapital-
ization measures and the fact that any
pricing variations must be considered
in the context of the overall features of
the package in question.
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Box 2

Participation Capital in Austria

The Financial Market Stability Act (FinStaG) makes it possible for the Federal Minister of
Finance to strengthen banks’ equity base by taking up participation capital.” In the case of
sound banks, the federal government requires a dividend of at least 9.3%. If repayment is
made with a return on capital of 110% or private investors contribute at least 30% to the
capital injection (with a maximum of one-third coming from current shareholders and at least
two-thirds from third parties), the dividend may be decreased to 8%.2 In such a case, the
restriction on dividend distribution to a maximum amount of 17.5% of distributable profits
before allocation toprovisions does not apply. For distressed banks, the dividend must amount
to at least 10% and no dividends may be paid to other shareholders. Similar to comparable
initiatives in other Member States, the Austrian program is geared toward offering banks
capital at better conditions than prevailing market rates, as these rates are considered to be
too high, i.e. an expression of market distortion. At the end of 2008, the European Commis-
sion determined a market price for capital of 15% in the autumn 2008 (EC, 2008b). This can
be taken as a referencefor an approximate calculation of the subsidy share of the state aid
extended. If the sum of EUR 15 billion made available by the Austrian government for partici-
pation capital is provided to sound banks in the full amount at a dividend of 9.3%, banks
would save EUR 855 million per year (in terms of the difference between the dividends

demanded and market compensation).

! See https:/lwww.bmf.gv.at/Finanzmarkt/ManahmenpaketzurSic_9175/bStrkungundStabilis_9177/

Partizipationskapitall_start.htm

2 This provision appears to allow interpretations that deviate from its substantive meaning, as shown by the reciprocal
subscription of hybrid capital and participation capital by Erste Bank and Wiener Stddtische Versicherung (see http://
www.nachrichten.at/nachrichten/wirtschaft/art15,139210 from April 4, 2009).

Safeguarding market integrity

Although some emergency measures
have involved nationalization (see foot-
note 27), the EU countries, in their
joint undertakings, have preferred re-
capitalization and allowing the affected
institutions to preserve their private-
sector independence. This is because
the provision of capital by the govern-
ment stands in contrast to the economic
policy paradigm dominant in the EU
according to which state ownership in
the banking sector is seen as an inferior
corporate governance model and iso-
lated cases of state ownership are con-
sidered as undesired competitive dis-
tortion. For this reason, governments
chose largely passive instruments as

2 E.g. Finland, France, Greece.

7" E.g. Ireland, Italy.

recapitalization measures, i.e. instru-
ments that comply with the definition
of tier 1 capital but keep government
influence on management to a mini-
mum while at the same time being less
risky than ordinary shares.
Recapitalization assistance also in-
cludes incentives to minimize the dura-
tion of government involvement. Ac-
cording to the current state of knowl-
edge, repayments are usually stipulated
at nominal value, with some of the
repayment agreements including clauses
providing for conversion of hybrid capi-
tal into ordinary shares” or repayment
in excess of the nominal amount®® if
repayment is not made within a certain
period (between two and five years).
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Governments attempted to com-
pensate for the waiver of control rights,
which usually come along with capital
injections, by attaching conditions to
the award of capital (see detailed expla-
nation below). This represents a con-
cession to sharcholders® based on the
assumption that any loss in value of as-
sets would be an expression of unjusti-
fied, temporary market distortion and
not the consequence of a lack of good
corporate governance.

In making nationalization an option
of last resort and preserving private
ownership, the public sector is faced
with considerable principal-agent prob-
lems with respect to limiting risk and
steering economic policy.

The objective of safeguarding mi-
croeconomic autonomy is thus given
priority over the objective of market
integrity.

Safeguarding the level playing field,
avoiding market distortion

The recommendations of the European
Commission are aimed above all at pre-
venting competitive distortion. In its
Communication of October 25, 2008,
(EC, 2008a) on managing the current
financial crisis, the European Commis-
sion specified principles that must be
met by Member States when imple-
menting measures to support financial
institutions in order to comply with EU
state aid rules. Guarantee schemes must
be non-discriminatory; their duration
must be limited and their scope clearly
specified and limited; the private sec-
tor must make an appropriate contribu-
tion; the schemes must stipulate ade-
quate behavioral constraints for benefi-
ciaries, and an appropriate follow-up
must ensue in the form of structural
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adjustment measures. However, the
fact that the affected financial institu-
tions have different risk profiles, cou-
pled with their varying degrees of suc-
cess in dealing with regulators, has re-
sulted in differences in the volume and
pricing of recapitalization measures. In
some cases, the European Commission
has responded to this situation by re-
quiring adjustments to be made, which
has resulted in delays in approving the
applications submitted. In this case, the
objective of avoiding competitive dis-
tortion conflicts with micro- and mac-
roeconomic objectives, but contributes
to reaching fiscal objectives given that
it serves to prevent “competitive subsi-
dization.”

3 Conditions for Guarantees
and Capital

Attaching conditions to state aid for
banks serves as a central instrument for
achieving the economic policy objec-
tives specified in section 2. The debate
on the political legitimacy of bank pack-
ages also focuses on the extent and the
stringency of conditions linked to state
aid for the financial sector. In many of
the Member States, the bank packages
include some of the following five con-
ditions.

3.1 Lending Requirements

The central motive and aim of state in-
tervention in the banking sector is to
maintain the intermediation function
of the banking sector and to keep credit
flowing to businesses and households.
In some countries, this aim is to be
achieved by requiring banks to fulfill
specific conditions: 11 Member States®
require beneficiary institutions to com-
mit to providing loans in return for

31 No dilution of existing shares, in return_for which the capital provided by the state will only be used to cover

future potential losses after the share capital has been exhausted.

*? Denmark, Germany, Finland, France, Greece, Ireland, Italy, Austria, Portugal, Slovenia and the U.K.
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receiving state aid, with the extent of
the obligation differing in the various
Member States.

3.2 Dividend Restrictions

Dividend restrictions are intended to
prevent banks from distributing funds
to shareholders while making use of
state aid. Eight Member States®’ pro-
vide for the possibility of dividend re-
strictions in their bank packages.

3.3 Restrictions on Salaries
and Bonuses

The bank packages of 13 Member
States’* provide for the possibility of re-
stricting salaries and bonuses paid to
executives of institutions receiving the
benefit of state aid.

3.4 Obligation to Attempt to Solve
Borrowers’ Debt Problems

Three Member States® provide for the
possibility of requiring institutions ben-

efitting from state aid to offer relief for
borrowers in their bank packages.

3.5 Seat on Executive Board/Voice
in Management

The bank packages of seven Member
States®® provide for the government to
have a say in corporate management (or
a right of veto with respect to certain
issues).

The following tables provide an as-
sessment of the aforementioned re-
quirements in terms of the various
objectives specified and how such re-
quirements have been integrated into
the bank packages of the Member
States, to the extent that this informa-
tion is publicly available. All require-
ments can be regarded as contributing
to the political legitimacy of state aid
measures.

Assessment in terms of economic policy objectives

Microeconomic objectives

Lending Conflict with financial institutions’ need to strengthen the
requirements equity base and deleverage.

Dividend May have the unwanted effect of dissuading potential inves-
restrictions tors and putting pressure on share prices, depending on the

investor structure (percentage of stable core shareholders),
investor expectations (which are affected, for instance, by
the role of previous dividend policy in maintaining investor
loyalty) and on the general market situation (i.e. the divi-
dend policy of similar companies). In any case, a prohibi-

tion on dividends helps banks to build up equity.

33 Germany, Denmark, France, Greece, Italy, Austria, Portugal and the U.K.

3 Germany, Finland, France, Greece, Ireland, Italy, Lithuania, the Netherlands, Austria, Portugal, Sweden, the

U.K. and Hungary.
% France, Ireland and the U.K.

3¢ Greece, Ireland, the Netherlands, Portugal, Sweden, the U.K. and Hungary.
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Restrictions on
salaries and
bonuses

Requirements to
solve debt problems

State involvement in
corporate manage-
ment
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Free up funds for other purposes, such as building up re-
serves. Concerns that salary caps could make the affected
institution less attractive as an employer and thus impair
the quality of executive management become less relevant
in a job market suffering from recession and massive layoffs
in the financial sector. Moreover, since banks will be ad-
justing their business models, the job specifications for ex-
ecutive personnel in the banking sector are likely to change
in comparison with the expansionary phase of recent
years.

May entail losses and thus lower earnings.

Limits decision-making leeway for existing management.
While under normal conditions, the stock market usually
perceives any state involvement in management as undesir-
able, in times of crisis this can be interpreted as a reassur-
ing sign. If deficient corporate governance structures have
contributed to the need for the affected institution to re-
capitalize, state involvement can bring an improvement.

Hence, requirements to maintain strict salaries and bonuses and allow
lending and solve borrowers’ debt prob-  state involvement in management may

lems tend to conflict with microeco- under certain circumstances be com-
nomic objectives, whereas require- patible with these objectives.
ments to forgo dividend payments, re-

Macroeconomic objectives

Lending

requirements

Dividend
restrictions

Involve a conflict of objectives between facilitating the flow
of lending to the real economy and safeguarding financial

stability.

Are in principle suitable for preventing a misallocation of
resources. To assess the macroeconomic effect, it is neces-
sary to know the identity of the dividend recipients. If the
dividends flow to households, dividend restrictions are not
likely to greatly affect financial stability. However, if divi-
dend restrictions lead to the removal of a significant source
of income from systemically important institutional inves-
tors, such restrictions could have negative consequences for
financial stability. Any restriction of dividends must also be
viewed as a return to normal levels after the record highs
seen in recent years (see ECB, 2008c, p. 82).
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Restrictions on
salaries and bonuses

Requirements to
solve debt problems

State involvement
in corporate
management

Could bring a desired correction of a period of overpay-
ment prior to the crisis and contribute to reshaping the
financial sector as well as reducing the inflationary effects
of high management salaries in the banking sector on man-
agement salaries in other industries. Caps on salaries and
bonuses may also send a signal of legitimacy to other wage
groups and taxpayers.

Ensure that the state aid reaches other sectors of the econ-
omy.

Contributes to corporate policy being geared directly to
macroeconomic objectives.

From a macroeconomic perspec- caps, requirements to solve debt prob-

tive, requirements to maintain lending lems and state influence on manage-
thus entail a conflict of objectives, ment tend to be compatible with mac-
whereas dividend restrictions, salary roeconomic objectives.

Fiscal objectives

Lending

requirements

Dividend
restrictions

Restrictions on
salaries and bonuses

Requirements to
solve debt problems

State involvement in
corporate manage-
ment

The risk that additional losses could ensue from granting
new loans has to be Weighed against their potential
returns.

Contribute to giving priority to utilizing net profits to com-
pensate taxpayers (although this objective could also be at-
tained by giving priority to coupon payments for state capi-

tal).

Free up funds for repaying state aid in the short term, but
complicate the process of setting medium-term salary
incentives that could maximize revenue for the state.
Waiving claims would mean taking losses, while reschedul-
ing debt would postpone returns. Indirect effects on the
budget (such as effects on borrowers’ capacity to pay taxes)
could compensate for this, however.

Fiscal objectives are easier to implement when the state can
directly influence corporate policy, since direct involve-
ment improves the state’s level of information and its ability
to steer the generation and appropriation of income.

Hence, requirements to maintain corporate management are compatible
lending and solve debt problems tend to in principle, and salary caps may be
conflict with fiscal objectives, while compatible with fiscal objectives under
dividend restrictions and influence on certain circumstances.
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Safeguarding market integrity

Lending An assessment depends on whether the requirements effect

requirements a refocusing on sustainable business activities or a prolonga—
tion of excessive lending.

Dividend Contribute to avoiding future moral hazard problems since

restrictions they irnply that shareholders are penalized for their failure

to exert control in the period prior to the crisis. Forfeiting
dividends when profits are lacking also corresponds with
the logic of dividends as participation of the owners of capi-
tal in any profits.

Restrictions on May be regarded as corrective intervention in corporate

salaries and bonuses government mechanisms, the failure of which was brought
to light by the crisis insofar as these mechanisms provided
incentives for excessive risk-taking by management. Re-
strictions function as a signal that state aid is linked to per-
sonal losses for management, which lowers the moral haz-
ard in future cases.

Requirements to Signal banks to deal with lending in a responsible manner in
solve debt the future.

problems

State involvement in  Epgures that the state will be able to carry out the share-
corporate holder’s role of supervising management. In the case of in-
management stable banks that benefit from state support, supervision of

the banks’ business policies is of key importance, given that
incentive exists for the banks to initiate risky transactions
which, if successful could save the institution but if unsuc-
cessful could increase the taxpayers’ tax burden (“gambling
for resurrection”).

Requirements to maintain lending restrictions, salary caps, requirements
are compatible with the objective of to solve debt problems and state influ-
safeguarding market integrity under ence on business policy are generally
certain circumstances, while dividend compatible with this objective.

Avoidance of competitive distortion

Lending Earmarking prevents the funds from being used to aggres-
requirements sively expand into other areas of business.

Dividend The loss of relative attractiveness to shareholders of state-
restrictions assisted banks on which dividend restrictions have been

imposed compensates for the competitive advantage en-
joyed by banks receiving state assistance over their com-
petitors and therefore contributes to the objective of safe-

guarding the level playing field.
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Restrictions on

Are compatible with the aforementioned objective to the

salaries and bonuses extent that such restrictions create incentive for affected
management members to repay the state aid swiftly.

Requirements to Represent ex-post sanctions for market shares gained on the
solve debt problems basis of unsustainable lending policies.

State involvement in May contribute to achieving the objective if state involve-
corporate manage- ment prevents state aid from being used to gain market

ment share.

Therefore, all of the requirements
specified may contribute to the objec-
tive of avoiding competitive distortion.

4 Conclusions

The EU bank packages are structured
such as to entail a number of conflict-
ing objectives, which imply distribu-
tional conflicts. The analysis at hand
has identified four areas of potential
conflict in particular: First, microeco-
nomic and — to some extent also mac-
roeconomic — objectives imply that the
bank packages are designed in a way
that conflicts with fiscal objectives and
thus with ensuring the political legiti-
macy of the measures. Second, where
state guarantees are seen as the only
way out of the current crisis, there are
often contradictions between bolster-
ing confidence for the benefit of short-
term financial stability and safeguard-
ing market integrity and avoiding moral
hazard to maintain long-term financial
stability. Hence the lack of a sustainable
EU framework for restructuring and
winding down insolvent cross-border
banks has intensified this conflict of
objectives. In the EU bank packages,
the objective of short-term financial
stability takes priority over avoiding
moral hazard in this context. The two
objectives can be regarded as compati-
ble when alternative models of distrib-
uting the financial burden are consid-
ered. The central problem in this regard
is the politically motivated decision of
the EU Member States to refrain from

forcing bond and money market credi-
tors to share in the losses, a policy that
is also questionable in the light of fiscal
target setting and political legitimacy
(distributive justice). Third, the EU has
decided to afford the Member States
leeway to factor in the specific features
of national markets and financial insti-
tutions with a view to short-term
financial stability; this leads to compet-
itive distortion between the Member
States. Fourth, while microeconomic
objectives such as deleveraging are con-
sistent with the goal of market integrity
and financial stability, they conflict
with the macroeconomic objective of
maintaining lending.

The EU has made some attempts to
resolve these conflicts of objectives by
attaching conditions to state aid. Our
analysis indicates first of all that under
certain circumstances it may be possi-
ble to reconcile conditions such as divi-
dend restrictions, state influence on
company management and salary caps
with all of the objectives specified, and
second, that requirements to preserve
lending and solve borrowers’ debt prob-
lems are themselves subject to unavoid-
able conflicts of objectives.

In some cases, the institutional
framework of the bank packages inten-
sifies the conflict of objectives. The de-
cision to leave it to the Member States
to implement the bank packages within
a joint EU framework has led to diver-
gence in the scope and design of the
packages. While this could facilitate the
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achievement of micro- and/or macro-
economic objectives in the Member
States, it impedes achievement of the
objective of safeguarding the level play-
ing field. A key question for future re-
search will be whether the heterogene-
ity of the amounts and modalities of the

EU Bank Packages: Objectives and Potential Conflicts of Objectives

maneuver or the ability of the financial
sector to affect policymaking.

The lack of transparency surround-
ing the implementation of the bank
support measures by the Member
States, for instance with regard to the
pricing of state aid, contributes to

bank packages is an expression of an ap-
propriate adjustment to the different
circumstances in the financial sectors
of the individual Member States or
rather an expression of other factors
such as differences in the fiscal room of

maintaining the opacity that is regarded
as one of the main causes of the current
financial crisis; such lack of transpar-
ency is thus extremely problematic
from a macroeconomic perspective.
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Modeling Credit Risk through the Austrian
Business Cycle: An Update of the OeNB
Model

In quantitative financial stability analysis, the link between the macroeconomic environment
and credit risk is of particular importance when assessing the risk hidden in loan portfolios.
Macroeconomic stress testing, in particular, which aims at measuring the impact of an eco-
nomic crisis on individual banks or on the entire financial system, depends on means to quan-
titatively assess this link. Hence, the objective of this paper is to provide a methodological
update of the OeNB’s previous credit risk model that improves the capture of the relation
between macroeconomic variables and probabilities of default for the main Austrian corporate
sectors. In addition to the standard model based on individual macroeconomic variables, the
paper explores solutions to two important challenges: first, the challenge related to the exploi-
tation of potential information inherent in a larger macroeconomic data set and second, the
problem that accounts for potential nonlinearity in the relation between credit and business
cycles. The first issue is addressed via a regression model based on a principal components
analysis that takes in a wider range of macroeconomic variables than commonly practiced.
The second issue is addressed via a threshold approach. This paper presents the estimation
results for the three different models and discusses them on the basis of an illustrative

example.

JEL classification: C22, E32, G21

Keywords: Credit risk, credit cycle, financial stability, stress testing

1 Introduction

In recent years, a lot of effort has been
put into modeling the link between
macroeconomic variables and credit
risk measures. Interest in this issue was
first, driven by the new perspectives on
risk based on the Basel II framework
and has, more recently, been intensi-
fied by the financial crisis. As central
banks and other supervisory authorities
try to assess the impact of the financial
crisis on the real economy and — once
again — on banks’ loan portfolios, un-
derstanding the relation of business and
credit cycles has probably become more
important than ever. This need has trig-
gered a reassessment of commonly used
approaches to measure credit risk with
a focus on the capability of credit risk
models to adequately capture downside
risks, particularly in light of the ongo-
ing crisis.

In terms of Basel II, the objectives
of credit risk models are twofold: First,
under Pillar I of the Internal Rating
Based (IRB) Approach, banks can use
their own credit risk forecasts as input
for calculating regulatory capital. Sec-
ond, banks are required to conduct
stress tests under Pillar II. Forecasts as
well as stress testing, however, not only
matter for banks and their supervisors,
but also for authorities concerned with
financial market stability.

From a conceptual point of view, it
should be possible to perform both
forecasts and stress tests with a single
model. But in practice, there are cer-
tain obstacles that have to be addressed.
First of all, stress tests try to study the
impact of shocks that are severe but
plausible. However, such shocks are by
definition hardly present over the sam-
ple horizon for which credit risk mod-
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els are usually estimated. Second, in
pure forecasting exercises the ability to
identify macroeconomic drivers of
credit risk does not carry the same
weight as in stress testing exercises,
where storytelling is a fundamental
feature. Moreover, Drehmann et al.
(2006) argue that due to the presence
of nonlinearity, standard econometric
forecasting models such as linear vector
autoregressions (VARs) are inadequate
for stress testing.

All these arguments lead to the con-
clusion that time series models are in-
appropriate for stress tests, despite
their superiority regarding the predic-
tive power over the sample period. As
an alternative, Drehmann et al. (2006)
e.g. propose the application of a nonlin-
ear methodology first published by
Jorda (2005). The basic idea of Jorda’s
approach is to overcome the nonlinear-
ity problem through estimating differ-
ent approximation models (e.g. qua-
dratic or cubic approximations) for each
horizon of interest. Drehmann et al.
(2006) emphasize that the results of
their nonlinear VAR are significantly
different to results obtained when
using standard probit models.

Another strand of research focuses
on the identification of threshold ef-
fects in credit risk stress testing. Gasha
and Morales (2004) assess the impact
of economic activity on nonperforrning
loans (NPLs) and conclude that ad-
vanced financial systems with low
levels of NPLs appear to have an em-
bedded  self-correcting  adjustment
when NPLs exceed a minimum thresh-
old. Bruche and Gonzalez-Aguado
(2007) propose another econometric
approach which allows for time varia-

2

tion in default and recovery rate distri-
butions via an unobserved Markov
chain, which they interpret as the
“credit cycle.” One of the main conclu-
sions of their empirical investigation is
that the time variation in recovery rate
distributions does amplify risk, but that
this effect is much smaller than the con-
tribution of the time variation in de-
fault probabilities to systematic risk.

Koopman et al. (2007) were pre-
sumably the first to tackle the problem
of a certain degree of arbitrariness,
choosing variables to take into account
the numerous possibilities in modeling
the link between macroeconomic vari-
ables and credit risk measures. They
propose the application of a dynamic
common factor model, as developed by
Stock and Watson (2002), to overcome
this problem. A related model using
frequency domain analysis was imple-
mented by Schneider and Spitzer (2004)
to produce short-term forecasts of real
Austrian GDP.

This paper is most closely related to
the work of Boss (2002), on which the
current OeNB model is based.? But
there is other closely related literature,
e.g. Virolainen (2004), Simons and
Rolwes (2008) and Fiori et al. (2007),
all of which make use of the framework
linking the macro-environment to the
business cycle, as originally proposed
by Wilson (1997a and 1997b). Our
contributions to the empirical credit
risk literature are fourfold: First, we
present the regression models for the
Austrian corporate sectors. Second, we
provide an illustrative example based
on a macroeconomic scenario calcu-
lated with the OeNB’s Austrian Quar-
terly Model (AQM).” This provides an

Although the methodological foundation of the OeNB model is to link macroeconomic variables to probabilities of

default, the model described in Boss (2002) has been frequently updated and numerous improvements have been
incorporated, most importantly the estimation of multiple models (one for each of the main Austrian corporate

sectors).

See section 5 for a detailed description.
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illustration and comparison of the per-
formance of the different models.
Third, in order to exploit the potential
information inherent in a larger macro-
economic data set, we apply a principal
component analysis (PCA) to a set of
24 Austrian macroeconomic variables.”
This approach avoids the — usually arbi-
trary — selection of variables and makes
use of the entire output of large-scale
macroeconometric models such as the
AQM. Fourth, in order to account for
potential nonlinearity in the relation
between credit and business cycles, we
investigate a threshold approach.

The remainder of this paper is
structured as follows: In section 2, we
describe the underlying data set. Sec-
tion 3 specifies the methodologies used
and section 4 presents the results of the
regression analysis. In section 5 we ex-
amine our models on the basis of a mac-
roeconomic scenario to illustrate and
discuss their dynamics. Finally, conclu-
sions are drawn in section 6.

2 Data

When it comes to analyzing probabili-
ties of defaults, we are fortunate in the
sense that long historical time series are
available for the Austrian economy.
Our analysis is based on firm default
frequencies for the period from 1970 to
2007. These default frequencies are
calculated by dividing the number of
quarterly defaults by the total number
of firms in each sector; they are inter-
preted as sectoral default probabilities

Modeling Credit Risk through the Austrian Business Cycle:
An Update of the OeNB Model

throughout the paper.” The number of
firm defaults and the total number of
firms were obtained from the Austrian
creditor association Kreditschutzver-
band von 1870 and combined with ad-
ditional information on the number of
firms per sector from Statistics Aus-
tria.

For our analysis, the Austrian econ-
omy was divided into the following
main sectors (with the number of firms
at mid-2008 in parenthesis): agricul-
ture (7,330), production and mining
(22,912), construction (26,916), trade
(56,224), tourism (22,723), transport
(11,637), financial services (6,383),
services (82,120), overall® (228,967).

In chart 1, the default probabilities
of all sectors show an ascending trend
at least for the 1970s. Most of the time
series show evidence of structural
breaks, in particular in the beginning
of the 1990s. This is not surprising
given the changes the Austrian econ-
omy underwent at the time, for exam-
ple the privatization of large, formerly
state-owned firms and the preparations
for EU accession.

The macroeconomic variables were
taken from the OeNB’s macroeco-
nomic database. Table 1 presents de-
scriptive statistics of a representative
sample of the Austrian macroeconomic
variables included in our regressions.
For a list of the 24 macroeconomic
variables used for the PCA analysis,
refer to table 8 in the appendix.

* See table 8 in the appendix for a complete list of the 24 macroeconomic variables.

* Because of certain data limitations we use the moving average over four quarters in full knowledge of the problems

of autocorrelation.
6 «

Overall” rg‘érs to the overall Austrian economy, excluding public services and the agricultural sector.
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Chart 1

Probabilities of Default for the Main Austrian Business Sectors (1970-2008)
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Source: Kreditschutzverband von 1870, Statistics Austria.
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3 Methodology

This section includes descriptions of
the three models underlying our analy-
sis (the standard regression model, the
principal components analysis (PCA)
and the threshold model) as well as the
algorithm applied to select the optimal
model.

3.1 Standard Regression Analysis
The average sectoral default probability
at time t is modeled as a logistic func-
tion of an industry-specific “macroeco-
nomic index” which, in turn, depends
on the current values of the macroeco-
nomic variables under observation. The
initial logistic regression equation can
be noted as:
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Table 1

Descriptive Statistics of Quarterly Austrian Macroeconomic Variables
Expected sign | Number of Mean Standard
observations deviation

Cyclical indicators
GDRP, real (YER) - 154 2,71 1,71
Industrial production, real (IPexE)’ - 154 3,57 4,49
Household indicators
Private consumption, real (PCR) - 154 2,59 1,98
PCR/GDP - 158 0,57 0,02
Unemployment rate (URX) + 154 2,83 1,44
Private sector disposable income, real (PYR) - 154 2,74 241
Corporate indicators
Average labor productivity (PRO) - 154 2,25 1,61
Total investment, real (ITR) - 154 2,53 4,80
Investment in equipment, real (IER) - 154 316 6,56
IER/GDP - 158 0,08 0,01
Unit labor costs (ULCN) + 154 3,22 342
Storage (SCR) + 152 =19,72 246,41
External indicators
Exports, real (XTR) - 154 6,31 4,30
XTR/GDP - 158 0,34 0,12
Ol 3 154 15,84 51,42
usb + 154 1,00 0,24
Price stability indicators and interest rates
Consumer price index (CPI) + 152 3,67 2,25
Short-term interest rate, real (STl real) + 154 2,19 1,84
Long-term interest rate, real (LTI real) + 154 3,36 1,56
Short-term interest rate, nominal (STI nominal) + 154 5,85 241
Long-term interest rate, nominal (LTI nominal) + 154 7,03 1,85

Source: OeNB.

" Real industrial production excluding energy.

Note: All variables are annual growth rates except for URX, USD, STI, LTI (real and nominal) and all ratios.

1
G(Y, ) =P, = Tre e
where y,; denotes the industry-specific
macroeconomic index at time t for sec-
tor s.”

We apply two different estimation
methods for this equation. In the first
estimation, we follow the approach
proposed in Wilson (1997a and 1997b)
and calculate “observed” values for the
macroeconomic index y, by simply
taking the inverse of the logistic func-
tion based on the historically observed
default probabilities:

y,=—In i—1 .
P,

Since the macroeconomic index is
not stationary, we conduct an ordinary
least square regression for A Y=Y Y,

This is reasonable for models with a
long-term horizon such as ours (from
1970 to 2007), as such time series are
subject to structural changes. Hence,
an estimation of transformed levels
could lead to wrong parameter esti-
mates. The following regression equa-
tion was estimated:

K
Ay, =Y B AX, +e = X B+g with
Ax,, =1

where y, is the macroeconomic index,
calculated according to the respective
equation above. AX ,AX, ,...,AX,, denote

7 In the_ﬂ)l]owing, we skip the subindex sfor reasons qfsimp]icit/v as all sectors are modeled in the same way.
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the set of year-on-year (logarithmic or
absolute) changes of the macroeco-
nomic variables and B,8,8,,...,8, stand
for the parameters to be estimated.
They determine the direction and ex-
tent of the impact the factors have on
the index and finally on the sector-spe-
cific default probability. These parame-
ters are estimated by means of a linear
regression, where the error term ¢, is
assumed to be an independent, nor-
mally distributed random variable
e~N(O,0,).

Having calculated the coefficient
vector B8, estimates for the default prob-
abilities can be calculated on the basis
of estimated changes of the macroeco-
nomic index Ay, as follows:

A 1
b =

| = m.where p, denotes the

estimated probabilities of default.

Actually observed lagged values
were used to calculate the first four es-
timations of the macroeconomic in-
dex.

The other method we apply for the
initial logistic regression equation is
based on the work of Papke and
Wooldridge (1996), who estimate the
default probabilities directly but, in
contrast to common logistic regression,
explicitly account for fractional data
between O and 1. To account for this
feature, we estimate default probabili-
ties according to the following equa-
tions:
p=G(AXR)+e and
£~N(0,0, G(AXR) {1-G(AXR)}).

The estimation is done using a quasi-
maximum likelihood method where

the log likelihood is given by

InL(B) = Y-{p, In[G(aX B +
+(1- p) IN[G(AX BT},

where AX is the t-th row of AX .

This method uses an estimation
technique superior to ordinary least
squares, but which can be applied to
levels of probabilities of default only.
The problems related to the stationar-
ity of the dependent variable could in
this case be dealt with by including an
AR(1) term. To get the maximum de-
pendency on the macroeconomic vari-
ables and consequently a higher impact
of the scenario on the probabilities of
default, however, no AR terms were
included in the models presented in this
paper. Instead, a time variable was in-
cluded to take into account the upward
trend of the probabilities of default de-
scribed in section 2.

3.2 Principal Components Analysis

Instead of estimating the probabilities
of default by the changes of individual
macroeconomic variables, we use a
PCA and take the resulting factors as
input for the regression analysis. A PCA
is an orthogonal linear transformation
that places the projection of the data
with the greatest variance on the first
coordinate. The other coordinates are
chosen subsequently, so that they ex-
plain the maximum remaining variance
subject to the condition of orthogonal-
ity. In this paper, the first five factors
are taken into account and they explain
74% of the variance of the 24 vari-
ables.?

X is the txn matrix of the standard-
ized macroeconomic variables’ of an-
nual changes. We calculate the diagonal
matrix of eigenvalues A and the matrix
of eigenvectors V of X' X.

¥ Fora complete list qfthe 24 macroeconomic variables used in this ana])/sis, rqfer to table § in the appendix.

" Macroeconomic variables are standardized by subtraction of the mean and division by the standard deviation.
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X' XV=VA

V' X' XV=A

(XV) (Xv)=A

The fraction of each eigenvalue 4, over
the sum of all eigenvectors is the vari-
ance explained by the i-th eigenvector.
The first q eigenvectors sorted accord-
ing to the size of the associated eigen-
values V, constitute the orthogonal lin-
ear transformation of X described
above. The reduced factors F are ob-
tained by F=XV,, with F being a txq
matrix. It is obvious from the equation
that the factors must be orthogonal by
definition. This property is advanta-
geous in the context of a regression
analysis as it helps avoid problems re-
lated to collinearity. However, PCA
models might include variables that are
not significant in explaining probabili-
ties of default at all. In terms of stress
testing, these variables might alter the
results and hence interfere with a
proper risk assessment.

3.3 Threshold Model

To assess the presence of potential
asymmetries regarding the dependence
of probabilities of default on the busi-
ness cycle, we examine whether the es-
timated parameters — or variables in-
cluded in the model selection process
— of our standard model differ signifi-
cantly from those of an exogenous
threshold model. This could be an indi-
cation for an underestimation of risks
of the standard modeling approach. We
re-estimate our models under the fol-
lowing condition:

Modeling Credit Risk through the Austrian Business Cycle:
An Update of the OeNB Model

K
yt = 5l,lzﬂiAXi,t+Sl +
i=0

K
+52,tzﬁiAX i 7€
i=0

wherey, denotes the transformed prob-
abilities of default, with ¢, =1 for be-
low-average growth of the Austrian
economy of two consecutive quarters
else 6,,=0 and vice versa for d, which
identifies the observations correspond-
ing to above-average growth. The same
model can be applied to Ay,."’

3.4 Model Selection

To find the optimal multivariate model,
we use the following model selection
procedure. All macroeconomic vari-
ables under consideration are assigned
to one of the following groups: cyclical
indicators, price stability indicators,
household indicators, corporate indica-
tors, interest rates and external indica-
tors. Then we estimate all possible
models, including no more than one
variable of each group per regression.
The regression results are sorted by the
value of the adjusted R-squared value
for the logistic regression, respectively
by the highest value for the quasi-likeli-
hood estimator for the fractional logis-
tic regression. The models with the
wrong sign for the coefficients and with
a t-value of below 1.2 are dropped. The
same procedure is conducted for each
sector. In a next step, the best model is
selected from the sorted models, ac-
counting also for other statistical prop-
erties such as AIC and BIC, F test and
ML ratio.

10 This simple threshold model can be extended by including a threshold “kick-in” once growth has breached some low

percentile or in periods where one variable (or a collection of variables) becomes highly volatile by historical

standards.
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In the PCA analysis, an analogous
procedure is applied with one group
per factor. In addition to the five fac-
tors, the oil price as well as short- and
long-term real interest rates are taken
into account. For the PCA factors no
sign restriction can be applied, which
might lead to statistical artefacts.

4 Estimation Results

This section provides the estimation re-
sults for univariate regressions as well
as for the three multivariate regressions
outlined in the methodology section.

4.1 Results of a Univariate Analysis

In a first step we estimate all univari-
ate'' models with the fractional logistic
regression model and with OLS regres-
sions for the changes of the default
probabilities for each sector. These
estimations provide an indication of the
dependency of the sectoral default
probabilities on macroeconomic vari-
ables. T-values are documented in
table 2.

It can be observed that GDP, pri-
vate consumption, the unemployment
rate and industrial production as well
as the ratios of equipment investment
to GDP and exports to GDP are signif-
icant under both regression methods
for almost all economic sectors. By es-

timating the levels of the probabilities
of default, significant coefficients can
also be found for average labor produc-
tivity, private sector disposable income
and real exports. By contrast, the re-
gressions based on the changes of prob-
abilities of default show significant esti-
mates with the expected sign for real
total investment, real equipment in-
vestment and the oil and consumer
price index for most of the sectors.
Among the cyclical indicators (GDP
and industrial production), GDP has
higher values for the fractional logistic
regression models, while for the OLS
models industrial production has a
higher explanatory power for most of
the sectors.

All PCA factors are highly signifi-
cant in explaining the levels of proba-
bilities of default in most of the busi-
ness sectors. The first and second fac-
tors (which together explain 50% of
the variance of all included macroeco-
nomic variables) have a negative sign,
therefore they move inversely to the
probabilities of default. They are not
significant for the agricultural sector,
but that finding is consistent with eco-
nomic intuition in case the first and
second factors do indeed represent the
business cycle.

n Including a constant and,for thefractional logistic regression, an additional time variable.
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Table 2
t-Values of the Univariate Regression for Probabilities of Default and for the Changes of the
Logit-Transformed Probabilities of Default
Dependent variable: Pt (Method: Fractional logistic regression)

Explanatory variable Expected| Agricul- | Produc- | Con- Trading Tourism | Trans- Financial | Services | Other
sign ture tion struction port services
GDRP, real (YER) — | —4.20%*%* | —372%kx | —353%*k* | —300%** | —1.63* —1.96%* 116 =4 SF =3O
Private consumption, real (PCR) — | —=3.28%%* | —1.50 il —216%* -038 -0.57 0.66 -099 —1.6*
PCR/GDP - | 2.3 1519 277 16.65 16.76 590 12.85 13.89 15.08
Unemployment rate (URX) || 29 BGOSR 08 LR 099 A Bl BVSiad A BT
Average labor productivity (PRO) = | =BaFEEs | =gohRess || =SayEss | A | SA0FE | A8 —2.58%* AJFE=F || =G
Private sector disposable income,
real (PYR) — | —2.70%* —2.01%*F | —414%*% | —.92%*% | —(.81 —2.00%* 0.34 =g A5
Total investment, real (ITR) - | —0.62 014 0.21 0.03 226 0.06 0.26 —210%* 0.26
Equipment investment, real (IER) - | 104 1.89 1.78 0.60 091 2.02 018 0.37 124
IER/GDP = || SBAOFEE | =GADEE | S40FEE || PAGES | 3ddreEs | S5 || AU || SBFRRE | =G e
Unit labor cost (ULCN) + | -1.24 -3.81 —6.36 =173 —4.54 —3.62 012 -3.01 —-3.86
Exports, real (XTR) - | —1.36 —=3.29%%* | 013 —294%**% | —0.51 -023 = =SS || =
XTR/GDP - | -1.59 A= | =g | O | SRR || =R || h0erEEs | =255 | A
Short-term interest rate,
real (STl real) + | —045 =31 -4.53 —1.57 115 -318 172 -3.35 -2.85
Long-term interest rate,
real (LTI real) + | 1.89% 0.61 -0.07 110 095 0.59 -1.33 0.74 079
Short-term interest rate,
nominal (STI nominal) + | —2.84 —6.57 =741 -419 —4.60 —478 -0.79 —-6.24 —6.16
Long-term interest rate,
nominal (LTI nominal) + | —1.85 -5.03 —3.65 -2.99 —3.06 -2.50 -0.99 —4.06 —3.89
Industrial production,
real (IPexE)? - | —1.25 —2.57%*% | —1.73* ==+ -040 -0.72 —1.54 =S JpEEs || =P
Oil + | —3.62 -423 -0.61 —-3.95 -2.20 —1.05 -015 —-1.94 -2.76
Consumer price index (CPI) + | —1.36 =701 318 -5.37 —947 232 —-1.96 —4.69 —6.27
Factor 1 -044 —4.06%** | —558%*%* | —190%* =JFEE | DA || A || =4 EFEE | G
Factor 2 —2.68%* =ALEE || AR | A | SR || AR || AR | B0 | A
Factor 3 —2.28%* AR 2.02%* 1.75% 127 096 BN o A 1.84*
Factor 4 1.75% -0.68 0.00 -094 -0.04 -0.58 A5 -048 -0.39
Factor 5 —1.05 —2.58%% | —3,58%%* —1.7* —-1.25 —3.87%F% | —2.21%* A | =3
Dependent variable: 4Yt (Method: OLS regression after logistic transformation)
Explanatory variable Expected| Agricul- | Produc- | Con- Trading Tourism | Trans- Financial | Services | Other
sign ture tion struction port Services

GDRP, real (YER) = | SR7FEES | A || =4S | =POARE | =LSARESS | =AeEEss 1.25 118 =46
Private consumption, real (PCR) e -1.33 —3.33%**% | —0.59 —1.66%* | —2.38%* 1.08 017 =192
PCR/GDP - | 231 1519 277 16.65 16.76 590 12.85 13.89 15.08
Unemployment rate (URX) + | 2.38%* 25l T [ A SR difiapess | e 0.00 50fess 16
Average labor productivity (PRO) - | —1.62 016 -1.20 -0.75 123 -318 0.89 0.84 -073
Private sector disposable income,
real (PYR) — | 2.29%* 1.03 —2.94%%% | —018 -1.09 -1.10 142 0.84 -045
Total investment, real (ITR) = | FABETES | DG || @A | SAAREE | =4 | =4 1.58 -0.68 —6.56%**
Investment in equipment, real (IER) —2.09%* =AMpEEs | =45 || =4 | DA | S0 0.66 —1.57 =457
IER/GDP — | S5.70%** | —620%%* | —408%** | —74ewk* | —F44kkx | 351k | 174 =5.73%%F | —6.66%FF*
Unit labor costs (ULCN) + | —1.63 016 -1.20 -0.75 123 -318 0.89 0.84 -073
Exports, real (XTR) -| 033 =AGREEE || =AU —2.65%** | —0.95 140 -099 =ASEEEE || =F s
XTR/GDP - | —1.59 —23.39%*% | —730%** | —20.30%** | —2793%*%* | —7Q3%*k* | —14,08%** | —21.55%%* | —)491%**
Short-term interest rate,
real (STl real) +|-028 -2.39 -3.69 -1.78 -4.08 177 238 -3.20 —-344
Long-term interest rate,
real (LTI real) + | 094 2.05 -0.01 0.82 0.58 019 0.60 -046 0.87
Short-term interest rate,
nominal (STl nominal) + | —2.84 -6.57 -4 -4.19 —-4.60 —-4.78 -079 —6.24 —6.16
Long-term interest rate,
nominal (LTI nominal) + | —1.85 -5.03 —-3.65 -2.99 —3.06 —-2.50 -0.99 —4.06 —-3.89
Industrial production,
real (IPexE)? - | —1.64* —8.32%¥* | —5,60%** | —450%%* | —) 60%*k* | —323%** | 014 —5.78%%* | —6.50%**
Oil +| 013 0.56 140 A3JFE A== || JArEEs A3 -0.26 2.25%
Consumer price index (CPI) | 2455 1.81% AiEss BiD 3.01%%*% | 114 045 A3IF= A==
Factor 1 0.68 142 -1.07 0.57 -0.31 0.29 DI -091 -0.55
Factor 2 0.64 =JeBFEer | BFEE | =L —1.48 —1.85% -1.39 —38%** | ) B7***
Factor 3 AN 0.24 1.98% —-1.33 -1.03 -096 -0.81 -0.63 -041
Factor 4 -0.77 3.03*** | 0.33 040 315%*%* | —0.,03 -0.26 3.06%** DAL
Factor 5 -092 —1.74 —3.66%%* | —116 192 4405 148 —2.09%* —).76%**
Source: OeNB.
1% #% gnd *** indicate significance at the 0.1, 0.05 and 0.01 level, respectively.
? Real industrial production excluding energy.
Note: Data (1970—2007) include 155 observations per sector.
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Table 3

Results of the Standard Regression Model
(Method: OLS for the changes of the logistically
transformed probabilities of default)

Sector: Overall

Time period: 19702008

Quarterly observations

Number of observations: 153

Dependent variable: AY, OLS

Variable (lag) ‘ Coefficient ‘ t-Statistics | Probability
Constant 0.02 1.60 0.11
Industrial production —1.30 —8.81 0.00
Unemployment rate 0.08 3.99 0.00
Unit labor costs (2) 2.63 4.89 0.00
@]] 0.10 5.75 0.00
Long-term interest rate, real 0.01 1.32 019
R-squared 0.55

Adjusted R-squared 0.54

Source: OeNB.

Table 4
Results of the Standard Regression Model
(Method: Fractional Logistic Regression)
Sector: Overall
Time period: 19702008
Quarterly observations
Number of observations: 153
Dependent variable: P, fractional logistic regression
Variable (lag) Coefficient ‘ t-Statistics | Probability
Constant —3.78 —33.07 0.00
Time 3.79 42.04 0.00
Industrial production —1.03 —7.38 0.00
Unemployment rate (4) 0.06 2.84 0.01
Investment in equipment/
GDP (4) —18.45 —12.72 0.00
Exports/GDP (4) =511 —27.56 0.00
Quasi-maximum likelihood =5.31
AIC 22.61
BIC 40.64

Source: OeNB.

4.2 Results of the Standard
Regression Analysis

scribed in subsection 3.4 and
present the results of the two
models in table 3 and 4."

For the fractional logistic
regression method we present
two different models. The
model presented in table 4 has
the smallest quasi-maximum
likelihood, the model pre-
sented in table 5 has a smaller
AIC.

Depending on whether we
estimate the levels or the
changes of the logistically
transformed probabilities of
default, we include different
variables in the selected mod-
els. The driving cyclical indi-
cator for almost all models is
industrial production, but for
the fractional logistic model
industrial production can be
replaced by GDP without los-
ing much of the model’s ex-
planatory power. Surprisingly,
the macroeconomic variables
in our models are very similar
for almost all industrial sec-
tors. For the fractional logistic
models, the variables used be-
sides industrial production are
the unemployment rate, the
investment in equipment-to-
GDP ratio and the exports-to-
GDP ratio. For the trade and
tourism sectors, the nominal
short-term interest rate was
found to be significant, too.

Variables for the services sector include
the consumer price index, while for the

In a second step we estimate multivar-  transport sector they include oil instead
iate regression models for the differ- of the exports-to-GDP ratio. For the
ences of the transformed default prob- models based on the changes of the
abilities as well as for their levels. We — macroeconomic index, industrial pro-
follow the model selection process de-  duction, the unemployment rate, unit

12 Model results for all business sectors are available from the authors upon request.
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Table5 4.3 Results of the Principal

Results of the Standard Regression Model
(Method: Fractional Logistic Regression)
without Ratios

Sector: Overall

Time period: 1970-2008

Quarterly observations

Number of observations: 153

Components Analysis
Moving on to the PCA, we re-
estimate multivariate regres-
sion models for the levels of
default probabilities, this time,
however, including the five

Dependent variable: P, fractional logistic regression

factors obtained from the PCA

Variable (lag)

Constant —5.06 —67.25
Time 0.75 9.26
GDP —6.78 —6.36
Unit labor costs —12.37 —6.77
Exports (4) =111 —2.91
Quasi-maximum likelihood -5.32
AIC 20.63
BIC 35.65

Source: OeNB.

Coefficient ‘ t-Statistics ‘ Probability

(lag 1 to 4). As not all 24 mac-
roeconomic variables have
000  been available since 1970,
8:88 time series for the PCA start
000 in 1986. This obvious disad-
000 vantage might be set off by the
fact that structural breaks in
the Austrian economy pose a
lesser problem for the shorter

time horizon. On this account

and given the results of the
Table6 univariate case, we only esti-

Results of the Regression Model Based on
Principal Components

Sector: Overall

Time period: 1970—-2008

Quarterly observations

Number of observations: 153

mate the fractional logistic
models for the PCA factors."
The inclusion of the PCA fac-
tors in the selection procedure
is limited to one occurrence

Dependent variable: P, fractional logistic regression

by factor in the final model. In

Variable (lag) Coefficient ‘ t-Statistics
Constant =515 —150.79
Time 0.49 744
Factor 1 (3) —-0.01 —2.02
Factor 2 (4) —-0.02 —3.63
Factor 3 0.03 6.55
Factor 4 011 13.00
Factor 5 —-0.03 —3.43
Long-term interest rate, real 0.02 2.08
Oil (2) 0.25 912
Quasi-maximum likelihood —3.70

AIC 2541

BIC 47.50

Source: OeNB.

Probability

addition, we include real in-
terest rates as well as the oil

000  price; in these cases, the max-
0.00
0.05 _
000 and the expected sign are the
000  selection criteria. As shown in

8:88 table 5, all five factors, the oil

004  price and the interest rates en-
000  ter the selected model.

imum likelihood estimator

4.4 Results of the Threshold
Model

labor costs or investment in equipment,
oil and the short-term interest rate
(real)”’ are significant in most of the
sectors.

3 When including interest rates in the models, restrictions
about 1.2, which corresponds to a p-value of about 0.2.

Finally, we estimate the thresh-
old model. Our intention is to
verify that the data point segmentation
of the threshold model is superior to an
arbitrary selection when it comes to
providing statistical proof for the as-

concerning the t-value must be very tolerant, coming to

* Results of the OLS regression were not as promising as those of the fractional logistic regression.
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sumption that the model is consistent.
However, we fail to verify this state-
ment, which might be related to the
fact that our threshold model approach
is still very basic. Overall results do not
look very promising, however. Further
research to capture the nonlinearity of
the business cycle will be necessary.
For the downside part of the model, no
cyclical indicators are significant; only
exports and unit labor costs have statis-
tically relevant explanatory power. For
the upside part of the model, industrial
production, unit labor costs and the oil
price are significant variables."

5 An lllustrative Example

To illustrate the applicability of our re-
search, we analyze the impact of an ad-
verse economic shock on probabilities
of default according to the different
models presented above.

5.1 Scenario Description

We assume a severe global recession
which heavily impacts on the Austrian

economy. This assumed downturn af-

fects the Austrian economy mainly via

three channels:

— a decline in demand for Austrian
exports;

— a global reassessment of risk that
drives up risk premiums on interest
rates in Austria and thus causes a
decline in investment and consump-
tion. In addition, equity prices are
assumed to fall in this scenario, ex-
erting negative wealth effects on
consumption.

— negative confidence effects, which
amplify the negative wealth effects.
Austrian households are assumed to
step up their precautionary savings,
and firms are assumed to postpone
investment projects.

The impact of the downturn on the
Austrian economy is simulated using
the OeNB’s Austrian Quarterly Model
(AQM) (see Fenz and Spitzer, 2004,
and Schneider and Leibrecht, 2006); it
turns out to be severe (see table 6).

Box 1

The OeNB’s Model for Quarterly Macroeconomic Analysis

The OeNB'’s model for quarterly macroeconomic analysis (Austrian Quarterly Model — AQM)
is a small to medium-size macroeconomic model in the tradition of neoclassical synthesis. It is
therefore in line with most models used by Eurosystem central banks. The long-term relation-
ships are derived from a neoclassical optimization framework, whereas short-term dynamics
are data driven. Adjustment to the real equilibrium is sluggish. Imperfections on goods and
labor markets typically prevent the economy from adjusting instantaneously to the long-term
equilibrium. In the current version of the AQM, the formation of expectations is strictly back-
ward looking. The relatively small scale of the model keeps the structure simple enough for
projection and simulation purposes, while incorporating a sufficiently detailed structure to
capture the main characteristics of the Austrian economy. The main behavioral equations are
estimated using the two-step Engle-Granger technique. The model currently consists of 146
variables.

5 Result tables are available from the authors upon request.
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Table 7

GDP Growth According to the Assumed Scenario

Year 1 ‘ Year 2 ‘ Year 3

Q1

Year-on-year change in %
Austrian GDP growth 19 |

Quarter-on-quarter change in %

Q2 ‘Q3 ‘Q‘* ‘Q1 ‘Q2 ‘Q3 ‘Q4 ‘Q1 ‘Q2 ‘Q3 ‘Q4

-16 | -04

Austrian GDP growth 0.6 0.4 01  -04 ‘ -09 =07 =05 —0.3‘ =01 01 0.3 0.5

Source: OeNB.

In this three-year scenario, the
GDP growth rate for Austria in quar-
ter-on-quarter terms turns negative at
the end of the first year and remains
negative for six consecutive quarters.
The trough is reached in the first quar-
ter of the second year with a quarterly
decline of GDP of —0.9%. In the third
year of our scenario, GDP growth
turns positive, but remains below po-
tential growth until the end of the sce-
nario horizon. Such a long economic
downturn is an extraordinary event,
which in reality has not been observed
in Austria since World War II. The
slump in economic activity in our sce-
nario is mainly caused by a decline in
exports and business investment, while

the negative impact on private and
public consumption is significantly
smaller.

Given the scenario described above,
different sensitivities of the probabili-
ties of default can be observed that de-
pend on (1) the model as well as (2) the
sector. In the following two subsections
we present the impact of the scenario
on the overall sector according to the
standard regression and the PCA mod-
els presented in section 3.'°

5.2 Impact of the Scenario Based on
Standard Regression Analysis

The graph presented in chart 2 is based
on the regression estimations presented
in table 3. It shows the impact of the as-

Chart 2

Probabilities of Default (PD) for the Overall Sector: OLS Regression

Graph and Scenario Impact

%
12

10
08
0.6
04
02

00
Starting in 1970

r\//

== PD PD estimates (changes) == PD scenario (changes)

Source: OeNB.

16 Graphs and impact tables for all other sectors are available from the authors upon request.
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Chart 3

Probabilities of Default (PD) for the Overall Sector: Fractional Logistic

Regression Graph and Scenario Impact
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PD estimates (table 4)

== PD estimates (table 5)
== PD scenario (table 4)

Source: OeNB.

== PD scenario (table 5)

sumed scenario according to standard
regressions based on the differences of
transformed default probabilities. This
model has a rather small impact under
the scenario. The changes of the prob-
abilities of default depend on a lag of
four quarters; therefore the impact of
the variables is time delayed and shows
a seasonal trend.

Chart 3 shows the impact of the
fractional regression models presented
in table 4 and 5. The graph based on
the estimation presented in table 4 has
a better fit than the graph based on ta-
ble 5 results, but in the scenario the
probabilities of default increase only by
about 30%, which is quite similar to
the model based on changes. The
smaller impact of the scenario on the
probabilities of defaults for the model
based on table 4 results, which includes
ratios of macroeconomic factors as ex-
planatory variables, might be due to the
fact that in the scenario in which both
macroeconomic variables move in the
same direction the change in the ratios

is smaller than the change in the mac-
roeconomic variable itself.

The impact of the scenario on the
model based on table 5 shows a 100%
increase in the probabilities of default.
Independent of econometric argu-
ments, from a supervisory perspective
we feel more comfortable using this
model because of its quicker response
and the more pronounced increase in
probabilities of default, and because it
provides more conservative estimates
of stress impact.

5.3 Impact of the Scenario Based on
the Principal Components Analysis

The graph in chart 4 is based on the
PCA model; regression estimations are
the same as presented in table 6.7 We
observe a good fit and an increase of
the probabilities of default of about
100% in the scenario. However, the
probabilities of default show a consider-
able increase in the first quarter of the
scenario and a drop in subsequent quar-
ters. This property could not be ob-

7 Since no broad macroeconomic dataset is available for the period before 1987, the estimation period of the PCA
model is shorter than the periods considered in the other models.
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Chart 4

Probabilities of Default (PD): PCA Fractional Logistic Regression Graphs and

Scenario Impact
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Source: OeNB.

served at any point in time over the ho-
rizon of our input time series. Further
research is called for to analyze this
surprising result.

6 Conclusion

With this paper we aim at achieving the
methodological improvements neces-
sary to bridge the gap between macro-
economic forecasting and credit risk
modeling in order to run consistent
macroeconomic stress tests. The ongo-
ing crisis, in particular, highlights the
need to quantitatively assess the impact
of a possible economic deterioration on
individual banks’ loan portfolios or
even on the entire financial system. In a
period of systemic fragility it is of ut-
most importance to have a clear view of
potential future credit defaults, as poli-
cymakers are more than ever called
upon to help draft the appropriate pol-
icy response.

In that light, the objective of this
paper —i.e. improving the OeNB mod-
els that link Austrian default probabili-
ties to macroeconomic variables — is as
timely as it could be. Next to standard
regression models, we explore a PCA
of 24 macroeconomic variables and an
external threshold model. The models
based on factors derived from the PCA

are statistically significant and show a
good fit. An economic interpretation of
these factors, and hence the story-tell-
ing capacity based on this model, how-
ever, suffer from the methodology’s
lack of transparency and tractability.
Moreover, results from our illustrative
example were quite surprising. Under
the assumed scenario, the probabilities
of default increased rapidly in the first
quarter but decrease later on. These re-
sults are not in line with economic in-
tuition. For the threshold approach, no
consistent models were found, as simu-
lations based on arbitrary data point
segmentation suggest that the models
were driven by statistical artefacts.
However, including the nonlinearity of
the business cycle might increase the
value of our threshold model and will
be subject to further research at the
OeNB.

As our attempt to address two of
the main shortcomings in modeling the
link between credit and business cycles
— namely arbitrary variable selection
and nonlinearity — has yielded no con-
vincing results so far, we returned to
more traditional modeling approaches.
Two different methods to estimate
standard regression are presented in
this paper, each with its individual ad-
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vantages and disadvantages. Regres-
sions based on the changes of the trans-
formed probabilities of defaults avoid
problems like the nonstationarity of the
default probabilities and other concerns
related to structural breaks in eco-
nomic time series. Fractional logistic
regression, however, is a superior esti-
mation method to OLS and is especially
suited for data between O and 1.
Moreover, models for the changes
of the logarithmically transformed
probabilities of default react rather
weakly to the scenario of our illustra-
tive example. The increase in probabili-
ties of default was comparatively small
for such a severe scenario. In our ex-
ample, models based on fractional lo-
gistic regression show a higher sensitiv-
ity than other models. In fact, probabil-
ities of default double under the pre-
sented scenario. Surprisingly, in almost
all corporate sectors, similar macro-
economic variables prove to be signifi-

cant, but they differ depending on

References

whether we estimate on the basis of
changes in, or on the basis of levels of,
the probabilities of default. In the light
of this observation, it is even more sur-
prising that our results show that the
different models have comparable ex-
planatory power, while at the same
time showing vastly different proper-
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Appendix

Table 8

Macroeconomic Variables Transformed in the Principal Component Analysis
(PCA)

Variables included in the PCA Number of Mean Standard
observations deviation
Total capital cost (CAC) 84 543 2.79
Private credit, amount outstanding (CPN) 84 6.46 2.67
Domestic demand, real (DDR) 84 2.22 1.29
Government budget balance (GB) 84 279 1317
Government debt gross (GDN) 84 5.20 412
Government disposal income (GYN) 84 4.27 3.97
Harmonised index of consumer prices (HICP) 84 1.94 0.83
Interest payments on government debt (INN) 84 3.94 6.26
Total investment, real (ITR) 84 249 2.37
Real marginal product of capital (MPC) 84 0.03 0.00
Imports, real (MTR) 84 571 3.83
Net foreign assets (NFA) 84 3.04 20.70
Net factor income (NFN) 84 34 74
Private consumption, real (PCR) 84 2.24 146
Direct tax paid by households (PDN) 84 4.82 543
Average labor productivity (PRO) 84 1.83 0.72
Private sector disposal income, real (PYR) 84 2.47 2.08
Total tax revenues (TOTREV) 84 3.60 3.77
Unit labor costs, adjusted (ULA) 84 0.63 0.04
Unemployment rate (URX) 84 3.97 0.60
Value added tax (VAT) 84 3.29 3.29
Real compensation per employee (WURYD) 84 0.95 0.84
Export, real (XTR) 84 6.20 3.49
GDRP, real (YER) 84 248 1.07

Source: OeNB.
Note: All values are annual growth rates, except MPC, INN, ULA and INN levels.
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Direct cross-border lending is an important component in the ongoing process of financial
deepening in Central, Eastern and Southeastern Europe (CESEE) and the Commonwealth
of Independent States (CIS). We use a loan-level dataset of Austrian banks to study the
characteristics as well as the major driving forces of direct cross-border lending in CESEE and
the CIS. Direct cross-border lending to nonbanks by Austrian banks expanded rapidly over the
last few years; the bulk of loans is extended to corporate customers and is denominated in a
foreign currency, with the euro taking a prominent position. By means of a series of univariate
analyses, we provide support for the relevance of geographic proximity — small and medium-
sized banks mainly lend to neighboring countries. Banks’ direct lending also seems to follow
nonfinancial FDI by Austrian corporates to CESEE and the CIS. We furthermore analyze the
interdependencies between direct (i.e. by Austrian headquarters) and indirect (i.e. by local
subsidiaries) cross-border lending and find support for a complementary effect between the
two. In addition, host country factors such as GDP growth, private sector credit growth, finan-
cial intermediation growth and wage growth are also associated with direct lending growth.
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1 The Importance of Direct
Lending

Strong credit growth to nonbanks since
the turn of the millennium has been a
striking feature of the convergence pro-
cess in CESEE and the CIS. Much of
the funding of this credit boom came
from foreign, mainly Western Euro-
pean banks, which had entered CESEE
and the CIS banking markets on a large
scale since the end of the 1990s. Today
most of these markets are dominated
by foreign banks, mostly from Austria,
Italy, Belgium and Nordic countries. In
light of the current financial crisis —
which has triggered a global economic
downturn — the credit exposure of
many Western European banks has
attracted international attention.

The generally available figures on
credit growth miss out an important el-
ement of debt financing in CESEE and
the CIS, however: the provision of di-
rect cross-border credit to the nonbank
sector.” The stock of direct cross-bor-
der lending is considerable both in
terms of GDP as well as in terms of do-
mestic credit. In any case, direct cross-
border lending by itself is an important
element of convergence in CESEE and
CIS, driven not only by intercompany
debt but also by direct financing from
foreign banks.’

This paper focuses on the provision
of funds by Austrian banks to CESEE
and the CIS in the form of direct cross-
border lending. Austrian banks account
for a market share of approximately

3

Financial Markets Analysis and Surveillance Division, claus.pubr(@oenb.at, markus.schwaiger@oenb.at,
michael‘sigmund@oenb.at. The authors would like to thank Markus Hameter, Michael Strommer, Thomas
Reininger and Zoltan Walko (all OeNB) for their support and the provision of data. We also acknowledge
valuable research assistance by Yvonne Hoeller and Gregory Ivanov (both OeNB).

In what follows direct (cross-border) lending denotes loans of Austrian banks to customers resident in CESEE and
the CIS, whereas domestic loans extended by CESEE and CIS subsidiaries quustrian banks are referred to as
indirect (cross-border) lending.

The remaining part of external debt is made up of e.g. debt securities of CESEE and CIS companies held directly
by foreign investors.
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20 % in the region.4 Hence, we cover a
substantial portion of lending to the
region, although the possibility of a se-
lection bias has to be acknowledged.
The aim of this paper is twofold: After
a short literature review and the de-
scription of the data we give a broad
overview of the structure of direct
cross-border lending by Austrian banks
to CESEE and the CIS in terms of its
evolution, its currency composition and
sectoral distribution in chapter 4. In a
second step, relying on a simple univar-
iate analysis, we attempt to shed some
light on the drivers of direct cross-
border bank lending in the region in
chapter 5. Chapter 6 concludes.

2 Literature Review

There are relatively few papers that dis-
cuss international banking and the role
of cross-border lending from a theoret-
ical perspective.” Empirically, indirect
cross-border lending via foreign subsid-
iaries has received some attention re-
cently, not least owing to the rapid
credit expansion in CESEE and the
CIS.® Surprisingly, direct cross-border
lending by banks has received compara-
tively little attention so far. Available
literature applies the conceptual frame-
work on trade
finance (see e.g. Berger et al., 2004, or
Helpman et al., 2004) in order to in-
vestigate the choice of foreign banks
between foreign direct investment
(FDI, i.e. indirect cross-border lending
via subsidiaries) and the “export” of
financial services (i.e. direct cross-bor-
der lending). Whereas multinational

and multinational

Direct Cross-Border Lending by Austrian Banks to Eastern Europe

finance literature focuses on the trade-
off between fixed/sunk costs and trans-
portation cost and/or trade barriers, in
international banking the focus is on
the trade-off between fixed costs and
information costs, which increase with
geographic distance (see also Fidrmuc
and Hainz, 2008).

Based on aggregated BIS data for
Italian, Spanish and U.S. banks, Garcia
Herrero and Martinez Peria (2007)
empirically show that the level of indi-
rect cross-border lending is mainly
driven by economies of scale as well as
the openness of the host country’s
banking sector. Buch and Lipponer
(2007) are the first to use an individual
bank dataset to investigate the direct
versus indirect cross-border lending
decision of banks. For a German sam-
ple, they show that direct and indirect
loans are complements rather than sub-
stitutes. Furthermore size is an impor-
tant factor determining the likelihood
of a bank opening up a subsidiary
abroad.

Data restrictions are certainly one
reason why the dynamics of banks’ di-
rect cross-border lending decisions has
not received more attention so far.
While data on domestic lending are rel-
atively easy to obtain through commer-
cial vendors (e.g. Bankscope), freely
available cross-border lending data ex-
ist only in the form of aggregate data,
such as the IMF’s collection of interna-
tional investment statistics or the BIS
banking statistics on the external posi-
tions of banks in individual reporting
countries. In order to study the drivers

Note that Bank Austria and the Hypo Group Alpe Adria are counted as Austrian banks in this calculation.

® See e.g. Morgan et al. (2003), extending the moral hazard framework of Holmstrom and Tirole (1997), or
Rijckeghem and Weder (2000), who add portjbh’o theoretical ideas to the discussion cyrcross—border direct

lending.

® Seee.g. Hilbers et al (2005), Cottarelli et al. (2005) or Backé et al. (2006) for an analysis of credit growth at
country level. A second branch of the literature uses individual bank data to investigate CESEE and CIS credit
growth, focussing on lending contagion in multinational banks. See e.g. de Haas and Naaborg (2005), de Haas
and Lelyveld (2006a) and (2006b) or Derviz and Podpiera (2006) in this respect.
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of direct cross-border lending, how-
ever, an individual bank dataset that
identifies both the country of origin
and the destination of a direct cross-
border loan is desirable. In the follow-
ing chapter, we introduce the charac-
teristics of the Austrian Central Credit
Register, a source of such data that is

not publicly available.

3 Data’

As the primary data source in this
paper we use the OeNB’s Central
Credit Register (GroBkreditevidenz,
GKE), which provides detailed infor-
mation on Austrian banks’ credit port-
folios on a customer-by-customer basis.
For domestic and foreign borrowers the
GKE contains data on securitized and
nonsecuritized lending as well as guar-
antees and other off-balance sheet items
exceeding a volume of EUR 350,000.
Aside from this volume-based restric-
tion, there is one notable exception re-
garding the reporting requirements to
the GKE: Reporting on short-term
interbank loans was not required until
the year 2008.° For each borrower
banks report the outstanding volume,
granted credit lines, the sum of
collateral and finally their internal
rating.9

For this paper we use GKE-based
aggregate borrower positions by eco-
nomic sectors according to the three
main categories provided by the GKE:

(1) banks, (2) other (i.e. nonbank)
financial intermediaries (from here on
referred to as Fls) and (3) local govern-
ments, other corporate customers and
households'’ (from here on NBs). In
addition to economic arguments the
aforementioned data limitation pro-
vides further reason to focus on the
second and third types of borrowers.
However, we still use additional data
sources on direct cross-border lending
to enrich our analysis. These data stem
mainly from the OeNB’s Monetary
Statistics,'" a reporting scheme that is
used, among other things, to provide
data for the harmonized ECB Monetary
and Banking Statistics and the BIS
Banking Statistics. The quarterly data
cover international financial claims and
liabilities broken down by currency, by
sector (bank and nonbank), and by
country of residence of the counter-
party.

Although the OeNB’s Monetary
Statistics are more extensive in some
areas,” the GKE provides numerous
advantages:

(1) All banks are required to report
to the GKE, whereas the OeNB’s Mon-
etary Statistics employ a “cutting-off-
the-tail” principle,” which covers 95%
of the total assets of the Austrian bank-
ing system but omits many of the small
Austrian institutions.

(2) The GKE allows forming con-

sistent aggregates across all countries

7 Note that our sample of CESEE and CIS countries includes Albania (AL), Belarus (BY), Bosnia and Herzegovina
(BA), Bulgaria (BG), Serbia and Montenegro (added up for a consistent sample across the entire observation
period, CS), the Czech Republic (CZ), Croatia (HR), Hungary (HU), Latvia (LV), Poland (PL), Romania (RO),
Russia (RU), Slovenia (SI), Slovakia (SK) and Ukraine (UA).

8 However, as our anal)/six focuses on direct cross-border ]ending to nonbanks, this is no restriction given the

purpose of this paper.

’ A detailed description of the Austrian Central Credit Register (GKE) is available in OeNB (2008a).

o Unfortunately, the GKE does not allow an easy differentiation between local governments, other corporate

customers and households.

""" A detailed description of the OeNB’s Monetary Statistics is available in OeNB (2008b).

12 The advantages include the lack qfa reporting threshold, the currency decomposition ty“direct cross-border loans
as well as more granular sectoral information (at least for other ESCB countries).

"% For a description of the “cutting-off-the-tail” principle see OeNB (2008b).
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where customers of Austrian banks are
resident as opposed to other data
sources that treat the ESCB, the EU
and the rest of the world differently.

(3) Although the BIS Banking Sta-
tistics recently introduced features that
allow the separate analysis of direct
cross-border lending to banks’ own
subsidiaries, the GKE consistently pro-
vides this possibility not only for banks,
but also for nonbank financial interme-
diaries and corporates for the entire
time horizon of our analysis.

(4) The GKE includes not only
on- but also off-balance sheet items
(e.g. guarantees and leasing).

The availability (and use) of multi-
ple data sources obviously calls for some
sort of benchmarking of input data. We
tried to “harmonize” and reconcile the
different databases as far as possible, yet
the aforementioned differences in the
data sources’ focus cause significant
(not entirely resolved) differences in
the aggregates used throughout our
paper. However, as the general results
appear to be stable across different data
sources, restrictions regarding the
length of our paper lead us to abstain
from any further description. For much
of the same reasons and due to (public)
unavailability of equally granular data
on an international level, our choice of
individual loans data inhibits a compar-
ison of Austrian banks’ direct cross-
border lending with direct cross-bor-
der lending by banks located in other
countries.

Finally, we use additional data on
individual banks (Austrian parent banks
as well as local CESEE and CIS subsid-
iaries) from the OeNB’s standard re-
porting schemes and macroeconomic
data on CESEE and the CIS from
Bloomberg, Eurostat and the IMF.

Direct Cross-Border Lending by Austrian Banks to Eastern Europe

4 Cross-Border Lending
by Austrian Banks

Austrian banks started to expand to
CESEE as early as in the mid-1980s,
when banks followed their corporate
customers to provide services to clients
starting business in the region. By the
carly 1990s three Austrian banking
groups (or their predecessors) had
established subsidiaries in neighboring
countries, but also in Poland and Rus-
sia. More Austrian banks followed suit
in the second half of the 1990s. That
period saw a significant departure from
Austrian banks’ initial greenfield busi-
ness models. Some banks stuck with
their strategy of organic growth,
whereas others took part in the first
wave of privatization of state-owned
banks to grow through acquisitions. At
the turn of the millennium, the eco-
nomic environment in most CESEE and
CIS countries stabilized and banking
activities entered a path of sustained
expansion (see Barisitz, 2006). Foreign
banks, mainly from Western Europe,
began to enter the markets in signifi-
cant numbers, taking advantage of fur-
ther large-scale privatizations. At the
same time the region began to gain
importance for the Austrian banking
system beyond the large banking groups
with local subsidiaries. Surging direct
cross-border loans contributed to an
increasing CESEE and CIS exposure.
Today, Austrian banks hold a market
share of almost 20% in the region,
which has attracted international atten-
tion given the increased risk awareness
triggered by the financial crisis.

4.1 Direct Lending Growth

Over the entire observation period
from the first quarter of 2002 to the
fourth quarter of 2008, direct cross-
border lending to NBs and FIs" in the

" See chapter 3 “Data” for a definition of nonbanks (NB) and nonbank financial intermediaries (FI).
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CESEE and CIS region more than tri-
pled from EUR 15.3 billion to EUR
67.4 billion.” Although direct lending
to CESEE and the CIS grew on an ag-
gregate basis at a steadily increasing
pace, local and regional differences are
quite significant (see chart 1). Its rela-
tive importance in terms of total (i.e.
direct and indirect) cross-border lend-
ing to NBs and Fls in the region re-
mained constant at about one-fifth of
the total volume.'® In the second half of
2008, as a consequence of the current
financial crisis and its reassessment of
the risk posed by the regional credit
exposure, the dynamics of credit ex-
pansion lost momentum. In the third
quarter of 2008 growth rates de-
creased, and they were only slightly
positive in the fourth quarter, i.e.
growth almost came to a standstill to-

ward the end of the year. However, any
assessment of the impact of the global
financial crisis on the lending behavior
of Austrian banks would be premature
at this point.

In terms of cross-border credit ex-
tended to customers resident in the
EU, direct lending to the CESEE coun-
tries that joined the EU in 2004 (NMS-
2004) increased at a fairly steady pace
of about 20% a year to EUR 36.2 bil-
lion, whereas direct lending to the CE-
SEE countries that joined the EU in
2007 (NMS-2007) grew at a signifi-
cantly faster rate of more than 50% on
average from EUR 0.7 billion at year-
end 2002 to EUR 10.7 billion at year-
end 2008. Together the two regions ac-
count for a steady share of little over
two-thirds of direct lending to coun-
tries within the EU. Also at a steady

Chart 1

Cross-Border Lending by Region from 2002 to 2008
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"5 The difference between GKE data and the OeNB’s Monetary Statistics is significant but fairly constant on a
disaggregate country-by-country level. Because of the numerous advantages as described in chapter 3 and length
restrictions, the data used in the remainder of the paper are based on GKE reports.

16 In addition, the relative importance of direct cross-border lending by Austrian banks to nonbanks in CESEE
compared with direct cross-border lending by Austrian banks to the rest of the world almost doubled from about

one-fifth in 2002 to almost two-fifths in 2008.
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Chart 2

Share of Cross-Border Lending by Country at End-2002 and at End-2008
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pace of about 35% year-on-year, the
growth of direct credit extended to
customers resident in Southeastern Eu-
rope (SEE) increased to EUR 15.3 bil-
lion at year-end 2008. Meanwhile di-
rect lending to the CIS almost quadru-
pled to EUR 5.2 billion, albeit with
enormous local differences.

Looking at the borrowers of non-
bank direct cross-border credit, the
data reveal two fairly steady trends: (1)
Not only did the share of FIs increase in
absolute terms, but it also increased in
relative terms from 25.4% to 34.4% of
total direct credit to the region, while
(2) at the same time the share of recipi-
ent intra-group Fls increased from some
65% to more than 70% of total direct
credit to Fls. These growth rates are
inter alia due to the growing impor-
tance of leasing firms affiliated to Aus-
trian banks. Although steadily growing
in absolute terms, direct cross-border
lending to (mostly corporate'’) NBs
grew at a lesser pace. Contrary to the
FI segment, these loans were mainly
granted to customers outside the group,

17 See section 4.4.

which account for a fairly stable share
of substantially more than 95%.

4.2 Direct Lending by Country
Taking a closer look at the geographic

dispersion of direct cross-border lend-
ing to CESEE and the CIS, customers
from Croatia (with a share of 17.4%)),
Poland (13.3%), the Czech Republic
(12.3%), Hungary (11.8%), and Roma-
nia (11.5%) were the leading recipients
of credit from Austrian banks at year-
end 2008, all accounting for EUR 8 bil-
lion or more (see chart 2). From the
start of our time series in 2002, how-
ever, the NMS-2004 and Croatia have
dominated the exposure of Austrian
banks. However, lending to the once
leading target country, the Czech Re-
public, which more than doubled in ab-
solute terms, decreased significantly in
relative importance (even more mark-
edly than lending to other leading re-
cipients at that date). Of the seven larg-
est direct lending destinations in the
region in 2002 (the Central European
NMS-2004, Croatia and Russia ac-
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counted for more than 90%), only Cro-
atia substantially increased its relative
importance, with aggregate lending
growth exceeding 500%. In total,
these seven countries’ relative impor-
tance had dropped to 75.9% by year-
end 2008.

Thanks to the prospect of EU ac-
cession in 2007 and exceptional (i.e.
credit-driven) economic growth (in-
cluding significant foreign direct in-
vestment inflows) Romania and — to a
lesser extent — Bulgaria started to catch
up with this group of seven. Direct
lending to Romania from year-end
2002 to year-end 2008 increased
almost  fifteenfold, amounting to
EUR 7.7 billion or 11.5% of total
cross-border lending to the region.
Credit extended to Bulgaria by Aus-
trian banks grew even slightly faster
and stood at EUR 3.0 billion or 4.4 %
of total direct cross-border lending to
the region at end-2008. These enor-
mous growth rates, albeit starting from
low initial levels, were not matched by
any other region. However, direct
cross-border credit to other Southeast-
ern European countries (not account-
ing for Bulgaria, Croatia and Romania)
and Latvia also expanded at a rapid
pace. In addition, direct lending to Be-
larus and Ukraine increased almost
tenfold over the same time span.

This development to some extent
mirrors the trend of indirect lending to
the region, which has also been expand-
ing rapidly in the NMS-2007, SEE and
the CIS countries — at the expense of
the relative weight of the NMS-2004.
This would suggest that by and large

the direct lending activities of Austrian

banks have accompanied the expansion
of indirect lending. However, the co-
movement of direct and indirect lend-
ing is far from ubiquitous. In Russia for
example, expanded
rapidly through both organic growth
and new acquisitions, whereas direct
lending decreased markedly in relative
importance. The same applies for in-
stance to Slovenia and Ukraine.

indirect loans

4.3 Direct Lending by Currency

A distinctive feature of direct cross-
border lending by Austrian banks is the
fact that most of it is denominated in
foreign currency. At year-end 2008,
85.4 % of all direct loans to the region
were granted in a currency other than
the local one (see chart 3)." In fact,
direct lending in local currency has sig-
nificant importance only in the Central
European NMS."” The breakdown by
currency reveals the dominance of
euro-denominated loans to SEE and to
the NMS, whereas U.S. dollar-denom-
inated loans are of relatively larger im-
portance in the CIS. Lending in Swiss
francs is not very prevalent, with the
exception of Croatia, Hungary and
Slovenia, and Japanese yen-denomi-
nated loans are granted to an even lesser
extent to customers in Hungary and
Poland. Yet not all of the direct lending
in another currency than the local one
is connected with foreign exchange
risks. A 2008 survey among the five
largest Austrian banks active in the
region showed that banks estimate the
“naturally hedged” share of foreign cur-
rency loans to be around 30% (or even
higher in some countries).

18 As the denomination of loans is not reported to the central credit register this analysis is based on the complemen-

tary monetary statistics reported to the OeNB. For details, see chapter 3.

19 Czech Republic, Hungary, Poland and Slovakia. Surprisingly, the sectors that Austrian banks lend to in local
currency vary significantly from country to country, with the notable exception of households, which receive

hardly any local currency credit.
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Cross-Border Lending by Currency at End-2008
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1 CS includes ME and RS, the former of the two adopted the euro unilaterally.

2 S| joined the euro area on January 1,2007.
3 SK joined the euro area on January 1,2009.

In terms of currency composition,
there are marked differences between
indirect cross-border loans and direct
cross-border loans. To begin with for-
eign currency lending plays a signifi-
cantly lesser role in indirect cross-bor-
der lending. End-2008 survey data
show that only 47% of all indirect loans
provided by Austrian subsidiaries are
denominated in a foreign currency.
Secondly, although the euro also domi-
nates indirect cross-border loans (25%
of all indirect loans), indirect lending
in Swiss francs is much more prominent
than it is in direct lending. All in all,
Swiss franc lending accounts for some
9% of all loans of Austrian subsidiaries.
Hungary, Croatia and Poland stand out
particularly in this respect. As for the
U.S. dollar, both indirect and direct
loans show that it is mostly CIS coun-
tries, where lending in U.S. dollars is

popular.

4.4 Direct Lending by Economic
Sector

The sector breakdown of direct cross-
border loans to the nonbank sector at
year-end 2008 highlights the impor-
tance of nonbank corporates for all
countries (see chart 4).”° From a theo-
retical perspective this phenomenon is
in line with standard moral hazard the-
ory. It is easier to monitor large loans
to the corporate sector than many small
household loans. This, most likely, also
explains the dominance of the former
in the cross-border business despite
some CESEE and CIS central banks’
observations published in their finan-
cial stability reports according to which
loans to households are often more
profitable than loans to nonfinancial
corporations and, in addition, often
carry lower risk (e.g. because real
estate is used as collateral).

0 As for the denomination of loans, economic sectors are not further differentiated in the data reported to the
Central Credit Register. Hence, this analysis is based on the complementary monetary statistics reported to the

OeNB. For details see chapter 3.
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Chart 4

Cross-Border Lending by Sector at End-2008
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5 Drivers of Direct Lending

If banks want to expand abroad, they
will have to decide whether to enter a
foreign market via a subsidiary or via
direct cross-border lending. For a num-
ber of smaller and medium-sized Aus-
trian banks there is certainly no choice
but to lend directly, as they lack the
necessary economies of scale. Size,
liquidity and/or capital restrictions
prevent them from establishing foreign
affiliates (see Buch and Lipponer,
2007). Such restrictions do not apply
for the biggest Austrian banks, how-
ever. In many cases direct cross-border
credit is granted to countries where
these banks already own a subsidiary.
In this respect, we hope to shed some
light on the question whether direct
and indirect cross-border lending are
substitutes or complements.

From a moral hazard and monitor-
ing perspective, direct cross-border
lending appears to be inferior to indi-
rect cross-border lending, as the sub-
sidiary’s knowledge about the local
market facilitates the bank’s monitor-
ing process, especially if soft facts need
to be accounted for. If the geographic
distance between the creditor and the

debtor is related to monitoring costs,
cross-border lending via subsidiaries
will again prove superior. However,
certain subsidiaries may face restric-
tions on expanding their loan books.
As shown by de Haas and Naaborg
(2005), foreign bank affiliates in
CESEE and the CIS are strongly influ-
enced by the capital allocation and
credit steering mechanisms of their
parent banks. The presence of large ex-
posure limits or a tight capital situation
at any subsidiary may prompt the par-
ent to extend cross-border loans di-
rectly rather than supplying additional
capital. Other variables that might en-
ter into banks’ cross-border lending
optimization include the economic in-
tegration of the creditor and the debtor
country, the openness of the local
banking market or various legal restric-
tions that hamper credit growth. All of
these aspects are discussed in further
detail in the following sections.

5.1 Neighborhood

In the literature, geographic distance
has often been used as a proxy for the
ability to monitor banks’ loans (see
Hauswald and Marquez, 2006, or
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Petersen and Rajan, 2002). In the case
of Austria we would therefore expect
small and medium-sized banks (all
banks except for the top six banks) to
directly lend to Austria’s immediate
CESEE neighbors’ to a greater extent
than large banks as monitoring costs
are lower given close geographic prox-
imity. The data in table 1 show that this
has not always been the case for Aus-
tria, as about 60% of direct CESEE and
CIS cross-border loans went to the four
neighboring countries at end-2002,
independent of the size of the banks.

Table 1

Direct Lending' to Austria’s Neigh-
boring Countries (CZ, HU, Sl and SK)

Direct lending to Direct lending to

neighbors by top 6 | neighbors by other

Austrian banks? Austrian banks®

% | %
Q402 592 59,8
Q403 59,9 52,2
Q404 517 54,6
Q405 45/1 48,0
Q406 433 50,8
Q407 38,1 46,2
Q408 339 47,6

Source: OeNB.

" In % of total direct lending to CESEE.

2 Top é: Bank Austria, BAWAG, Erste Bank, Hypo Group Alpe-
Adria, RZB and VBAG.

> Without top 6.

While the relative importance of all
four countries diminished in either case
until end-2008, small and medium-
sized banks saw their share of lending
to neighboring countries drop by little
more than 10 percentage points. At the
same time the share of direct cross-

Direct Cross-Border Lending by Austrian Banks to Eastern Europe

border lending of the top 6 Austrian
banks to the four neighboring CESEE
countries (in terms of total direct cross-
border lending to CESEE and the CIS)
almost halved to little over one-third.
This is a clear indication of the expan-
sive nature of large Austrian banks’
CESEE and CIS business strategy.

As Austria’s four neighboring coun-
tries appear to be the most economi-
cally advanced of the region (with the
exception of the other NMS-2004), it
has to be noted that in the case of
Austria geographic proximity coincides
with a higher level of economic devel-
opment. In any case, chart 5 illustrates
the presence of a neighborhood effect
even more impressively. First, the chart
shows aggregate direct cross-border
lending to Austria’s four CESEE neigh-
bors at year-end 2008 in terms of total
direct cross-border lending by province
(represented by circles). Second, the
light blue slices of the circles represent
the share of direct cross-border lending
to the four neighboring CESEE coun-
tries (in terms of total direct cross-bor-
der lending). Third, the chart provides
information regarding individual cus-
tomers’ countries of residence (repre-
sented by the shaded columns).”” Both
measures show the significant influence
of geographic proximity (1) on whether
an Austrian bank lends to the region at
all and (2) on the positive effect of a
common border of an Austrian prov-
ince with a neighboring country to
whose residents/corporates a bank ex-
tends credit.

?! Austria’s immediate CESEE neighbors are the Czech Republic (CZ), Hungary (HU), Slovakia (SK), and Slovenia

(sI).

22 All Austrian provinces are included in chart 5 with the exception of Vienna due to the fact that Vienna is home to
all six large Austrian banking groups except Hypo Group Alpe Adria and that the majority of other larger
medium-sized banks with an intemationalfocus are headquartered there. Consequently, observations (yr Vienna

more or less reflect the aggregate Austrian banking systems’ geographic diversification of direct cross-border
lending. At end-2008, for banks registered in Vienna, nonbank direct credit extended to Austria’s CESEE neigh-
bors accounted for 14.4% of all cross-border lending (Austria: 14.7%). Hungary was the most important recipient
with a share of 5.1% (Austria: 4.6%), followed by the Czech Republic with 4.8% (4.4%). Only Slovakia with
1.6% (3.2%) and Slovenia with 3.0% (2.4%) swap ranks in the two lists.
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Chart 5

Neighborhood Effects of Cross-Border Lending at End-2008

Vorarlberg

Source: OeNB.

Banks headquartered in the west-
ernmost provinces Vorarlberg and
Tyrol hardly lend to Austria’s neighbor-
ing countries at all (about 2 % of total
direct cross-border lending in both
cases). Going further east, however,
there are increasing shares. Salzburg
and Styria extend 11.4% and 13.4% of
their respective total direct cross-bor-
der credit to the region, with Slovenia
accounting for more than half of the
respective shares. Upper and Lower
Austria extend 18.7% and 22.9%
respectively to neighboring CESEE
countries, in both cases mostly to the
adjacent Czech Republic. Small and
medium-sized banks headquartered in
Lower Austria are on aggregate also the
only significant cross-border creditors
of customers resident in Slovakia. In
Austria’s easternmost province, Burgen-
land, the bulk of the 26.5% of total di-
rect cross-border credit extended to
the region goes to customers in neigh-
boring Hungary (90.0% at year-end
2008). Similarly, in Carinthia the lion’s
share of the 21.7% of total direct cross-
border lending goes to customers in

neighboring Slovenia. In any case, these
figures clearly show that geographic
proximity is a major driving force of di-
rect cross-border lending, at least for
Austria’s small and medium-sized

banks.

5.2 Foreign Direct Investment

In the literature on indirect cross-bor-
der lending via subsidiaries it is well
accepted that the degree of economic
integration between the parent bank’s
home country and the country of resi-
dence of the subsidiary drives the loca-
tion decision of international banks (see
e.g. Focarelli and Pozzolo, 2003, or
Dahl and Shrieves, 1999). We want
to explore this issue for direct cross-
border lending by means of data on
Austrian nonfinancial FDI in CESEE
and the CIS. Austrian nonfinancial cor-
porations have been expanding into
CESEE and the CIS quite aggressively
during the last few years. Chart 6 shows
the growth of Austrian nonfinancial
outward FDI (at accounting value) from
1996 to year-end 2006, the last avail-
able data point. Initially, the large
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Chart 6

Austrian Outward FDI Excluding Banks and Nonbank Financial Intermediaries
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neighboring economies Hungary and
the Czech Republic dominated FDI,
followed by the other Central Euro-
pean NMS-2004 (Poland, Slovenia and
Slovakia). Hungary and the Czech Re-
public are still the main recipients of
FDI to the region, but starting in the
early 2000s Romania, Bulgaria and
Croatia gained importance as invest-
ment targets for Austria’s nonfinancial
corporations as well.”’

One reason why a loan is extended
by the Austrian parent’s “house” bank
could be the fact that a nonfinancial af-
filiate’s capital structure and refinanc-
ing decision is steered by its Austrian
parent company. These loans may even
be associated with implicit or explicit
guarantees by the Austrian parent com-
pany. To get a first insight whether this
is indeed the case for Austrian compa-
nies, we perform a simple correlation
analysis between year-on-year growth
rates of FDI and direct cross-border
credit expansion. Due to the shorter
length of our time series for direct
cross-border lending, we have to re-
strict our analysis to data points start-
ing in 2002. To address the limited

number of growth rates per country
and per point in time we pool across
these two dimensions and compute the
Pearson correlation coefficient for the
whole dataset.

As it is unclear whether FDI has an
immediate or lagged effect on direct
cross-border lending, we calculate the
Pearson correlation coefficient for con-
temporaneous growth rates (0.122, not
significant at common inference levels),
for growth rates with a one-year lag
(0.415, significant at the 1 % level) and
for growth rates with a two-year lag
(—0.054, not significant at common
inference levels). Although we observe
positive correlations in both, the same
year of and the year following the
initial investment, suggesting that FDI
by Austrian companies to CESEE and
the CIS countries do indeed have a pos-
itive impact on direct cross-border
lending, one has to consider that only
the second — with a one-year lag — is
statistically significant. Moreover, the
scatter plots provided in chart 7 show
the fairly unstable nature of this rela-
tion.

2 Bulgaria, the Czech Republic, Croatia, Hungary, Poland, Romania, Slovenia and Slovakia are the only countries
of our paper’s sample for which time series of FDI data are available.
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Chart 7

Relative Changes in FDI versus Cross-Border Lending (CBL)
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Source: OeNB.

The evidence provided by the cor-
relation analysis therefore suggests that
the degree of economic integration be-
tween Austria and the respective CE-
SEE and CIS country explains some of
the variation in direct cross-border
lending by Austrian banks across coun-
tries, although the results are far from
unambiguous. 2

5.3 The Presence of a Subsidiary

Direct cross-border lending may also
be affected by the presence of a bank’s
subsidiary in the respective country.
On the one hand, there could be a sub-
stitution effect of direct and indirect
cross-border lending, i.e. a bank that
has no subsidiary in a country is forced
to confine its cross-border lending to
direct lending, whereas once a bank has
established its subsidiary, the parent
bank could channel most of its lending

through this subsidiary, e.g. for moni-
toring reasons. On the other hand,
there could also be a complementary
effect of having established a subsidiary,
i.e. the bank’s subsidiary acquires lend-
ing business for the parent, e.g. to cir-
cumvent its own large exposure rules.
To explore the interaction of direct
and indirect cross-border lending, we
start with a simple correlation analysis.
For every point in time we compute av-
erage (volume-weighted)” year-on-year
growth rates of indirect and direct
cross-border loans for all those parent
banks that have a subsidiary and of di-
rect loans for those parent banks that
do not have a subsidiary in any given
country. We then pool across time and
countries to compute the Pearson cor-
relation coefficient for the whole data-
set as well as for a dataset that we con-
struct by cutting off at the 97.5% quan-

! To verify our results we have repeated the exercise replacing foreign direct investment with trade links (i.e. gross

Austrian exports). However, due to potential endogeneity problems, we only report the analysis based on FDI.
Nonetheless, the outcome based on trade links goes beyond the results of the FDI regressions, with positive correla-

tions for all three lags (two of which are significant at the 1% level).

volatility in lending growth rates.

° Note that a simple average distorts the results as countries with very low total direct lending volumes show high
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Table 2

Correlation of Direct and Indirect Lending by Banks

Direct lending by Direct lending by Indirect lending by

banks with banks without banks with

subsidiaries subsidiaries subsidiaries
Direct lending by banks with subsidiaries 1.000 0.035 —0.004
Direct lending by banks without subsidiaries -0.027 1.000 @92
Indirect lending by banks with subsidiaries —-0.009 O)A5AF==5 1.000

Source: OeNB.

Note: #** indicates significance at the 1% level.

tile above and below average lending
growth rates. Table 2 shows the corre-
lation, with the upper triangular ma-
trix depicting correlations based on the
whole dataset and the lower triangular
matrix those based on the reduced
dataset.

These correlations indeed reveal
that the presence of a subsidiary entails
a different direct cross-border lending
behavior. The behavior of banks with-
out a subsidiary coincides more closely
with the lending behavior of banks’
subsidiaries in any given country than it
does with the direct cross-border lend-
ing behavior of these subsidiaries’ par-
ent banks. The correlation matrix
shows that the correlation of lending by
banks without a subsidiary and lending
by banks’ subsidiaries in the same coun-
try is positive and highly significant
whereas the direct cross-border lend-
ing behavior of banks that have no sub-
sidiary is slightly negatively and insigni-
ficantly correlated with the direct
cross-border lending behavior of banks
that have a subsidiary.

Whether the difference in direct
cross-border lending behavior of banks
with and without subsidiaries is due to
a substitution effect or a complemen-
tary effect with respect to the presence
of a subsidiary cannot be answered con-
clusively based on these correlations,
however. One way to explore the issue
of substitution versus complementary

effect is an analysis of the impact of
establishing a subsidiary on direct
cross-border lending by the parent. To
this end, we conduct an event study
based on 22 instances where a bank that
was already lending to a CESEE/CIS
country directly entered the same
country via a subsidiary. The time of
entry is taken as the reference point in
this experiment. We then calculate
the average (volume-weighted) credit
growth in direct cross-border lending
for every quarter before and after the
bank’s entry. As the effect of direct
cross-border lending growth rates ex-
hibits a large volatility, we then take
the growth rate averages over 0.5 year,
1 year and 1.5 years before and after
the reference point. In a second step we
look at a control group, which consists
of the volume-weighted quarterly
growth rates of direct cross-border
loans of all other banks per country be-
fore and after the entry of a new Aus-
trian subsidiary in any given country.
Table 3 shows the results of this small
experiment.

The result gives some indication
that market entry via a subsidiary en-
tails a complementary effect for direct
cross-border lending by the parent to
the respective country. Growth rates
averaged over all banks and two quar-
ters before and after the opening of a
subsidiary are up from 19.2% to 23.1%.
Although the growth rates of the con-
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Table 3
Direct Lending Growth and the Establishment of a Subsidiary
Market entry — sample of banks Control group
Observation period  Average growth Average growth rate| Average growth Average growth rate

before/after market  rate of direct lending | of direct lending after| rate of direct lending | of direct lending after

entry before market entry | market entry before market entry | market entry
% | % | % | %
0.5 year 19.2 231 10.0 10.3
1 year 3.0 13.0 10.0 11.0
1.5 years 3.5 121 9.8 11.5

Source: OeNB.

Note: The growth rates are volume-weighted quarterly growth rates averaged either over 2 quarters, 4 quarters or 6 quarters before and after
the establishment of a subsidiary. As some banks entered the market shortly after the beginning or shortly before the end of our obser-
vation period, the number of observations deviates from 22 (i.e. the number of newly-established subsidiaries in our sample during the
observation period) and ranges from 13 to 21 observations in any given quarter.

trol group also increase slightly, the in-
crease is more pronounced for the sam-
ple of banks that entered a market.

5.4 Host Country Characteristics

Following the internal capital market
theory of de Haas and van Lelyveld
(2006a), cross-border lending is directed
to more profitable countries and
regions. Therefore we look at relation-
ships between direct cross-border lend-
ing growth and macroeconomic vari-
ables on an exploratory basis.

In a first step we pool across groups
of CESEE and CIS countries and com-
pute the Pearson correlation coeffi-
cients of direct cross-border lending
growth and several macroeconomic
variables (see table 4). The pooled
groups coincide with the NMS-2004,
the NMS-2007 plus Croatia and the
CIS countries of our country sample.”
Statistical inference (i.e. determining
significance level for the Pearson cor-
relation coefficient) cannot rely on the
standard statistics since the used time

26

series (mostly growth rates) are serially
dependent.”” As a consequence our re-
sults should be taken with caution.

The positive correlation of direct
cross-border lending with present and
lagged consumption growth is in line
with economic theory and so is the
positive correlation with wage growth.
If nominal GDP growth is regarded as
an overall measure of country- specific
business attractiveness then the positive
correlation of direct cross-border lend-
ing growth with present and lagged
GDP growth rates supports standard
credit portfolio theories, which state
that credit commonly flows to profit-
able countries.”® Unemployment, though
most likely not significant, exhibits the
expected negative sign.

The relatively high correlation of
direct cross-border lending with past,
present and future values of private
domestic credit growth is in line with
the overall rapid credit growth in
CESEE and the CIS, which is largely
driven by the private sector. Finally the

Although statistical tests do not suggest that pooling is necessary, it helps solve two problems: First, pooling

increases the small number quear—on—year growth rates per country. Second, and equally important, the quality

of the macro economic data seems homogeneous among the chosen groups but heterogeneous across groups.

?7 See Mudelsee (2003). Constructing meaningful confidence intervals for our correlation analysis would require the

application of bootstrapping methods, which are beyond the scope of this paper.

% See de Haas and van Lelyveld (2006b), among others.
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Table 4

Correlogram of Host Country Specifics and Direct Lending Growth

Sample NMS-2004

Sample NMS-2007

Sample CIS

GDP growth?

Wage growth
Unemployment growth
Consumption growth
Private credit growth

Financial intermediation
growth?

GDP growth

Wage growth
Unemployment growth
Consumption growth
Private credit growth

Financial intermediation
growth®

GDP growth

Wage growth
Unemployment growth
Consumption growth
Private credit growth
Financial intermediation
growth®

‘ Corr(t-1t) ‘ Corr(t,t) ‘ Corr(t+1,t) ‘ Corr(t+2, t)‘ Countries included

‘ Corr(t-2,;t)’
0.48 0.48 0.48 048 0,51
045 046 043 045 0,51
—-0.11 —-0.11 —-0.06 -0.07 -0,05
0.59 0.56 0.59 0.61 0,63
0.54 0.53 0.48 046 0,46
046 043 0.36 0.32 0,30
0.27 0.22 017 0.14 0,06
0.20 0.21 0.23 0.25 0,27
-0.09 0.00 —0.04 —-0.08 —-0,25
0.33 0.32 0.25 0.20 0,12
0.32 0.26 0.21 0.16 018
0.23 017 0.14 0.11 019
0.32 0.24 0.25 0.11 0,06
018 0.20 0.14 0.16 0,08
—-0.17 -0.38 —0.44 -0.40 —-0,35
0.24 0.27 0.27 015 0,08
0.09 0.02 0.05 0.01 —-0,02
-0.09 —-0.12 -0.09 -0.06 -0,05

CZ, HU, PL, SI, SK'and LV
CZ, HU, PL, SI, SK and LV
CZ, HU, PL, SI, SK and LV
CZ, HU, PL, SI, SK'and LV
CZ, HU, PL, SI, SK and LV

CZ, HU, PL, SI, SK'and LV

BG, HR, RO
BG, HR, RO
BG, HR, RO
BG, HR, RO
BG, HR, RO

BG, HR, RO

BY, RU, UA
BY, RU, UA
BY, RU, UA
BY, RU, UA
BY, RU, UA

BY, RU, UA

" Correlation (macro variable(t), direct lending growth(t)).
2 Growth rates on a year-on-year basis.

3 Financial intermediation growth = private credit growth/GDP growth.

positive linear relation with financial
intermediation growth (measured by
the private credit-to-GDP ratio) sup-
ports the hypothesis that direct cross-
border lending goes to countries that
experience a general convergence to-
wards an equilibrium private credit-to-
GDP level.

At the current stage of our research,
the differences in correlations (i.e. with
private credit growth and with cross-
border direct lending) between groups
cannot be analyzed with the simple sta-
tistical methods applied. For future re-
search we plan to apply panel econo-
metric methods.

In the pooled group framework we
further analyze the impact of import
(+) and export growth (+) as well as

gross fixed capital formation growth
(1), inflation (~) and producer price
index change (+) and finally growth in
the average lending rate (—) on direct
cross-border lending growth.”

We have also explored the role of
banking sector profitability and the
quality of individual banks’ direct
cross-border loan book in Austrian
banks’ cross-border lending decisions.
Yet growth rates in direct cross-border
lending are unrelated to past, current
and future profitability levels in CESEE
and CIS countries as well as unrelated
to average internal ratings reported to
the Central Credit Register on a cus-
tomer-by-customer basis. The same is
true for real Austrian GDP growth.

2 (+) refers to a positive correlation whereas () indicates a negative correlation. Finally a (~) denotes a correlation

around 0.
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Box 1

Lending Restrictions

Rapid credit growth in many CESEE and CIS countries has encouraged local authorities to
implement a number of measures to restrict excessive credit growth. The range of these policy
options can be broadly classified into monetary, prudential and administrative measures (see
e.g. Hilbers et al., 2005). Monetary and administrative measures usually determine different
forms of reserve requirements. These may include augmented reserve requirements for
foreign currency lending, overall credit growth limits for banks as well as various forms of pro-
visions if certain reserve requirements are not met. Prudential measures mainly include capital
requirements like increased risk weights for specific loans or special loan-to-value ratios for
mortgage loans, to name a few.

Based on Borio and Shim, 2007, who provide a detailed list of policy measures adopted in
CESEE and the CIS, three countries stand out with respect to the pervasiveness of measures
to curb excessive credit growth: Croatia, Romania and Bulgaria. On a scale of invasiveness
Croatia is followed by Bulgaria and Romania. In Croatia authorities have been struggling to
slow down rapid credit growth, especially foreign currency lending for a couple of years." In
2008 Croatian banks faced a 75% loan-to-value ratio for housing loans and strict rules regard-
ing the approval of new loans. Moreover, the authorities have imposed a series of sanctions to
reduce foreign currency loans (on loans to unhedged borrowers and very high reserve require-
ments for foreign currency borrowing). In early 2007 the Croatian central bank (Hrvatska
narodna banka, HNB) additionally tightened monetary policy by introducing credit ceilings
(12% p.a.) and thus penalizing excessive bank lending by requiring banks to purchase low-
yielding HNB bills on lending beyond the credit limits. The rate of purchase of compulsory
HNB bills was set at 50% of the loans granted beyond the credit ceiling (75% as of January
2008). These measures were introduced from 2005 onwards, with their invasiveness increas-
ing over time. Since 2005 Bulgaria and Romania have started to adopt similar reserve and
capital requirements. In contrast to Croatia, however, the authorities have not introduced as
severe measures to dampen foreign currency lending such as penalties for excessive credit
growth.

In light of these policy measures it is of interest to take a closer look at direct cross-border
lending growth in the three aforementioned countries in order to see whether direct cross-
border lending has been used as a means to circumvent credit controls.

Direct Lending to Nonbanks Sectoral Growth Rates of Direct
Lending — Bulgaria

as a percentage of total lending to nonbanks %
100 80

® W 60

60 40

40 20

20 0 14 \4

0 —20
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= BG = HR = RO == Local governments, other corporate customers

and households
== Nonbank financial intermediaries

Source: OeNB.

! See Gardé (2008) for a detailed analysis of policy measures in Croatia.
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Lending — Croatia
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Sectoral Growth Rates of Direct
Lending - Romania
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In Bulgaria and Croatia the proportion of direct cross-border lending in total lending decreased
until 2004. Since then it has fluctuated around a relatively high fraction compared to other
CESEE and CIS countries (see table 2), whereas Romania’s direct cross-border lending struc-
ture seems to be dominated by idiosyncratic events.

According to the above figures, the growth rates of direct cross-border loans to NBs? do
not seem to indicate that banks are bypassing restrictions on a large scale. In Romania and
Bulgaria and to a lesser extent in Croatia, growth rates are highly volatile and the introduction
of credit controls in these countries from 2005 onwards did not spur a surge in direct cross-
border lending by Austrian banks.

A statistically significant difference in growth characteristics between direct cross-border
lending to NBs and Fls cannot be established in the above-mentioned countries. The pooling of
countries reveals a positive correlation (0.26) between growth rates of direct cross-border

lending to NBs and Fls.

2 See chapter 3 “Data” for a definition of nonbanks (NB).

6 Conclusions
Direct cross-border lending is an im-
portant component in the ongoing pro-
cess of financial deepening in CESEE
and the CIS. This paper investigates the
characteristics as well as the determi-
nants of Austrian banks’ direct cross-
border lending to CESEE and the CIS.
Regarding their characteristics, it is
important to point out that direct cross-
border lending has increased rapidly
over the last few years, although its

growth has lagged behind the growth

rates observed for indirect cross-border
lending by Austrian banks. Direct
cross-border loans have been growing
particularly fast in the NMS-2007 as
well as in SEE, and the bulk of these
loans goes to corporates and is denomi-
nated in a foreign currency, with the
euro taking a prominent position.
Regarding the economics of direct
cross-border lending it is important to
acknowledge its complex nature, which
is influenced by a broad range of deter-
mining factors. Our analysis is a first
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step towards understanding the role of
geographic proximity and economic
integration between the home and the
host country as well as the importance
of the presence of a subsidiary and the
macroeconomic development of the
host country in explaining direct cross-
border lending. Based on a series of
univariate analyses, we provide some
evidence for the relevance of these fac-
tors. Especially small and medium-
sized banks’ direct lending behavior
seems to be driven by a “neighborhood
effect” as most of their lending to the
region goes to adjacent CESEE coun-
tries.

Although data limitations have to
be acknowledged, we have shown that
economic integration measured by Aus-
trian nonfinancial FDI as well as rising
Austrian exports to CESEE and CIS
countries are followed by an increase in
direct lending to these countries. More-
over we have shown that the presence
of a subsidiary indeed influences banks’
direct cross-border lending patterns.
More specifically, the direct cross-bor-
der lending behavior of banks without a
subsidiary in any given country appears
to resemble lending by banks with a
subsidiary via this subsidiary in this
country. In addition, the market entry
in a country by means of a subsidiary
also leads to an increase in the growth
of direct lending. Thus direct cross-
border lending and indirect cross-bor-
der lending seem to be complements
rather than substitutes. In addition,
host country factors such as GDP
growth, private sector credit growth,
financial intermediation growth and
wage growth also appear to be associ-
ated with direct cross-border lending
growth.

Furthermore we examine the role
of domestic lending restrictions in a se-
lection of CESEE and CIS countries
and their effect on direct cross-border
lending. Although our data do not
allow any final conclusions, they indi-
cate that there is no bypassing of re-
strictions on a larger scale regarding
direct cross-border loans to nonbanks
and nonbank financial institutions.
However, circumvention of law is a
complex issue, and given the aforemen-
tioned data restrictions, such acts of
circumvention are likely to be difficult
to detect.

Yet, we do not want to conclude
without pointing out a number of im-
portant caveats to our analysis, the
most important of which certainly re-
lates to the fact that at this early point
of our research we perform a series of
univariate analyses only. A more so-
phisticated econometric analysis could
potentially reveal different dynamics.
Some of the above conclusions may
even turn out to be spurious. However,
an econometric analysis of the issue
would have exceeded the scope of this
paper and is therefore left to future
research. Secondly, our analysis in-
cludes only Austrian banks’ direct
cross-border lending to CESEE and the
CIS. Although Austrian banks account
for about one-fifth of all lending to the
region, the dynamics of direct cross-
border lending may differ for banks
resident in other countries. Finally, a
potential selection bias in our lending
data, which covers only lending above
EUR 350,000 has to be acknowledged.
Yet, we believe that the missing lending
business is not materially relevant for
direct cross-border loans.
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Banking and Financial Stability in Russia and
the Euro Area amid International Financial
Market Turbulences

This study was drafted during the preparation of the Fifth Joint High-Level Eurosystem — Bank
of Russia Seminar hosted by the OeNB in Vienna on March 11-12, 2009. The first part of the
study illustrates developments in the euro area, where the financial sector suffered to some
extent from spillover effects from the first waves of the subprime crisis and later more sub-
stantially from the demise of Lehman Brothers. While rescue actions taken by national
authorities and the ECB mitigated crisis effects, current challenges arise from a cyclical dete-
rioration of credit quality and further adverse developments in global financial markets. The
study highlights the considerable exposure of euro area banks to emerging Europe in general
and their more modest exposure to Russia in particular. It then discusses developments in
Russia: Embarking from a quite favorable macroeconomic environment, Russia was caught up
in the global financial turbulences only in recent months, but the impact was heavy and exac-
erbated by structural weaknesses of the Russian economy. The Russian authorities’ crisis
response measures have been substantial and contributed to staving off a systemic banking
crisis, but the sector remains fragile. The paper concludes with comments on lessons learnt:
Confidence — which is the foundation of the financial system — needs to be restored. Struc-
tural and institutional problems have to be addressed adequately. Interbank markets should
be made more resilient to shocks.

JEL classification: E52, G18, G21, G28
Keywords: Banking system, contagion, crisis response measures, euro area, financial crisis,
financial rescue package, financial stability, Russia

Stephan Barisitz,
Gernot Ebner,
Mathias Lahnsteiner,
Johannes Pann'

1 Introduction
This study was drafted in preparation
for the Fifth Joint High-Level Eurosys-
tem — Bank of Russia Seminar hosted
by the Oesterreichische Nationalbank
(OeNB) in Vienna on March 11-12;
2009.” The aim of the seminar series
was to strengthen dialog and deepen
relations between the Bank of Russia
(CBR) and the Eurosystem, which have
intensified in recent years. The Vienna
seminar was attended by high-level rep-
resentatives, including presidents and
overnors, of Eurosystem central banks
and the CBR, as well as by representa-
tives of the European Commission and

1

of the Government and the Federal
Assembly of the Russian Federation.
The program was divided into three
sessions, the first of which was pre-
pared by the CBR, the second by the
ECB and the third by the OeNB.
OeNB Governor Ewald Nowotny
welcomed participants and also ad-
dressed the seminar with a keynote
speech on banking and financial stabil-
ity in Russia and the euro area. Gover-
nor Nowotny stressed that it is a com-
mon challenge to restore confidence in
financial institutions by credible recapi-
talization and loan loss recognition as
well as to revive interbank markets and

Foreign Research Division and Financial Markets Analysis and Surveillance Division, Stephan.barisitz@oenb.at,
gernot.ebner(@oenb.at, mathias.lahnsteiner(@oenb.at, johannes.pann(@oenb.at. The authors are thankful for
valuable comments received from Peter Backé, Thomas Reininger and Markus Schwaiger (all OeNB). This study
reflects the state of knowledge as at the time of the seminar and has since not been updated. Editorial close:
March 10, 20009.

The previausfour higb—]eve] seminars were hosted b)/ Suomen Pankki — Finlands Bank in Helsinki in 2004, the
Bank of Russia in St. Petersburg in 2005, the Deutsche Bundesbank in Dresden in 2006 and the Bank of Russia
in Moscow in 2007.
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strengthen their resilience in times of
stress. In his opening remarks, ECB
President Jean-Claude Trichet empha-
sized that the financial crisis has hit
both the euro area and Russia. In light
of the common challenges, the most
important task of policymakers in the
euro area and Russia is to help resolve
the crisis quickly and thoroughly,
President Trichet underlined.

Session I was chaired by ECB Board
Member Lorenzo Bini Smaghi and en-
titled “Current state of the Russian
economy — challenges for monetary
policy.” Sergey M. Ignatiev, Chairman
of the Bank of Russia, held a keynote
speech on this topic. He pointed out
that the significant deterioration of the
economic situation toward the end of
2008 had prompted the CBR to actively
apply instruments of monetary policy
and to take additional measures to
strengthen liquidity in the banking sec-
tor. Notwithstanding the financial mar-
ket turbulences, the CBR intends to
persevere with efforts to bring about a
gradual reduction of inflation. Seminar
participants noted that both the euro
area and Russia have been hit by the
severe global economic slowdown as
foreign demand for exports has de-
clined and domestic demand has been
negatively affected by worsening eco-
nomic prospects and a tightening of
financing conditions. They agreed that
the outlook for the euro area and the
Russian economy is surrounded by con-
siderable downside risks. However, cri-
sis response measures taken by the au-
thorities in recent months should pro-
vide support to economic activity.

Session I, chaired by ECB Presi-
dent Trichet, dealt with “The impact of
commodity price developments on
domestic and global inflation.” In his
keynote speech, ECB Deputy Director
General Gilles Noblet pointed out that
the sharp increases in commodity prices

until mid-2008, followed by substantial
price declines, have exerted a consider-
able influence on consumer prices. Par-
ticipants agreed that a good under-
standing of the nature and duration of
these commodity price fluctuations,
and of their impact on the medium- to
long-term outlook for price stability,
was essential for the conduct of mone-
tary policy.

The focus of session III, chaired by
the President of the Deutsche Bundes-
bank, Axel Weber, was “Banking and
financial stability in Russia and the euro
area in the context of international fi-
nancial market turbulences.” Partici-
pants reviewed developments in the
banking sector, focusing on the impact
of the global financial crisis. They noted
that, though developments in the euro
area and Russia have been different in
various respects, financial stability con-
ditions have worsened significantly
since the onset of the global financial
turmoil. They also discussed the crisis
response measures taken and planned
by the respective governments to con-
tain stability risks and restore confi-
dence in the banking sector.

This study served as a background
paper for Governor Nowotny’s above-
mentioned keynote speech. Section 2
briefly outlines developments in the
global economy, while section 3 focuses
on the euro area, whose financial sec-
tor suffered to some extent from spill-
over effects from the first waves of the
subprime crisis and later more substan-
tially from the bankruptcy of Lehman
Brothers. After reviewing rescue pack-
ages taken by national authorities, the
study highlights the exposure of euro
arca banks to emerging Europe in
general and to Russia in particular. Sec-
tion 4 discusses banking sector devel-
opments in Russia. Amid a rather favor-
able macroeconomic environment, the
global financial turbulences reached
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Russia only in recent months, but the
impact was heavy and exacerbated by
structural weaknesses of the Russian
economy. The paper continues by dis-
cussing Russian crisis response mea-
sures, their scope and effectiveness.
Putting the latest figures into context,
section 5 analyzes risks to financial
stability in a scenario of continued
stress with regard to both the euro area
and to Russia. Finally, section 6 con-
cludes with comments
learnt.

on lessons

2 Developments in the External
Environment

The financial crisis has pushed the
world economy into an abrupt down-
turn. All forecasts — whether from in-
ternational organizations or national
institutions — paint the same basic pic-
ture: a strong decrease of growth in
2009. Many countries will experience,
or are already going through, a reces-
sion. At the same time, inflation — un-
der the impact of the massive drop of
energy and raw material prices and of
worsening demand conditions — is ex-
pected to recede markedly. World eco-
nomic recovery is not expected before
2010. However, major uncertainties
relate to the depth of further repercus-
sions of the financial crisis on the real
economy, to the size of the impact of
real economic developments on the
financial sector and to the time of the
turning point. In the euro area, annual
GDP growth declined from 2.2% in
the first quarter to —1.3% in the fourth
quarter of 2008. According to the
IMF’s projections of January 2009,
euro area GDP is expected to contract
by about 2% in 2009. While robust

Russian economic expansion in the first

Banking and Financial Stability in Russia and the Euro Area amid
international Financial Market Turbulences

half of 2008 (+8.0% year on year) had
benefited from record-level oil prices,
the change in the external environ-
ment, in particular the plunge of the oil
price, contributed to a marked decel-
eration of growth in the third (—6.2%)
and fourth (—1%) quarters. The IMF
expects Russian GDP to contract by
0.7% in 20009.

3 Banking and Financial Stability
in the Euro Area’

From the last High-Level Seminar until
July 2007, macrofinancial conditions
were very favorable. The financial sec-
tor’s profitability was high, asset qual-
ity and asset prices were rising, volatili-
ties in equity, bond, credit and foreign
exchange markets were low by histori-
cal standards, and risk premiums were
extraordinarily small (“pricing for per-
fection”). This trend may also have pro-
moted high credit growth in some
emerging economies. However, below
the surface significant imbalances had
been building up at various levels in the
global economy and the global financial
system.

Before the financial market turmoil
began in July 2007, the financial condi-
tions of large and complex banking
groups (LCBGs) in the euro area had
been generally strong. Banks had en-
joyed improvements in fee, commission
and trading income. Capital buffers
were comfortable relative to regulatory
requirements, but were slightly diluted
due to higher risk-taking. Turning to
structural banking developments, a
continuation of the consolidation pro-
cess and hence of market concentra-
tion, driven by the dynamic growth of
certain banking groups with intense
mergers and acquisitions (M&A) activi-

> Our analysis is based on ECB publications including the ECB Financial Stability Reviews of June and December
2008 and the 2005, 2006 and 2007 reports on EU Banking Sector Stability and on EU Banking Structure.
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ties, was observed. A further notewor-
thy trend was the significant increase in
the number of acquisitions by EU credit
institutions of banks located in third
countries.

3.1 Lehman Brothers’ Default
Raised Uncertainty and
Counterparty Risk to
Unmatched Levels

When the U.S. subprime crisis erupted
in July 2007, its impact was initially
limited to financial markets in industri-
alized economies and a few emerging
markets. However, in September 2008,
the failure of Lehman Brothers — the
largest bankruptcy in U.S. history —
marked the transition from financial
turmoil to crisis (see chart 1). Increased
concerns about counterparty risk and
uncertainty about their own liquidity
needs prompted banks to either hoard
liquidity or lend funds only for a very
short term at relatively high rates and/
or against collateral. The default of
Lehman Brothers also challenged the
widely held view that any large bank
that was thought to be too large or too

interconnected to fail would be sup-
ported by the public authorities. This
triggered a sharp increase in EURI-
BOR-EONIA spreads across all matur-
ities. In this environment, euro area
banks were forced to make more fre-
quent use of the ECB marginal lending
facility. At the same time, amounts
placed on the deposit facility rose sig-
nificantly, implying significant impair-
ment of the redistribution of interbank
liquidity.

Major wholesale funding markets
have been under increased pressure;
even covered bonds have been adversely
affected. Until the beginning of 2009,
no major covered bond issuance took
place. In the first three quarters of
2008, the volume of new European
securitization issuance fell by 9.4%
(year on year) to EUR 343.5 billion,
while at the same time deal sizes in-
creased and the share of issuances with
the highest ratings went up to 84%
from 68% in September 2007. In the
fourth quarter, however, issuances went
up by EUR 367.6 billion to reach a
total of EUR 711.1 billion in 2008.

126

FINANCIAL STABILITY REPORT 17 — JUNE 2009



Banking and Financial Stability in Russia and the Euro Area amid
international Financial Market Turbulences

Chart 2
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According to market observers, the
majority of securitizations are being
retained, presumably for repo purposes
in central bank liquidity schemes. Thus,
the public securitization market re-
mained frozen.

3.2 Loss of Confidence not only
among Financial Market
Participants

After the failure of Lehman Brothers,
many euro area banks became subject
to the risk of being hit by a loss of con-
fidence in, and speculation about, their
liquidity or solvency positions, espe-
cially those that relied on wholesale
funding and on big structured credit
portfolios. In late September 2008,
two large euro area banks with large-
scale cross-border activities came un-
der intense market pressure. In Ger-
many, too, a major commercial prop-
erty lender faced severe funding prob-
lems. Asaresult, heightened uncertainty
among the general public drove up cash

demand. Mutually reinforcing dynam-
ics became important drivers of market
developments as leveraged investors in-
cluding hedge funds were forced to un-
wind loss-making positions.

3.3 Financial Crisis Impairs
Profitability

As a result of the intensified financial
turmoil, the profitability of euro area
banks fell significantly in the second
half of 2008. Net profits decreased
strongly year on year, and some banks
even posted outright losses. In a re-
markable development, the decline in
quarterly earnings accelerated over the
last quarters of 2008. This drop can be
traced back mainly to write-downs of
exposures to securities affected by the
financial market turmoil and losses by
proprietary trading units (chart 2) as
well as to rising loan loss provisions.
The development of CDS spreads shows
that the intensification of the financial
turmoil and the deteriorating macrofi-
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nancial environment have driven up
risk premiums for the financial sector
and for nonfinancial issuers with weak
credit ratings.

3.4 Comprehensive Rescue Actions
to Mitigate Crisis Effects

In the course of the crisis, both mone-
tary and fiscal policymakers intervened
on the basis of their statutory roles in
the Eurosystem. Faced with money
market disruption, the ECB increased
the frontloading of liquidity in its main
refinancing operations (MROs) in the
second half of September 2008 by al-
lotting even larger amounts in excess of
the benchmark amount. On October 8,
2008, it announced that MROs would
henceforth be carried out through
fixed-rate tender procedures with full
allotment and that the width of the
corridor formed by the marginal lend-
ing facility and the deposit facility
would be narrowed symmetrically
from 200 to 100 basis points.* More-
over, on October 15, 2008, the Gov-
erning Council of the ECB decided to
carry out all longer-term refinancing
operations (LTROs) through fixed-rate
tender procedures with full allotment
and to extend the list of eligible collat-
eral. In addition, the ECB decreased its
interest rates on main refinancing op-
erations from 4.25% to 1.5% between
October 8, 2008 and March 11, 2009.
The ECB has also taken coordinated ac-
tion with other national central banks
in order to improve the smooth func-
tioning of the money and swap mar-
kets, as foreign currency funding had
dried up. The ECB entered into swap
agreements with the Federal Reserve,
the Swiss National Bank and Danmarks
Nationalbank and into repo agreements

with  Magyar Nemzeti Bank and
Narodowy Bank Polski.

At the euro area level, the heads of
government agreed on a framework and
an action plan to support banks on Oc-
tober 12, 2008. This plan involved
measures that included a strengthening
of deposit guarantee schemes, offering
government guarantees for bank debt
issuance and providing capital injec-
tions to systemically important banks.
This framework was fully endorsed by
the European Council at its meeting on
October 15 and 16, 2008. In line with
the framework, more than EUR 2.0
trillion have thus far been pledged by
euro area governments to guarantee
banks’ new debt issuance, support
their recapitalization or purchase their
assets.

3.5 Rescue Packages Foster Gradual
Improvement in Money Markets

The announcement, adoption and in-
cipient implementation of the rescue
packages has contributed to safeguard-
ing banking sector stability; there has
been no bankruptcy of a major financial
institution. The rescue measures, in
combination with other measures taken
by central banks, have fostered a grad-
ual improvement in the money market
and reduced systemic risk. However, it
is too early to draw conclusions on the
effectiveness of the rescue packages be-
cause of the lagged effect of measures
and the unavailability of timely data. It
has to be borne in mind that even with
the rescue measures in place, the sup-
ply of bank lending to the real economy
cannot realistically mean a return to
the situation before the crisis, when
credit was plentiful and risk was under-
estimated.

* With effect from January 21, 2009, this corridor was widened again to 200 basis points to restore the interbank

market.
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The financial turmoil has triggered
a debate on the future regulatory frame-
work at the global level, which is based
on many elements including (1) the ex-
tension of the coverage of regulation to
all components of the financial system
that are relevant for its stability, (2) the
strengthening of prudential require-
ments for credit institutions and (3) the
reduction of the potential procyclical-
ity of capital requirements and account-
ing standards as well as an increasing
transparency of structured credit prod-
ucts and ratings. Several public and
private sector initiatives, among them
the G-20, the Financial Stability
Forum and the Institute of International
Finance, have actively contributed to the

debate.

3.6 Markets’ Higher Capital
Requirements Are Met with
Government Capital Injections

Not least because of the high uncer-
tainty regarding the value of banks’ as-
sets, markets require that banks have
capital ratios that are significantly above
the regulatory minimum also because
of the high uncertainty regarding the
value of banks’ assets. The deleveraging
activities of banks and their support
through capital injections by national
governments led to a small rise in sol-
vency ratios. In the case of euro area
LCBGs, both the capital adequacy and
the tier-1 ratio were on average at their
pre-crisis levels at the end of 2008, but
their ranges widened. Furthermore,
recapitalizations  raised  discussions
about possible market distortions and
the quality of injected capital. This led
to clarifying communications by, and
approval procedures with, the Euro-
pean Commission to ensure the har-
monization of national rescue opera-
tions, causing some delay in their im-
plementation. Some banks are hesitant
to accept government support, which

Banking and Financial Stability in Russia and the Euro Area amid
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may be related e.g. to the fear of a nega-
tive stigma for banks that are in rela-
tively good financial condition or to the
attractiveness of financial rescue pack-
ages.

3.7 Rescue Packages Contributed to
Increased Sovereign Risk
Premiums

The implications of the rescue packages
(and broader fiscal stimulus measures)
for the supply of sovereign debt have
been reflected in widening yield spreads
and disappointing auction results.
These developments highlight the need
for governments to take the long-term
sustainability of public finances into
account when devising and implement-
ing rescue and stimulus measures (see

table 1).

3.8 Some of the Identified Risks
Materialized

In their background paper for the last
High-Level Seminar, Korhonen and
Winkler (2005) pointed out several
risks to the euro area banking system
which have since materialized to some
extent. Their paper highlighted, for in-
stance, the vulnerability of euro area
banks to liquidity and credit risks. Fur-
thermore global imbalances came to
the fore as predicted (i.e. heightened
exchange rate risks, a reduction of
banks’ profits and a repricing of risks).
However, it remains to be seen whether
banks have adequately provided for

lower credit quality in home markets.

3.9 Exposures to the U.S.A. and the
U.K. Prevail and Entail Further
Contagion Risks

An early lesson to be learned from the
U.S. subprime crisis was certainly that
contagion from other banking sectors
and global financial markets is an im-
portant source of risk for euro area
financial stability. According to the
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Table 1
A Comparison of Crisis Response Measures, Banking Sector Assets, Government Debt Ratios
and Outstanding Amounts of Short-Term Debt
Euro area AT BE cY DE ES l FR EL

Rescue packages in EUR billion

Capital injection 2391 15 18.4 - 80 - 4 43 5

Asset purchases/swaps 98 - - - - 50 - - 8

Guarantuees/loans/credit lines 1922.5 75 90.8 - 499.8 100 50 374.8 15
Rescue packages in % of GDP

Capital injection 2.6 53 53 - 32 - 21 2.2 2.0

Asset purchases/swaps - - - - - 4.6 - - 3.3

Guarantuees/loans/credit lines 20.8 264 26.0 - 201 91 263 191 6.1
Banking sector assets as of December 2008

Total assets in EUR billion 31,807 1,068 1,279 119 7,893 3,374 396 7,698 465

% of GDP 343 376 366 705 317 307 208 393 190
Government debt in % of GDP

GDP in 2008 9,261 284 349 17 2,489 1,098 190 1958 244

Budget deficit in 2008 -1.3 -0.6 -0.5 1 0 —1.6 51 -3 -2.5

Government debt 2008 66.6 574 86.5 48.2 64.3 37.5 31.6 654 934
Short-term debt securities, outstanding amount as of December 2008 in % of GDP

Government 6.1 0.9 13.8 2.8 19 4.9 39 8.2 2.7

Financial institutions 8.1 6.5 37 34 6.1 6.7 124 204 0.9

Nonfinancial institutions 0.0 0.1 0.0 0.0 0.0 0.0 0.0 0.0 0.1
Source: ECB, Eurostat, government announcements and OeNB calculations.

Table 1 cont.
A Comparison of Crisis Response Measures, Banking Sector Assets, Government Debt Ratios
and Outstanding Amounts of Short-Term Debt
IE ‘ IT ‘ LU ‘ MT ‘ NL ‘ PT ‘ Sl ‘ SK

Rescue packages in EUR billion

Capital injection 10 20 29 - 36.8 4 - -

Asset purchases/swaps - 40 - - - - - -

Guarantuees/loans/credit lines 485 - 041 - 200 20 12 -
Rescue packages in % of GDP

Capital injection 54 1.3 7.8 - 6.3 2.4 - -

Asset purchases/swaps - 2.5 - - - - - -

Guarantuees/loans/credit lines 260.0 - 0.3 - 34.0 11.9 32.0 -
Banking sector assets as of December 2008

Total assets in EUR billion 1,744 3,700 1,274 42 2,225 483 49 50°

% of GDP 935 233 3,408 740 378 288 131 77
Government debt in % of GDP

GDP in 2008 187 1,585 37 6 589 167 38 66

Budget deficit in 2008 =55 —2.5 27 —3.8 1.2 —2.2 -0.2 —2.3

Government debt 2008 31.6 1041 1441 631 482 64.3 21.8 28.8
Short-term debt securities, outstanding amount as of December 2008 in % of GDP

Government 0.0 9.3 - 64 12.2 8.7 0.2 -

Financial institutions 14.2 0.1 - 0.0 39 1.5 0.0 -

Nonfinancial institutions - 0.1 - 0.0 0.0 041 - -

Source: ECB, Eurostat, government announcements and OeNB calculations.

" Figure taken from the 2007 BSC Structural Report.
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BIS, the United Kingdom and the
United States together accounted for
more than half of euro area banks’ con-
solidated foreign claims at end-2008,
and offshore centers for another 7.5%.
These exposures refer not only to
traditional lending activities but also to
investment banking, proprietary trad-
ing and asset management. A lot of bad
news have already been priced into
these markets, but the following risks
still prevail:

—  Persistent economic weakness and a
further deterioration of housing mar-
kets. Adverse developments could
not only increase delinquency ratios
further and weaken credit demand,
but might also continue to depress
real estate prices and hence collat-
eral values.

— Prolonged risk aversion of investors and
issuers. This could continue to de-
press noninterest income, decrease
efficiency and necessitate further
downsizing. The resulting high vol-
atility may pose a potential burden
for banks’ profits.

— Counterparty  risks vis-a-vis hedge
funds and insurance companies. Both
the hedge fund and the insurance
industry act, inter alia, as impor-
tant counterparties in derivatives
trades, but as they have recently ex-
perienced substantial pressures (e.g.
hedge funds received redemption
calls and faced tighter bank lending
conditions; insurance companies
may have suffered a marked decline
in the value of investments), their
outlook is highly uncertain.

3.10 Euro Area Banks Exposed to
Emerging Europe Face Severe
Challenges

Aside from banking activities in the ec-

onomically developed countries, tradi-

tional banking activities in emerging
markets in general, and in Central,

Banking and Financial Stability in Russia and the Euro Area amid
international Financial Market Turbulences

Eastern and Southeastern European

(CESEE) countries (mainly non-euro

area EU Member States) in particular,

have become increasingly important.

At end-September 2008, euro area

banks’ consolidated claims vis-a-vis

CESEE (including Turkey) amounted

to about 13.6% of total foreign claims

or 9.6% of euro area GDP according to

BIS data. However, exposures to CE-

SEE economies vary significantly across

euro area banking sectors. In most

cases, risks are contained because of
the small size of the exposures (com-
pared to claims on the U.S.A. and the

U.K.), but a prolonged crisis in this re-

gion would constitute a serious addi-

tional burden for euro banks that are
already stressed.

Sharply increased risk aversion and
deleveraging activities and, in particu-
lar, the malfunctioning of international
foreign exchange swap markets dried
up liquidity not only in banks’ funding
markets but also in government bond
markets. Together with rising expecta-
tions of recession in the CESEE region’s
main export markets, this put several
currencies under depreciation pres-
sure. Local policymakers and supervi-
sors intervened with regulatory, mone-
tary and fiscal measures. In certain
cases, the International Monetary Fund
(IMF), the World Bank, the EU and
the ECB stepped in and provided assis-
tance.

There are several challenges for
euro banks with respect to their
CESEE business:

— Adverse funding conditions. Excessive
lending growth rates, especially in
foreign currencies, have increased
the ratio of nonbank loans to non-
bank deposits in several countries
and aggravated currency as well as
maturity mismatches. However,
even if the lending boom was partly
financed by the external borrowing
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(from their parent banks) of euro
area banks’ subsidiaries, the latter
continue to be predominantly lo-
cally funded.

— Relatively low Ievels of loan loss provi-
sions. The recent credit boom in
CESEE took place in a very benign
economic environment. Banks may
therefore have underestimated
credit risks (especially under fixed
exchange rate regimes in some
smaller countries).

— Relatively low tier-1 capital ratios.
Banks’ focusing on shareholder in-
terests has led to high lending
growth rates and high returns on
equity, but also to weaker capital
buffers.

— Relatively high goodwill. Tightening
competition pushed up prices of
acquisitions and hence led to mate-
rial goodwill in banks’ balance
sheets.

On the one hand, both direct and indi-
rect lending by foreign banks to CESEE
countries has been beneficial to bor-
rowers and lenders (and their respec-
tive countries of residence) alike and
has entailed positive externalities for
third parties. On the other hand, the
involvement of foreign banks means
that CESEE economies are vulnerable
to problems that a foreign bank may
suffer from its exposure in other coun-
tries inside or outside this region. Fac-
tors that could magnify contagion
effects on other CESEE countries and
on the home country itself are basically
the centralized (capital and liquidity)
management of subsidiaries by parent
banks, the large asymmetry in foreign
exposures between home and host
countries, the concentration of funding
sources and the often very short matu-
rity of foreign claims. These strong
linkages make coordinated responses of
home and host countries vital.

3.11 Euro Area Banks Have Boosted
Lending to Russia, in Particular
Cross-Border and Often at
Short Maturities

While foreign banks’ total involvement
is relatively smaller in Russia than in
other countries of the region, it con-
sists mainly of more unstable direct
cross-border lending by nonparent
banks (to banks and nonbanks in Rus-
sia). During the period of benign global
credit and liquidity conditions before
the outbreak of the crisis, Russian
banks and nonbanks increased their
foreign liabilities — both market instru-
ments and syndicated loans — swiftly
and substantially (see also below).
These relatively cheap funds have been
provided to a considerable degree by
large euro area banks. At the end of
2008, foreign banks (from 24 BIS re-
porting countries) held consolidated
claims on Russia of EUR 163 billion or
14% of Russian annual GDP. Approxi-
mately three-quarters of this amount
consisted of direct cross-border loans.
Consolidated claims of euro area banks
amounted to roughly 10% of Russian
annual GDP, or 1.3% of the annual
euro area GDP. At the same time, Rus-
sian banks and enterprises have also
found rising investment opportunities
in the euro area.

Particularly in the context of the
current international economic crisis,
however, one should not forget the real
economic links between the euro area
and Russia and their potential repercus-
sions. An aggravated downturn in the
euro area economy may have negative
spillover effects on its trading partners’
real economies and, consequently, also
on their financial stability.
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4 Banking and Financial Stability
in Russia®

After the 1998 crisis, Russian banking
recovered only hesitantly. Toward the
middle of the current decade, however,
some important and long-awaited ad-
vances were achieved as regards the up-
grading of prudential supervision, steps
toward introducing the International
Financial Reporting Standards (IFRS)
and the creation of a general mandatory
deposit insurance scheme.® Moreover,
in mid-2006, the CBR removed all re-
maining capital controls and the Rus-
sian ruble became fully convertible. In
the second half of the decade, swift ex-
pansion of banking activities resumed
in a favorable environment character-
ized by high economic growth (by
almost 7% p.a. on average; see table A1
in the annex), continuously rising oil
prices and prudent macroeconomic
policies.

The speed of the expansion of bank-
ing activity reached a climax just before
the impact of the U.S. subprime crisis
made itself felt in Russia in the late
summer of 2007 (see chart 3). Lending
to enterprises and particularly to house-
holds has been the driving force of this
expansion. The share of foreign ex-
change deposits in total deposits fol-
lowed a downward path (dedollariza-
tion) and arrived at 20% in mid-2007
(see table A2 in the annex). With credit
demand steadily outstripping deposit
growth, banks increasingly resorted to
— relatively cheap — foreign borrowing
to finance their lending activities. Tak-

ingup funds abroad had become cheaper

Banking and Financial Stability in Russia and the Euro Area amid
international Financial Market Turbulences

thanks to the country’s improved credit
ratings, an abundance of liquidity on
the world markets and persistent nomi-
nal appreciation pressures on the Rus-
sian ruble. Thus, banks’ external debt
as a percentage of their total liabilities
grew from about 15% at end-2004 to
23% at end-2007 (and 25% in mid-
2008, of which about one-third was
short term).

Attracted by the buoyant economy,
the credit boom and high profitability,
inward banking FDI started to get off
the ground. The share of majority for-
eign-owned credit institutions in total
banking sector assets almost doubled
from 8% at end-2004 to around 15% in
mid-2007 (coming to 19% by end-Sep-
tember 2008). Yet various institu-
tional/structural difficulties have re-
mained. One shortcoming has been the
uneven distribution of liquidity and in-
sufficient functioning of the interbank
market, as pointed out by Korhonen
and Winkler (2005).

4.1 Spillover Effects from
International Financial
Turbulences since August 2007

Private sector capital inflows into Rus-
sia have become more volatile since the
summer of 2007 (see chart 3), reflect-
ing the impact of the U.S. subprime
crisis and the ensuing global financial
turmoil. Interest rate levels on the do-
mestic interbank loan market, which
took some of the strain from the con-
traction of inflows, were pushed up
(see chart 4). However, overnight lend-
ing rate levels remained negative in real

> Our analysis is principally based on CBR data and publications.

practices are still needed.

N

However, furrher advancesfrom compliance-oriented to risk-oriented accounting, valuation and supervision

In the Russian interbank market, only a few banks have tended to act as liquidity providers and many second-tier

credit institutions typically lack adequate collateral and therefore face difficulties in refinancing themselves
through the market or the monetary authority. In stress situations like the one that affected several banks in 2004
— and again in 2007 and 2008 — liquidity can quickly dry up,forcing some market players to sell their assets.
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Chart 3
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terms. The CBR contributed to calm-
ing down the situation by quickly and
repeatedly supplying liquidity. An end-
2007 surge in government spending
also helped ease liquidity strains. How-
ever, the sharp rise of inflation since
the fall of 2007 has complicated the
CBR’s banking stabilization policy.
Pushed by significantly increasing food
and energy prices, consumer price in-
flation rose to 11.9% at end-2007 and
to above 15% in mid-2008 (year on
year). From the fall of 2007 to the sum-
mer of 2008, the monetary authority
had to steer a middle course between
the opposing goals of monetary policy
and bank soundness.

4.2 Strong Impact of Aggravation of

Global Cirisis since September 2008
The drastic worsening of the U.S. and
global financial crises in September
2008 gave rise to expectations of a

worldwide downturn and sent the oil
price plummeting.® Together with the
immediate global deleveraging process
of financial institutions (in particular
hedge funds), this led to a plunge of the
Moscow stock exchange (RTS) index
by almost 75% from its heights reached
carlier in the year until mid-October.
The outflow of previously accumulated
foreign capital inflows and the stock
market downturn had a destabilizing
impact on the Russian economy in
general and the financial sector in par-
ticular, given their specific vulnerabil-
ity as characterized by
— the sizeable accumulated external
debt (to nonparent sources) of Rus-
sia’s banking sector and private non-
banks (shares of total private sector
debt and banking sector debt in
Russia’s total external debt at end-
September 2008: 92% and 37%,
respectively) heightened  depen-

§ Crude oil prices (Urals grade) declined from an average monthly price of USD 129 per barrel in July 2008 to

USD 69 in October and USD 38 in December.

° Total deposits started to contract in real terms in October 2008.
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Chart 4
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dence on debt-creating capital in-

flows, given the low net FDI in-

flows into the Russian economy and
its banking sector (the latter total-
ing 1.4% of GDP in the first half of

2008),

— the exposure of the Russian bank-
ing sector to the stock market
through extensive leveraging and
the widespread but risky practice of
pledging corporate shares to raise
cash (repo stock loans), which led to
sizeable margin calls (often trigger-
ing fire sales) as the value of credit
collateral declined.

The sudden stop of capital inflows
hit an already fragile interbank market,
whose overnight lending rates reached
double digits in mid-September 2008
and repeatedly spiked in the following
months, indicating a liquidity squeeze.
The liquidity situation of credit institu-
tions deteriorated markedly and ex-
erted pressure on their capitalization.

This is true particularly of medium-
and smaller-sized institutions, which
often have limited deposit bases and
insufficient liquid assets for use as col-
lateral. Some of them grew illiquid and
had to close down.

The oil price dive, massive capital
outflows and the stock market plunge
unleashed downward pressures on the
Russian ruble, which increased the cur-
rency risk in banking activities. This
added to concerns about the illiquidity
of some banks. Deposit withdrawals
gathered momentum, further aggravat-
ing the liquidity squeeze.” Redollariza-
tion tendencies re-emerged and accel-
erated.

4.3 Crisis Response Measures: Scope
and Effectiveness

The CBR immediately and massively

responded to accelerating capital out-

flows by intervening in the foreign ex-

change market in defense of the Russian

° Total deposits started to contract in real terms in October 2008.
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ruble. Consequently, Russian foreign

reserves (including gold), which had

almost reached USD 600 billion in
early August 2008, fell back to

USD 485 billion by end-October. Ex-

pressed in euro, however, foreign

reserves moved much less and remained

more or less stable at around EUR 380

billion to EUR 385 billion, owing to

exchange rate movements during these
weeks (see chart 4). In the second half
of September and the first half of Octo-
ber 2008, the Russian authorities is-
sued a number of strong measures to
inject liquidity, shore up financial mar-
kets and support the economy. Major
elements of these measures included:

— a temporary placement of public-
sector deposits (from the federal
budget) in selected banks,

— a cut of reserve requirements to
provide liquidity,

— a pledge of official foreign reserves
(RUB 1,300 billion, equaling
USD 51 billion or EUR 36 billion)
to extend foreign currency loans to
help repay and service enterprises’
and banks’ external liabilities,

— the provision, by the government
and the CBR, of long-term financ-
ing of RUB 950 billion (EUR 27
billion) in subordinated loans to the
largest (mostly state-owned) banks,
and

— the provision of government sup-
port for companies traded on the
stock market.

Moreover, in the first three weeks of

October 2008, three mid-sized credit

institutions were bailed out by the state.

The authorities certainly aimed at rul-

ing out any popular impression that a

crisis of the dimension of the 1998 cri-

sis (including multiple bank runs etc.)
could again take place. The total
amount of money pledged, provided or
disbursed by the authorities in their
Crisis response measures is estimated to

amount to about EUR 150 billion (or
around 13% of Russian GDP). Addi-
tional measures, including loans and
capital injections to state-owned banks
totaling about EUR 20 billion to EUR
30 billion, are currently being dis-
cussed.

4.31 Problems of Implementation of
Crisis Response Measures

While the Russian financial sector ap-

peared to have at least temporarily sta-

bilized by late October 2008, the im-

plementation of the above-mentioned

measures and policies faced some seri-
ous problems.

—  Sluggish implementation: Some of the
liquidity-boosting measures an-
nounced in mid-September and
thereafter, particularly government
assistance to industrial corpora-
tions, do not appear to have been
implemented as swiftly and com-
prehensively as planned.

— Insufficient “trickle-down effect:”
While the large, mostly state-
owned banks targeted to receive
financial support were also ex-
pected, or even required, to on-
lend money to smaller illiquid
banks, the on-lending mechanism
has not worked well, given that
most of the smaller institutions do
not possess adequate collateral. The
CBR reacted by providing short-
term loans via auctions without re-
quiring collateral.

— Financial leakages: Official financial
assistance in some cases was re-
ported not to have been lent on, but
to have been converted into foreign
currency (thus adding to pressure
on the Russian ruble’s exchange
rate) and shipped abroad. The mon-
etary authorities have attempted to
counter financial leakages through
administrative control measures.
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4.3.2 Further Deterioration of External
Environment, CBR Opts for
Controlled Devaluation

The continued global slowdown and

pessimism depressed oil and staples

prices. This price slide, in turn, fueled
expectations that the country’s long-
standing current account surplus could
soon turn into a potentially sizeable
deficit, which intensified pressure on
the Russian currency. While the CBR
has continued to run down its reserve
assets in defense of the national cur-

rency, in mid-November it opted for a

controlled devaluation policy, while

somewhat tightening foreign exchange
controls (e.g. by putting limits on for-
eign exchange swap market volumes).

By January 2009, this strategy had
already led to more than 20 incremen-
tal widening steps of the Russian ruble’s
currency corridor vis-a-vis its U.S. dol-
lar/euro basket (55% U.S. dollar and

45% euro). Over time, the widening

steps became larger and more frequent.

However, each time the corridor was

widened, the spot rate quickly fell to

the new, weaker limit of the corridor.

The policy approach of gradual devalu-

ation seems to have maintained devalu-

ation expectations and, hence, fueled
the flight into the U.S. dollar, which,
in turn, led to further interventions. As

a result, net capital outflows of the pri-

vate sector (of which a sizeable part

probably stemmed from the build-up of
external assets by resident entities) are
estimated to have reached around

EUR 99 billion in the fourth quarter of

2008 (see chart 3). Thus, despite the

substantial depreciation of the Russian

ruble, official reserve assets continued

Banking and Financial Stability in Russia and the Euro Area amid
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to decline swiftly (see chart 4)."” On
January 23, 2009, after another sub-
stantial corridor widening, the CBR
declared its corridor widening exercise
completed, at least for the next months.
For the time being, the Russian ruble
has been fluctuating above the new
lower limit, but has touched it at least
once."" Overall, the Russian currency
depreciated by about 50% against the
U.S. dollar (or by around 25% against
the euro) from early August 2008 to
early March 2009." In the same period,
official reserve assets, expressed in
U.S. dollars, shrank by more than one-
third from their height of early August
2008 to reach USD 381 billion. (Ex-
pressed in euro, they declined by about
one-quarter to EUR 302 billion in the
corresponding period.)

4.4 Banking Sector on the Brink

The impact of the international finan-
cial crisis on the Russian banking sec-
tor has not yet been fully reflected in
the available monthly banking indica-
tors. Following the swift expansion of
the banking sector in recent years, ag-
gregate balance sheet growth declined
in the second half of 2008. The slow-
down of banking expansion appears to
have been largely triggered by the fur-
ther slowdown, then stagnation, then
decrease of household deposits; this
movement, in turn, is probably attrib-
utable to two factors which are de-
scribed in the following.

The period until August 2008 was
characterized by houscholds’ sensitive
reaction to rising inflation and increas-
ingly negative real interest rates. The
crisis-prone period starting in the fall

10 Citing the unrelenting erosion cyrforeign reserves, Standard&Poor’s had downgraded Russia’s long-term sovereign

foreign currency debt rating by one notch from BBB+ to BBB (outlook negative) already in early December.

""" According to CBR calculations, an exchange rate at the lower limit of the corridor (about RUB 36 per U.S. dollar
or RUB 47 per euro) would approximately correspond to an oil price of USD 41 per barrel.

2 In real effective terms, the Russian ruble depreciated by 12% in the seven months to end-February 2009.
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Chart 5

Repayment Schedule of Russia’s External
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of 2008 (liquidity problems, Russian
ruble depreciation pressures) saw total
deposits — measured in Russian rubles
— shrink by about 7% between end-
September and end-November due to
withdrawals. In December 2008, de-
posits measured in Russian rubles
picked up again — a move which was
partly attributable to valuation effects,
however. Moreover,
ruble deposits have dropped signifi-
cantly since September 2008 (despite
higher interest rates), foreign currency-
denominated accounts have expanded.
The crisis thus abruptly reversed the
decline of dollarization of bank depos-
its, which had already been halted by
rising inflation in the second half of
2007: During the second half of 2008,
the share of foreign exchange deposits
(mostly denominated in U.S. dollar) in

while Russian

total deposits climbed by 11 percentage
points to almost one-third (see table
A2)."

Moreover, in banks’ balance sheets,
substantial disbursements of financial
assistance are reflected in a substantive
rise of loans and other funds banks re-
ceived from the CBR. During the sec-
ond half of 2008, their share in total
bank liabilities grew from near zero to
12%.

As of end-2008, the total credit vol-
ume reached a record level of 42% of
GDP. Credit growth slowed down in
the fourth quarter of the year (falling
to +0.7% month on month in Decem-
ber 2008, despite valuation effects
which increased the credit stock, in
Russian ruble terms, during that
month). At the same time, the credit-
to-deposit ratio continued to rise until

3 The loan structure about-faced as well: While the share of foreign exchange-denominated loans in total loans had
steadily declined to 21% in June 2008, it reversed to 25% in December.
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November 2008, when it reached
124%, before decreasing in December
(see table A2). The real economy’s
downturn, which has been observed in
Russia since late 2008 (contracting in-
dustrial production), has a deteriorat-
ing impact on loan quality.

In conjunction with the sizeable
external debt of banks (a high share of
which is short term), these develop-
ments point to considerable vulnerabil-
ities of the Russian banking system, in
particular if the adverse environment
banks currently operate in persists or
deteriorates further.

5 Risks to Financial Stability in a
Scenario of Continued Stress

A longer and deeper than expected
worldwide recession would worsen
creditworthiness of borrowers further
and also dampen credit demand. Banks
in the euro area and in Russia would
suffer from a substantial deterioration
of the quality of their loan books and
would possibly be confronted with a
solvency crisis. In addition, adverse
developments in the foreign exchange
market may lead to indirect credit risk
for banks through foreign currency
borrowers that have no hedges in place.

In Russia, uncertainty regarding the
exchange rate (another drop of the oil
price implying a deteriorating current
account may necessitate further depre-
ciation) could erode domestic confi-
dence in both the currency and the
banking system. Should the population
become more reluctant to switch from
Russian ruble to foreign exchange de-
posits and prefer to increase their for-
eign exchange cash holdings outside
banks instead, the liability side of banks’
balance sheets could be severely hit. On
top of this, Russia remains saddled with

Banking and Financial Stability in Russia and the Euro Area amid
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improperly functioning interbank mar-
kets. Therefore, liquidity risk continues
to present a problem. At the same time,
solvency issues could increasingly come
to the fore if adverse conditions prevail
for an extended period of time.

In the euro area, the need for gov-
ernment interventions to maintain fi-
nancial stability and stimulate real
economies may lead to an inhomoge-
neous increase of debt issuance by euro
area governments, causing a divergence
of sovereign credit spreads. While
write-downs triggered by valuation
losses of subprime mortgage-related se-
curities can be expected to taper off,
the mark-downs on other structured
finance products — including U.S. con-
sumer asset-backed securities (ABS)
and European mortgage-backed securi-
ties (MBS) — could increase. In the
event of a breakdown of a large euro
area bank, the consequences would
again depend on the reactions of the
national governments. Nationalization
may reduce banks’ willingness to sus-
tain their activities in noncore markets.
Negative spillover effects cannot be
ruled out in such a scenario.

Euro area banks that hold claims on
Russian banks and nonbanks in the
form of direct cross-border loans may
want to limit or reduce this exposure if
their own financial situation deterio-
rates and/or the economic situation in
Russia worsens. Thus, Russian banks’
access to external refinancing would
remain tightly circumscribed. While
Russian banks’ scheduled debt service
payments'* should be manageable as
such, a combination of deposit with-
drawals and restricted access to exter-
nal funding (in particular for debt roll-
over) could eventually lead to a distinct
crisis situation. In such a setting, much

1 According to CBR information, these payments will total USD 58.5 billion in 2009 and USD 16.6 billion in the
first half of 2010. Debt servicing is not front-loaded, but more or less evenly distributed over time.
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would depend on whether major Rus-
sian banks would continue being viewed
as a safe haven in an environment of
stressed medium-sized banks. More-
over, the Russian authorities’ capabili-
ties to continue propping up the sector
with their reserve holdings could be
put to the test (see chart 5).

6 Conclusions — Lessons Learnt

The U.S. subprime crisis hit euro area
banks early and directly, albeit to a
moderate extent, through their expo-
sure. After the bankruptcy of Lehman
Brothers, however, the unfolding inter-
national financial and economic crisis
had a substantial impact on both the
euro area and Russia. Russia was
affected initially through the outflow
of foreign capital and subsequently
through the deterioration of economic
fundamentals (driven by the collapse of
the oil price) and structural problems
in the banking sector, despite relatively
strong shock-absorbing factors. Though
developments have been different in
various respects, considerable risks
have emerged for the euro area as well
as for Russia:

Confidence, which is the foundation of
the financial system, has to be restored. In-
vestor and depositor confidence cer-
tainly constitute key requirements for
sound financial deepening. Credible
recapitalization programs can play a
crucial role in restoring confidence in
the euro area and Russia. Further care-
ful monetary policy actions are needed
in Russia, as persisting pressure on the
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Annex
Table A1

Macroeconomic, Monetary and Financial Indicators for Russia (2002-2008)

2002 ‘ 2003 ‘ 2004 ‘ 2005 ‘ 2006 ‘ 2007 ‘ 2008"

GDP growth (real, %) 4.7 7.3 7.2 6.4 74 8.1 5.6
CPlinflation (year-end, %) 151 12.0 1.7 10.9 9.0 11.9 13.3
Exchange rate (annual average, RUB/USD) 31.35 30.69 28.81 283 27.34 25.58 24.81
Exchange rate (annual average, RUB/EUR) 29.65 34.69 35.81 35.22 34.08 35.01 36.41
Refinancing rate (year-end, %) 21 16 13 12 11 10 13
Broad money (M2, year-end, growth in %) 324 50.5 35.8 36.8 48.8 47.5 17
Broad money (M2/GDP in %, year-end) 19.7 243 26.0 279 33.8 40.2 -
Budget balance
(general government, % of GDP) 09 13 4.5 8.1 8.4 6.0 4.9
Current account balance (% of GDP) 8.4 8.2 1041 1141 9.8 6.1 59
Net private capital inflows (% of GDP)? -2.3 -04 -1.5 0.1 4.3 6.3 7.8
— of which FDI (% of GDP) —-01 -0 0.3 0.1 0.7 1.0 0.4
— of which bank-related (% of GDP) 0.7 24 0.6 0.8 2.8 3.6 —34
Gross external debt (year-end, % of GDP) 441 431 36.1 337 31.6 35.7 327
— of which: private debt (% of GDP)? 139 18.5 18.3 229 26.6 32.2 3014
— of which: bank debt (% of GDP) 441 5.8 5.5 6.6 10.3 12.7 12.01
Net international investment position of the
banking sector (% of GDP) 1.0 —14 -19 —2.7 —6.0 -9.0 —6.0
Gross foreign reserves of the CBR
(year-end, % of GDP) 13.8 17.8 21.0 23.8 309 369 25.5

Source: Bank of Russia (CBR), wiiw.

") Preliminary data or estimates.

%) A minus sign (,—") corresponds to a net outflow.
’) September.

) Nongovernment sector (including banks).
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Table A2
Banking Sector-Related Indicators for Russia (2002-2009)
2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2007 | 2008 | 2008" | January
(first (first 2009"
half) half)

Ratio of balance sheet total to GDP (%) 383 421 4.7 | 448 519 5%9.0 61.0 613 67.5 -
Share of foreign-owned banks? in total assets (%) 8.1 74 7.6 8.3 121 14.0 17.2 18.6 18.7 -
M2 growth (annual, in real terms, %) 15.0 344 21.6 249 36.5 414 31.8 14.0 | =10.2 | —18.2
Ratio of deposits' to GDP (%) 19.6 | 236 | 244 | 273 | 320| 354 371 373 | 355 -
Deposit growth (annual, in real terms, %)* 16.7 313 19.7 277 33.7 369 269 18.2 6.3 10.3
Household deposits (annual real growth, %)* 321 31.8 16.7 | 257 | 266 281 21.0 153 11 52
Share of foreign exchange deposits in total deposits (%) - 289 27.2 281 234 204 209 21.8 32.7 1.3
Ratio of credits* to GDP (%) 1741 210 | 237 | 264 | 313| 346 | 390| 414 | 420 -
Credit growth (annually, in real terms, %)* 18.2 33.8 289 277 352 377 364 339 19.6 211
Share of lending to households in total credit (%) - 9.0 13.3 184 | 223 - 231 231 23.0 219
Share of foreign currency loans in total loans (%) 34.8 32.8 271 280 | 245 | 222 | 226 214 246 | 265
Credit-to-deposit ratio (%) 872 | 890 971 96.7 | 978 977 | 1051 | 111.0 | 1184 | 120.8
Return on equity (ROE, %) 18.0 178 | 20.3 242 | 263 - 227 19.5 13.3 -
Capital adequacy (%) 1941 191 170 | 160 | 149 | 168 | 155| 148 | 168 161
Liquidity: share of highly liquid assets in total assets (%) 223 | 206 171 152 | 13.6 13.0 121 10.7 | 14.5 -

Source: Bank of Russia (CBR), Goskomstat.

! Preliminary data.

Credit institutions majority-owned by foreign banks.
> CPI-deflated.
* Excluding interbank deposits or credits, respectively.

2

Note: Deposit and credit data are based on Russian ruble-denominated volumes and therefore include changes in stock that are due to valuation effects, in particular exchange

rate effects.
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International Environment Table
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Long-Term Interest Rates A4
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Gross Domestic Product A7
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Selected Financial Ratios of the Manufacturing Sector Al4
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Assets Held by Austrian Pension Funds A26
Assets Held by Austrian Severance Funds A27
Transactions and System Disturbances in Payment and Securities Settlement Systems A28

Cutoff date for data: May 27, 2009

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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Table A1

Exchange Rates

2005 ‘ 2005 ‘ 2007 ‘ 2008 2005 ‘ 2006 ‘ 2007 ‘ 2008

Year 2" half

Period average (per EUR 1)
U.S. dollar 1.24 1.26 1.37 147 121 1.28 140 141
Japanese yen 136.86 146.06 161.25 152.35 137.51 149.97 162.87 14416
Pound sterling 0.68 0.68 0.68 0.80 0.68 0.68 0.69 0.82
Swiss franc 1.55 1.57 1.64 1.59 1.55 1.58 1.65 112
Czech koruna 29.78 28.34 2775 24.97 29.49 2818 27.37 24.73
Hungarian forint 248.06 264.20 251.31 251.70 248.71 267.71 252.35 249.78
Polish zloty 4.02 3.89 3.78 3.52 396 3.90 3.72 3.54
Slovak koruna 38.59 37.20 33.77 31.27 38.57 36.84 33.50 30.33
Slovenian tolar’ 239.56 239.60 239.64 239.64 239.56 239.60 239.64 239.64
Source: Thomson Reuters.
! From January 1, 2007: irrevocable conversion rate against the euro.

Table A2

Key Interest Rates

2005 2006 2007 2008

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

End of period, %
Euro area 2.00 2.25 2.75 3.50 4.00 4.00 4.00 2.50
US.A. 3.25 4.25 5.25 525 525 4.25 2.00 0.25
Japan 0.001 0.004 0.027 0.275 0.605 0.459 0.572 0.103
United Kingdom 4.75 4.50 4.50 5.00 5.50 5.50 5.00 2.00
Switzerland' 0.25-1.25 0.50-1.50 | 1.00-2.00 1.50-2.50 | 2.00-3.00 2.25-3.25 | 2.25-3.25 0.00—1.00
Czech Republic 1.75 2.00 2.00 2.50 2.75 3.50 3.75 2.25
Hungary 7.00 6.00 6.25 7.50 7.75 7.50 8.50 10.50
Poland 5.00 4.50 4.00 4.00 4.50 5.00 6.00 5.00
Slovak Republic 3.00 3.00 4.00 475 4.25 4.25 4.25 2.50
Slovenia? 4.00 4.00 3.25 3.50 4.00 4.00 4.00 2.50
Source: Eurostat, Thomson Reuters, national sources.
! SNB target range for three-month LIBOR.
2 Until January 2003: official interest rate; since February 2003: interest rate for 60-day tolar bills issued by Banka Slovenije; from 2007 onwards: see Euro area.
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Table A3
Short-Term Interest Rates
2005 ‘ 2008 2005 ‘ 2006 ‘ 2007 ‘ 2008
Year 2" half
Three-month rates, period average, %
Euro area 219 3.08 4.28 4.63 222 3.35 4.55 4.60
U.S.A. 3.57 5.20 5.30 292 3.97 5.40 525 2.81
Japan 0.09 0.31 0.73 0.85 0.09 0.44 0.81 0.86
United Kingdom 4.70 4.80 595 549 4.59 497 6.23 519
Switzerland 0.80 1.51 2.55 2.57 0.83 173 2.74 2.36
Czech Republic 2.01 2.30 310 4.04 1.95 2.50 3.52 4.01
Hungary 7.02 6.99 7.88 8.92 618 774 7.69 9.65
Poland 529 4.21 4.74 6.36 4.61 4.20 516 6.60
Slovak Republic 293 4.32 4.34 415 3.02 493 4.33 4.00
Slovenia’ 4.03 3.58 4.28 4.63 4.02 3.54 4.61 4.60
Source: Thomson Reuters.
! From 2007 onwards: see euro area.
Table A4
Long-Term Interest Rates
2005 ‘ 2008 2005 ‘ 2006 ‘ 2007 ‘ 2008
Year 2" half
Ten-year rates, period average, %
Euro area 341 3.83 4.31 4.24 3.30 391 4140 423
US.A. 4.54 4.88 4.80 4.22 4.50 4.86 4.76 398
Japan 137 1.74 1.67 149 1.39 1.76 1.68 147
United Kingdom 4.39 4145 5.00 449 4.25 4.53 494 433
Switzerland 210 2.52 293 290 2.01 2.55 3.06 2.56
Czech Republic 3.54 3.80 4.30 4.63 347 3.90 4.55 4.52
Hungary 6.60 712 6.74 8.24 6.30 7.32 6.72 8.53
Poland 522 523 548 6.07 4.94 5.40 5.70 612
Slovak Republic 3.52 Al 445 4.72 3.36 4.69 4.63 493
Slovenia 3.81 3.85 4.53 4.61 3.71 3.95 4.63 4.70
Source: Eurostat, national sources.
Table A5
Corporate Bond Spreads
2005 2006 2007 2008 ‘ 2005 2006 2007 2008
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 012 018 0.27 0.70 0.10 0.19 0.34 0.86
BBB 098 1.24 1.26 3.55 1.06 1.25 1.51 4.51
Spreads of 7- to 10-year U.S. corporate bonds against U.S. government bonds of same maturity
AAA 0.14 0.33 0.65 2.09 017 0.38 0.87 2.65
BBB 0.76 1.03 1.50 416 0.81 114 1.87 5.20

Source: Merrill Lynch via Thomson Reuters.
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Table A6

Stock Indices'

2005 ‘ 2006 ‘ 2007 ‘ 2008 2005 ‘ 2006 ‘ 2007 ‘ 2008

Year 2" half

Period average
Euro area: EURO STOXX 294 357 416 314 309 367 417 269
U.S.A.: S&P 500 1,207 1,311 1,477 1,221 1,228 1,339 1,492 1,082
Japan: Nikkei 225 12,421 16,124 16,984 13,592 13,399 16,044 16,455 10,730
Austria; ATX 2,996 3,938 4,619 3,358 3,326 3,934 4,601 2,695
Czech Republic: PX50 1,256 1,479 1,776 1,358 1,361 1,482 1,814 1139
Hungary: BUX 19,018 22,515 26,097 19,742 21,130 22,544 27,347 16,747
Poland: WIG 29,568 43,090 58,995 40,659 32,292 46,247 60,473 34,135
Slovak Republic: SAX16 437 403 422 431 452 400 434 412
Slovenia: SBI20 4,676 5223 9,822 7,558 4,535 5,697 11,544 5986

Source: Thomson Reuters.

" EURO STOXX: December 31, 1986 = 100, S&P 500: December 30, 1964 = 100, Nikkei 225: March 31, 1950 = 100, ATX: January 2, 1991 = 1000, PX50: April 6, 1994 = 100,

BUX: January 2, 1991 = 100, WIG: April 16, 1991 = 100, SAX16: September 14, 1993 = 100, SBI20: January 3, 1994 = 100.

Table A7

Gross Domestic Product

2005 ‘ 2006 ‘ 2007 ‘ 2008 2005 ‘ 2006 ‘ 2007 ‘ 2008

Year 2" half

Annual change in %, period average, seasonally adjusted quarters
Euro area 1.7 29 2.6 0.8 21 31 2.4 -04
US.A. 2.9 2.8 2.0 11 29 A4 2.6 =01
Japan 19 2.0 P -0.6 2.6 2.0 21 -2.3
Austria 29 34 31 1.8 34 3.3 2.8 1.0
Czech Republic 6.3 6.8 6.0 3.2 6.7 6.9 5.8 1.8
Hungary 4.0 441 11 0.5 4.0 3.8 0.6 —-0.5
Poland 3.6 6.2 6.6 4.8 4.2 6.7 6.7 4.0
Slovak Republic 6.5 8.5 104 64 73 8.9 11.8 459
Slovenia 43 59 6.8 3.5 449 6.8 6.5 14
Source: Eurostat, national sources.
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Table A8

Current Account

2005 ‘ 2006 ‘ 2007 ‘ 2008 2005 ‘ 2006 ‘ 2007 ‘ 2008

Year 2" half

% of GDP, cumulative
Euro area 0.3 0.2 0.2 -0.8 -0.2 0.2 0.6 =0
U.S.A. -5.8 -59 -5.2 —4.6 —6.2 —6.1 =51 —-47
Japan 3.6 39 4.8 3.2 3.7 4.0 4.7 .
Austria 21 2.5 3.3 3.3 0.3 21 24 2.8
Czech Republic -1.3 -2.6 -3.2 =31 2.7 -43 -49 -4.7
Hungary =75 =76 —6.5 -84 7.6 —6.8 =59 =95
Poland -1.2 =27 -4.7 =5.5 -1.6 -3.0 —4.6 =51
Slovak Republic -84 7.0 —54 —6.6 -9.6 =72 —6.7 —6.6
Slovenia =7 =25 -42 =5.5 -2.8 -4.5 —6.4 —6.2

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

2005 ‘ 2006 ‘ 2007 ‘ 2008 2005 ‘ 2006 ‘ 2007 ‘ 2008

Year 2" half

Annual change in %, period average
Euro area 2.2 2.2 2.1 3.3 2.3 2.0 2.4 31
US.A. 34 32 2.8 3.6 3.8 2.9 32 35
Japan —-0.3 0.3 0.0 14 -04 0.5 0.2 1.6
Austria 2.1 1.7 2.2 32 2.0 17 2.6 3.0
Czech Republic 1.6 2.1 3.0 6.3 19 1.8 3.8 54
Hungary 35 4.0 79 6.1 34 5.5 7.2 53
Poland 2.2 1.3 2.6 4.2 1.5 14 31 4.0
Slovak Republic 2.8 4.3 19 39 2.9 4.2 19 4.2
Slovenia 2.5 2.5 3.8 5.6 2.5 24 4.6 4.7

Source: Eurostat.
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The Real Economy in Austria

Table A10
Financial Investment of Households
2005 ‘ 2006 ‘ 2007 ‘ 2008° 2005 ‘ 2006 ‘ 2007 ‘ 2008°
Year 2 half
Transactions, EUR million
Currency and deposits' 5,431 7,322 12,828 13,801 2175 4,565 5,604 5777
Securities (other than shares)? 1,520 1,485 3,755 5,304 651 641 1,847 2,782
Shares (other than mutual fund shares) 2,677 3,036 284 1,145 662 750 696 538
Mutual fund shares 3,761 2,078 —422 —4,807 2,224 380 —1,033 —3,014
Insurance technical reserves 5,679 5,304 3,426 3,059 2,435 2,927 1133 895
Total financial investment 19,068 19,225 19,871 18,502 8,147 9,263 8,247 6,978
Source: OeNB.
" Including loans and other assets.
2 Including financial derivatives.
3 Preliminary data.
Table A11
Household Income, Savings and Credit Demand
2005 ‘ 2006 ‘ 2007 ‘ 2008
Year
Year-end, EUR billion
Net disposable income 147.5 1554 162.2
Savings 14.6 16.9 19.0 .
Saving ratio in %' 9.9 10.9 1.7 124
MFl loans to households 111.27 11548 123.24 129.80
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
2005 ‘ 2006 ‘ 2007 ‘ 2008 2005 ‘ 2006 ‘ 2007 ‘ 2008
Year 2" half
Transactions, EUR million
Securities (other than shares) 4,253 2,704 4,429 2,918 3,191 1,557 2977 2,012
Loans 6,652 6,687 13,155 11,318 3,919 4,574 5,658 4,385
Shares and other equity? 60,647 9,043 15,975 6,812 2916 2,251 6,626 2,393
Other accounts payable 603 728 56 1,566 —703 170 —321 -39
Total debt 72,155 19,162 33,615 22,614 9,323 8,552 14,940 8,751

Source: OeNB.

" Preliminary data.
2 Including other equity of domestic SPE held by nonresidents (data are included from 2005 onwards).
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Table A13
Insolvency Indicators
2005 ‘ 2006 ‘ 2007 ‘ 2008 ‘ 2005 ‘ 2006 ‘ 2007 ‘ 2008
Year ‘ 2" half
EUR million
Default liabilities 2,426 | 2,569 | 2,441 | 2,969 | 1,392 | 1468 | 1,290 | 1,860
Number
Defaults 3,203 | 3,084 | 3,023 | 3,270 | 1,651 | 1,537 | 1,475 | 1,651
Source: Kreditschutzverband von 1870.
Table A14

Selected Financial Ratios of the Manufacturing Sector

2004 ‘ 2005 ‘ 2006 ‘ 2007
Median, %
Self-financing and investment ratios
Cash flow, as a percentage of turnover 8.25 795 8.05 7.83
Investment ratio’ 1.89 1.75 1.90 1.81
Reinvestment ratio” 5915 5714 65.08 69.41
Financial structure ratios
Equity ratio 14.97 16.67 17.99 23.02
Risk-weighted capital ratio 20.40 22.34 2312 28.76
Bank liability ratio 39.85 3744 3596 3049
Government debt ratio 9.18 8.96 9.72 9.15

Source: OeNB.

" Investments x 100 / net turnover.
2 Investments x 100 / credit write-offs.
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Financial Intermediaries in Austria’

Table A15

Total Assets and Off-Balance-Sheet Operations

2005 2006 2007 2008

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 697,505 725,761 765,258 797,758 859,343 899,542 971976 1,069,100
of which: total domestic assets 463,815 479,817 493,966 504,237 518,713 548,515 581,756 692,566

total foreign assets 233,690 245,943 271,292 293,521 340,630 351,027 390,220 376,535
Interest rate contracts 1,266,274 1,247,825 | 1278429 1,360,613 | 1,450,249 1,689,633 | 1,513,399 1,722,585
Foreign exchange derivatives 245,677 240,564 264,876 279,686 369,009 347,248 393,964 512,882
Other derivatives 15,916 17,731 21,751 20,103 21,067 19,381 22,075 21,680
Derivatives total 1,527,867 1,506,120 | 1,565,056 1,660,402 | 1,840,325 2,056,262 | 1929438 2,257,148
Total assets on a consolidated basis 789,045 847,627 \ 874,322 927,751 \ 1,037,390 1,073,258 \ 1161,704  1175,646

Source: OeNB.

Note: Data on off-balance-sheet operations refer to nominal values.

Table A16

Profitability on an Unconsolidated Basis

2005 ‘ 2006 ‘ 2007 ‘ 2008 2005 ‘ 2006 ‘ 2007 ‘ 2008

15t half Year

End of period, EUR million
Net interest income 3,547 3,562 3,568 3978 7,094 7170 7,399 8,248
Income from securities and participating interests 1,125 1,198 1,387 1,470 2,700 2,878 3,521 7193
Net fee-based income 1,903 2,169 2,453 2157 3,941 4,301 4,710 4,218
Net profit/loss on financial operations 333 446 361 =55 642 688 290 —812
Other operating income 621 686 758 826 1,333 1,581 1,592 1,710
Operating income 7,530 8,062 8,527 8,376 15,710 16,618 17,512 20,557
Staff costs 2,418 2,624 2,654 2,870 5,036 5451 5468 5776
Other administrative expenses 1,628 1,706 1,800 1,880 3,332 3,516 3,703 3,952
Other operating expenses 776 838 843 757 1,694 1,828 1,678 1,688
Total operating expenses 4,822 5168 5,297 5,507 10,063 10,795 10,849 1,416
Operating profit/loss 2708 | 2894 | 3230 2869 | 5647| 5823 | 6663 914
Net risk provisions from credit business’ 1,610 1,637 1,257 1,867 2,014 1,845 2,012 4,201
Net risk provisions from securities business’ —101 —723 —404 —180 —408 —2,875 —430 2,801
Annual surplus’ 2,887 3,931 4,702 3,766 3,879 3,957 4,787 1,891
Return on assets"? 0.39 0.49 0.51 0.36 0.53 0.50 0.53 018
Return on equity (tier 1 capital)"? 8.0 8.6 74 6.0 111 9.5 8.20 2.8
Interest income to gross income (%) 47 44 42 48 45 43 42 40
Operating expenses to gross income (%) 64 64 62 66 64 65 62 56

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.

! 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

2005 ‘ 2006 ‘ 2007 ‘ 2008 2005 ‘ 2006 ‘ 2007 ‘ 2008

15t half Year

End of period, EUR million
Operating income 10,259 11,713 13,929 16,811 21,153 23,993 28118 33,642
Operating expenses 6,490 7,225 8,184 8,054 13,389 14,758 17,041 16,531
Operating profit/loss 3,769 4,489 5,745 5,617 7,765 9,235 11,071 7,855
Result before minority interests 2,471 3,712 4,087 3,805 5,341 8,696 8,015 1,100
Return on assets’ 0.59 0.83 0.83 0.62 0.63 0.94 0.74 0.09
Return on equity (tier 1 capital)’ 14.5 17.8 16.7 141 15.7 22.5 16.3 19
Interest margin to gross income (%) 63 60 61 54 62 62 64 57
Operating expenses to gross income (%) 63 62 59 67 63 62 61 77
Source: OeNB.
" As from 2008 on, operating expenses refer to staff costs and other administrative expenses only.
2 End-of-period result expected for the full year before minority interests as a percentage of expected total assets and expected tier 1 capital, respectively.
° All figures represent the ratio of total operating expenses to total operating income.
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

2005 2006 2007 2008

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

End of period, EUR million
Nonfinancial corporations 111,334 108944 14171 116,078 118,012 121,992 127,71 133,608
of which: foreign currency-denominated loans 16,109 14,604 14,006 12,586 10,501 9,884 10,667 12,134
Households' 100,375 107,561 109,255 111,404 114,998 117,601 119,778 124,221
of which: foreign currency-denominated loans 30,401 33,316 34,395 34,266 33,383 32,279 34,758 38182
General government 30,192 29141 29,856 28,662 27,296 26,303 26,795 25,073
of which: foreign currency-denominated loans 2,074 2,160 2,159 1,862 1,489 1,603 1,736 1,652
Other financial intermediaries 15131 19,365 20,523 22,001 20,758 21,646 22,032 25,770
of which: foreign currency-denominated loans 2,030 3,216 3,491 3,353 3142 2,930 3,079 3,529
Foreign nonbanks 66,163 69,273 74,014 80,985 88,217 103,983 113,057 125,694
of which: foreign currency-denominated loans 28,140 28,534 29,280 31,378 33,961 38,027 39182 42,600
Nonbanks total 323195 334,283 347,820 359129 369,282 391,524 | 409,372 434,366
of which: foreign currency-denominated loans 78,754 81,830 83,331 83,445 82,476 84,723 89,421 98,096
Banks 199,908 201117 | 218,833 230,320 | 264,854 263,344 | 313,897 363123
of which: foreign currency-denominated loans 58,368 56,915 62,313 62,467 70,077 69,652 84,560 108,405

Source: OeNB.

" Sector “"Households” consists here of the sectors “Households” and “Nonprofit institutions serving households

Note: Due to breaks in the time series growth rates vary from the ones indicated in the text, which have been adjusted.
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Table A19

Foreign Currency-Denominated Claims on Domestic Non-MFls

2005 2006 2007 2008

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 89.1 89.0 89.9 90.8 90.0 88.7 88.8 86.4
Japanese yen 55 39 3.0 2.8 2.8 3.6 3.3 55
U.S. dollar 4.8 6.3 6.5 5.5 54 51 6.1 7.0
Other foreign currencies 0.6 0.8 0.6 09 1.8 2.6 1.8 11

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
2005 ‘ 2006 ‘ 2007 ‘ 2008

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 3.2 3.1 3.1 29 2.7 2.4 2.3 2.2
Nonperforming loans X 2.6 X 2.1 X 1.7
End of period, % of tier 1 capital
Nonperforming loans X 526 | X 390 | X 25.5 | X
Source: OeNB.
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Table A21

Market Risk!

2005 2006 2007 2008

June 30 | Dec.31 | June 30 | Dec.31 | June 30 | Dec.31 | June30 | Dec. 31

End of period, EUR million and %, respectively
Interest rate risk
Basel ratio for interest rate risk, %? 6.4 6.6 6.3 5.6 52 4.5 4.5 39
Capital requirement for the position risk of interest rate
instruments in the trading book 810.3 703.0 792.6 7373 980.0 1,082.6 856.9 9531
Exchange rate risk
Capital requirement for open foreign exchange positions 97.3 93.3 \ 101.8 752 \ 89.1 744 \ 99.7 110.3
Equity price risk
Capital requirement for the position risk of equities in
the trading book 711 95.9 94.0 101.0 211.6 180.6 204.8 1871

Source: OeNB.

! 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 risks are included in the data according to their risk categories.

2 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

2005 2006 2007 2008

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

End of period, %
Short-term loans to short-term liabilities 69.7 65.4 674 66.2 701 64.0 69.8 67.0
Short-term loans and other liquid assets
to short-term liabilities 120.8 115.8 117.7 115.0 118.7 109.9 112.7 109.0
Liquid resources of the first degree: 5% quantile of the
ratio between available and required liquidity of degree' 171.8 178.6 173.0 152.4 1344 140.0 140.2 1494
Liquid resources of the second degree: 5% quantile of the
ratio between available and required liquidity of degree 1217 118.5 118.7 111.5 1141 110.2 11341 113.5

Source: OeNB.

" Short-term loans and short-term liabilities (up to 3 months against banks and non-banks). Liquid assets (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 surpassed by 95% of banks on the respective reporting date.
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Table A23
Solvency
2005 ‘ 2006 ‘ 2007 ‘ 2008
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 1.9 11.3 12.0 1.3 121 11.6 11.0 11.0
Consolidated tier 1 capital ratio 8.2 7.7 8.5 7.8 8.5 8.1 7.7 7.7
Source: OeNB..
Table A24
Assets Held by Austrian Insurance Companies'
2005 2006 2007 2008
June 30 | Dec. 31 | June 30 | Dec.31 | June 30 | Dec.31 | June 30 | Dec. 31
End of period, EUR million
Cash, overnight and other deposits at domestic banks 24720 25703 | 32176 23590 | 18670 22565 | 42093  3,589.3
Domestic debt securities 92383 93091 9,839.7 10,2374 | 10,605.7 10,795.3 | 111661 12148.7
of which: domestic banks 75189 76465 | 80213 84155 | 86423 87104 | 90679 98389
Equity securities and other domestic securities 19,3873 21,2078 | 21,753.8 23,5752 | 211611 24,4877 | 22,3581  21,359.2
Loans 59329 57235 | 47013 43044 | 36637 34101 | 3,330.5 3,7273
of which: domestic banks 205.6 366.1 406.5 467.7 502.2 573.0 6524 684.4
Domestic equity interests 39278 39654 | 43148 44483 | 45899 50898 | 56062 79253
Real estate 3,339.5  3,2879 3117.6 31177 | 3,046.6 30384 | 30164 31683
Foreign assets 229642 250578 | 264392 28,7031 | 30,999.6 33,1452 | 350171 350111
of which: debt securities 17,002.0 18,230.2 | 19,3334 20,360.5 | 21,1611 22,1501 | 24,2277 24,095.5
Custody account claims on deposits on reinsurers X 2,163.6 X 21361 X 2142.5 X ..
Other assets 43614  4,0481 51989 41915 | 49359 42516 | 52008  4173.5
Total assets 734331 773334 | 80,339.0 83,072.6 | 85,623.8 88,6171 | 91,580.8 92,5794

Source: OeNB.

" Semiannual data exclusive of reinsurance transactions, based on quarterly returns.
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Table A25
Assets Held by Austrian Mutual Funds
2005 2006 2007 2008
June 30 Dec. 31 June 30 Dec. 31 June 30 Dec. 31 June 30 Dec. 31
End of period, EUR million
Domestic securities 43,052 47,031 46,422 49,593 49,882 47,304 42,087 37,737
of which: debt securities 20,545 20,350 18,302 17,632 15,892 14,938 13,774 14,765
equity securities 22,507 26,681 28,120 31,961 33,990 32,366 28,313 22972
Foreign securities 91472 100,368 | 102,875 109,306 | 112,817 105,233 92,872 75,501
of which: debt securities 64,635 68,054 69,481 70,280 71,374 66,473 61,809 55,941
equity securities 26,837 32,314 33,394 39,026 41,443 38,760 31,063 19,560
Other assets 7984 9,286 10,232 9,961 11,622 13,108 13,956 14127
Total assets 142,509 156,685 | 159,530 168,860 | 174320 165,646 | 148915 127,364
of which: foreign currency 28,085 32,694 32,699 36,797 38,078 35,048 28,830 19,482
Source: OeNB.
Table A26
Assets Held by Austrian Pension Funds
2005 2006 2007 2008
June 30 Dec. 31 June 30 Dec. 31 June 30 Dec. 31 June 30 Dec. 31
End of period, EUR million
Domestic securities 9,744 10,112 10,074 10,742 10,901 10,773 10,650 9,705
of which: federal treasury bills and notes 0 0 0 0 0 0 0 0
debt securities 96 98 89 116 147 137 124 142
mutual fund shares 9,579 9949 9921 10,589 10,722 10,603 10,499 9,543
other securities 69 65 64 37 32 33 27 20
Foreign securities 727 1,006 1,010 1,224 1,426 1473 1,085 972
of which: debt securities 69 74 81 73 M 140 96 1M
mutual fund shares 645 906 903 1,113 1,299 1,321 980 851
other securities 13 26 26 38 36 12 16 10
Deposits 95 113 150 173 270 282 449 790
Loans 94 94 99 93 124 158 157 154
Other assets 196 224 220 264 249 238 262 332
Total assets 10,856 11,549 11,553 12,496 12,970 12,924 12,592 11,936
of which: foreign currency 272 312 327 555 601 620 462 312

Source: OeNB.
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Table A27

Assets Held by Austrian Severance Funds

2005

2006

2007

2008

June 30| Dec. 31

June 30| Dec. 31

End of period, EUR million

June 30| Dec. 31

June 30| Dec. 31

Total direct investment 1294  158.7 | 2287 2956 | 4155 5983 | 8327 1,062.2
of which: euro-denominated 1225 1538 | 2233 2884 | 3905 579.6| 816.8 10434
foreign currency-denominated X X X X X X X X
accrued income claims from direct investment 2.0 32 24 4.2 4.6 8.6 114 16.5
Total indirect investment 3823 5378 | 6581 8325 | 9493 1,023.8 [1,019.7 10764
of which: total of euro-denominated investment in mutual fund shares 3704 4904 | 6081 7814 | 8770 963.8 | 9833 1,038.7
total of foreign currency-denominated investment in
mutual fund shares 11.9 474 50.0 511 723 60.0 56.2 377
Total assets assigned to investment groups 5117 6965 | 886.5 171281 [1,364.8 1,622.1 {1,852.3 2,138.6
of which: foreign currency-denominated 16.9 491 524 54.2 927 70.8 60.7 40.0
Source: OeNB.
Note: Due to special balance sheet operations total assets assigned to investment groups deviate from the sum of total indirect investments.
Table A28

Transactions and System Disturbances in Payment and Securities Settlement Systems

2005 ‘ 2006

‘ 2007

‘ 2008

June 30 ‘ Dec. 31

June 30 ‘ Dec. 31

June 30

‘ Dec. 31

Number of transactions in million, value of transactions in EUR billion

June 30 ‘ Dec. 31

HOAM.AT

Number X X X X X X 1.6 11
Value X X X X X X 2,360.2 4,363.5
System disturbances X X X X X X 1 4
Securities settlement systems

Number 0.8 11 1.7 1.3 1.8 11 1.0 1.0
Value 1573 152.5 2671 181.5 330.0 269.8 2554 247.0
System disturbances 0 0 0 0 0 0 0 0
Retail payment systems

Number 1974 2149 216.5 232.0 237.8 253.9 255.0 2729
Value 15.5 15.6 16.9 184 18.3 18.6 20.0 21.7
System disturbances 12 29 25 33 3 17 0 16
Participation in international payment systems

Number 59 6.1 7.5 9.3 10.2 11.0 123 12.7
Value 562.0 565.4 702.2 766.6 868.9 1,077.5 997.2 997.5
System disturbances 5 3 1 3 1 0 0 0
Source: OeNB.

Note: ARTIS/TARGET has been replaced by HOAM.AT on 19" November 2007. Data refer to specific six month period.
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Abbreviations

A-SIT Secure Information Technology Center — Austria IIF Institute of International Finance

ASVG Allgemeines Sozialversicherungsgesetz — 1P international investment position
General Social Security Act IMF International Monetary Fund

A-Trust A-Trust Gesellschaft fiir Sicherheitssysteme im ISO International Organization for Standardization
elektronischen Datenverkehr GmbH IWI Industriewissenschaftliches Institut — Austrian
(accredited certification service provider) Institute for Industrial Research, Vienna

ATX Austrian Traded Index JVI Joint Vienna Institute

BCBS Basel Committee on Banking Supervision (BIS) LIBOR London Interbank Offered Rate

BIC Bank Identifier Code M3 broad monetary aggregate M3

BIS Bank for International Settlements MFI monetary financial institution

BOP balance of payments MRO main refinancing operation

BSC Banking Supervision Committee (ESCB) MoU memorandum of understanding

CACs collective action clauses NACE Statistical Classification of Economic Activities

CEBS Committee of European Banking Supervisors (EU) in the European Community

CEE Central and Eastern Europe NCB national central bank

CEEC(s) Central and Eastern European country (countries) OeBS Oesterreichische Banknoten- und Sicherheitsdruck

CESEE Central, Eastern and Southeastern Europe GmbH (Austrian banknote and

CESR Committee of European Securities Regulators security printing works)

CIS Commonwealth of Independent States OECD Organisation for Economic Co-operation and

CPI consumer price index Development

EBA Euro Banking Association OeKB Oesterreichische Kontrollbank (Austria’s main

EBRD European Bank for Reconstruction and Development financial and information service provider for the

EC European Community export industry and the capital market)

ECB European Central Bank OeNB Oesterreichische Nationalbank

Ecofin Economic and Financial Affairs Council (EU) (Austria’s central bank)

EEA European Economic Area OPEC Organization of the Petroleum Exporting Countries

EFC Economic and Financial Committee (EU) OBFA Osterreichische Bundesfinanzierungsagentur —

EIB European Investment Bank Austrian Federal Financing Agency

EMS European Monetary System ONACE Austrian Statistical Classification of

EMU Economic and Monetary Union Economic Activities

EONIA Euro OverNight Index Average POS point of sale

ERM II exchange rate mechanism IT (EU) PRGF Poverty Reduction and Growth Facility (IMF)

ERP European Recovery Program R&D Research & Development

ESA European System of Accounts RTGS Real-Time Gross Settlement

ESAF Enhanced Structural Adjustment Facility (IMF) SDR Special Drawing Right (IMF)

ESCB European System of Central Banks SDRM Sovereign Debt Restructuring Mechanism (IMF)

ESRI Economic and Social Research Institute, Dublin SEPA Single Euro Payments Area

EU European Union SPF Survey of Professional Forecasters

EURIBOR Euro Interbank Offered Rate STEP2 Straight-Through Euro Processing system provided

Eurostat Statistical Office of the European Communities by the Euro Banking Association

FATF Financial Action Task Force on Money Laundering STUZZA  Studiengesellschaft fiir Zusammenarbeit im

FDI foreign direct investment Zahlungsverkehr G.m.b.H. — Austrian Society

Fed Federal Reserve System (U.S.A.) for Payment System Research and Cooperation

FMA Austrian Financial Market Authority SW.LET. Society for Worldwide Interbank Financial

FOMC Federal Open Market Committee (U.S.A.) Telecommunication

FSAP Financial Sector Assessment Program TARGET  Trans-European Automated Real-time Gross
(IMF/World Bank) settlement Express Transfer

FWEF Fonds zur Férderung der wissenschaftlichen Treaty Treaty establishing the European Community
Forschung — Austrian Science Fund UCIT(s) undertaking(s) for collective investment in

GAB General Arrangements to Borrow transferable securities

GATS General Agreement on Trade in Services uLc unit labor cost

GDP gross domestic product UN United Nations Organization

GNP gross national product UNCTAD United Nations Conference on Trade and

GSA GELDSERVICE AUSTRIA Logistik fiir Development
Wertgestionierung und Transportkoordination VaR value at risk
GmbH (Austrian cash logistics company) WBI Wiener Borse Index

HICP Harmonised Index of Consumer Prices (all-share index of the Vienna stock exchange)

HIPC Heavily Indebted Poor Countries WEF World Economic Forum

IBAN International Bank Account Number WIFO Osterreichisches Institut fir Wirtschaftsforschung —

IBRD International Bank for Reconstruction and Austrian Institute of Economic Research
Development wiiw Wiener Institut fiir internationale

ICT information and communication technology Wirtschaftsvergleiche — The Vienna Institute for

IDB Inter-American Development Bank International Economic Studies

IFES Institut fir empirische Sozialforschung GesmbH — WKO Wirtschaftskammer Osterreich — Austrian
Institute for Empirical Social Research, Vienna Federal Economic Chamber

Ifo Ifo Institute for Economic Research, Munich WTO World Trade Organization

IHS Institut fiir Hohere Studien und Wissenschaftliche
Forschung — Institute for Advanced Studies, Vienna
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Legend

No data can be indicated for technical reasons

*
I

Data not available at the reporting date

The numerical value is zero or smaller than half of the unit indicated

o
[l

Discrepancies may arise from rounding.
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List of Special Topics
Published in the Financial Stability Report Series

For further details on the following publications see www.oenb.at

Financial Stability Report 14

Determinants of Bank Interest Margins in Central and Eastern Europe
Markus S. Schwaiger, David Liebeg

Banking in Belarus — On a Trajectory of its Own?
Stephan Barisitz

Indicators for Analyzing the Risk Exposure of Enterprises and Households
Christian Beer, Walter Waschiczek

Quantitative Validation of Rating Models for Low Default Portfolios

through Benchmarking
Markus Ricke, Georg von Pfost]

Financial Stability Report 15

Stress Tests for the Austrian FSAP Update 2007: Methodology, Scenarios
and Results

Michael Boss, Gerhard Fenz, Gerald Krenn, Johannes Pann, Claus Puhr, Thomas
Scheiber, Stgfan W. Schmitz, Martin Schneider, Eva Ubl

Systemically Important Accounts, Network Topology and Contagion in ARTIS
Michael Boss, Gerald Krenn, Valentina Metz, Claus Puhr, Stefan W. Schmitz

Is Current Capital Regulation Based on Conservative Risk Assessment?
Thomas Breuer, Martin Jandacka, Klaus Rheinberger, Martin Summer

Walking the Tightrope: A First Glance on the Impact of the Recent Global
Financial Market — Turbulence on Central, Eastern and Southeastern Europe

Sandor Gardo, Antje Hildebrandt, Zoltan Walko

Financial Stability Report 16

The Refinancing Structure of Banks in Selected CESEE Countries
Zoltan Walko

ICAAP Implementation in Austria’s Major Banks
Elisabeth Woschnagg

The Austrian Carry Trade: What Are the Characteristics of Households
Borrowing in Foreign Currency?
Christian Beer, Steven Ongena, Marcel Peter

An Analysis of Credit to the Household Sector in Austria
Friedrich Fritzer, Lukas Reiss

Corporate Governance and Credit Institutions

Birgit Sauerzopf
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Periodical Publications
of the Oesterreichische Nationalbank

For further details see www.oenb.at

Monetary Policy & the Economy quarterly

This quarterly publication, issued both in German and English, offers analyses of
current cyclical developments, medium-term macroeconomic forecasts and stud-
ies on central banking and economic policy topics. It also summarizes the findings
of macroeconomic workshops and conferences organized by the OeNB.

Focus on European Economic Integration quarterly

The Focus on European Economic Integration (FEEI) is a channel for communi-
cating the OeNB’s ongoing research on Central, Eastern and Southeastern Euro-
pean (CESEE) countries, thus reflecting a strategic regional research priority of
the OeNB. Contributions to the quarterly FEEI include peer reviewed studies
dealing primarily with macrofinancial and monetary integration as well as eco-
nomic country analyses and cross-regional comparisons.

Statistiken — Daten & Analysen quarterly

This publication contains brief reports and analyses focusing on Austrian financial
institutions, cross-border transactions and positions as well as financial flows. The
contributions are in German, with executive summaries of the analyses in Eng-
lish. The statistical part covers tables and explanatory notes on a wide range of
macroeconomic, financial and monetary indicators. The tables and additional in-
formation and data are also available on the OeNB’s website in both German and
English. This series also includes special issues on selected statistics topics pub-
lished at irregular intervals.

econ.newsletter quarterly

The quarterly English-language newsletter is published only on the Internet and
informs an international readership about selected findings, research topics and
activities of the OeNB’s Economic Analysis and Research Department. This pub-
lication addresses colleagues from other central banks or international institu-
tions, economic policy researchers, decision makers and anyone with an interest
in macroeconomics. Furthermore, the newsletter offers information on publica-
tions, studies or working papers as well as events (conferences, lectures and work-
shops).

For further details see www.oenb.at/econ.newsletter

Financial Stability Report semiannual

Issued both in German and English, the Financial Stability Report contains first, a
regular analysis of Austrian and international developments with an impact on fi-
nancial stability and second, studies designed to provide in-depth insights into
specific topics related to financial market stability.
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Periodical Publications

of the Oesterreichische Nationalbank

Workshops = Proceedings of OeNB Workshops

three to four issues a year
The Proceedings of OeNB Workshops were introduced in 2004 and typically

comprise papers presented at OeNB workshops at which national and interna-
tional experts, including economists, researchers, politicians and journalists, dis-
cuss 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 plat-
form for discussing, findings of OeNB economists or outside contributors on top-
ics which are of special interest to the OeNB. To ensure the high quality of their
content, the contributions are subjected to an international refereeing process.

Economics Conference (Conference Proceedings) annual

The Economics Conference hosted by the OeNB is an international platform for
exchanging views and information on monetary and economic policy as well as
financial market issues. It convenes central bank representatives, economic poli-
cymakers, financial market players, academics and researchers. The conference
proceedings comprise all papers presented at the conference.

Conference on European Economic Integration
(Conference Proceedings) annual

This series, published in English by a renowned international publishing house,
reflects presentations made at the OeNB’s annual conference on Central, Eastern
and Southeastern European issues and the ongoing EU enlargement process (for-
merly East-West Conference).

For further details see 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 gen-
eral 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. It also contains the OeNB’s financial statements.

Intellectual Capital Report annual

The Intellectual Capital Report is a review of the OeNB’s intellectual capital and
its use in the OeNB’s business processes and services. The report clarifies the re-
lationships between different types of human, relational, structural and innova-
tion capital and describes various determinants that influence the OeNB’s intel-
lectual capital. The report provides an integrated view of the OeNB and serves to
assess the consistency of the OeNB’s intellectual capital with its knowledge-based
strategic orientation.
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Publications on Banking Supervision

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 credit
sector is particularly affected by these innovations, with internal software systems
and relevant business processes having to be adapted to cope with the new envi-
ronment. ,Guidelines on Credit Risk Management® is designed to assist in rede-
signing the systems and processes within a bank in the course of implementing

Basel II.

Rating Models and Validation
www.oenb.at/en/img/rating_models_tcm16-22933.pdf

Best Practices in Risk Management for Securitized Products

www.oenb.at/en/img/If_securit_engl_tcml6-23501.pdf and

Appendix B: Securitization Framework in Basel Il

www.oenb.at/en/img/appendix_b_englisch_06122004_tcm16-23500.pdf

Credit Approval Process and Credit Risk Management
www.oenb.at/en/img/credit__approval _process_tcm16-23748.pdf

Credit Risk Models and Credit Derivatives

(By Gaal, A. and M. Plank. 1998. In: Focus on Austria 4/1998, OeNB.)
www.oenb.at/en/img/credit_risk_tcml16-11201.pdf

Legal Framework in Croatia

www.oenb.at/en/img/croatia_screen_tcml16-45599.pdf

Legal Framework in Poland

www.oenb.at/en /img/po]and_screen_tcml6—45602.p(jf

Legal Framework in Slovakia

www.oenb.at/en/img/slovakia_screen_tcm16-45603.pdf

Legal Framework in Slovenia

www.oenb.at/en/img/slovenia_screen_tcm16-45604.pdf

Legal Framework in Hungary

www.oenb.at/en/img/hungary_screen_tcm16-45600.pdf

Legal Framework in the Czech Republic

wwiw.oenb.at/en/img/czech_republic_ screen_tcm16-45601. pcjf
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Publications on Banking Supervision

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 gen-
eral interest rate risk of debt instruments, and other risks associated with the trad-
ing 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_tem16-20471.pdf

Standardized Approach Audits (Volume 2)
WWW.oenb.at/en/img/bandZevé‘O_tcm]6—20472.p(jf

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_tcm]6—20476.p<jf

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 signifi-
cance 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.

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
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Publications on Banking Supervision

risk categories. They provide in-depth information on the different types of capi-
tal and their suitability for risk cover. Moreover, the guidelines present quantita-
tive methods and procedures to determine the risk-bearing-capacity of a credit
institution. 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 effi-
cient internal control mechanisms.

Other Publications
Structured Products Handbook

WWW.oenb.at/en/img/phb_intemet_tcml6—11I73.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
prices 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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Addresses

of the Oesterreichische Nationalbank

Postal address

Head Office
Otto-Wagner-Platz 3 PO Box 61
1090 Vienna, Austria 1011 Vienna, Austria

Internet: www.oenb.at
E-Mail: oenb.info@oenb.at

Branch Offices

Western Austria Branch Office
Innsbruck

Adamgasse 2

6020 Innsbruck, Austria

Adamgasse 2
6020 Innsbruck, Austria

Southern Austria Branch Office

Graz

Brockmanngasse 84 PO Box 8

8018 Graz, Austria 8018 Graz, Austria

Klagenfurt
10.-Oktober-Straf3e 13
9020 Klagenfurt, Austria

10.-Oktober-Strafle 13
9020 Klagenfurt, Austria

Northern Austria Branch Office
Linz

Coulinstral3e 28
4021 Linz, Austria

PO Box 346
4021 Linz, Austria

Salzburg
Franz-Josef-Stral3e 18
5027 Salzburg, Austria

Franz-Josef-Stral3e 18
5027 Salzburg, Austria

Representative Offices

Qesterreichische Nationalbank
London Representative Office
Gracechurch Street 48, 5" floor
EC3V 0OEJ London

United Kingdom

Qesterreichische Nationalbank
New York Representative Office
450 Park Avenue, Suite 1202
10022 New York, U.S.A.

Permanent Representation of Austria to the EU
Avenue de Cortenbergh 30
1040 Brussels, Belgium

Telephone Telex

(+43-1) 404 20-6666
Fax: (+43-1) 404 20-2398

(1) 114669 natbk
(1) 114778 natbk

(+43-512) 594 73-0
Fax: (+43-512) 594 73-99

(+43-316) 81 81 81-0
Fax: (+43-316) 81 81 81-99

(+43-463) 576 88-0
Fax: (+43-463) 576 88-99

(+43-732) 65 26 11-0
Fax: (+43-732) 65 26 11-99

(+43-662) 87 12 01-0
Fax: (+43-662) 87 12 01-99

(+44-20) 7623-6446
Fax: (+44-20) 7623-6447

(+1-212) 888-2334
(+1-212) 888-2335
Fax: (+1-212) 888-2515

(212) 422509 natb ny

(+32-2) 285 48-41,-42, 43
Fax: (+32-2) 285 48-48
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