Return to Growth

Industrialized Countries:

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

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

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

Case-Shiller price index for single-fam-
ily homes fell month on month in March
2010 for the first time after having
risen eight times in a row, year on year
it improved for the first time since De-
cember 2006. Overall, however, the
real estate market remains exposed to
risks (e.g. impairment of commercial
real estate, rising indebtedness of pub-
lic mortgage institutions). The financial
crisis brought about a sea change in the
U.S. labor market. Although unem-
ployment of 9.7% in April 2010 was be-
low the record high of October 2009
(10.1%), the U.S.A. is currently strug-
gling with growing long-term jobless-
ness for the first time in its history.
Meantime, 44% of the 15 million U.S.
unemployed have been without work
for more than 27 weeks. In addition,
the labor market is not expected to im-
prove significantly until end-2011. Al-
though the year-on-year rise in the con-
sumer price index (CPI) reached 2.7%
in December 2009, it slipped to 2.3%
by March 2010. In that month, the core
inflation rate stood at a 1.1% year on
year. At its meeting of April 27 and 28,
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2010, the Federal Reserve’s Open Mar-
ket Committee (FOMC) left the target
range for the Federal Funds rate un-
changed at close to 0%. Furthermore,
the wording that the FOMC continues
to anticipate that economic conditions
are likely to warrant exceptionally low
levels of the key interest rate for an ex-
tended period remained unchanged.

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

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

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

In the U.S. and euro area money
markets, LIBOR and EURIBOR inter-
est rates have stabilized at a low level
since fall 2009. Risk premiums in the
U.S. money market continued to re-
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Euro Area, U.S.A, Japan: Inflation and Key Interest Rates
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Chart 2

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

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

as well as, coupled with this, specula-
tive transactions. Only the EU and IMF
measures announced on May 9, 2010
(provision of an immediately available
facility for external stabilization amount-
ing to EUR 60 billion and establishment
of a credit limit in the amount of EUR
660 billion, cofinanced with EUR 440
billion from the EU and EUR 220 bil-
lion from the IMF) and the ensuing gov-
ernment bond purchases by euro area
central banks from May 10, 2010, sta-
bilized the government debt markets in
the euro area. In addition, the EUR-USD
swap line to ensure the banking sector’s
U.S. dollar liquidity was reinitiated.
The yield spreads of U.S. and euro
area corporate bonds further normalized
for both AAA- and BBB-rated bonds.
After an interruption in early 2010, the
global recovery observed in the stock
markets since March 2009 continued
until end-April 2010. Early that month,
for the first time since the collapse of
Lehman Brothers, the Dow Jones
closed at over 11,000 points. Moreover,
the stock markets rallied in response to
the euro area’s stabilization measures.
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Chart 3

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

Government Bonds
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In response to both the improved
growth outlook for the U.S.A. and Japan
and to the government debt problems
in some euro area countries, the euro

has, in recent months, been depreciat-
ing against other important currencies
in the foreign exchange markets despite
the prevailing interest rate differential.
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Chart 5

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

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

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

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

12
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Chart 6

Emerging Economies and Selected Industrialized Countries: GDP Forecast
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Note: CESEE excluding European CIS countries. Asia excluding (newly) industrialized countries. Latin America including Caribbean countries.

Chart 7

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

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

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

up until the fourth quarter of 2009. As

Chart 8

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

CESEE and CIS: Domestic and Cross-Border Credit to CESEE and CIS
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for the CIS, lending to banks in this re-
gion continued to decline.

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

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

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

Return to Growth
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Chart 10

Emerging Markets: Spreads of Foreign Government Bonds in Foreign Currency
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CESEE: Stabilization Continues'

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

—, had a relatively small impact on
CESEE markets.

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

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

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

2

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

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

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

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

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

Return to Growth
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Chart 11

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

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

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

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

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

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

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

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

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

tional currencies

rency in many countries, however.

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

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

corporate  loans

Chart 13
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Credit levels as at end-2009, % of 2009 GDP

%

120 — — 80
— 70
100 — =66
61 — 60
80 —
— 50
60 — — 40
| — 30
0 = =
I — 20
20 — =
N -
0 — = = — 0
Slovakia Hungary Bulgaria Romania Croatia Ukraine Russia
= Domestic credit to households in national currency (left-hand scale)
mm Domestic credit to households in foreign currency (left-hand scale)
= Domestic credit to the corporate sector in national currency (left-hand scale)
B Domestic credit to the corporate sector in foreign currency (left-hand scale)
B Cross-border credit to the corporate sector (left-hand scale)
L}

Source: ECB, Eurostat, national central banks, OeNB.

Share of foreign currency credit as a percentage of credit to households (right-hand scale)

Note: Foreign currency credit also includes credit in national currency that is indexed to a foreign currency. Foreign credit does not include trade credits
and intra-company loans. Points refer to the shares of foreign currency credit to households in total credit to households in % (right-hand scale).

Return to Growth

FINANCIAL STABILITY REPORT 19 — JUNE 2010

21



Return to Growth

Chart 14

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

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

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

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

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

22

FINANCIAL STABILITY REPORT 19 — JUNE 2010



Return to Growth

Chart 15

Banking Sector: Credit Quality
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Chart 16

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

specific risks related to political deci-
sion-making processes and upcoming
elections represent further risk poten-
tial.
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