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Although the New Basel Capital Accord (Basel II) makes no direct reference to loan 
 pricing and lending terms, it is widely held that Basel II does, in fact, impact on loan 
 pricing. A survey among Austrian banks on loan pricing strategies after Basel II aimed to 
identify the potential effects of Basel II on loan pricing. This article summarizes and 
 analyzes the results of this survey and their implications for the Austrian lending business. 
The survey found a significant trend toward risk-adequate pricing. While it is impossible to 
predict at this point whether banks will eventually successfully implement this strategy, 
given the competitive environment, it seems that they are in fact resolved to do. Banks’ 
loan pricing and portfolio streamlining plans concern mostly lending to small and medium-
sized enterprises (SMEs), which in credit institutions’ view offers the largest room for 
 maneuver to adjust lending volumes and prices. 
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Introduction
A range of analyses and studies on the 
implications of the New Basel Capital 
Accord (Basel II) in the national and 
international context have been pub-
lished over the past few years. One of 
the issues which have so far not been 
thoroughly analyzed is the question of 
whether Basel II may bring about 
changes in loan pricing. Although the 
new capital adequacy framework does 
not contain any provisions on lending 
terms and loan pricing, it has been 
widely assumed that Basel II may lead 
not only to a credit crunch but also to 
more restrictive pricing, which means 
that loan prices could vary depending 
on a borrower’s risk exposure. After 
all, Basel II supports the introduction 
and use of rating models that would 
provide the basis for such risk-ade-
quate pricing.

If these expectations prove true, 
banking systems like the Austrian 

may see a break with traditional lend-
ing strategies. Both the financial sys-
tem and the structure of the real 
economy in Austria are characterized 
by a number of specific features, in-
cluding a strong reliance on long-
term relationship banking, the large 
number of small and medium-sized 
enterprises (SMEs) and the – by in-
ternational standards – important 
role of bank loans in corporate fi-
nance (see Dirschmid and Waschiczek, 
2005). In particular, the type of 
long-term relationship banking 
strongly established in Austria (and 
also in countries like Germany and 
Japan; see Schöning, 2004; Jung and 
Strohhecker, 2006) seems to some 
extent not be exactly compatible with 
ratings-based risk-adequate pricing. 
One of the key features of long-term 
relationship banking is that banks 
usually provide finance to customers 
over the business cycle, i.e. they give 
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out loans also in economically diffi-
cult times, when their customers’ 
risk of default is higher. This lending 
policy has a long tradition in Austria; 
it is rooted in part in the industry and 
structural policy role banks played in 
the post-1945 period (see Wössner, 
1969; Tichy, 1975; Beer and Ederer, 
1987; Kaufmann, 2001; Valderrama, 
2001). On the one hand, it was up to 
the big banks like Länderbank and 
Creditanstalt to provide capital to key 
national companies, often regardless 
of whether there was real profit in a 
lending transaction or not. Moreover, 
not a few banks held participating in-
terests in these companies and thus 
had a fundamental interest in keeping 
them operable. On the other hand, 
smaller credit institutions, such as re-
gional savings banks, were expected 
to provide households and local 
 businesses, sometimes located in 
 economically disadvantaged regions, 
with access to finance. Risk assess-
ment did not play a major role in loan 
pricing for either type of bank. 

However, as other parts of the fi-
nancial market gained relevance (de-
rivatives markets, stock trading, etc.), 
identifying, measuring and managing 
risk also became more important, 
and Austrian banks have embraced 
this development (see Datschetzky et 
al., 2003). At the same time, regula-
tors have promoted the use and im-
provement of – in particular quanti-
tative – risk measurement procedures 
by providing the appropriate legal 
framework (Market Risk Directive of 
1996, Basel II). Basel II broadly rec-
ognizes internal risk measurement 
methods, allowing banks to use their 
own rating models under the internal 

ratings-based (IRB) approaches to 
calculate their risk and the resulting 
regulatory capital requirements. At 
the same time, banks opting for the 
standardized approach and using ex-
ternal ratings are encouraged under 
pillar 2 of the new capital adequacy 
framework to quantify all relevant 
risks, which implies that even those 
banks need to carry out a more accu-
rate assessment of their risk exposure 
than previously. This paper investi-
gates whether changes in banks’ and 
supervisors’ treatment of risk may 
bring about changes in lending proce-
dures, in particular in lending terms 
and pricing.

Method and Design of the Survey 2

Between December 2005 and Febru-
ary 2006, a total of 25 banks doing 
business in Austria were surveyed by 
individual interviews on the basis of a 
standardized questionnaire. The rep-
resentative sample was compiled to 
both reflect the Austrian banking 
sector’s diverse scale and organization 
as well as to cover as thoroughly as 
possible the population of all Austrian 
banks. While this procedure ensures 
almost full coverage of all larger uni-
versal banks and thus the respective 
market volume, conclusions about the 
remaining volume must be drawn 
from sub-samples. In terms of uncon-
solidated total assets the survey sam-
ple covers a total of 61.3% of the Aus-
trian banking sector. The quantitative 
evaluation of the data was carried out 
both for the entire sample and for 
 individual size and type categories. A 
differentiation was made between 
special-purpose banks, major univer-
sal banks as well as medium-sized and 

2 The complete survey is published at http://      basel2.fh-vie.at/publikationen.aspx?catId=4 (see also Jäger, 2006).
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small banks. Standardized question-
ing was preceded by an explorative 
stage during which depth interviews 
were conducted with selected banks 
to identify, in line with the method-
ological guidelines of interpretative 
social research (see Froschauer and 
Lueger, 1992; Lamnek, 2005), ques-
tions, issues and interlinkages which 
would have been impossible to de-
duce on the basis of the available data 
and literature alone.

The Status Quo in Loan 
Pricing: Only Major Banks 
 Apply Refined Calculation 
Methods
Currently Used Pricing Strategies
The banks surveyed were first ques-
tioned about the information and 
methods they currently use to calcu-
late loan prices. This is a key prereq-
uisite for assessing potentially varying 
pricing strategies and the possible im-
plications of Basel II. 

The large majority of responding 
banks reported a calculation method 
which included the calculation of 
minimum margins for loans. Some 
banks, all of them small or medium-
sized credit institutions, however, ap-
ply a very simple calculation scheme. 

On the basis of the standard mod-
els for loan pricing as described in the 
banking literature (see Rolfes and 
Bannert, 2001; Schierenbeck, 2003a 
and 2003b; Schöning, 2004), respon-
dents were asked about the compo-
nents of their loan cost schemes. The 
literature usually distinguishes be-
tween standard risk costs, cost of 
capital, liquidity or refinancing costs 
as well as unit costs. 

Basel II may – directly or indi-
rectly – cause changes in particular in 
the calculation of standard risk costs 
and cost of capital, since such calcula-
tions take into account banks’ rating 

approach as well as the quality and 
nature of the model used for assessing 
customers’ creditworthiness. Simi-
larly, these cost components are in-
fluenced by the collateral chosen, the 
recognition of which has been rede-
fined by Basel II. 

At present, banks usually calcu-
late standard risk costs in line with 
the insurance principle on the basis of 
their past default experience. This 
procedure involves the calculation of 
probabilities of default (PDs) derived 
from the credit institution’s own ex-
perience that provide the basis for the 
standard risk costs. PDs calculated on 
the basis of external prices (e.g. mar-
ket prices or bond spreads) are virtu-
ally never used as the basis for the cal-
culation of standard risk costs. Some 
banks apply PD mapping, i.e. assign-
ing the calculated PD of individual 
customers to rating categories, which 
is a key method for estimating stan-
dard risk costs. Usually, banks deter-
mine standard risk costs broken down 
by rating or by rating and maturity. 
The survey has shown that large or 
more specialized banks tend to use a 
more refined approach than small and 
medium-sized credit institutions. 

To assess the possible implications 
of changes in the cost of capital for 
lending terms, the banks were also 
questioned about the return require-
ments for earmarked capital and for 
the calculated cost of capital. Most 
banks reported that they targeted 
a return on equity (ROE) of 6% 
to 10% before tax, only large and 
specialized credit institutions often 
target a higher ROE. These values, 
however, should be treated with cau-
tion, since the interviews showed that 
in many cases, margin calculations do 
not include the total targeted ROE. 
Still, it has become obvious that the 
cost of capital plays a key role in cost 
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accounting, which is also due to the 
capital requirements as set out in 
 Basel II to a significant extent influ-
encing the amount of capital that 
banks hold. 

Whether the calculation of stan-
dard risk costs and the cost of capital 
has changed in the course of prepar-
ing for Basel II also seems to depend 
on a bank’s size: especially small 
credit institutions reported that there 
had been no changes so far. 

Cost accounting is an important, 
but not the only basis for pricing strat-
egies. Therefore, loan prices do not 
necessarily correspond exactly to lend-
ing costs. Other factors, e.g. market 
conditions, also impact on pricing 
policies. Asked why competing lend-
ers are able to offer more favorable 
terms, most banks mentioned differ-
ent calculation schemes or dumping, 
whereas more capital is not believed 
to play a major role (see chart 1).

Overall, the survey has shown 
that most Austrian banks apply calcu-
lation methods that can provide at 
least some basis for risk-adequate 
pricing. In addition, a substantial pro-
portion of respondent banks reported 

considerable changes in cost account-
ing over the past few years. There 
are, however, major differences de-
pending on bank size: While several, 
in particular large credit institutions 
started to introduce more accurate 
calculation methods already a few 
years ago, the majority of small and 
medium-sized banks has hardly made 
any changes up to now. Yet, the latter 
claim to be working on refining their 
calculation schemes already or plan 
to do so in the near future. This shows 
that the implementation of Basel II 
has prompted many banks to adapt 
their cost accounting procedures to 
create or improve the basis for risk-
adequate pricing strategies. 

The Future of Loan Pricing
Before taking a closer look at future 
loan pricing strategies, the issue of 
whether the calculation of regulatory 
capital as set out in Basel II does in 
fact have an impact on banks’ capital 
needs to be clarified. Capital require-
ments are a key (restrictive) factor in 
lending. According to the results of 
the Quantitative Impact Studies con-
ducted by the Basel Committee on 

Chart 1
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Banking Supervision (BCBS), Basel II 
should lead to a lower aggregate level 
of minimum capital requirements 
compared with Basel I, even if the 
scaling factor of 1.06 is taken into 
 account, whose application should 
prevent a sharp drop in minimum 
capital requirements (see BCBS, 
2003; BCBS, 2006). The survey 
showed that the majority of respon-
dent banks expects aggregate mini-
mum capital requirements after the 
implementation of Basel II to remain 
more or less unchanged or to decrease 
by up to 20% (see chart 2). A disag-
gregated analysis reveals that large 
banks tend to anticipate lower capital 
requirements, whereas small and me-
dium-sized banks assume that there 
will be no substantial changes. 

Banks Plan to  Adapt 
Loan Price Calculations

Regardless of possible changes to 
minimum capital requirements, the 
large majority of banks is planning to 
modify their calculation schemes for 
standard risk costs and for the cost of 

capital, giving (at least a little) more 
weight to expected risk and economic 
capital. Large banks in particular an-
nounced that they would make major 
adjustments, while small and me-
dium-sized banks intend to imple-
ment changes on a smaller scale. 

This, in turn, raises the question 
whether more accurate risk calcula-
tion leads to adjustments in pricing. 
There have been growing signs that in 
addition to adaptations of price calcu-
lations at the micro level, there may 
also be changes at the aggregate level. 
The fact that risk premia on riskier 
loans have increased corresponds to 
the results of the Oesterreichische 
Nationalbank’s regular bank lending 
survey of the past few years, which 
indicate that margins on riskier loans 
have been tightened somewhat (see 
Waschiczek, 2006). These changes 
have affected first and foremost small 
and medium-sized enterprises with 
sales of up to EUR 50 million, but 
also larger enterprises and retail cus-
tomers (see chart 3). Most banks ar-
gue that this development confirms 

Chart 2
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that pricing strategies have already 
become more risk-adequate owing to 
changing market conditions and the 
upcoming implementation of Basel II.

Accordingly, the majority of banks 
in the survey indicated that for them 
risk-adequate pricing will play a 
(somewhat or considerably) bigger 
role in the future. Still, a few credit 
institutions responded that they did 
not expect risk-adequate pricing to 
gain in importance, and one bank 

even claimed that its role would di-
minish. All in all, however, there is 
an ongoing trend toward increasingly 
risk-adequate pricing 

Credit institutions were also asked 
which groups of borrowers would 
imply overall higher, unchanged or 
lower standard risk costs and cost of 
capital. As chart 4 illustrates, most 
borrowers will not feel any changes 
in calculated premiums or discounts 
on loans. A breakdown of SMEs by 

Chart 3
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credit profile shows that on average, 
the premiums on risk costs and the 
cost of capital will remain unchanged 
or shrink for a majority of businesses. 
SMEs with low credit ratings, how-
ever, will face notably higher premiums.

Implementation of  
Risk-Adequate Prices  Depends 
Strongly on 
Market  Acceptance

The implementation of risk-adequate 
pricing requires not only lenders to 
adjust supply structures but also bor-
rowers to (correspondingly) change 
their demand behavior. Therefore, 
the surveyed banks were also ques-
tioned about customer acceptance of 
risk-adequate pricing. Apparently, 
banks believe that large corporate 
loan and real estate loan customers as 
well as those 25% of SMEs with the 
best credit ratings have some under-
standing for risk-adjusted prices, 
whereas retail consumer loan cus-
tomers and the 25% of SMEs with 
the worst credit ratings have little tol-
erance for such a pricing strategy. 
Among “average” SMEs, there seems 

to be a balance between those who 
have some understanding and those 
who have no understanding. 

There is no agreement among 
banks as to whether risk-adequate 
prices will be more readily accepted 
by new or by existing customers, 
though a relative majority believes 
that existing customers may have 
more objections to such strategies 
than new customers (see chart 5). 

As to the strategies available for 
introducing risk-adequate prices, 
banks consider all of them more or 
less important, in particular main-
taining close customer relationships 
as well as informing customers about 
their ratings and, accordingly, ways 
to improve their ratings (see chart 6). 
This indicates that lenders are willing 
to provide more information, thus in-
creasing transparency and contribut-
ing to higher acceptance by borrow-
ers. Compared with large banks, 
small and medium-sized credit insti-
tutions tend to give more weight to 
close customer relationships. 

In addition, the banks surveyed 
believe that whether new pricing 

Chart 5
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strategies are met with acceptance 
strongly depends on competing lend-
ers (see chart 7). Other factors, such 
as customer behavior and economic 
conditions, also seem to play at least 
some role. Banks’ perception that 
their strategies are strongly depen-
dent on other lenders, i.e. on market 
supply behavior, is a sign of competi-
tive structures in banking. Since, 
however, all lenders broadly agree 
that risk-adequate pricing will gain in 

importance, as the survey discussed 
here indicates, it can be assumed that 
the entire market will move in this 
direction and that market participants 
will adapt their products and services 
to meet the new requirements. Com-
petitive pressure may even reduce the 
ability of individual market partici-
pants who do not have risk-adequate 
prices on their products to compete 
and may eventually force them to 
 follow the general market trend.

Chart 6
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Upgrading of Risk Management 
and  Standardization of Lending
Switching to risk-adequate pricing 
may also entail some restructuring 
within banks as individual organiza-
tional units sometimes target differ-
ent objectives. Therefore, the banks 
participating in the survey were ques-
tioned about current processes and 
procedures as well as changes in deci-
sion-making structures within their 
organization. The working hypothesis 
applied assumes that Basel II will 
prompt a reorganization of decision-
making structures and in particular 
changes in the intra-institutional rela-
tionship between loan management 
and risk management.

Asked to what extent the role of 
risk management/controlling will 
change at their bank, the majority of 
respondents said that this area would 
become somewhat more or much 
more important. While larger banks, 
already having upgraded risk manage-
ment over the past few years, expect 
this area to become only slightly more 
important, small and medium-sized 
banks believe that for them, the role 
of risk management will increase con-
siderably.

This shift may take place at the 
expense of loan management if lend-
ing becomes increasingly standard-
ized and, as a consequence, the indi-
vidual relationship between the loan 
manager and the loan customer be-
comes less important. For this reason 
banks were asked whether they were 
planning to move toward greater 
standardization in lending, i.e. apply-
ing uniform guidelines and standards, 
or toward greater flexibilization, i.e. 
applying different criteria and assess-
ments depending on individual lend-
ing cases. The responses do not pro-
vide a clear picture: While the major-
ity presumes that there will be some 

or considerably more standardization 
and only few respondents do not see 
any changes, some banks indicated 
that they would pursue both more 
standardized and more flexible poli-
cies. Moreover, the qualitative evalu-
ation of the interviews showed that 
more standardization is planned espe-
cially in areas where margins are 
comparatively low, for example in re-
tail lending. By contrast, smaller and 
medium-sized banks said that they 
would increase flexibility in lending 
to SMEs. In general, large banks tend 
to opt for greater standardization, 
whereas medium-sized banks expect 
little change and small banks consider 
that not only standardization but to 
some extent also flexibilization will 
become more important.

Similarly, there is broad agree-
ment that new loan contracts will 
 increasingly incorporate clauses en-
abling the adjustment of lending 
terms to changes in ratings. 60% of 
responding banks even said that such 
clauses would play a much greater 
role, which highlights banks’ inten-
tion to modify traditional interaction 
patterns with borrowers (see chart 8).

In connection with possible 
changes in decision-making struc-
tures, the banks surveyed were also 
asked how important it would be to 
be able to adjust lending terms in ex-
isting loan contracts if a customer’s 
rating should change. There was al-
most unanimous agreement that this 
option would become somewhat or 
considerably more important; no bank 
expected the opposite. Banks’ ap-
proaches to how such an adjustment 
of lending terms might be carried 
out in practice vary: one group said 
that it would act more flexibly, 
whereas the majority indicated that 
it would rely on more standardized 
 procedures. 
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All in all, the survey results on 
this topic do not provide a clear pic-
ture. It is impossible to deduce that 
the decision-making structures iden-
tified with the tradition of long-term 
customer-bank relationships will be 
abandoned. There are signs, however, 
that in particular large and some me-
dium-sized banks will take certain 
measures, including, for instance, the 
adjustment of lending terms when a 
borrower’s rating changes as well as 
more standardization, which will re-
duce flexibility in managing individ-
ual customer relationships. Many 
small banks and banks with a regional 
focus indicate that they would not 
abandon traditional relationship 
banking, arguing that since their 
business is less geared toward achiev-
ing a high ROE – thanks to, e.g., their 
cooperative structure – they can af-
ford to support regional economic 
objectives and that maintaining close 
relationships with their customers is a 
competitive advantage rather than a 
one-way strategy. Furthermore, small 
credit institutions maintain that close 
and personal customer relationships 
in the regional context help keep the 
risk of default low, giving banks the 

possibility of providing sound assess-
ments of customers’ creditworthiness 
on a broader basis.

Since Basel II closely links the 
capital requirements under the IRB 
approach to borrowers’ credit rat-
ings, it can be assumed that banks’ 
treatment of borrowers whose credit-
worthiness deteriorates will change. 
The majority of the banks surveyed, 
especially larger banks, in fact indi-
cated that in such cases they would 
resort to shrinking the proportion of 
such customers in their portfolios to a 
larger extent than previously. In par-
ticular, small and medium-sized 
banks reported that they would not 
only reduce the share of such custom-
ers but also strengthen their relation-
ships with the remaining customers, 
which, they argue, may raise cus-
tomer loyalty and thus impact posi-
tively on profitability in the long run. 
Besides, these banks apparently see 
themselves as more committed to re-
gional and corporate responsibility. 
The majority of large banks, on the 
other hand, indicated that they would 
end business relations with customers 
whose credit ratings deteriorate ear-
lier than now. 

Chart 8
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Summary and Conclusions
The analysis of the survey results 
shows that Basel II will bring about 
substantial changes in loan pricing, 
loan portfolio compositions and lend-
ing terms if banks implement the 
strategies announced in the survey 
interviews. Risk costs will increas-
ingly be calculated on the basis of in-
dividual borrowers’ risk. As a conse-
quence, customers with good credit 
ratings will obtain loans at lower 
prices than those with poor ratings. 
Similarly, almost all banks surveyed 
announced that they would adjust the 
terms of existing loans if a borrow-
ers’ rating should change. All these 
measures are part of a trend towards 
risk-adequate pricing. 

However, Basel II does not seem 
to be the sole reason for banks to 
modify their pricing strategies; oper-
ational considerations, market devel-
opments as well as expectations 
voiced by supervisors and other insti-
tutions or organizations (e.g. rating 
agencies) also contribute to an envi-
ronment conducive to risk-adequate 
pricing. Since Basel II supports cer-
tain mechanisms in lending, such as 
the application of new risk measure-
ment methods and ratings consistent 
with market conditions, it also acts as 
an accelerator and catalyst of lending 
strategies based on risk-adequate pric-
ing and risk-based return calculation.

Whether the strategies envisaged 
by banks can in fact be implemented 
will depend not least on market con-
ditions. At present, risk-based loan 
pricing is the exception rather than 
the rule in the Austrian market. 
Banks continue to extend some loans 
at terms that do not reflect total risk 
costs to be able to keep up with ag-
gressive pricing behavior in a partly 
highly competitive market. In addi-
tion, many small and medium-sized 

banks, which have always factored re-
gional economic policy considerations 
into their lending and pricing strate-
gies, said they would continue to 
do so. As a result, the Austrian loan 
market would continue to meet the 
heterogeneous demands of the Aus-
trian business community with its 
predominance of SMEs despite the 
trend toward standardization sup-
ported by Basel II.

It is likely, therefore, that the Aus-
trian lending business will not change 
all at once. Rather, there are signs 
that banks are going to pave the way 
for gradual modifications in the me-
dium term. It remains to be seen 
whether risk-adequate pricing will be 
introduced quickly, but the ongoing 
discourse compels banks at least to 
some degree to explain to investors 
and savers, possibly even to supervi-
sors, why their lending terms are not 
risk-adjusted, just as internationally 
operating banks will feel increased 
pressure to optimize their risk-to-re-
turn ratios. Furthermore, banks may 
demand higher collateral from bor-
rowers; this aspect was not part of 
this analysis, though. The future in-
creased tradability of loans may also 
impact on pricing strategies. Seeking 
to optimize the risk-to-return ratio, 
banks may review their loan portfo-
lios to determine which borrowers 
do not yield a return that is in line 
with their riskiness. The threat of 
sanctions for such “suboptimal” cus-
tomers would in turn increase pres-
sure on borrowers to present them-
selves as low-risk customers long be-
fore the danger of their loan being 
removed from the bank’s portfolio 
presents itself. Today, businesses are 
well aware of the fact that the imple-
mentation of Basel II will require them 
to improve the provision of documen-
tation and information to their banks. 
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