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Our Mission Statement

In 2005, the national central banks of the
independent Eurosystem (including the
OeNB) published a joint mission state-
ment that enshrines the following key
objectives and values:

We In the Eurosystem have as our pri-
mary objective the maintenance of price
stability for the common good. Acting
also as a leading tinancial authority,
we aim to safeguard tinancial stability
and promote European tinancial Inte-
gration.

In pursuing our objectives, we at-
tach utmost importance to credibility,
trust, transparency and accountability.
We aim tor etfective communication
with the citizens ot Europe and the me-
dia. We are committed to conducting
our relations with European and na-
tional authorities In tull accordance
with the Treaty provisions and with
due regard to the principle of indepen-
dence.

We jointly contribute, strategically
and operationally, to attaning our
common goals, with due respect to the
principle of decentralisation. We are
committed to good governance and to
performing our tasks ettectively and ef-
ticiently, In a spirit ot cooperation and
teamwork. Drawing on the breadth and
depth of our experiences as well as on
the exchange ot know-how, we aim to
strengthen our shared Identity, speak
with a single voice and exploit syner-
gles, within a framework ot clearly de-
tined roles and responsibilities for all
members of the Eurosystem.

The OeNB’s mission statement comple-
ments the Eurosystem’s mission state-
ment and transposes it to Austrian re-
quirements. The main messages are:

As the central bank of the Republic of
Austria, the OeNB serves the Austrian
and European public.

To build and maintain trust in the
OeNB, we take pride In pertorming
our tasks protessionally, drawing on the
high competence and motivation ot our
employees.

Our products and services are cus-
tomer orlented to ensure their value to
our customers and partners.

Ongoing market-oriented product
and process Innovation ensures the et-
ficient and cost-etfective provision ot
services In line with sustainability and
In particular environmental protec-
tion.

We are cooperative, solution-ori-
ented and reliable partners In our rela-
tions with customers and assoclates.

Our employees” commitment, mo-
tivation, creativity, willingness to learn,
team spirit and mobility — the success
tactors of our work now and In the
tuture — are the hallmarks ot our work-
Ing style.
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President’s Report

Atter experiencing a long phase ot
growth, the world economy slipped
Into a severe recession In 2008. In the
second halt of the year, the turmoil In
tinancial markets became stronger and
Increasingly spilled over to the real
economy. To counteract the pronounced
tinancial market turbulence, sweeping
measures were taken to stabilize the t1-
nancial system and to support the econ-
omy. For the euro area, the stability
benefits of having a single currency be-
came clearly evident.

The Oesterreichische Nationalbank
(OeNB) Itselt could not sidestep the
Impact ot the worldwide Interest rate
and exchange rate developments on Its
reserve management. The OeNB’s op-
erating protit would have been higher
than In the previous year, despite the
difticult economic environment, It sharp
losses In the value ot some currencies
against the euro had not resulted In
marked writedowns on financial assets
and positions, and transters to provi-
slons In respect of monetary policy
operations of the Eurosystem had not
been made to comply with a decision
by the Governing Councll ot the ECB.
Accordingly, the bottom line showed a
decrease In the OeNB’s operating profit
to EUR 4/ million In 2008, about one-
fitth of the previous year’s result. It
must be noted from a longer-term per-
spective that the changes In the legal
tramework tfor the OeNB and high
protit transfers In previous years have
markedly reduced the OeNB’s reserves.
In the long run, the OeNB’s earning
power and risk-bearing capacity do
have their hmits.

Against the background ot the tI-
nancial market turmoll, the ECB and
the national central banks have assumed
their responsibility for stabilizing the
tinancial system and have provided
banks with ample lquidity through
monetary policy operations. Accord-
Ingly, the financial and economic tur-
moll substantially increased the work-
load for many operational areas at the

OeNB beyond the areas In charge of
tinancial market supervision and lquidity
management. As cases In point, there
was a higher need tor tinancial market
and monetary analysis, and there was a
higher strain on banknote supply and
handling capacities. Despite the high
demands on performance to handle
the tinancial turmoil, the OeNB never-
theless made progress with important
projects: For example, the organiza-
tional and human resources prerequi-
sites tor implementing the retorm ot
the supervisory tramework In 2008
were established; In payment services,
the OeNB’s clearing system was ex-
tended to Include payments In the
Single Euro Payments Area (SEPA), and
tinancial stability analysis was expanded.
In developing a comprehensive risk
management system to cover all tinan-
clal risks, the OeNB put a special em-
phasis on retining Its corporate gover-
nance Instruments. The OeNB’s sub-
sidiaries, which had made strides In
Improving etticiency and performance
In the past years, were able to reinforce
their market position and to draw on
synergy potentials.

LooKing toward the tuture, prepa-
rations for developing a new mediums-
term corporate strategy were begun
with the aim ot focusing more Intensely
on the OeNB’s core competences,
given the division of labor within the
European System ot Central Banks
(ESCB), and ot rendering etticient high-
quality services. The OeNB’s policy ot
making etficient use ot resources will
be continued, and costs as well as hu-
man resources will be geared toward
NEW STrUCTUres.

| would like to thank the members
ot the Governing Board and the OeNB
statt tor their excellent work tor, and
dedication to, both the OeNB and the
Eurosystem.

President
Claus J. Raidl
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Governor’s Report

At Its annual Economics Conterence In
spring 2008, the Oesterreichische Na-
tionalbank (OeNB) took an In-depth
look at the first ten years ot Economic
and Monetary Union (EMU), which, as
an economic and political Integration
scheme, has secured price stability and
growth In the euro area tor a decade.

In 2008, however, EMU’s monetary
policymakers faced a great challenge:
They had to deal with high Inflation
rates In the tirst halt of the year, and In
tall 2008 were confronted with having
to contain the global tinancial crisis un-
leashed by the tinancial turmoil Iin the
wake of the U.S. subprime crisis. The
European Central Bank (ECB) reacted
quickly and provided markets with
ample liquidity. As the crisis evolved,
the Governing Councll ot the ECB cut
ofticial Interest rates several times to
the lowest level since the start of Stage
Three of EMU. These measures were
complemented by EU governments’
bank stabilization plans and economic
stimulus packages. While these moves
succeeded In largely stabilizing the
markets, they could not prevent the
real economy from sliding Into reces-
sion. In the course of the crisis, the
euro and Eurosystem cooperation
helped protect Europe In general, and
Austria In particular, against even more
Negative repercussions.

The crisis hit Austria’s economy at a
later point In time and less strongly
than It aftected other regions. Never-
theless, the sharpest recession since
World War Il Is torecast tor Austria
tor 2009. The spillover ot the crisis to
some Central, Eastern and Southeastern
European countries bears considerable
risk potential not just tor Austria, but
tor all ot Europe. The rapidly imple-
mented assistance measures of the IMF
and the EU have had a stabilizing ettect,
though.

In Austria, the OeNB took decisive
and Iimportant steps to deal with the
crisis, and ettectively wielded Its national
and International contacts to help ensure

tinancial stability. From January 1, 2008,
the OeNB assumed an extended role In
Austrian banking supervision when the
amendment to the Austrian Banking
Act went Into torce. In exercising this
tunction, the OeNB cooperates closely
with the Austrian Financial Market
Authority (FMA) and the supervisory
authorities In other countries.

Financial market reorganization and
the reform ot the European supervisory
landscape represent crucial Issues to be
resolved. In the long run, a fully inte-
grated Internal market and cross-bor-
der banking activities will no longer be
compatible with a primarily national
supervisory approach — the European
dimension In enforcing financial mar-
ket supervision will Increasingly take
precedence. Furthermore, monetary
and economic policymakers face the
urgent challenges of maintaining price
stability — this Includes preventing
medium-term detlationary risks — and
Improving tinancial stability.

Efficiency and cost consciousness
are the business principles underlying
all ot the OeNB’s operations; In Its
human resources policy, the OeNB Is
Intent on ensuring that Its staft 1s highly
qualitied, on providing equal opportu-
nity employment and on keeping re-
cruitment procedures transparent.

Coping with the major challenges
we taced In 2008 required commit-
ment and expertise on the part ot our
statf. 1 would like to explicitly thank
our staft for Its dedicated ettorts and
the Governing Board and the General
Council tor their valuable cooperation.
My special thanks go to my predeces-
sor, Klaus Liebscher, who was In otfice
until August 31, 2008, tor his collegial-
Ity and his helpfulness — these qualities
helped secure a smooth transition at the
helm of the OeNB.

Governor
Ewald Nowotny

ANNUAL REPORT 2008




The Year 2008 at a Glance

Before the gradually escalating finan-
clal crisis started to tighten Its grip on
the real economy In autumn 2008, de-
veloping Into the deepest recession since
World War 11, the first three quarters
ot 2008 were marked by high intlation
rates. Boosted primarily by sharply in-
creased International energy, commod-
ity and food prices, HICP Inflation
rates were well above 3% both in Aus-
triaand the euro area up until late sum-
mer of 2008. Not until toward the end
ot the year did Intlation moderate on
the back ot tumbling energy and com-
modity prices.

Against this background, the Eurosystem
as a whole and the OeNB in particular
were facing huge challenges in fulfilling
its main objectives — ensuring price
stability and maintaining financial stability

« In view of Increased Intlation expec-
tations, on July 3, 2008, the Govern-
Ing Counclil of the ECB raised the
key Interest rate on the main reti-
nancing operations of the Eurosys-
tem by 25 basis points to 4.25% to
dampen price growth and prevent
second-round etfects, thus ensuring
price stability in the medium term.

 After the detault of the U.S. Invest-
ment bank Lehman Brothers In au-
tumn 2008, the tinancial crisis esca-
lated: What followed was a revalua-
tion of risks, tumbling equity prices
and widening corporate bond spreads.
A number ot tinancial institutions ex-
perienced severe distress and needed
government support. The turmoll
quickly spread to Europe’s tinancial
markets. Contidence In banks dimin-
Ished and banks’ willingness to pro-
vide ligquidity to each other decreased
as money market rates rose. The neg-
ative ettects spilled over to the real
economy. As the U.S. economy en-
tered Into recession, In EUrope ex-
ports, In particular, were plunging.

In the euro area, economic growth
started to lose some momentum In
the second quarter ot 2008, and In
the tourth quarter of 2008 the pace
of growth slowed turther to 1.6%
(against the previous quarter).
Responding to these developments,
the Eurosystem took switt and tlexi-
ble as well as to some degree excep-
tional action, Including injecting sub-
stantial hiquidity Into the market,
adopting new longer-term retinanc-
Ing operations, widening the set ot
eligible collateral and slashing Inter-
est rates to tight the crisis and stabl-
lize the financial system. Between
October 2008 and April 2009, the
ECB Governing Council cut the In-
terest rate on the main retinancing
operations by a total ot 300 basls
points to 1.25%. In taking these mea-
sures, the Eurosystem closely coop-
erated with other major central
banks, which also took comprehen-
sive action. Starting 1n November
2008, retail Interest rates (deposit
and lending rates) dropped consider-
ably In the euro area and In Austria.
Monetary policy action to ensure tI-
nancial stability was supplemented by
bank aid packages at the national and
concerted support measures at the
EU level. In addition, national eco-
nomic stimulus measures and the EU’s
European Economic Recovery Plan
amounting to a total ot EUR 200 bil-
lion helped shore up the real econ-
omy In Europe. Further support
came trom the IMF, which provided
special aid to a number ot Central,
Eastern and Southeastern European
(CESEE) countries.

The Austrian government adopted a
pank aid package worth EUR 100 bil-
lion — well-sized not only compared
with similar sets of measures passed
by other European countries. To
strengthen contidence In the banking

ANNUAL REPORT 2008



The Year 2008 at a Glance
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The Year 2008 at a Glance

sector, the deposit guarantee scheme
was amended to provide unlimited
deposit Insurance protection on de-
posits of natural persons until end-
2009; trom January 1, 2010, on, de-
posits up to EUR 100,000 will be
covered by the scheme. The two
stimulus packages and the tax retorm
measures amount to a total of EUR
o hilhon (1.8% ot GDP) and will
help alleviate the recession In 2009.
In 2008, economic growth in Austria
came to 1.6%.

The Austrian banking sector started
to teel the Impact ot the Intensitied
tinancial turmoil in the second half of
2008. Pretax profits tumbled by
more than 50% to EUR 2.4 billion,
mainly due to higher risk costs tor
loans and securities. Consolidated op-
erating profits (Including subsidiaries
abroad) fell by 29.1% against 2007 to
EUR 7.9 bilhon. Austrian banks op-
erated 69 subsidiaries in 19 CESEE
countries. Thelr exposure to this
region 1s highly diversitied and
amounted to some EUR 200 billion,
three-fourths of which are claims on
EU countries. CESEE 1s of crucial
Importance not only to Austria but to
the EU as a whole, since banks in the
EU-15 have an exposure ot almost
EUR 1,000 billion to the region. The
Austrian parent banks continue to
provide their subsidiaries with sutti-
cient capital and hquidity, iving up
to their responsibility as long-term
Investors and contributing to stabili-
zation In the region.

The OeNB’s activities in 2008
included the following highlights

» The OeNB’s professional and active

CrisIs management, based on ongoing
Intense communication with market
participants and enhanced exchange
of Information with the Financial
Market Authority and other national

and International supervisors, suc-
cesstully contributed to maintaining
financial stability. The new supervi-
sory structure established in 2008
proved eftective and etficient.

Two new reports supplement the set
ot statistics provided by the OeNB:
The liquidity report atfords a weekly
preview of the hquidity needs ot
30 Austrian banks, while a report on
new lending at 105 Austrian banks
allows a detailed assessment of credit
market developments.

The OeNB continued to Invest 1n the
enhancement of Its payment systems,
which ensure the smooth settlement
ot payments in both euro and foreign
currencles. The systems’ stability adds
to the security of payments in the
Austrian tinancial market, thereby
enhancing market confidence in the
provision ot liquidity by the OeNB.
Cash supply by the OeNB continued
smoothly, also during a period of
heightened cash demand In autumn.
The European foothall champion-
ships In June required the OeNB to
step up training of cash handlers. The
OeNB organized more than 400
training sessions tor more than 7,000
persons. The number ot counterfeits
recorded In 2008 was very low. The
damage caused by counterteits de-
creased by 12% compared with 2007.
In January 2009, Slovakia introduced
the euro, joining the euro area as Its
16" member. On behalt ot the Euro-
system, the OeNB arranged and car-
ried out the dehivery ot the Initially
needed amount of euro cash.

In 2008, the OeNB also expanded Its
external communications activities.
The website www.oenb.at now ofters
an even broader range of information
and In 2008 recorded an average
85,000 page impressions a day (2007:
65,000). Raising the public’s interest
In and knowledge ot the increasingly
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The Year 2008 at a Glance

Chart 7 Chart 8
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loss account items 2.2 and 2.3
B Writedowns on financial assets and positions and transfers
to/from provisions for foreign exchange rate and price risks

Selected OeNB Indicators

As on December 31

Net currency position

Banknotes in circulation

Total assets

Operating profit

Corporate income tax

Central government’s share of profit
Profit for the year

Full-time equivalent staff

Intellectual capital indicators

University graduates (%)

OeNB website — number of page impressions a day
Queries to OeNB hotlines

OeNB newsletter subscriptions

OeNB publications

Cash authentication training courses

Environmental performance indicators
Heat consumption (kWh/m?)
Electricity consumption (MWh/employee)

Consumption of photocopying paper (sheets per employee)

Source: OeNB.

Table 1
2007 2008
EUR million
12,084 11,700
18,053 20,297
61,946 83,810
247 47
62 12
150 28
17 3
Absolute figures
9175 | 968.2
35.6 413
64,595 84,651
38,516 38,829
14,985 17,529
63 68
393 417
45 52
77 75
8,669 7,752
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The Year 2008 at a Glance

complex world of finance as well as
providing clear Iinformation, which
represents a crucial confidence-build-
INg measure 1O SUPPOrT Monetary
policy, remains the central objective
ot the OeNB’s external communica-
tions. In spring 2008, the OeNB’s
Economics Conterence took stock ot
the tirst ten years ot Economic and
Monetary Union (EMU). There was
general agreement that EMU tostered
macroeconomic convergence In the
euro area and contributed to main-
taining price stability; specifically in
Austria, It generated considerable In-
tegration eftects and improved Aus-
tria’s external balance.

The OeNB'’s operating profit
in 2008 was influenced by the
following developments

« The OeNB’s operating protit, ex-
cluding writedowns on financial assets
(protit and loss account item 2.2) and
transters to/from provisions for toreign
exchange rate and price risks (profit and
loss account item 2.3), Increased by
EUR 91 milhion or 12% to EUR 837/
million 1 2008. Net Interest Income
accounted tor EUR 816 million (2007
EUR 738 million), the net result ot
tinancial operations tor EUR 154 mil-
lion (EUR 209 million), income from
equity shares and participating Interests
tor EUR 91 million (EUR 23 mil-
lion), staft costs for EUR 116 million
(EUR 108 million), administrative ex-
penoes for EUR 82 million (EUR 78
million) and the cost of banknote pro-
duction services for EUR 16 mullion
(EUR 25 million).

« Factoring In foreign currency and secu-

rities writedowns (EUR 625 million) as
well as transters to provisions in respect
of monetary policy operations ot the Euro-
systein (EUR 166 million), the oper-
ating profit ot the year 2008 amounts
to EUR 47 milhon (2007: EUR 24/
million). The 90% profit share of
the central government came to EUR
28 million (2007: EUR 150 million),
while corporate Income tax amounted
to EUR 12million (2007: EUR
62 milhon). The profit for the year 1S
EUR 3 million (2007: EUR 17 mil-
lion).

The OeNB’s net currency posiuon,
which includes both claims and liabil-
Ities as well as transactions that are
not disclosed In the balance sheet,
decreased to EUR 11.7 billion. The
decrease by EUR 0.4 billion against
December 31, 200/, 1s attributable
transaction-related losses and, In par-
ticular, to valuation effects. Gold and
gold receivables account for EUR 5.6
pilfion ot the net currency position.

10
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The OeNB’s Mandate and Responsibilities

Mandate

The Oesterreichische Nationalbank (OeN B) IS the central bank ot the Republlc of
Austria and, as such, an mtegral part of the European System ot Central Banks
(ESCB) and the Eurosystem. In this capacity, the OeNB acts on the basis ot tull
personal, financial and nstitutional mdependence. The OeNB’s aims and actions
are gmded by the tfundamental prlnC|pIes securlty, stablllty and trust.

The ESCB/Eurosystem, |nclud|ng the OeNB, has a clear statutory mandate to
maintain price stab|||ty In the euro area In order to preserve pu rchasmg power and
to contribute to malntalnmg financial stablllty. In addition to these two primary
objectives, national central banks are also obligated to support — without preju-
dice to the primary objectlve of price Stablllty — the general economic poI|C|es
(|.e. economic and employment growth) In the European uUnion and thus also In
Austria.

Stablllty, securlty and trust are the Key prlnC|pIes that gmde the OeNB In tak-
Ing action with a view to ensuring sustainability. The OeNB’s strategic objective
“excellence In central banklng" focuses on four core competences: Stablllty pollcy,
risk management, means of payment and “gomg east.”

Responsibilities
Contributing to monetary policymaking within the Eurosystem

Participation of the OeNB’s Governor In decision-making In the Governing
Counclil and In the General Council ot the European Central Bank (ECB)
Conduct of macroeconomic research and analysis on Austria and countries
especially relevant to Austria, In particular Central, Eastern and Southeastern
Europe (CESEE)

Economic torecasting for Austria

Monetary policy operations — reserve management

Conduct of monetary policy operations with Austrian banks

Participation In Eurosystem toreign exchange Interventions

Management ot the OeNB’s own reserve assets and ot reserves transterred to
the ECB

Conduct of minimum reserve operations and monitoring ot Austrian banks’
minimum reserve holdings

Financial stability and banking supervision

Conduct of banking supervision In cooperation with the Financial Market
Authority and of payment system oversight with a view to securing financial
stability

Risk analysis of financial markets and banks to safeguard stability

Further development ot risk management provisions at the macro- and micro-
level

ANNUAL REPORT 2008
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The OeNB’s Mandate and Responsibilities

Provision of statistics
Compilation of conclusive, high-quality statistics, above all monetary, Interest
rate and prudential statistics as well as external statistics (e.g. balance ot
payments and financial accounts)
Operation ot the Central Credit Register

Cash supply
Provision ot Austrian businesses and consumers with secure banknotes and
coins
Analysis ot cash flows to ensure smooth cash circulation

Payments and payment systems
Provision and promotion of reliable payment systems in Austria and their
cross-border integration
Assessment of global payment innovations and implementation options for
AUStria

National and international cooperation
Cooperation with national bodies, e.g. the Financial Market Authority, the
Government Debt Committee and the Statistics Advisory Board
International monetary policy cooperation and participation Iin international
financial institutions (IMF, BIS)

Consultancy
Drafting of laws and opinions

12
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The OeNB’s Mandate and Responsibilities

STATUTORY MANDATE l

PRICE STABILITY I FINANCIAL STABILITY I

I

SUPPORTING THE GENERAL ECONOMIC POLICIES
in the European Union and thus also in Austria
(economic growth and employment)

The OeNB's role in monetary policymaking Financial stability and

e T
e
BTN TR
vttt vere S e ]

Implementing monetary policy decisions

and managing reserves in Austria

STRATEGY
Competence in Competence in Competence in
MAINTAINING STABILITY MANAGING RISK MEANS OF PAYMENT

Competence in “GOING EAST"
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Organization of the OeNB

President
Claus J. Raidl

Vice President
Max Kothbauer

Office of the General Council
Richard Mader, Head

Governing Board (Direktorium)

Central Bank Policy
Ewald Nowotny, Governor

Office of the Governor
Markus Arpa, Head

Internal Audit Division
Wolfgang Winter, Head

Communications Division
Gunther Thonabauer, Head

Planning and Controlling Division
Gerhard Hohduser, Head

Personnel Division
Axel Aspetsberger, Head

Peter Achleitner, Director

Economic Analysis and Research Department
Peter Mooslechner, Director

Economic Analysis Division
Ernest Gnan, Head

Economic Studies Division
Martin Summer, Head

European Affairs and International
Financial Organizations Division
Franz Nauschnigg, Head

Foreign Research Division
Doris Ritzberger-Grunwald, Head

Brussels Representative Office
Marlies Stubits-Weidinger, Chief Representative

Accounting, IT and Payment Systems
Wolfgang Duchatczek, Vice Governor

Organization and IT Department
Wolfgang Pernkopf, Director

Organization and IT Governance Division'
Wolfgang Ruland, Head

IT Development Division
Reinhard Auer, Head

IT Operations Division
Christoph Martinek, Head

Cashier’s Division and Payment Systems
Department

Stefan Augustin, Director

Cash and Payment Systems Management Division
Walter Hoffenberg, Head

Cashier’s Division
Gerhard Schulz, Head

Payment Systems Division
Andreas Dostal, Head

Printing Office
Gerhard Habitzl, Head

Northern Austria Branch Office
Josef Kienbauer, Branch Manager

Southern Austria Branch Office
Friedrich Fasching, Branch Manager

Western Austria Branch Office
Armin Schneider, Branch Manager

Accounting Department
Friedrich Karrer, Director

Financial Statements and Treasury Risk Monitoring Division
Elisabeth Trost, Head

Accounts Division
Herbert Domes, Head
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Governing Board (Direktorium)

Financial Stability, Banking Supervision
and Statistics

Andreas Ittner, Executive Director

Financial Stability and Bank Inspections Department
Philip Reading, Director

Financial Markets Analysis and Surveillance Division
Michael Wirz, Head

Off-Site Banking Analysis Division
Johannes Turner, Head

On-Site Banking Inspections Division
Gabriela de Raaij, Head

Statistics Department
Aurel Schubert, Director

External Statistics and Financial Accounts Division
Michael Pfeiffer, Head

Supervisory and Monetary Statistics Division
Gerhard Kaltenbeck, Head

Credit Division
Eva-Maria Springauf, Head

Financial Market Operations,
Equity Interests and Internal Services
Peter Zdllner, Executive Director

Equity Interest Management Division
Franz Partsch, Head

Anniversary Fund
Wolfgang Horitsch, Head

Legal Division
Hubert Mélzer, Head

Treasury Department
Rudolf Trink, Director

Treasury — Strategy Division
Reinhold Wanka, Head

Treasury — Front Office
Walter Sevcik, Head

Treasury — Back Office
Gerhard Bertagnoli, Head

London Representative Office
Carmencita Nader-Uher, Chief Representative

New York Representative Office
Gerald Fiala, Chief Representative

Internal Services Department
Albert Slavik, Director

Procurement and Technical Services Division
Thomas Reindl, Head

Security Division

Gerhard Valenta, Head

Documentation Management and Communications Services
Bernhard Urban, Head

! Environmental Officer Johann Jachs
As of April 30, 2009

Organization of the OeNB
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Ownership Structure and
Decision-Making Bodies of the OeNB

The OeNB’s Owners

The OeNB Is a stock corporatlon. Its
nominal capltal totals EUR 12 million;
the majorlty of this sum 1Is held by the
Austrian tederal government, the re-
mainder by employer organizations as
well as banks and Insurance corpora-
tions. Only Austrian citizens or Iegal
persons or partnershlps under com-
mercial law that are based and head-
quartered In Austria and that are neither
dlrectly nor |nd|rectly majorlty owned
by Torelgners may be sharenholders. The
transter ot OeNB shares requires the
eXPress approval ot the General Meet-
Ing (Stockholders’ meeting). Since May
2006, the Republic of Austria has held
70.3% of the OeNB’s capital stock.

Functions of the General Council

The General Council I1s charged with
the supervision ot all business not fall-
Ing within the remit ot the European
System of Central Banks (ESCB). The
General Council 1S convened by the
President, as a rule once a month. Pur-
suant to Article 20 paragraph 2 of the
Federal Act on the Oesterreichische
Nationalbank 1984 (Nationalbank Act),
the General Council shall advise the
Governing Board In the conduct of the
OeNB’s business and In matters of
monetary policy. The joint meetings ot
the General Council and the Governing
Board must take place at least once
every quarter. General Council approval
Is required tor a number of manage-
ment decisions, e.g. for starting and
discontinuing business lines, establish-
Ing and closing down branch oftices, as
well as acquiring and selling holdings
and real property. Also, the General
Council must approve appointments of
members ot supervisory boards and ex-
ecutive bodies ot companies in which
the OeNB Is a shareholder. Appoint-

ments to the second management tier
of the OeNB Itselt must likewise be ap-
proved by the General Counclil. Finally,
the General Councll has the exclusive
right ot decision on Issues detailed In
Article 21 paragraph 2 Nationalbank
Act, e.g. on drawing up nonbinding
tripartite proposals to the Austrian
tederal government for appointments
to the OeNB’s Governing Board by the
Federal President, on defining general
operational principles for all matters
not covering the remit of the ESCB, on
approving the financial statements tor
submission to the General Meeting,
and on approving the cost estimates tor
the next financial year.

Composition
of the General Council

The General Council consists of the
President, one Vice President and
twelve other members. Only persons
holding Austrian citizenship may be
members ot the General Council. The
President, the Vice President and six
other members ot the General Councll
are appointed by the tederal govern-
ment for a term ot tive years and may
be reappointed. The remaining Six
members are elected by the General
Meeting tor a term ot five years, and
may be reelected. Articles 20 through
30 ot the Nationalbank Act govern Issues
pertaining to the General Councll.
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The General Council ot the OeNB comprised the following members on December 31, 2008:

Claus J. Raidl
President

¥ CEQO of
Bohler uddeholm AG

AS

Max Kothbauer
vice President

Chairman of the
university Board of the
university of Vienna

August Astl
Secretary General
ot the Austrian i

Chamber of Agriculture o

ol

Philip G6th
i| Deloitte Financial
i f Services Industry,

Leader Asia

I Pacific Region

Alfred Hannes
Heinzel

o President and CEO of
Heinzel Holding GmbH

Werner Muhm

Director of the Vienna
Chamber of Labour

Markus Beyrer

Secretary General of
the Federation of
Austrian Industries

Elisabeth
Gurtler-Mauthner

Managing Director ot Sacher

Hotels Betriebsges.m.n.H.
and Vice President ot the
Osterreichische Hotelier-
vereinigung (OHV)

Anna Maria
Hochhauser

Secretary General
of the Austrian Federal
Economic Chamber

Walter Rothensteiner

Charrman of the
Managing Board of
Raitfeisen Zentralbank
Osterreich AG

Bernhard Felderer

Director of the
Institute for
Advanced Studies (1HS)

Erich Hampel

CEO of
Bank Austria

Johann Marihart

CEO of Agrana
Betelligungs-AG

Dwora stein

Federal CEO of the
Union ot Salaried
Private sector
Employees, Graphical
WOrKers & Journalists
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Ownership Structure and Decision-Making Bodies of the OeNB

Representatives delegated by the Central Staff Council to participate in negotia-
tions on personnel, social and weltare matters pursuant to Article 22 paragraph 5
of the Federal Act on the Oesterreichische Nationalbank (Nationalbankgesetz 1984):

Martina Gerharter
Central Staft Council Chair

Robert Kocmich

Central Staft
Council Deputy Chair

State Commissioner

\ Thomas Wieser

= - Director General ot the
Fay Economic Policy and
" Financial Markets

'{. . Directorate General the
o Federal Ministry of Finance

Deputy State Commissioner
Altred Lejsek

Head of the FInancial Markets
Directorate at the
Federal Ministry ot Finance
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Governing Board

‘The Governing Board 1S responsible for the overall running ot the Oesterreichische Nationalbank (OeNB)
and for conducting Its business. In pursuing the objectives and tasks of the European System ot Central
Banks (ESCB), the Governing Board undertakes to act in accordance with the guidelines and instructions
of the European Central Bank (ECB). The Governing Board consists of the Governor, the Vice Governor
and two other members, all of whom are appointed by the Federal President of Austria based on a proposal
of the tederal government. Each appointment Is for a term of five years, and persons holding otfice may be
reappointed. The Governor of the OeNB IS a member of both the Governing Council and the General
Council of the ECB. When taking decisions on monetary policy and on other tasks of the ECB and
the Eurosystem, the Governor and the Vice Governor are not bound by the decisions of the OeNB’s
Governing Board or those of the OeNB’s General Council, nor are they subject to any other instructions.

Andreas Ittner, Woltgang Duchatczek, Ewald Nowotny, Peter Zoliner (from left to right)

‘The Governing Board of the OeNB comprised the following members on December 31, 2008:

Ewald Nowotny Woltgang Duchatczek
Lovernor Vice Governor

Peter ZolIner Andreas Ittner

Member ot the Governlng Board Member ot the Governlng Board

For additional information about the Governing Board ot the OeNB, see Www.oenb.at.
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Personnel Changes between
April 29, 2008, and April 30, 2009

At 1ts session of May 21, 2008, the Aus-
trian Federal Government decided to
appoint Claus J. Raidl, CEO ot Bohler
Uddeholm AG, as President of the Gen-
eral Council of the OeNB with etfect
from September 1, 2008. Claus J. Raidl
succeeded Herbert Schimetschek, whose
term ot otfice ended on August 31,
2008.

At 1ts session of May 21, 2008, the
Federal Government also agreed to ap-
point Max Kothhauer, Chairman ot the
University Board ot the University of
Vienna, as Vice President ot the General
Council of the OeNB with eftect trom
September 1, 2008. Max Kothbauer
succeeded Mantred Frey, whose term as
Vice President ot the General Council
ended on August 31, 2008.

Furthermore, at the same session ot
May 21, 2008, the Federal Government
decided to appoint bwora Stein, Federal
CEO ot the Union of Salaried Private
Sector Employees, Graphical Workers
& Journalists, as member ot the General
Council with etfect from September 1,
2008, replacing Ewald Nowotny in this
position, and to reappoint August Astl as
member ot the General Council with
eftect from September 8, 2008.

At the constituent meeting of the
Central Staff Council of May 21, 2008,
Robert Kocmich was elected Deputy Chair
of the Central Staff Council. Robert
Kocmich replaced Gerhard Kaltenbeck as
representative delegated to the General
Council by the Staft Counclil.

The ordinary General Meeting ot
May 2/, 2008, marked the end ot

the term ot ottice ot General Councll
member Gerhard Randa. krich Hampel,
CEO ot Bank Austria, was elected as
his successor. Moreover, Anna Maria
Hochhauser, Secretary General ot the
Austrian Federal Economic Chamber,
was elected member ot the General
Councll by the General Meeting to suc-
ceed Manired Hofmann, who resigned
his seat at the ordinary General Meet-
Ing. At the General Meeting, Markus
Beyrer, Secretary General ot the Feder-
ation ot Austrian Industries, was elected
member of the General Council with
ettect from September 1, 2008, replac-
Ing Max Kothbauer, who resigned trom
the General Council with effect from
August 31, 2008, owing to his appoint-
ment as Vice President.

The President and the Vice Presi-
dent as well as the members ot the Gen-
eral Council serve five-year terms.

By virtue ot the decree ot May 26,
2008, and with eftect from Septem-
ber 1, 2008, the Federal President
ot the Republic ot Austria appointed
Ewald Nowotny as Governor (succeeding
Klaus Liebscher) and Andreas Ittner as
Member ot the Governing Board of
the OeNB (succeeding Joset Christl),
each for a term of five years. Moreover,
Woltgang Duchatczek was reappointed
Vice Governor with ettect trom July 11,
2008, and Peter Zollner was reappointed
Member ot the Governing Board with
ettect from July 15, 2008. Both ap-
pointments were made tor a five-year
erm.

overnor Ewald Nowotny heads the
Executive Directorate Central Bank Pol-
Icy, Vice overnor Wolfgang Duchatzcek
Is In charge ot Accounting, 1T and Pay-
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ment sSystems, Peter ZolIner 1s responsi- The Federal Minister of Finance
ble for Financial Market Operations, reappointed [homas Wieser, Director
Equity Interests and International Ser-  General at the Federal Ministry ot Fi-
vices, and Andreas Ittner 1s head of FI- nance, to the oftfice ot State Commis-
nancial Stability, Banking Supervision sioner with ettect from September 1,
and Statistics. 2008.
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Report of the Governing Board
on the Financial Year 2008






Financial and Economic Crisis
Puts High Demands on the
OeNB’s Stability Mandate

In line with its role as an integral part of the Eurosystem, the OeNB has the
fundamental objective of ensuring price and financial stability. Throughout
2008, extraordinary efforts were required to fulfill this objective. The
OeNB's compliance with its stability mandate was challenged, in particular,
by widely diverging economic developments and high rates of inflation until
September 2008 and by the financial and economic crisis that dominated
the fourth quarter of the reporting year. This chapter presents the most
important economic events of both 2008 and the first months of 2009 and
gives an overview of the comprehensive economic and monetary policy
measures geared to combating the crisis.



Financial and Economic Crisis Puts High Demands on the OeNB'’s Stability Mandate

U.S. measures to
fight recession
effective at first

Euro area growth
still healthy in
early 2008

Strong Growth and

Rising Inflation Rates despite
Financial Market Turmoil in
First Half of 2008

Financial Market Tensions in the
U.S.A. Persist and Weigh Down
on Growth in the Euro Area
The turbulence In U.S. financial mar-
Kets persisted throughout the tirst halt
of 2008. A number of tfinancial institu-
tions fell into distress and governments
had to provide support to avoid a chain
reaction In the financial system (see
pox 1). The real estate market contin-
ued to experience a decline In house
sales and prices. The rising number of
loan defaults put a strain on the entire
U.S. financial sector and increasingly
atfected International financial mar-
Kets. Bad loans caused huge writedowns
not only at the lending banks but also at
those financial Institutions that pur-
chased the loans to create short-term
securitized products, and at the Insur-
ance companies and hedge funds that
bought these products. Uncertainty
about the tuture need for writedowns
led to rising distrust in the Interbank
market.

espite these Instances of turmoil
In U.S. financial markets, there was
a general hope that the turbulence
would soon start to abate. The Federal
Reserve together with the U.S. govern-
ment took a number of measures to
ward off a looming recession. The main
objective of these measures was to
stimulate consumption, which was sut-
fering not only under negative wealth
ettects but also under high energy prices
and a weakening of the labor market.
In the tirst halt of 2008, the Fed cut Its
Key Interest rate four times by a total ot
225 basis points. At end-January 2008,
the U.S. government adopted a first
economic stimulus package worth 1%
of GDP. The measures showed some
ettect Initially: After rather anemic

growth In the tirst quarter ot 2008, the
economy expanded by 2.8% (on an
annualized basis) In the second quarter
ot the year. Household consumption
was brisk, and exports benetited trom
the depreciation ot the U.S. dollar In
the previous tew months. Yet the out-
look for the coming quarters was down-
beat. Consumer confidence continued
Its steep decline, signaling sluggish con-
sumer spending In the second halt ot
the year.

In the euro area the assumption
prevailed In early 2008 that the tinan-
clal turbulence would be more or less
temporary and local In nature. The
economic Indicators available at that
point suggested subdued but continued
growth. In the tirst quarter ot 2008
euro area real GDP expanded by 0.7%
against the previous quarter. In the
same period, Industrial production
grew at a pace similar to that recorded
In the past two years. Capacity utiliza-
tion had stabilized at a high level, and
the labor market showed positive signs
too, with unemployment stagnating at
1.2% (Eurostat detinition) until March
2008, the lowest level since the Intro-
duction ot the euro. Continued strong
demand trom emerging economies to
some extent offset weaker demand
from the U.S.A.

The second quarter ot 2008 saw the
onset of the slowdown that various
leading Indicators had been predicting
tor one year. The Economic Sentiment
Indicator published by the European
Commission had started to weaken al-
ready In June 2007. The Purchasing
Managers’ Index (PMI) for manufac-
turing had been dechining since mid-
2006 and had dropped to 50 by mid-
2008; a level below 50 Indicates eco-
nomIC contraction.

Real GDP advanced by a mere 1.4%
In the second quarter ot 2008 against
the same quarter one year ago and even
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declined by U.3% quarter on quarter.
These tigures are In part attributable to
temporary balancing tactors, as due to
the mild winter weather In early 2008
construction was unusually buoyant In
the tirst quarter of the year. Viewed
against this background, the huge slump
In gross tixed capital formation on the
basis ot seasonally adjusted data seems
less dramatic. Private consumption also
edged down somewhat compared with
the tirst quarter ot 2008, Indicating
that consumers were feeling Increas-
Ingly pessimistic and, as a consequence,
gradually reduced spending. Owing to
the ongoing appreciation of the euro,
exporters continued to lose price com-
petitiveness. In addition, exports sut-
tered under the global economic slow-
down and declining world trade.

All In all, timely available data sug-
gested that economic growth had lost
momentum but that a dramatic slump
was not imminent. According to the
June 2008 Eurosystem statt macroeco-
nomic projections, real GDP growth
was expected to range between 1.5%
and 2.1% 1n 2008 and between 1.0%
and 2.0% In 2009. The uncertainty
surrounding the projections was con-
sidered to be larger than usual, however.

Steep Rise in Inflation Poses
Challenge to Economic and
Monetary Policies in the

Euro Area in the First Half of 2008

Intlation developments became the fo-
cus ot attention of economic and mon-
etary policymakers In the tirst halt ot
2008. The Increase In the Harmonised
Index ot Consumer Prices (HICP) ac-
celerated continuously, reaching 4.0%
In July 2008, a level never seen since
the Introduction of the single currency.
This sharp acceleration ot price growth
was mainly attributable to the more
volatile price components. Energy prices
continued their uptrend even though
the pace ot global growth had already
started to slow down. On July 11,
2008, the price ot crude oll hit a new
record high at more than USD 146 per
barrel. The prices of other commodi-
ties, too, cimbed quickly, In particular
tood commodity prices. The economic
catching-up of major emerging econo-
mies such as China and India also In-
creased these countries’ demand for
high-quality food. As a conseguence,
arable land, which has been Increas-
Ingly used to grow corn, soy and cereals
tor the production ot biofuels, became
dudlue.

Chart 9

HICP Components in the Euro Area

Contribution to annual growth in percentage points (lines in %)
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Source: Eurostat.

Growth starts to
slow down also in
the euro area
toward mid-year

Rising energy and
food prices push
inflation up to 4.0%
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Eurosystem raises
key interest rates

to prevent second-

round effects

Factoring out the more volatile
price categories provides a picture of
much less Instability in intlation. Core
Inflation, which does not Include prices
ot energy and (processed and unpro-
cessed) food, remained broadly un-
changed at 1.8% In the course ot 2008.
Thanks to the dampening etfect on In-
tlation triggered by EU enlargement
and the globalization of world trade,
these tigures did not yet mirror the
gradually mounting Intlation pressures
In the labor market. As early as toward
end-2007, the past boom period and
calls for pay hikes to compensate for
high Intlation started to feed through
to wage settlements, while the cyclical
rise In productivity growth strongly
pushed up unit labor costs.

IVionetary policymakers must take
Into account whether developments In
the volatile price components become
entrenched and through second-round
ettects spill over to other intlation com-
ponents. In tact, up until mid-2008,
medium-term Intlation expectations
Increased notably. The continuing high
rate of M3 growth (above 10%) sup-
ported the assessment of persistently
high Intlation rates. On the bass ot this
assessment, the Governing Councll ot
the ECB decided on July 3, 2008, to
raise the key Interest rate by 25 basis
points to 4.25%, which represented the
tirst interest rate change In more than
one year. This measure was taken to
prevent the emergence ot second-round
etfects, which had already started to
appear In unit labor costs and Intlation
eXpectations.

Financial Crisis Intensifies

in Fall 2008 and

Spills Over to the Real Economy
Recession of the

U.S. Economy Deepens

In the late summer of 2008 the crisis In
u.s. money and tinancial markets
deepened rapidly and started spilling
over gradually to other countries and
to the real economy. Tensions Intensi-
fied turther when the U.S. Investment
bank Lehman Brothers tiled for bank-
ruptcy protection on September 15,
2008. Concerned about encouraging
moral hazard among other financial
Institutes by bailling out Lehman
Brothers, the Federal Reserve and U.S.
supervisors decided not to step In;
Lehman Brothers went bankrupt. The
weeks that followed saw stock prices
crash, yet more banks fall into distress,
and IIC]UIdIty dry up In money markets.
The U.S. Investment bank Merrill
Lynch was taken over by Bank ot America;
and AIG, the Iargest U.S. Insurer, was
only able to survive thanks to a Fed
loan. A setback In U.S. stock prices, fI-
nally, caused the Dow Jones Industrial
Average to drop by 35% In 2009, wip-
ing out tive years In gains.

In the fourth quarter ot 2008, real
GDP shrank at an annualized rate ot
6.3%, which 1mplies that the U.S.
egconomy had entered a recession. This
decline retlected negatlve growth rates
for private consumption, especially
purchases ot durable goods, as well as
for business and real estate investment.
Thanks to the launch ot substantial eco-
nomic stimulus packages, publlc con-
sumptlon prevented real GDP trom
contractlng even more. Most Ieadlng
Indicators S|gnaled that the recession
would deepen even further in the ftirst
quarter ot 2009. The steep INnCrease

in Unemployment Was ongoing at the
peginning ot 2009, and the U.S. real
estate market was unllkely to have
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bottomed out, so that consumers must
be expected to continue to retrench for
the time being.

Massive Downward Revisions of
Growth Prospects in the Euro Area

The tinancial crisis has cascaded through
to the real economy In the form ot a vi-
clous circle: Liquidity bottlenecks have
caused banks to tighten lending condi-
tions for businesses and households, el-
ther by raising Interest rates or by In-
creasing collateral requirements. At the
same time, businesses and households
have faced additional tinancing con-
straints, as the market value ot assets
eligible as collateral — real estate and
stocks — has dropped sharply as well.
The tighter tinancing conditions, In
turn, have had a dampening ettect on
busingss Investment and consumer
demand, and they have also Increased
the probability ot loan detaults. These
developments, however, hurt banks,
prompting them to tighten their lend-
Ing conditions turther. The vicious
circle ot vanishing credit lines poten-
tially has much higher repercussions on
the real economy In the euro area than
In the United States, as banks continue
to be the tinancial intermediary of
choice tor businesses In the euro area.

The results of the euro area bank
lending survey contirm that euro area
credit institutions tightened their lend-
Ing conditions In the second halt of
2008. Lending volumes did not start to
contract substantially until year-end,
though, as companies were able to ben-
etit trom existing credit arrangements
until then. Yet, even then there were
but slight signs ot a massive credit
crunch (a situation in which it Is Impos-
sible to get loans tor projects that would
typically not be subject to tinancing
constraints).

In the latter halt ot 2008, the Im-
pact ot the financial crisis on the real

economy was gradually becoming evi-
dent In the macroeconomic data for the
euro area. Real GDP growth continued
to decline In the third quarter after
having turned negative In the second
quarter, dropping 0.3% quarter on
quarter in both cases. Technically, the
euro area economy had thus entered a
recession, which I1s commonly defined
as two consecutive quarters ot eco-
nomic contraction. In the tourth quar-
ter, the downward momentum acceler-
ated, with real GDP contracting 1.6%
against the previous quarter.

By the tourth quarter of 2008, the
recession In the euro area had reached
all major components of GDP other
than public consumption. Decreasing
capacity utilization and bleaker earn-
Ings outlooks were dampening Invest-
ment In the corporate sector. At the
same time, construction activity de-
clined tollowing downward corrections
ot real estate prices, above all In Spain
and In Ireland. This tendency was
strengthened when credit conditions
were tightened toward the end ot year.
The spending propensity of consumers
decreased as high Inflation rates, de-
clining household wealth due to slump-
Ing asset prices, and rising unemploy-
ment rates caused disposable Incomes
to shrink. The number ot new passen-
ger car registrations was almost 20%
lower In the tourth quarter ot 2008
than one year earlier. Furthermore, the
saving rate reached the highest level In
tour years In the third quarter ot 2008.

Dwindling demand from the U.S.A.
and emerging economies started to at-
tect euro area export pertormance In
the summer — while the lagged eftects ot
the appreciation ot the euro In the tirst
halt of 2008 continued to weigh on the
price competitiveness of exports from
the euro area. From early July onward,
the euro depreciated massively against
the U.S. dollar. The reversal ot toreign

Recession intensifies

and affects all
GDP components

Credit conditions
tightened in the
euro area
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Box 1

Chronology of Major Events in U.S. and European Financial Markets
in the Second Half of 2008

The turmoil that hit international financial markets in the summer of 2007 intensified visibly
in the second half of 2008, after things had peaked already in March 2008, when the U.S.
authorities helped rescue the U.S. investment bank Bear Stearns by initiating its takeover. This
box outlines relevant events and offers some background information:

— InJune/July 2008, the ongoing downturn in the U.S. real estate market sparked renewed
speculation among financial market participants as to whether the two largest government-
sponsored mortgage institutions — Fannie Mae (Federal National Mortgage Association)
and Freddie Mac (Federal Home Loan and Mortgage Corporation) — were indeed adequately
capitalized. The U.S. government consequently adopted initial support measures in mid-July
2008.

— In early September 2008 Fannie Mae and Freddy Mac were put under conservatorship,
and further sweeping measures were taken to rescue them, including the provision of ex-
plicit government guarantees for their liabilities.

— In mid-September 2008 the market showed fresh signs of anxiety after another U.S.
investment bank, Lehman Brothers, had filed for chapter 11 bankruptcy protection. The
ensuing bankruptcy of Lehman Brothers raised uncertainty in international markets consid-
erably, as the company had been a major counterparty in the global credit derivatives and
swap market, and as default risks materialized when it went bankrupt. As a result, banks’
main refinancing markets dried up. Concerns about counterparty creditworthiness and
uncertainty about their own liquidity needs prompted banks to either hoard liquidity or to
lend funds only for very short terms, or against collateral. In the unsecured money market,
liquidity was scarce for maturities exceeding one week and even dried up completely for
longer maturities. Money market funds invested in commercial papers® issued by Lehman
Brothers also suffered price losses, as did assets in private investors’ portfolios all over the
world, especially certificates guaranteed by Lehman Brothers. These developments triggered
flight-to-liquidity and flight-to-quality episodes, as a result of which stock prices dropped,
whereas risk premia increased and lower-interest rate currencies such as the Japanese yen
and the Swiss franc appreciated.

Risk Premia of Emerging Market Exchange Rate:
Government Bonds Japanese Yen against the Euro
Basis points JPY per EUR
1,000 180
170
800 @
600 150
140
400 130
200 120
110
0 100
lan. Feb. Mar. Apr. May June luly Aug. Sep. Oct. Nov. Dec. lan. Feb. Mar. Apr. May June luly Aug. Sep. Oct. Nov. Dec.
2008 2008

Source: Bloomberg; Emerging Markets Global Bonds Spread.

! Commercial papers are short-term debt securities issued by investment-grade issuers. They constitute a separate
segment of the money market and may also be issued in the form of asset-backed commercial paper (ABCP) by special
investment vehicles (conduits).
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— The U.S. investment bank Merrill Lynch also suffered from the impaired functioning of
the money market and from soaring writedowns, but was ultimately rescued through a
takeover by Bank of America. The two remaining U.S. investment banks, Goldman Sachs
and Morgan Stanley, finally, filed requests with the Fed to become bank holding companies,
giving them above all improved access to the Fed’s liquidity operations and allowing them to
take deposits from investors.

— The uncertainty was further heightened by reports about the liquidity and capital situation
of AIG, one of the world’s largest insurers. Given its higher exposure to structured credit
products, AIG was hit harder by the turmoil than other insurance companies. The Fed
came to AIG’s rescue with a loan to help the company tide over and strengthen its capital
base. In the United Kingdom, Lloyds TSB agreed to merge with Halifax Bank of Scotland
(HBOS).

— By the end of September 2008, the crisis had spread to a number of European credit
institutions. Market participants raised doubts that the Belgian-Dutch financial group
Fortis was adequately capitalized and had sufficient liquidity. The governments of Belgium,
France and Luxembourg took action in support of Fortis (and in support of the Belgian-
French group Dexia). Next, Germany’s Hypo Real Estate encountered serious refinancing
difficulties. The British government worked out a rescue plan to nationalize the mortgage
lender Bradford & Bingley. The U.S. bank Washington Mutual was taken over in large parts
by the U.S. finance group JPMorgan Chase.

— By early October 2008, the crisis of confidence had reached private investors, prompt-
ing investors in a number of European countries to withdraw larger amounts of cash or
transfer deposits from foreign-owned banks or direct banks to domestically owned banks.
The government of Iceland nationalized the three largest banks of the country (Kaupthing,
Landsbanki and Glitnir), all of which had previously strongly expanded their business
activities across Europe. Bonds issued by the three banks had turned virtually worthless,
and the Icelandic krona also depreciated sharply, having lost around three-quarters of its
value against the euro in the period from October 2007 to October 2008. To help prevent
the financial system from collapsing, the IMF granted Iceland emergency capital support. In
the EU, governments and central banks responded to the intensification of the financial
turmoil in the fall of 2008 by adopting a number of sweeping transitory measures to support
the financial sector (see the sections on “The Eurosystem as an Anchor of Stability” and
“Economic Policy Measures”).2

— In mid-October 2008, the British government injected fresh capital into the Royal Bank
of Scotland and the combined Lloyds TSB-HBOS from its Bank Reconstruction Fund.

— At the end of October 2008, the U.S. Treasury bought preferred shares from eight
major U.S. banks under its Troubled Asset Relief Program (TARP). The events in the U.S.A.
and in Europe as well as rising concerns about the outlook for the real economy and
remaining imbalances caused risk premia to rise in emerging economies. In response,
institutional investors reduced their positions in emerging market securities, partly also as
a result of ongoing outflows from mutual funds.

— In November 2008, the support packages for the U.S. bank Citigroup and the U.S.
insurer AIG were fine-tuned to meet actual needs. In Germany, the Financial Market
Stabilization Fund acquired a silent capital interest in Commerzbank. Stock prices reached
new multi-annual record lows in response to the rapid clouding of growth outlooks for
the real economy and earnings prospects, which destroyed hopes of a rapid recovery. The
Swiss central bank announced that it was going to take over UBS assets worth up to
USD 60 billion. Latvia and Portugal each nationalized one domestic bank.

2 These measures are closely aligned with the Declaration on a concerted European action plan of the euro area
countries adopted on October 12, 2008, and subsequently endorsed by the European Council.
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Growth outlooks
subject to repeated
downward revision

— In December 2008 the hedge fund industry was rocked by revelations of a giant Ponzi
scheme operated by U.S. asset manager Bernard Madoff. Even before this investment
fraud was disclosed, the hedge fund sector had come under significant pressure amid the
financial crisis. Moreover, investors withdrew capital in response to the bleak performance
of many funds. Last but not least, banks tightened their lending conditions for hedge funds

and/or cut credit lines.

— Despite the intervention of central banks and governments, the crisis of confidence among
banks had not yet been fully overcome by late 2008/early 2009. The measures taken
have, however, contributed to stabilizing the international financial system; no major financial

institution has since become insolvent.

currency tlows primarily retlected the
role of the U.S. dollar as the key trans-
action currency In tinancial markets
and Its tunction as a safe haven In eco-
nomically turbulent times. Following a
temporary price correction In becem-
ber 2008, the depreciation of the euro
continued around the turn ot the year.
Thus, toreign exchange developments
prevented an even sharper setback ot
export activity In the tourth quarter ot
2008.

The release ot a spate ot negative
economic data prompted torecasters to
revise their growth forecasts downward
ever more strongly. Having anticipated
1.5% growth tor the euro area for 2009
In the spring of 2008, the European
Commussion cut back Its forecast to
0.1% In Its autumn economic outlook.

By May 2009, It was already expecting
the economy to contract by 4.0%. Over
the same period, the Intlation outlook
tor 2009 was revised downward trom
2.2% to 0.4%. More generally, It has
become evident that the projection
models commonly used by major tore-
casting Institutions have all proved In-
adequate when It came to anticipating
the 1mpact ot sharply deteriorating ti-
nancial data on the real economy.

The annual change In euro area
Inflation peaked at 4.0% I1n July 2008
betore dropping sharply In the second
half ot the year, retlecting above all the
trend reversal In commodity prices.
While the price ot crude oIl had risen
by 55% In the first half of 2008, It tell
Py as much as /5% until the end of the
year. This reversal was driven by the

Chart 10

Euro Area Real GDP Growth and Its Components Quarter-on-Quarter Change
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softening ot demand above all from
countries such as China and India,
whose dynamic growth had been In-
strumental In pushing up commodity
prices In recent years. The withdrawal
ot Investors trom commodity markets
turther reintorced the price dechine. In
late 2008/early 2009 crude oil prices
stabilized, broadly in line with develop-
ments In the prices ot other commodi-
ties. At the same time, also the less
volatile components ot Intlation em-
barked on a process ot disintlation as a
result ot dwindling economic activity.
The euro area Inflation rate measured
by the HICP slightly exceeded 1% In
the tirst two months ot 2009 (January:
1.1%; February: 1.2%) and subsequently
dropped further to 0.6% In March. The
decline In Intlation supported dispos-
able Incomes and thus prevented an even
stronger decline In consumer spending.

Setback in External Demand and
Rising Financing Constraints Cause
World Trade to Contract

Up to the early fall of 2008, the broad
CONSENsUs view was that countries with
strong fundamentals and little expo-
sure to U.S. tinancial markets would
remain largely unscathed by the finan-
clal crisis, and that the robust momen-
tum ot domestic demand would oftset
the loss ot exports to Industrialized
countries. However, this decoupling
hypothesis has been proved wrong be-
cause It tarled to take adequate account
ot the web ot indirect links In global f1-
nanclal markets. To offset the financial
loss resulting from exposures to U.S.
markets, Investors were torced to pull
out ot other Investments, particularly
those In emerging and transtormation
economies. This unwinding ot portto-
lios caused stock prices and currency
rates to drop sharply and moreover re-
duced the avallability of trade credit.
As a result, world GDP expanded by

Just 3.2% In 2008, after having grown
Py as much as 5.2% 1n 200/. For 2009,
the IMF anticipates the world economy
to contract by 1.3% and world trade to
plummet by 11% at the time ot writing
(April 2009).

The slump In growth was pro-
nounced In Asia as well. In Japan, eco-
nomic activity has contracted since the
second quarter ot 2008, with the speed
ot contraction accelerating toward the
end ot 2008. By the end of the year, In-
dustrial contidence had reached levels
that were as low as those last seen after
the severe banking crisis In 2002.
Growth was dampened by both slow-
Ing exports — traditionally the key pil-
lar ot the Japanese economy — and soft-
ening domestic demand. China, the
main engine ot world growth In recent
years, also suttered a strong economic
setback In 2008, In response to which
the Chinese government adopted sub-
stantial economic stimulus packages to
counteract a further slowdown In
growth. Judging trom the first figures
tor 2009, those packages appear to have
been eftective: GDP growth has reac-
celerated slowly. The IMF expects the
Chinese economy to grow by 6.5% In
2009.

Central, Eastern and
Southeastern Europe
Also Faces Economic Slowdown

Similar to other emerging market econ-
omies, the EU Member States in Cen-
tral, Eastern and Southeastern Europe
(CESEE) long proved comparatively re-
silient to the global financial turmoil
that had started in mid-2007. Average
growth In the region still amounted to
a solid 4.8% In the third quarter of
2008, tinancial market losses were less
pronounced than In other parts ot the
world, and external tinancing tlows
used to cover the (In part substantial)
current account deficits did not change

Sharp reversal
in inflation
developments
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Table 2

Selected Economic and Financial Market Indicators for CESEE Countries

Real economic growth | Current account Exchange rate development Stock market developments
balance against the euro’
2007 2008 2007 2008 January 1, 2008, | September 1, lanuary 1, 2008, | September 1,
to September 1, | 2008, to April 1, | to September 1, | 2008, to April 1,
2008 2009? 2008 2009
Annual change in % % of GDP Change in %
Bulgaria 6.2 6.0 —21.8 —24.3 0.0 0.0 —42.9 —72.3
Czech Republic 6.0 3.2 -1.8 -3.1 7.3 -8.6 —191 —48.5
Estonia 6.3 -3.6 —18.1 -92 0.0 0.0 -234 —52.2
Hungary 11 0.5 —6.5 -84 6.7 —22.0 —21.2 —46.0
Latvia 10.0 —4.6 —22.5 —13.2 -1.0 —-0.8 —13.6 —59.0
Lithuania 89 3.1 —14.6 —13.0 0.0 0.0 -16.9 —62.8
Poland 6.7 4.8 —4.7 54 7.6 —26.7 —25.2 —41.0
Romania 6.2 71 —13.5 —12.3 2.6 —16.8 —44.2 —55.7
Slovakia 104 6.4 —54 —6.6 10.7 0.7 -0.2 —24.7
Slovenia 6.8 3.5 —4.2 -59 X X —35.1 —51.8
Ukraine 7.8 2.7 -4 —7.0 8.1 -35.9 —54.0 —57.3
Russia 8.1 5.6 5.3 6.0 -0.2 —19.6 277 —42.4

Source: Eurostat, national central banks, Thomson Reuters.

! Negative values indicate a depreciation.
2 Cutoff date for data on Slovakia: December 31, 2008.

Financial crisis

Eur

hits Western
ope in the fall
of 2008 ...

... and clearly
dampens

economic activity

signiticantly. The region’s resilience
was above all attributable to Its rela-
tively small direct exposure to the U.S.
subprime market.

However, the CESEE region was
not altogether spared the repercussions
ot the global tinancial turbulence, with
the economic downturn In Western
Europe leading to slumps In both ex-
ternal demand and external tinancing
and — since mid-September 2008 —
tightening conditions In the Interna-
tional tinancial markets taking their
toll. As from fall 2008, financial mar-
ket developments In the region notice-
ably trailed the outcomes ot previous
quarters. Stock prices went down no-
ticeably, government bond yield spreads
against the euro area widened, and pre-
miums on credit detault swaps (CDS)
reached new heights. Numerous local
currencies depreciated markedly as In-
ternational Investors grew Increasingly
risk averse and growth prospects dete-
riorated. Many tinancial market seg-
ments worsened more In CESEE than In

other comparable emerging markets.
Having stabilized somewnhat In early
2009, markets suftered another round
ot losses In mid-February. Within a sin-
gle week, the regions stock Indices
dropped by more than 10% on average;
yleld spreads expanded considerably yet
again and the value ot many local cur-
rencies eroded turther, reaching long-
term lows. There has been some recov-
ery since, and numerous tinancial mar-
ket segments have managed to partly
ottset previous Iosses.

Overall growth In the region
plunged to 0.9% In the closing quarter
ot 2008, with economic pertormance
In some countries suftering a contrac-
tion against the comparable quarter ot
the previous year. This downward
movement was primarily driven by tall-
Ing external demand, which — given In-
dustry’s heavy dependence on exports
In these countries — also attected pri-
vate Investment and, subsequently, em-
ployment. Breaking the patently posi-
tive trend of recent years, unemploy-
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Box 2

Financial Crisis: IMF Assists Central, Eastern and Southeastern Europe

Amid the global financial turmoil, many countries found it difficult to cover existing external
financing needs. Some countries hence had to turn to the IMF and enter into Stand-By
Arrangements (SBASs) to obtain financial assistance.

— Hungary: On November 6, 2008, the IMF and Hungary concluded a 17-month Stand-By

Arrangement worth EUR 12.3 billion, which was part of a larger stabilization package to
which the EU and the World Bank contributed EUR 6.5 billion and EUR 1 billion, respec-
tively. Hungary, in return, committed itself to comprehensive fiscal consolidation measures
and succeeded in meeting the agreed budget deficit target for 2008 of 3.4% of GDP. In line
with the SBA, the Hungarian government plans to reduce the financing gap to 2.5% of GDP
in 2009. Furthermore, the SBA calls for maintaining adequate liquidity and strong levels of
capital in the banking system.

Ukraine: On November 11, 2008, the IMF approved a two-year SBA worth USD 16.4 billion
for Ukraine to support the country in its drive to restore financial and economic stability
and bolster confidence. The SBA envisages monetary, exchange rate and fiscal policy shifts
as well as measures aimed at banking recapitalization.

Latvia: On December 23, 2008, the IMF concluded a 27-month EUR 1.68 billion SBA for
Latvia to buttress the country’s current economic consolidation program, restore confidence
and support the exchange rate peg of the Latvian lats to the euro. In addition, the EU
extended a EUR 3.1 billion loan to Latvia. Another EUR 7.5 billion came from the World
Bank, the EBRD and bilateral donor countries (mainly from Scandinavia). Apart from fiscal
consolidation, the SBA inter alia calls for measures to restore confidence in the Latvian
banking system and to improve competitiveness.

Belarus: On January 12, 2009, the IMF concluded a 15-month USD 2.46 billion SBA with
Belarus to help the country adjust to external shocks. The SBA lays down a number of eco-
nomic and structural policy requirements and also calls for a depreciation of the Belarusian
ruble against the U.S. dollar.

Serbia: On January 16, 2009, Serbia entered into a precautionary SBA with the IMF about
EUR 402.4 million, with the Serbian authorities stressing the fact that they would not draw
on IMF resources unless the need arises.

Romania: On March 25, 2009, Romania and the IMF concluded a two-year SBA worth
EUR 12.95 billion. The SBA, which is still subject to approval by the IMF Executive Board,
inter alia provides for measures to strengthen fiscal sustainability, secure external financing
and shore up confidence. Besides the IMF, the EU contributed an additional EUR 5 bil-
lion, the World Bank EUR 1 billion, and the EBRD and other multilateral donors another
EUR 1 billion.

ment rates began to edge up gradually
toward the end of 2008. Besides more
untavorable labor market conditions,
real estate bubbles bursting In a num-
ber ot countries, talling stock prices as
well as sizeable toreign currency loans
In a chimate ot currency depreciation
had a negative Impact on private con-
sumption. Tightened credit conditions,
In turn, put strains on businesses.
Growth prospects for the coming
years have darkened signiticantly. In its

World Ecomomic Outlook of April
2009, the IMF expects economic activ-
ity in CESEE to contract by an average
2.9% In 2009. However, uncertainty
about economic growth projections IS
unusually high. Above all, the stronger-
than-expected contraction of demand
In the main export markets and the de-
cline ot capital inflows — including In-
jections from VWestern European banks
Into their CESEE subsidiaries — are
considered major risks. It 1S worth

CESEE retains
growth edge on
euro area despite
gloomier prospects

ANNUAL REPORT 2008

35



Financial and Economic Crisis Puts High Demands on the OeNB'’s Stability Mandate

Countries with
pronounced
economic
imbalances hit
hardest by crisis

Austrian banks post
sharp decline in
profits

noting, however, that CESEE still retains
a certain growth edge on the euro area
and — at least 1n the medium term —
continues to demonstrate a high growth
potential.

countries with pronounced Inter-
nal and external iImbalances are partic-
ularly vulnerable to a deteriorating global
environment. Following years of dynamic
growth, many CESEE countries now
post substantial current account defi-
CIts, and price pressures have somewhat
chipped away at their competitiveness.
Add to that a frequently high external
debt burden, which 1n some countries
IS characterized by significant currency
and maturity mismatches. Further risks
emanate from widespread foreign cur-
rency loans and the high percentage ot
short-term debt In the total amount of
outstanding debt. Both the financial
market turbulence that began in mid-
2007 and the escalation of the global
financial crisis since mid-September
2008 primarily hit the financial assets
of countries that were exposed more
heavily owing to their external debt or
to their share of domestic foreign
currency loans. Among the countries
hit hardest were, above all, Hungary,
UKraine, Latvia and Romania, all of
which had to call on the IMF for finan-
clal assistance at end-2008 or In early
2009. Countries with more favorable
fundamentals, by contrast, were af-
fected less by the tfinancial crisis.

Yet, countries with huge negative
current account balances or high exter-
nal debt were not the only ones en-
gulted by the global tinancial crisis,
with Russia a case In point. There, po-
litical uncertainty, falling energy and
commodity prices and the worsening
of the global economy entalled capital

outflows and a marked depreciation of
the Russian ruble.

The Effects of the Financial Crisis
on the Austrian Financial Market

While Austrian banks did not teel the
direct impact of the U.S. subprime cri-
sis strongly, they were naturally attected
by the resulting disruptions In financial
markets. The banks took partly signiti-
cant writedowns on securities and
posted losses on proprietary trading.
Against the backdrop ot ditficult condi-
tions on International tinancial mar-
kets, fee-based Income declined, while
risk costs rose, albert trom low levels.

Austrian  banks’ unconsolidated
operating protits' increased by 37.1%
to around EUR 9.1 billion. This strong
growth was driven by a disproportion-
ate Increase In operating Income
(+17.4%), which was mainly attribut-
able to a rise In Income trom securities
and participating Interests by 104%
that was largely due to one-ott and spe-
clal effects. Without these ettects, Aus-
trian banks’ operating profits would
have been markedly lower. The pro-
nounced growth of unconsolidated op-
erating Income, In combination with a
comparatively moderate 5.2% rise In
expenses caused the cost-to-Income ra-
tio to Improve from 62% In 2007 to
55.6% In 2008. Net tee-based Income,
which had contributed substantially to
bank protfitability over the past tew
years, dropped by 10.4% year on year.
Atter recording protits from proprie-
tary trading in the amount of EUR 290
million 1n 2007, Austrian banks In-
curred losses ot EUR 812 million on
this item 1n 2008. Interest Income grew
by 11.5%, the highest rate in more than
Len years.

tUnconsolidated data are, generally, used to analyze developments In Austria (even though data on income from
equity Interests also capture part of banks’ cross-horder transactions).
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The economic slowdown and the
tinancial crisis led to a signiticant In-
crease In risk costs: Starting from his-
torically low levels, risk costs on loans
surged by more than 100% to EUR 4.1
billion, and risk costs on securities
amounted to EUR 2.6 billion. As a re-
sult, Austrian banks’ income trom or-
dinary activities plummeted by 53.5%
1o EUR 2.4 nillion.

Austrian banks’ consolidated oper-
ating protits, which over the past few
years retlected the profitable business
In the CESEE region, also declined,
dropping by 29.1% to EUR 7.9 billion
In 2008. The consolidated end-ot-
period result (after taxes and minority
Interests) decreased by about 90% to
EUR 0.6 billion, notably because of
writedowns and goodwill Impairment.
Declining protits In combination with
business expansions markedly reduced
bank performance: The Austrian bank-
Ing sector’s consolidated return on
assets (ROA) stood at 0.1% In 2008.

All In all, the liquidity position ot
Austrian banks 1s solid thanks to their
business model and owing to the fact
that their deposit base Is broad by inter-
national standards. Deposits grew by
Just under 7% 1n 2008, which contirms
that Austrian banks continue to enjoy a
high level of contidence among savers.
Uncertainties In the interbank market,
however, caused pressure that led to an
Increase In short-term funding costs.
Banks found it exceedingly ditticult to
obtain longer-term tunds In the market
without government guarantees. Still,
thanks to government measures to en-
hance contidence and the ECB’s re-
peated reductions ot Key Interest rates,
money market tensions had eased some-
what by the end ot 2008 and continued
to subside up to mid-April 2009.

The risk-bearing capacity of the
Austrian banking sector declined some-
what 1n 2008, Inter alia because capital
requirements tor operational risk were
raised. At the end ot 2008, the consoli-
dated capital ratio of Austrian banks
came to 11.1%, and the consolidated
tier 1 capital ratio stood at 7.8%.’
While these ratios are well above the
minimum legal requirements, the mar-
ket has raised the bar for the amount
and quality of caprtal banks need to
hold In the wake ot the crisis, thus put-
ting banks under pressure to strengthen
thelr balance sheets and take recapital-
IZation measures.

The CESEE region Is an important
market tor the Austrian banks and has
contributed greatly to their profitabil-
Ity In the past. A recession In the West
has repercussions on CESEE economies,
t00, and thus also poses a challenge for
Austrian banks.

Austrian banks have a broad-based
presence In the CESEE region: At the
end of 2008, they had more than 69 sub-
sidiaries In 19 countries. According to
BIS data, Austrian banks’ claims on the
CESEE region stood at around EUR
200 billion; three-quarters ot these
claims were on EU countries. While
Austrian banks taken together are the
largest creditor In the region, a number
ot banks from other countries have high
exposures, too (e.g. Germany or Italy,
with some 16Y% each). The profits trom
business In CESEE account tor a dis-
proportionately high share ot the Aus-
trian parent banks’ protits.

Austrian banks’ risk situation has
deteriorated owing to macroeconomic
problems In Important CESEE markets,
e.g. Hungary, Ukraine, Romania and
Croatia. In several countries of the
region, up to 50% ot bank loans are

2 Both ratios take account of all types ot risk (credit, market and operational risk).

Weaker economic
outlook for CESEE
poses a challenge

for Austrian banks
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Generally weak
performance of
other financial
intermediaries

Chart 11a

Chart 11b

Claims on CESEE by
Austrian Banking Groups
(Total: EUR 201 billion)

Q3/08; EUR billion (share in %)

CIS;
27 (14)

NMs-2004;
111 (55)

SEE;
29 (14)

NMS-2007,
34 (17)

Source: BIS.

Netherlands;

Claims on CESEE by EU-15 Banks
(Total: EUR 985 billion)

Q3/08, EUR billion (share in %)

Other EU countries;
96 (10)

Austria;
Sweden; 201 (19)

74 (8)
86 (9)

Belgium;
97 (10) l
France;

111 (11) 15|etsa?fe)

Germany;
163 (17)

Note: NMS-2004: Estonia, Latvia, Lithuania, Poland, Czech Republic, Slovakia, Slovenia and Hungary.

NMS-2007: Bulgaria and Romania.

SEE: Albania, Bosnia and Herzegovina, Croatia, FYR Macedonia, Montenegro, Serbia and Turkey.
The CIS countries covered are Belarus, Moldova, Russia and Ukraine.

denominated In foreign currencies. The
crisis-induced depreciation ot several
Eastern European currencies has also
driven up the detault risk on outstand-
Ing foreign currency loans.

The capital ratio Is a key Indicator
for assessing banks’ risk-bearing capac-
Ity. Thanks to the Austrian govern-
ment’s bank support package and the
efforts undertaken by the banks them-
selves, the capitalization of Austrian
banks Is adequate by International stan-
dards.

In the course of 2008, deteriorating
global economic conditions put pres-
sure on existing macroeconomic imbal-
ances In the CESEE region. Despite
these developments, the Austrian par-
ent banks continue to provide their
CESEE subsidiaries with sutticient cap-
Ital and thus contribute to stabilizing
the CESEE economies. This confirms
Austrian banks’ continued commitment
to their role as long-term Investors In
CESEE countries. Even though Austrian
banks have a unique Investor position In

the region, 80% ot claims on CESEE
are held by banks In other EU Member
States, which means that developments
In the region are highly signiticant not
only for Austria, but also for the entire
EU.

The Austrian Insurance Industry was
also aftected by the consequences of the
worsening financial turbulence in 2008,
with growth decelerating markedly
amid worsening economic conditions
In 2008. Premium Income amounted
to EUR 16.3 billion 1n 2008, up by
2.5% on 2007. The strongest impact
was observed In the life insurance seg-
ment, where premium Income growth
was slightly below average at 2.2%. The
volume of Insurance companies’ claims
payments rose by a total ot 7.7% to
around EUR 11.6 billion, mainly driven
by maturing lite insurance policies and
adverse natural events (€.g. storms). In-
surance companies hold assets to meet
the claims of Insurance holders. In 2008,
their Investment pertormance came
under pressure owing to price losses
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and especially also to the rise In risk
premiums on debt securities markets,
as these Instruments (€.g. corporate and
bank bonds) account for around one-
halt of the total investment volume.

The development of Austrian mu-
tual funds was subdued In 2008, with
price losses totaling 13.4% In 2008 and
assets under management dropping by
23% 10 EUR 126 billion as a result ot
valuation losses and outflows. Equity
tunds were attected the most by the In-
cipient tinancial crisis. The business
pertormance and protitability ot Aus-
trian Investment companies deterio-
rated In line with the increasingly dit-
ticult business environment for the mu-
tual tunds Industry. With around 30%
of their asset portfolios Invested In eg-
urties, Austrian pension tunds also telt
the impact ot the tinancial turbulence.
The 6 Austrian industry-wide pension
tunds and the 13 occupational pension
tunds recorded losses of 12.9% In 2008.

The Austrian stock market also sut-
tered signiticant setbacks in 2008. The
Al X? ot Wiener Borse AG dropped by
61.2% and stood at 1,/50 points at
year-end. This decling, which oftset
most ot the valuation gains recorded In
the period from 2003 to end-200/, was
mainly ascribable to the marked In-
crease In risk aversion among Investors
and the rapid deterioration of the eco-
nomic environment In the second halt
ot 2008. The signiticant downward re-
vision of the CESEE countries’ growth
outlook dimmed the protitability pros-
pects ot Austrian enterprises operating
In the CESEE region and Increased
uncertainty. The market capitalization
ot Austrian stocks, which had stood at

o8% of GDP In 200/, plunged to
shightly more than 18% of GDP In
2008. Raising capital through the
stock market was generally ditficult in
the reporting year. Capital Increases
amounted to just over EUR 1.3 billion
and were mainly attributable to one
transaction by a large Austrian Insur-
ance company In May 2008.

The financial turmoll has also had
repercussions on Austrians holding tor-
eign currency loans: Their repayment
obligations Increased, given adverse ex-
change rate developments, while at the
same time the value of the repayment
vehicles* they held to pay ot the capital
decreased amid falling stock prices.
Overall, these developments led to a
higher awareness of the risk potential
Inherent In toreign currency loans. The
OeNB has promoted risk awareness for
years, €.g. by publishing an information
tolder on this Issue.

In December 2008, foreign cur-
rency loans accounted for 9.1% ot all
loans taken out by Austrian nonfinan-
clal corporations and for 30.7% ot
those taken out by Austrian households.
The share ot toreign currency lending
to both enterprises and households
again increased somewnhat year on year,
mainly because of adverse exchange
rate developments, but it remained well
below historical record highs. The total
volume of foreign currency loans ex-
tended by Austrian banks to domestic
borrowers climbed by 18.8% to EUR
95.5 bilhion In 2008. The bulk of this
Increase, however, was attributable to
adverse exchange rate developments
VIs-a-vis the Swiss franc, the U.S. dollar
and the Japanese yen. With a share

¢ The Austrian Traded Index (AT X) comprises the 20 most liquid and most highly capitalized stocks of the prime

market segment at Wiener Borse.

4 A repayment vehicle 1S used to save up money during the hife ot a loan and to repay the loan capital at the date
of maturity. Endowment Insurance contracts, index- and equity-linked life insurance contracts or mutual fund

contracts are often used as repayment vehicles.

Increased
awareness of risks
involved in foreign
currency loans
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Box 3

The Impact of the Financial Crisis on Investment Behavior in Austria

The disruptions in international financial markets that started in mid-2007 have had a
significant impact on the investment behavior of Austrian households, banks and enterprises.
Decision-making by financial market participants was guided by volatile equity markets, the
spillover of the U.S. subprime crisis to Europe and the increasingly difficult situation of major
financial institutions.

In 2008, the value of the Austrian household sector’s securities portfolio dropped by
around 19% due to valuation effects. Stocks were naturally affected the most: their value
shrank by around EUR 10.8 billion to less than one-half of the 2007 value. Life insurance and
pension fund assets also posted substantial losses (—EUR 2.4 billion). The importance of
precautionary saving increased massively against this backdrop, with the saving ratio of the
Austrian household sector climbing to around 12.5% of disposable income in 2008 (2007
11.7%). Domestic deposits accounted for the lion's share of financial asset accumulation (71%
or EUR 13.1 hillion). In light of the high level of uncertainty, short-term investments were
especially popular, as they allow holders to manage their assets flexibly. Debt securities (at
EUR 4.6 billion) remained popular, too, whereas quoted shares and mutual fund shares worth
some EUR 3.3 billion were sold in 2008.

The high risk aversion among Austrian investors also had an impact on domestic banks’
investment and financing activities: Deposit holdings surged by 7% to around EUR 276 billion
in 2008. All in all, the financial crisis caused securities investment to go down dramatically in
2008, but this decline was largely offset by growth in loans and deposits.

Notwithstanding the slump in the securities business, the international integration of the
Austrian capital market has stagnated but was not reversed in the wake of these develop-
ments: Taken together, Austria’s cross-border financial assets and liabilities were equivalent to
around five-and-a-half times annual GDP. As a result of the financial crisis, however, the steep
upward trend of recent years on the back of brisk securities business was temporarily checked,
not least because prices tumbled on the Vienna stock exchange, which was unable to decouple
from the difficult international stock market environment: In light of their successful business
activities on European growth markets, AT X-listed enterprises had become a highly attractive
investment option for international investors and had thus absorbed a large volume of foreign
capital in recent years, but it took no more than ten months (January to October 2008) for
foreign investors to lose the profits they had made during the stock market boom in Vienna in
the period from 2003 to 2006 (EUR 26 billion).

In the current crisis, the domestic financial marketplace has profited above all from
Austria’s euro area membership, which has shielded it from dangerous exchange rate volatility
that afflicted some European markets in 2008. Despite the rising importance of European
growth markets, the euro area is still the main trade and finance partner region for Austria,
accounting for roughly one-half of the country’s foreign assets and liabilities. The countries
that joined the EU in 2004 and 2007 account for only around one-tenth of Austria’s foreign
assets.

of around 86.4%, the Swiss franc re-
mained the dominant currency.

At the end of 2008, just under 80%
ot all foreign currency loans to domes-
tic enterprises and households were
bullet loans; ot these, almost 80% were
backed by repayment vehicles. The ad-
verse developments in financial markets
sparked a discussion about the asset

quality of repayment vehicles. Still, tu-
ture positive financial market develop-
ments may yet offset losses, as most
foreign currency loans have more than
tIve years to maturity.

In numerous CESEE countries, tor-
eign currency loans continue to account
for a signiticant percentage ot lending.
A survey conducted by the OeNB and
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Chart 12

Foreign Currency Loans to Austrian Nonbanks
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the Austrian Financial Market Author-
Ity showed, however, that the share of
toreign currency loans extended by
Austrian subsidiaries in the CESEE re-
gion has dropped slightly in the recent
past. The volume outstanding rose by
around 30% year on year, reaching
EUR 80 billion in 2008. The share of
toreign currency loans was exception-
ally high in Croatia, Hungary, Romania
and Russia. Around one-half of all for-
eign currency loans were denominated
In euro; other than that, the breakdown
by currencies varied considerably across
countries.

Developments 1n 2008 clearly high-
lighted the risks assoclated with foreign
currency loans. The OeNB has called
for vigilance about these risks tor some
time now, and It will continue to closely
monitor developments and provide In-
tormation on these risks in cooperation
with Austrian banks.

Economic Growth in Austria Shrinks
by Half in 2008, Deepest Post-War
Recession Looms Large for 2009
An analysis of 2008 developments
shows that the economic boom came to
an end In the second quarter in Austria,
as GDP edged up by 0.2%® on the first
three months of the year. A lower quar-
ter-on-quarter growth rate than that
had last been recorded In the second
quarter ot 2003. The fallout of the
global downturn was retlected In Aus-
tria’s real economy above all trom the
second halt ot 2008, with the economy
stagnating In the third quarter and con-
tracting by 0.2% In the closing quarter.
Exports started to shrink markedly in
the second quarter (—0.2% quarter on
quarter), losing even more ground In
the subsequent (—1.0%) and final quar-
ter ot 2008 (—0.8%). Private consump-
tion growth decelerated to a mere 0.4%
In the final three months of 2008.
At 1.6%, full-year 2008 GDP
growth had been slashed In halt com-
pared with the previous years ot dy-
namic expansion: from 2005 to 2007,

° AIl Austrian national accounts data are real-term as well as seasonally and working day adjusted; growth rates as
compared with the previous period. Source: Statistics Austria.

Austrian economy
grows by 1.6%
in 2008
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Chart 13

Chart 14

Contributions to GDP Growth in Austria

(quarter on quarter, seasonally and working day adjusted)
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Development of Selected Confidence

Indicators in Austria
(standardized)

1999 2000 2001 2002 2003 2004 2005 2006 2007 2008

== Economic sentiment indicator
-= Consumer confidence indicator
== Construction confidence indicator

Note: Owing to standardization, the various indicators may be
presented in a uniform scale (calculated as the differential
to the mean — January to December 2008 — divided by the
standard deviation — January to December 2008).

Table 3

Economic Indicators for Austria

2000 ‘200] ‘2002 ‘2003 ‘2004 ‘2005 ‘2006 ‘ 2007 ‘ 2008

Annual change in %

Real GDP? 3.3 09
HICP inflation rate 2.0 2.3
%
Unemployment rate? 3.6 3.6
Budget balance, % of GDP -17 0
Current account balance, % of GDP -0.7| -038

Source: Statistics Austria, WIFO.

! GDP: real-term, seasonally and working day adjusted.
2 Eurostat definition.

1.4‘ 0.8‘ 2.5‘ 3.3‘ 3.3‘ 3.0‘ 16

17 13 2.0 21 17 2.2 3.2
4.2 43 49 52 4.8 44 3.8
-07| -14| 44| -16| -16| -05| -04
2.7 17 2.1 2.0 2.8 31 BiE

the Austrian economy had posted an-
nual growth rates ot between 3.0% and
3.3%. Despite the drop, Austria still
tared significantly better than most
other EU Member States In 2008. In
Germany and Italy, Austria’s two main
trading partners, output had already
started to contract In the second quar-
ter of 2008; Germany registered GDP
growth of —2.1% and Italy ot —1.9% In
the tourth quarter (quarter on quarter,

seasonally adjusted). In light of the
troubled external environment, Aus-
tria’s economic growth stayed astonish-
Ingly strong even toward the end of
2008 because exports declined only
comparatively moderately and because
private consumption Increased fairly
vigorously. The Austrian economy 1S
likely to have benefited from the extraor-
dinarily buoyant employment growth
observed In 200/ and 2008 and, toward
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end-2008, the clear downtrend In
Inflation. Furthermore, country-spe-
citic factors helped bolster economic
growth: Owing to solid order books,
construction remained relatively ro-
bust, and tourism turned In a stellar
performance, with overnight stays
climbing by 4.3% 1n 2008. The tally ot
127 million overnight stays was the
tourth-best outcome since these statis-
tics have been compiled, In a league
with the tigures recorded In the early
1990s. The year 2008 even saw a re-
cord high ot arrivals (32.6 million).

Almost all contidence Indicators
took a plunge In Austria toward end-
2008, In part tumbling to all-time lows
and hence even below the levels re-
corded after the Internet bubble had
burst 1n 2001. Developing along notably
sturdier lines, construction confidence
was the proverbial silver lining at end-
2008.

Having peaked at 4.0% (against the
same month of 2007) in June 2008, the
HICP was down to 1.5% In December
2008. Annual Intlation thus averaged
3.2%, the highest level since 1993. The
upward pressure on prices was mainly
tueled by the massive global rise In
crude oil and commodity prices. As
Brent crude oil hit a historical peak
ot close to USD 146 per barrel at the
beginning ot July 2008, the prices of
many other commodities, above all o
tood, likewise Increased substantially,
the latter exacerbated by crop failures
and the production of agricultural tuel.

In the final months of 2008, the
base ettect ot the decline In the price of
crude oil since October 2008 as well as
easing food price pressures substan-
tially dampened Inflation. Even though
collectively agreed wages registered
their sharpest Increase In nominal
terms (2008: +3.0%) since 1995, the
rise In average annual Inflation trans-
lated Into a reduction In real wages.

The labor market benetited signiti-
cantly trom the past economic boom,
chalking up the highest employment
gains since 1991: 2.3% (measured In
terms ot paid employment In accor-
dance with the Main Association ot
Austrian Social Security Institutions).
At 3.5%, the unemployment rate
(Eurostat detinition) was lowest in May
2008. Averaged out over the year, un-
employment equaled 3.8%, the lowest
yearly rate since 2001. Ot the EU-2/
group (average 7.0%), Austria posted
the third-lowest jobless rate after
the Netherlands (2.8%) and Denmark
(3.3%).

The marked economic slowdown
started to leave Its mark on the labor
market as ot November 2008. Employ-
ment growth weakened noticeably on
the previous months. Registered unem-
ployment Increased again tor the first
time since February 2006 (+0.9%),
while the number ot reported vacancies
dropped signiticantly (—11.5%). A tur-
ther worsening was observed In De-
cember 2008, when registered unem-
ployment mounted by 22,000 persons
to a total of 287,147 unemployed.

The growth setback weighed only
marginally on the development of the
budget In 2008: According to the ex-
cessive deficit procedure (EDP) report
ot March 2009, the general government
deticit ot 2008 remained comparatively
small at 0.4% ot GDP (200/: 0.5%).
Extraordinarily strong employment
growth In the first three quarters ot
2008 and relatively high Intlation fa-
vored revenue developments. The et-
tects ot measures aimed at mitigating
Inflationary eftects on households and
previously agreed tax Increases (e.g. of
the petroleum tax) were relatively mi-
nor In 2008. By contrast, the debt ratio
expanded from 59.4% (200/) to 62.5%
(2008) of GDP, which was partly due
to reserves set up for the bank support
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Sizeable current
account surplus

Outlook for 2009:
Austria’s economy
will contract

package and a capital Injection Into
Hypo Alpe-Adria-Bank.

In line with a long-time uptrend,
Austria posted a record current account
surplus of EUR 9.8 billion or 3.5% of
GDP. Austrian exporters still managed
to boost exports ot goods and services
by 3% to close to EUR 164 bilhion, but
In the second halt ot 2008, the goods
account swung Into a considerable detI-
cit. Shipments from abroad likewise
showed an Increment of 3%, rising to
some EUR 151 billion. Not for the tirst
time, tourism proved an important pil-
lar ot Austria’s current account, post-
Ing a surplus ot around EUR 7 billion
In 2008, about one-sixth more than the
already excellent 200/ outcome. In the
same Vveln, Austria’s financial account
also recorded net capital exports ot
almost EUR 12 bilhion (2007: EUR
9.3 billion).

Foreign direct investment abroad
ran to EUR 19.7 billion 1n 2008, down
from EUR 24.7 billion 1in 200/. Aus-
trian financial Investors channeled re-
cord amounts ot tunds to Germany,
which dominated the generally highly
diverse group of target regions. Vice
versa, Inward foreign direct Invest-
ment, Including intragroup loans, came
to EUR 9.5 billion 1n 2008 (2007:
EUR 22 billion).

Developments In early 2009 already
signaled significantly negative economic
etfects. According to the Public Em-
ployment Service, registered unem-
ployment rose sharply tfrom January to
April 2009 (February: +23.7%, March:
+28.8%, April: +25.9%). In addition,
payroll employment decreased for the
first time In seven years. Joblessness
(Eurostat detinition) surged to 4.3% In

January and amounted to 4.5% each In
both February and March 2009. The
majority of main confidence Indicators
continued to trend downward. The
declining number of new passenger car
registrations (—15.9% In January 2009
and —22.3% In February 2009)° and
the consumer assessment that 1s part
ot the Economic Sentiment Indicator
(=21 points In January, —19 In Febru-
ary, —23 In March and —24 in April
2009) suggest a weakening of private
consumption year on year. The most
recent torecasts released by the IMF
and the European Commission paint an
extremely bleak picture tor Austria’s
main trading partners in 2009. De-
mand tor Austrian exports Is theretore
likely to take another marked fall.

The OeNB’s tull-year 2009 projec-
tions envisage the deepest recession
since World War |l for Austria. Ac-
cording to the OeNB economic Indica-
tor of March 2009, real GDP growth Is
expected to contract by 1.5% In the
first and by 0.7/% In the second quarter
ot 2009 (quarter on quarter). The tore-
cast ot the Austrian Institute of Eco-
nomic Research, WIFO, ot March
2009 sees Austrian GDP shrinking by
2.2% In 2009 and edging up again
shghtly by 0.5% In 2010. Labor market
conditions will deteriorate markedly,
though, with unemployment (Eurostat
definition) mounting to 5.0% 1n 2009
and 5.8% one year later. Inflation Is
pegged to decline to 0.6% In 2009 and
to Increase to slightly more than 1% In
2010. In 1ts torecast released In April
2009, the IMF sees the Austrian econ-
omy contracting by 3.0% in 2009 and
more or less stagnating in 2010, given
0.2% real GDP growth. The outlook

® From April 1 to December 31, 2009, buyers of a new vehicle recelve a scrapping incentive worth EUR 1,500 from
the Austrian government for cars that were first registered before January 1, 1996. A similar incentive in Germany,
which took etfect already In January 2009, provided a considerable boost to car purchases.
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Box 4

The OeNB Steps Up the Volume of ERP Loans to Austrian Businesses,
Earmarking EUR 210 Million for 2009

Under the European Recovery Program (ERP), the OeNB has been lending support to Austrian
businesses since 1948. For 2009, the OeNB has earmarked EUR 210 million (+6% compared
with 2008) for this purpose, which means that austria wirtschaftsservice (aws) can disburse
ERP funds totaling EUR 600 million to Austrian entrepreneurs in 2009.

In 2008, the OeNB provided around EUR 200 million to 102 businesses, contributing to
their total investment volume of EUR 525 million.

All'in all, the OeNB has extended, on a revolving basis, low-interest loans equaling some
EUR 1 billion to 600 enterprises, which amounts to about one-third of the total ERP lending
volume (two-thirds come from the ERP Fund).

From 2004 to 2008, Austrian businesses received about EUR 1.1 billion (some EUR 200 mil-
lion a year) of ERP funds from the OeNB, which thus made possible an investment volume of
almost EUR 2.4 billion (for 468 investment projects). The positive economic effect of these
ERP funds was amplified further by enterprises also tapping the EU cofinancing instrument.
The low-interest loans were first and foremost geared toward fostering technology-based and
innovative future-oriented industries as well as promoting the internationalization of Austrian

companies.

tor unemployment Is, however, much
worse (2009: 5.4%; 2010: 6.2%). The
Inflation rate foreseen by the IMF Is
similar to that predicted by WIFO.

Since real GDP growth Is expected
to be revised downward, the OeNB
torecast of December 2008 envisaging
the general government deticit ratio for
2009 to rise to slightly below 3% of
GDP (when taking into account the et-
tect ot the economic stimulus measures
and ot the income tax reform on the
budget) has turned out to be too opti-
mistic. While the economic stimulus
packages Implemented to date and the
tax retorm (including the tamily pack-
age) are estimated by the OeNB to yield
a growth eftect of slightly over %% ot
GDP, they are, at the same time, ex-
pected to cause the general government
balance to deteriorate by around 1% ot
GDP In 2009. Untavorable economic
developments (and the concomitant ad-
verse relationship of interest rate devel-
opments and economic growth as well
as the decline In the primary balance)

together with the predicted increase In
the deticit are bound to drive up the
general government debt ratio. This ra-
tio will rise turther should It become
necessary to Issue government bonds to
tund caprtal Injections to Austrian
panks. The April 2009 update of the
Austrian stability program pegs the
general government deticit at 3.5% ot
GDP In 2009 (2010: 4./%) on account
ot dwindling revenues and rising ex-
penditures.

Monetary and Economic Policy
Measures to Support the
Financial Market and

Shore Up Economic Activity

The Eurosystem:

An Anchor of Stability

Like other major central banks around
the world, the ECB has taken excep-
tional measures In response to the tI-
nancial market dlSFUptIOﬂS that began
In the summer of 200/.” When the fiI-
nancial crisis began to spread to more
and more tinancial institutions n the

See also Jobst, C. 200Y. Monetary Policy Implementation during the Crisis in 200/ to 20U8. In: Monetary
Policy & the Economy QL/70Y. OeNB. 53—/ /. Also avallable at www.oenb.at.
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Box 5§

Fiscal Stimulation in Austria: Two Economic Stimulus Packages and a Tax Reform?

In response to the impending economic downturn, the government adopted a stimulus pack-
age designed to facilitate access to funding notably for Austrian businesses, and in particular
for SMEs, through loans and guarantees. As the economic downturn showed signs of turning
into a pronounced contraction, the government agreed on a second stimulus package and
decided to bring forward the announced income tax reform. To stimulate private investment
demand, the second package also provides for accelerated depreciation up to the end of 2010
and subsidies for renovation projects to raise energy efficiency. In addition, the government
has appropriated higher funds for the promotion of research and for regional employment
initiatives. Similar to the first stimulus package, the second package envisages stepped-up
infrastructure spending by public companies classified to the private sector, namely by the
public facility management company (BIG); in the first package, the federal railways (OBB)
and the highway authority (ASFINAG) had been charged with infrastructure spending.
Additional measures adopted in 2009 were the expansion of short-term working arrange-
ments and the implementation of a scrapping incentive.

The measures introduced in 2008 to soften the inflation effects on households’ disposable
incomes proved useful and adequate, even though the scenario for which they had originally
been intended had changed entirely into one of deep recession coupled with sharply decelerat-
ing inflation. They consisted above all in (both permanent and temporary) increases of transfer
payments (such as pensions and family allowance).

The OeNB expects the measures that have been adopted to date (inflation package, two
economic stimulus packages, earlier implementation of the income tax reform, short-term
working and scrapping incentive) and that are worth around EUR 6.6 billion (not counting the
inflation package: some EUR 5 billion) to result in @ positive growth effect in 2009 of about
%% of GDP (slightly over Y% if the inflation package is factored out) and to translate into
some 12,000 additional jobs (close to 9,000 not counting the inflation package).

Volume and Intention of Economic Stimulus Measures Announced in 2008 and 2009

Volume Intention

2009 2010
Inflation package EUR million
Reduction of unemployment insurance contributions 300 300 | strengthening consumption
Pension increase’ 300 110 | strengthening consumption
Partial abolition of student tuition fees 150 150 | strengthening consumption
13" family allowance installment 250 250 | strengthening consumption
Reduction of VAT on medication? 100 100 | strengthening consumption
Increase of long-term care allowances 120 120 | strengthening consumption
Federal heating subsidy 30 0 | strengthening consumption
Additional exemptions from payroll tax 150 150 | strengthening consumption

Note: Volume relative to 2007 (accrual basis). EIB denotes the European Investment Bank, KfW the German development bank
Kreditanstalt fir Wiederaufbau.

! One-off increase in 2009, permanent 0.2 percentage points increase above inflation rate, abolition of one-year waiting period until first

pension adjustment.
2 The bulk of lower VAT revenues is earmarked for health insurance providers.

cont. p. 47

! See also Kéhler-Tdglhofer, W. and L. Reiss. 2009. The Effectiveness of Fiscal Growth and Stimulus Measures in Times
of Crisis. In: Monetary Policy & the Economy Q1/09. OeNB. 78—99. Also available at www.oenb.at.

U.S.A., concerns grew that 1t would Insurance companies and enterprises to
attect banks In europe as well. The assess their own risk correctly. Finan-
complex nature of modern financial cial Iinstitutions started to hoard liquid-
products has made It ditficult for banks, Ity to be able to meet unexpected fu-
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cont. from p. 46

Volume Intention

2009 | 2010
First economic stimulus package EUR million
OBB and ASFINAG projects? 225 225 | infrastructure investment*
Increase of credit volume (EIB, KfW, ERP)? 500 500 | investment incentive
Increase of guarantee lines (AWS)® 400 400 | investment incentive
Increase in state subsidy for savings plans
with building and loan associations 20 20 | investment incentive
SME fund for growth projects? 40 40 | investment incentive
Internationalization initiatives 25 25 | export promotion
Broadband drive 10 0 | investment incentive
Second economic stimulus package
BIG projects®® 355 520 | infrastructure investment*
Temporary degressive depreciation® 250 350 | investment incentive
Energy efficiency renovation 100 0 | investment incentive
Research facilitation 50 50 | investment incentive
Regional job creation programs 75 75 | sustain employment, strengthening consumption
Free final preschool kindergarten year 30 70 | strengthening consumption
Tax reform including the family package’ 2910 3.060 \ strengthening consumption

Other measures

Subsidies for short-term working 200
Scrapping incentive 20
Total volume 6.610
of which affecting the deficit® 4.095

Source: Federal Ministry of Finance, OeNB.

200 \ sustain employment, strengthening consumption

0 \ strengthening consumption

6.715 |
4.758 |

Note: Volume relative to 2007 (accrual basis). EIB denotes the European Investment Bank, KfW the German development bank

Kreditanstalt fur Wiederaufbau.

3 Not (or largely not) relevant for general government deficit (Maastricht definition).
4 Off-budget: in line with ESA 95, not part of the general government sector (and thus not relevant for deficit as defined by the Maastricht

methodology).
® BIG is in turn granted rent increase of EUR 20 million per year.
© Fiscal lag (tax levy lag).
7 Partial fiscal lag (tax levy lag).
8 Taking into account the tax levy lag.

ture liquidity needs. At the same time,
their uncertainty about other banks’
risk situation almost caused Interbank
liquidity to dry up completely. Finan-
clal Institutions demanded high risk
premiums for long-term interbank loans
or were not willing to extend any at all.

The ECB took numerous measures
to support the smooth functioning ot
money markets In this climate of mas-
sive uncertainty, and thus contributed
decisively to preventing the severe -
quidity shortages from causing systemic
tailure.

In dealing with the financial crisis,
the ECB relied mainly on its existing
monetary policy framework, both when
the turbulence began In the summer ot
2007 and when the situation exacer-
pated In the fall of 2008. This frame-
work was developed by the Eurosystem
during the first years of Its existence
and has been refined and improved over
the years.® The measures taken when
the crisis broke out were primarily
aimed at alleviating banks’ uncertainty
about therr future hquidity needs and
access to liquidity. To thisend, the ECB

¢ See also ECB. 2008. The implementation of monetary policy In the euro area: General documentation on Euro-
system monetary policy Instruments and procedures. November. Also avallable at www.ech.Int.
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The Eurosystem
has taken compre-
hensive liquidity
measures since
September 2008

stepped up the frequency ot Its mone-
tary policy operations, frontloaded Ii-
quidity provision within reserve main-
tenance periods, and shifted the tocus
ot liquidity provision trom main refi-
nancing operations to longer-term reti-
nancing operations to accommodate
banks’ need for longer-term liquidity
planning. As a result, the share ot lI-
quidity provided via the ECB’s longer-
term refinancing operations rose from
39% to more than /0%. Providing the
torward market with central bank
money Was a top priority tor the ECB,
as liquidity shortages In this market
segment caused money market rates
(LIBOR, EURIBOR) to rise to high
levels, a development which has macro-
economic consequences that go tar be-
yond their impact on the money market.®

The financial crisis took a dramatic
turn for the worse when the U.S. In-
vestment bank Lehman Brothers tiled
for bankruptcy In September 2008.
Uncertainty about risks and future
liquidity needs Intensified, causing a
turther deterioration In interbank mar-
kets and triggering a selloft across all
but the safest asset classes.

In response to the crisis, the ECB
— like other major central banks — took
turther extensive measures to ensure
that liquidity was available and thus to
reduce uncertainty In the tinancial
system. For this purpose, the ECB
switched trom variable rate tenders to
tixed rate tenders with full allotment
tor both main retinancing operations
and longer-term retinancing opera-

tons.* This policy guarantees that eli-
gible counterparties recelve the amount
ot liquidity they request at the fixed
rate announced by the ECB against eli-
gible collateral, which facilitates longer-
term liquidity management tor them.
In addition, on October 15, 2008, the
Governing Council of the ECB decided
to Increase the trequency of longer-
term retinancing operations and to ex-
pand the hist of assets eligible as collat-
eral In Eurosystem credit operations.

The liquidity needs ot parts of the
banking system were high at times,
which Is reflected In large bid and allot-
ment amounts under the new tender
procedure. In the period from Septem-
ber 9, 2008, to January 20, 2009, the
volume of liquidity provided via longer-
term refinancing operations jumped
from EUR 300 billion to EUR 614 bil-
llon. At main refinancing operations,
liquidity demand was also often signifi-
cantly higher (at times more than EUR
350 billion higher) than would have
been necessary tor banks to tultill their
reserve requirements. In hght ot the
pronounced uncertainty In the inter-
bank market, banks that had more
liquidity than they needed to tulfill the
minimum reserve requirement chose
to park these funds overnight Iin the
ECB’s deposit facility. The total
amounts deposited came to almost
EUR 240 billion. By accepting deposits
ot banks with excess liquidity on one
side and providing banks In need of
liquidity with funds against collateral
on the other, the ECB temporarily

Y These rates have a bearing on the Interest rate conditions of many (variable rate) loans. When they rise drasti-
cally, people find 1t much harder to atford variable rate loans, and declining loan demand leads to lower aggre-

gate Investment and consumption.

¥ When refinancing operations were conducted as variable rate tenders, counterparties had to suomit their bids and
Indicate the Interest rate at which they wanted to enter the transaction. Ihis rate had to be above the ECB’S
minimum bid rate. As several banks were concerned that they might not obtain the amounts of liquidity they
needed because of extreme caution In the interbank market, interest rate bids would have been undesirably high It
the ECB had continued to rely on variable rate tenders. Fine-tuning operations (1.e. quick tenders), by contrast,

are still conducted as variable rate tenders.
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took over the Intermediation role of
the dystunctional Interbank market.

Another temporary measure to sta-
bilize the money markets consisted In
symmetrically narrowing the corridor
formed by the two standing facilities,
the marginal lending tacility and the
deposit tacility, from 200 to 100 basis
points. This measure was In ettect until
the end of the first reserve maintenance
period 1n 2009."

Internationally coordinated opera-
tions supplemented the individual cen-
tral banks” measures. To prevent U.S.
dollar hquidity shortages at the Inter-
national level, the ECB, the Federal
Reserve, the Bank ot England and the
Swiss National Bank (SNB) announced
on October 13, 2008, that they would
conduct tenders of U.S. dollar tunding
at fixed Interest rates for full allotment,
just like the tenders of the ECB. To this
end, the participating central banks set
up sizeable reciprocal swap lines. Simi-
lar arrangements were agreed for the
euro and the Swiss franc at the regional
level.

When the financial crisis intensitied
In September 2008, the outlook tfor the
real economy deteriorated sharply. In
response to forecasts ot high Inflation
and amid signs of rising Intlation ex-
pectations and the second-round effects
ot wage agreements, the ECB had raised
Its key Interest rate by 25 basis points
on July 3, 2008. After that, however,
major central banks, Including the
ECB, began to lower Interest rates In
several steps when economic growth
decelerated sharply and abruptly in the
fall ot 2008 and price dynamics slowed
down markedly, mainly because of
plummeting energy and commodity

prices as well as rapidly weakening
economic conditions. The Governing
Council of the ECB decided to reduce
the key ECB Interest rates by 50 basls
points on October 8, 2008, by another
50 basis points on November 6, 2008,
by 75 basis points on December 4,
2008, and by 50 basis points on January
15, 2009. Intlation had dropped to
rates well below 1% by March 2009
and price stability was expected to be
maintained In the medium term, and
the growth outlook remained bleak,
prompting the Governing Council ot
the ECB to cut the key ECB Interest
rates again on March 5, 2009, and on
April 2, 2009. The Interest rate on the
main retinancing operations stood at
1.25% n April 2009, down by 300 ba-
sis points from early October 2008.

The ECB was not the only central
bank to cut Interest rates substantially:
The Bank ot England slashed Its bank
rate trom 5.0% In early October 2008
to 0.5% on March 5, 2009, and the
Bank ot Japan reduced Its key rate tfrom
0.3% to 0.1% on December 19, 2008.
Atter ten consecutive rate cuts from
2.25% In September 200/ to 2.0% at
end-April 2008, the Fed lowered Its
key Interest rates further In three steps
In the second half of 2008. At Its meet-
Ing on December 16, 2008, the Federal
Open Market Committee (FOMC) tor
the tirst time established a target range
tor the tederal tunds rate ot 0% to
0.25%, and announced It would keep
Interest rates at that low level tor
some time. In addition, the FOMC
announced that the Fed would take
turther unconventional measures to
support the tunctioning ot tfinancial
markets and stimulate the economy, e.g.

™ The relatively favorable remuneration made the deposit tacility an even more attractive option and thus strength-
ened the ECB’S Intermediation role. When the corridor was widened again In January 2009, recourse to the
deposit tactlity declined significantly and stood at EUR 88 billion in mid-March 2009. Counterparties accessed
the marginal lending facility to a much lesser extent and only when required.
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Chart 15

Key Interest Rates and Money Market Rates in the Euro Area
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by purchasing and retinancing mort-
gage-backed securities and credit card,
car and student loans.

The financial crisis also led to sub-
stantial U.S. dollar shortages outside
the U.S.A. At tirst, such bottlenecks
were observed mainly In Europe, but in
the fall of 2008, they suddenly oc-
curred In several regions of the world.
To remedly the situation, several central
banks set up U.S. dollar swap tacilities
with the Federal Reserve. Such ar-
rangements allow central banks to pro-
vide their counterparties with toreign
currency tunds they borrow trom the
central bank Issuing that currency. To
alleviate U.S. dollar liquidity shortages
In the euro area and In Switzerland, the
Fed, the ECB and the SNB established
U.S. dollar swap lines in December
2007 that have been extended over
time. These swap lines allow €.g. euro
area banks to obtain additional U.S.
dollar hquidity trom the ECB against
collateral eligible for Eurosystem credit
operations; simultaneously, the ECB
conducts EUR/USD toreign exchange
swaps with the Federal Reserve. From
mid-September 2008, the existing U.S.
dollar swap lines were expanded and
new swap arrangements with many

International
currency swap lines

participants (@mong them the Bank of
Japan, the Bank ot England and the
Reserve Bank ot Australia) were set up,
so that the number of participating
central banks Increased substantially.
The swap lines tacilitate the provision
of U.S. dollar hquidity around the
globe and In several time zones. As ot
February 18, 2009, the total liquidity
volume provided to central banks
through these swaps was USD 375 Dbil-
lion according to the Federal Reserve’s
balance sheet data.

currency swap arrangements were
also established at the regional level.
While some were set up tor precaution-
ary reasons, others were used to ad-
dress actual shortages. In October
2008, tor Instance, the ECB and the
SNB entered Into a swap arrangement
to ensure the availability ot Swiss tranc
liquidity for Eurosystem counterpar-
ties. This measure was aimed especially
at supporting small banks that had no
direct access to the SNB’s operations.
That same month, the ECB and
Danmarks Nationalbank established a
swap line to improve the hquidity situ-
ation In the short-term euro markets in
Denmark. In addition, the ECB com-
mitted to providing Magyar Nemzet
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Chart 16

Key Interest Rates in Selected Countries
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Bank with euro hquidity through a re-
purchase transaction. In November
2008, the SNB and the ECB agreed on
arrangements with Narodowy Bank
Polski tor the provision of Swiss tranc
and euro liquidity.

Economic Policy Measures

The global tinancial crisis and the ex-
tent of the measures that had to be
taken to cushion Its repercussions com-
pelled governments to reassume their
role as key economic policymakers. In
2008, governments took far greater
steps than simply allowing the auto-
matic stabilizers to work. Monetary
policymakers and governments acted in
concert In strengthening the European
economy. While the governments ot
the EU Member States implemented
measures at the national level, the EU
took a leading role as a catalyst for
joint action at the European level. A
comprehensive economic policy pro-
gram was adopted to ensure a coordi-
nated approach to supporting the
real economy, Just like that taken to
stabilize the tinancial markets, thereby
maximizing the benetit ot the national
measures by triggering multiplier ef-
tects.

In mid-October 2008, the EU ad-
opted a joint strategy to tackle the tI-
nancial crisis. The Member States’ bank
ald packages essentially comprise an In-
crease In deposit guarantee levels, the
option of government guarantees on In-
terbank loans as well as capital Injec-
tions for banks (the detalls of the
Austrian bank support package arc
described below). Within this joint
tramework, the Member States have
taken national Implementation mea-
dUI LS.

The amendment of deposit guaran-
tee schemes was the first key proposal
put forward by the European Commis-
sion on October 15, 2008. The new
provisions aim at improving depositor
protection and maintaining depositor
contidence. The Member States agreed
to raise the minimum level ot coverage
for deposits from an initial EUR 20,000
to EUR 50,000 and turther to at least
EUR 100,000 within one year. Some
Member States, Including Austria, chose
to set an even higher level ot coverage.
Similarly, the new provisions ensure
that deposits are reimbursed up to the
coverage level without a deductible,
and the period within which depositors
must be paid In the event that a bank

Financial market
support measures:
substantial increase
in deposit
guarantees, bank
aid packages
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Measures to
support the real

economy: EUR 200

Economic Recovery

billion European

Plan launched

Economic stimulus
measures increase
pressure on

public finances

talls was reduced to three days. Until
then, the payout period had been three
months with the option ot extending It
to nine months.

One ot the most prominent sets of
economic policy measures to tackle the
crisis Is the European Economic Recov-
ery Plan tor Growth and Jobs adopted
at the European Council meeting on
December 11 and 12, 2008. This pro-
gram was designed as a targeted and
temporary fiscal stimulus ot about EUR
200 bilhon or 1.5% of the EU’s GDP.
some EUR 170 billion or 1.2% ot GDP
are to be Injected by Member States
Into thelr own national economies; an-
other EUR 30 billion or 0.3% of GDP
are proposed to come trom EU tunding
and the European Investment Bank
(EIB). The primary aim ot this package
Is to provide a tramework for short-
term measures to stimulate demand,
secure Jobs and restore confidence In
the economy as well as to fund Invest-
ment measures to promote long-term
sustained growth.

The EU’s contribution to this plan
Includes advanced payments ot EUR 1.8
billion by the European Soclal Fund to
support employment; another EUR 5
pithon will be mobilized to improve
energy Interconnections and Internet
broadband infrastructure. The EIB Is to
Increase Its yearly Interventions In
the EU by some EUR 15 billion, EUR
4.5 billion In cohesion funding will
be brought torward, and the scope ot
the European Globalisation Adjustment
Fund will be expanded to enable a more
rapid mobilization ot tunds and the tar-
geted support of employment policies.
Furthermore, the European Commis-
sion recommends reducing employers’
soclal security contributions (for lower
Incomes) and permanently cutting value-
added tax rates In labor-Intensive Services.

The Member States on their part
have launched a range of crucial mea-

sures at the national level that take ac-
count ot their respective circumstances
and that are tailored to the scope tor
action possible In each state. The Euro-
pean Council emphasized that given the
scale ot the crisis, an Increased coordi-
nated ettort would be required within a
joint tramework. Measures to support
demand must be temporary and de-
signed to achieve immediate ettects;
they must also be geared toward the
sectors most attected and most impor-
tant to the entire economy (e.g. the au-
tomotive Industry and construction).
Depending on each Member State’s
Individual situation, these measures
could take the form ot increased public
spending, appropriate reductions in tax
burdens, cuts in soclal security contri-
butions, support for certain categories
ot enterprises or direct aid tor — In
particular low-income — households.

Against the background ot the se-
vere tinancial and economic crisis, pub-
lic tinances In the EU have come under
substantial strain. Tax revenues have
declined on the back ot sluggish growth,
while public spending, e.g. employ-
ment benetits, have Increased. A num-
ber ot Member States launched stimu-
lus measures to revive demand and
toster the creation of jobs.

In the euro area the aggregate bud-
get deticit expanded considerably from
0.6% of GDP 1n 2007 to 1.9% ot GDP
In 2008; In the entire EU, the deficit
Increased from 0.8% ot GDP (2007) to
2.3% of GDP (2008). Analyses by the
European Commission show that stim-
ulus measures were launched primarily
by Member States with tiscal leeway,
low debt ratios or small external imbal-
ances. The Stability and Growth Pact
will tacilitate the return to solid and
sustained public tinances atter the re-
cession has come to an end and the
economy has started to pick up. The
measures taken are In general timely,
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Chart 17
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targeted and temporary. According to
the IMF outlook ot April 2009, the
budget deficit in the euro area IS set to
expand from 1.9% of GDP (2008) to
5.3% of GDP (2009), and the deficit
for the entire EU 1S prOJected to In-
crease from 2.3% of GDP (2008) to
6.0% of GDP (2009).

At therr summit in London on Apl’ll
2, 2009, the G-20 agreed to take action
to enhance International financial mar-
ket regulatlon and supervision. An In-
ternational financial St&bl“ty body with
a strengthened mandate 1S to be estab-
lished; regulatory OVGI’SIght will be ex-
tended to hedge funds and ratlng agen-
cles. Tax havens must expect sanctions
to be taken agalnst them. Also, In Its
concludlng statement, the summit par-
t|C|pants announced a reform ot the
IMF: developlng countries are to ob-
taina greater say, and an early warning
system 1S to be established. Resources
avallable to the IMF will be raised to
USD 750 billion. USD 250 billion will
be made available to SUppOI’t world trade.

Proactive OeNB Crisis
Management Helps Maintain
Financial Stability in Austria
On October 20, 2008, the Austrian
parliament adopted a broad set of mea-
sures to support and stabilize the tinan-
clal sector. Those measures, which are
In line with the concerted European
action plan to shore up financial mar-
kets and for which EUR 100 billion
have been earmarked, are designed to
protect savers, to restore the normal
flow of credit, and to stabilize and
strengthen credit institutions as well as
Insurance companies. The package IS
conditional on a number ot require-
ments, which are meant 10 ensure ItS
etfectiveness and minimize risks and
costs for taxpayers. The framework
conditions for those measures have
been laid down In two legal acts: the
Interbank Market Support Act and the
Financial Market Stability Act.*

The rationale tor the Interbank
Market Support Act, which expires on
December 31, 2009, was to foster In-

12 Both acts were promulgated In Federal Law Gazette Part 1 No. 13672008 and became ettective on October 27,

2008.

G-20 summit in
April 2009 releases
further funds

Sweeping measures
taken to safeguard
financial stability

in Austria
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terbank lending by offering state guar-
antees up to a total amount ot EUR 75
billion. Specitically, the government
established a dedicated bank — OeCAG
(Oesterreichische Clearingbank AG),
which operates with the backing of spe-
clal state guarantees and became opera-
tional on November 14, 2008 — to re-
vive the tlow ot credit on the short-
term interbank market. To also ensure
access especially to longer-term tund-
Ing, the central government, moreover,
stands ready to back the issuance of
bank bonds with state guarantees.

The Financial Market Stability Act
provides for another set of measures
worth EUR 15 billion and designed to
strengthen the capital base of banks and
Insurance companies through capital
Injections, for instance through the
provision of participation capital,* sub-
Ject to stringent provisions. Capital In-
terests acquired by the state under this
act are managed by FIMBAG (FInanz-
marktbetelligung Aktiengeselischatt), a
stock corporation wholly owned by the
Austrian state holding company (OIAG)
and specifically created tor this purpose
on the Initiative of the finance ministry.

As an additional confidence-bulld-
INg measure, the Austrian deposit In-
surance scheme was enhanced. Until
December 31, 2009, all private or busi-
ness deposits held by natural persons
(on savings, current or term deposit ac-
counts or with saving and loan Institu-
tions) will be tully insured; trom Janu-

Financial and Economic Crisis Puts High Demands on the OeNB'’s Stability Mandate

ary 1, 2010, deposit insurance will be
capped at EUR 100,000. At the same
time, deposit insurance for SMEs was
raised to EUR 50,000. Fnally, the
FMA was empowered to prohibit naked
short selling** and to sanction cases of
noncompliance.

Capital Injections by the state are
subject to the tollowing provisions:
Dividends are determined on an ad hoc
basis, the minimum rate being 9.3% for
“*economically sound” banks, as a rule
(@nd 10% tor banks that are “not eco-
nomically sound”).* Moreover, divi-
dends rise after five years, and capital
that 1s not repaid before the end of the
tenth year must be repaid at a rate of
150% ot the nominal amount (which
Implies that the company value must
rise accordingly). Payment of dividends
to existing shareholders 1s capped In
the case ot economically sound banks,
unless third parties have subscribed to
at least 30% of the participation capi-
tal. Banks that are not economically
sound, finally, must not pay any divi-
dends at all to existing shareholders.

Furthermore, the provision and use
ot participation capital Is subject to a
number ot conditions. The capital In-
jection must be put to proper use, I.e.
the funds must be lent onward to par-
ticipants In the real economy at rates
that are In conformity with market
conditions, and they must not be used
to aggressively secure a competitive
advantage. Banks, moreover, commit

1S participation capital 1s a form ot equity, which means that It does not have a final maturity date. To ensure the
recognition of participation capital as core Iler 1 capital, banks may pay dividends only If such dividends are
covered by their annual profit, after allocating reserves, for the previous year. At the time of writing (April 17,
2009) three Austrian banking groups (Hypo Group Alpe Adria, Erste Group Bank AG and Osterreichische
volksbanken AG) had entered Into a participation capital agreement with the Austrian government.

4 Naked short selling, or naked shorting, refers to the practice of selling securities without having obtained them yet
or without having even secured the right to obtain them betore the settlement date.

> The minimum dividend may be lowered to 8% It (1) the principal amount will be repaid at a price ot 110 or more,
1.e. with a premium of at least 10% based on a corresponding Increase ot the company value, or (2) It at least
30Y% of the capital Is provided pari passu by private lenders (and It existing shareholders subscribe to no more than

one-third of those 30%).
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themselves to review the adequacy ot
thelir remuneration schemes. At the
same time, they must make sutticient
etforts to preserve jobs, and their busi-
ness models must be sustainable. Last
but not least, banks must retrain trom
transactions and operations that would
Increase the government’s risk.

Compared with the measures taken
In other European countries, the Aus-
trian bank stabilization package Is tairly
large, retlecting the commitment of
the Austrian government to safeguard
the stability ot the Austrian tinancial
center and to sustain the tlow ot credit.

Being a Eurosystem central bank,
the OeNB plays a prominent role In
tinancial crisis management. Its contri-
bution to restoring and preserving ti-
nanclal stability Is very important within
Austria and at the EU level.

Within Austria, the OeNB works
hand In hand with the tinance ministry
and with the Financial Market Author-
Ity. The basic statutory plattorm ensur-
Ing close and successtul cooperation
among the three Institutions Is the so-
called Financial Market Committee. In
addition, the OeNB and the FMA have
established a range ot bilateral forums
at difterent levels of hierarchy to meet the
manifold challenges for banking super-
vision with the appropriate tlexibility.

At the European level, the OeNB
cooperates with other national stake-
holders, 1.. the central banks, supervi-
sory authorities and finance ministries
ot other EU countries and non-EU coun-
Tries.

Multilateral cooperation has been
largely Institutionalized, the key to-
rums — from the OeNB’s perspective —
being the Economic and Financial
Committee at the EU level and the
Governing Councll ot the ECB, which
decides upon monetary policy and -
quidity provision within the euro area,
at the Eurosystem level.

The proper processes and proce-
dures must be In place in the OeNB to
allow It to make etticient contributions
to crisis management. Those processes
and procedures have been defined In a
dedicated tinancial crisis management
manual, which essentially provides tor
two pillars:

(1) the establishment of a clearing unit
tor information, which pools all
Incoming Information and coordi-
nates all outgoing intormation rele-
vant tor the OeNB’s crisis manage-
Men;

(2) the pooling ot the required exper-
tise In a tinancial stability core
team, consisting ot the department
heads responsible tor tinancial sta-
bility, treasury and payment system
ISSUes.

In response to the turbulence hitting fi-

nanclal markets, the OeNB made sure

to communicate closely and on a regu-
lar basis with market participants and
to Intensity the exchange of Intorma-
tion with the FMA and with other rel-
evant supervisors. The new supervisory
tramework that was Implemented In

Austria In 2008 has proved to be highly

eftective (see “Banking Supervision Func-

tion of the OeNB Reinforced in 2008

In the next chapter). For instance, the

OeNB maintained a structured dia-

logue with banks, a framework that

provides for meetings with senior
management and discussions on risk
management Issues as Well as CESEE-
related Issues, etc. In addition to this
structured approach, the OeNB also
organized ad hoc meetings on special

Issues with major Austrian banks.
Furthermore, the OeNB carried

out a number ot ad hoc surveys on se-

lected Issues, Including structured
credit products, toreign currency loans
and CESEE risk exposures. In the
fourth quarter ot 2008, the OeNB
developed and launched a new system

Smooth and
effective crisis
management at
the OeNB

OeNB intensifies
dialogue with

market participants

and supervisory
authorities
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for analyzing the liquidity situation at
Austria’s major banks. The OeNB also
supports the tinance ministry in mak-
Ing decisions to recapitalize banks un-
der the Financial Market Stability Act.

To support the supervision of
Austrian banking groups’ cross-border
activities, the OeNB intensitied Its con-
tacts with foreign supervisors. Together
with the FMA, the OeNB organized
supervisory colleges for the biggest
Austrian banking groups. Supervisory
colleges provide a torum for integrated
risk assessments of all supervisors In-
volved, based on arrangements estab-
lished by the Committee of European
Banking Supervisors (CEBS).'* Other
activities In response to market ten-
sions Include numerous meetings with
the IMF, the EBRD and credit rating
agencies as well as the participation of
OeNB representatives In ad hoc tele-
conterences. To put the OeNB’s assess-
ments on a sounder basis, statt experts
developed stress tests turther in 2008.
The stress test results are also published
In the OeNB’s Financial Stability Re-
port, which provides detalled analyses,
twice a year, on developments In the
financial markets ot Austria and the
CESEE area. Last but not least, the
OeNB organized a workshop at the
beginning ot 2008, which brought
together representatives ot national
European supervisory authorities, NCBs,
the IMF and banks to discuss credit
growth In Central, Eastern and South-
gastern europe.

At the EU level, the Ecotin Councll
revised the financial stability work pro-
grams (“roadmaps”) originally adopted
In October 2007 In response to the

tinancial turbulence in May 2008. The

action plans essentially tocused on four

dleads.

(1) improving tinancial transparency,

(2) enhancing rating standards,

(3) Increasing regulatory requirements
and risk controls In the financial
sector, and

(4) contributing to a smoother tunc-
tioning of financial markets.

The implementation ot the roadmaps

has already improved the availability of

data on structured products In the EU
and has led to changes In the field ot
accounting standards. Moreover, credit
rating agencies will be subject to regu-
lation, too. One ot the key purposes of
regulatory oversight will be to avoid
contlicts of Interest In the rating pro-

LEDdD.

Following up on the conclusions of
the Ecotfin Council ot October 7, 2008,
on supporting systemically important
financial Institutions and  restoring
contidence In tinancial markets, the
European Councll endorsed a concerted
action plan on October 12, 2008, In
view of the intensitied tinancial crisis.
In this action plan, originally an Initia-
tive of the euro area countries, the EU
Member States committed themselves
to coordinating their national ettorts to
preserve the stability ot the financial
system and support financial Institu-
tions In distress. Moreover, the action
plan was ample proof that Europe
stands ready to take coordinated and
switt action In ditticult times, thus send-
Ing an important signal.

In the area of macroprudential anal-
ysis, the OeNB actively contributes to
numerous committees at the European

1o CEBS comprises high-ranking representatives of the national central hanks and banking supervisory authorities ot
the EU and the ECB, and Is tasked with providing advice to the European Commission, supporting the uniform
transposition of EU directives and factlitating the convergence of national supervisory practices. Another purpose
of CEBS 15 to help enhance cooperation among supervisors, including the confidential exchange of information on

supervised Institutions.
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Box 6

International Initiatives for Preventing Financial Crises in the Future

Since financial markets were thrown into turmoil in summer 2007, discussions have been on-
going at national and international institutions on how to adequately respond to the unfolding
developments and strengthen financial market stability.

The current financial crisis is essentially rooted in the economic boom situation prevailing
in recent years, adverse developments in the financial sector and insufficient risk management
by market participants. A favorable global economic environment tempted financial market
participants to capitalize on short-term investment opportunities and nourished excessive risk-
taking, as a result of which debt levels rose. The crisis also brought to light deficiencies in the
transparency of and disclosure practices for complex financial instruments, as well mispercep-
tions by rating agencies of the specific risks underlying structured products, which triggered a
sweeping loss of confidence in the financial system. Moreover, it evidenced that financial in-
novations such as structured credit products have failed to diversify risks within the financial
system as well as they had been expected to. Finally, the crisis highlighted the necessity of
strengthening crisis management and deposit insurance schemes.

At the global level, the public sector responded to the financial crisis by launching important
initiatives with a view to restoring confidence, strengthening financial stability and enhancing
the supervisory framework:

— The Financial Stability Forum (FSF), which provides a cooperation platform for major inter-
national supervisory and regulatory institutions, finalized a report! in April 2006 on enhanc-
ing market and institutional resilience. In a follow-up report? released in October 2008, the
FSF concluded that the proposed measures were being implemented in a coordinated and
timely manner. Looking ahead, the FSF saw further need for action, though, with regard to
mitigating the procyclical effects of regulatory capital requirements and accounting rules,
as well as with a view to better integrating macroeconomic and systemic analysis in the
supervisory framework.

— The finance ministers and central bank governors of the G-7 countries adopted an action
plan® on October 10, 2008, aimed at stabilizing financial markets and restoring the flow of
credit. Among other things, this action plan called for supporting systemically relevant
financial institutions, taking all necessary steps to ensure that financial institutions had
broad access to liquidity and recapitalization, as well as ensuring robust deposit insurance
and guarantee programs.

— The financial crisis and steps toward building a new financial architecture were also on the
agenda of a G-20 economic summit in Washington on November 15, 2008, of the leaders
of the world’s largest economies. At a follow-up meeting in London on April 2, 2009, they
agreed on a USD 1,100 billion program of support to restore growth and jobs and to
rebuild trust in the financial system. Among other things, world leaders agreed to increase
the resources available to the IMF and to other financial institutions. They also agreed to
establish a Financial Stability Board that would provide early warning of macroeconomic
and financial risks, and to extend regulation and oversight to all systemically important
financial institutions, instruments and markets including, for the first time, systemically
important hedge funds. Moreover, they pledged to support sustainable compensation
schemes, to take action against noncooperative tax havens, to improve accounting
standards, and to extend regulatory oversight and registration to credit rating agencies.

! FSF. 2008. Report of the Financial Stability Forum on Enhancing Market and Institutional Resilience. April 7.
(retrieved from www.fsforum.org/publications/r_0804.pdf on April 30, 2009).

2 FSF. 2008. Report of the Financial Stability Forum on Enhancing Market and Institutional Resilience. Follow up on
Implementation. October 10 (retrieved from www.fsforum.org/press/pr_081009f.pdf on April 30, 2009).

3 G-7. 2008. G-7 Finance Ministers and Central Bank Governors Plan of Action.
October 10 (retrieved from www.ustreas.gov/press/releases/hp1195.htm on April 30, 2009).
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In addition, two private sector initiatives, among others, released important reports:
— The Institute of International Finance published a report* in July 2008 with detailed best

practice recommendations.

— The Counterparty Risk Management Policy Group published recommendations® for the
private sector on containing and avoiding systemic risk in the financial sector.

4 |IF. 2008. Final Report of the IIF Committee on Market Best Practices: Principles of Conduct and Best Practice Recom-
mendations. July (retrieved from www.iif.com/download.php?id=0sk8CwI08yw= on April 30, 2009).

5 CRMPG. 2008. Containing Systemic Risk: The Road to Reform. August 6 (retrieved from www.crmpolicygroup.org/docs/

CRMPG-IlL.pdf on April 30, 2009).

level (such as the Banking Supervision
Committee ot the ECB) and Interna-
tional Institutions (IMF, OECD, etc).
The goal of such analyses Is to be able to
Identity systemic risks in a timely man-
ner and to propose appropriate action.
The key targets of analysis in 2008 were
liquidity stress testing and contingency
tunding plans, incentives provided by
the originate-and-distribute model*’ of
banks, risks to the EU banking sector
In 2009, credit risk transter schemes,
and measures to reduce procyclical ef-
tects In the financial system. Moreover,
the OeNB also participates in CEBS
meetings, where the ettects of the fI-
nancial crisis were discussed among
SUperviIsors.

In October 2008, the European
Commission mandated a group ot out-
standing experts to give advice on how
to handle the tinancial crisis. The High-
Level Expert Group on EU Financial
Supervision, chaired by tormer IMF
managing director Jacques de Laroslere,
published Its recommendations on the
tfuture ot European tinancial regulation
and supervision In a report dated Feb-
ruary 25, 2009. As a key lesson to be
drawn from the financial crisis, the
report highlighted the urgent need to

upgrade macroprudential supervision
In the EU, In order to be able to Iden-
tity systemic risks In a timely manner.
To this eftect, a new group, called the
European Systemic Risk  Councll,
should be set up under the auspices ot
the ECB and chaired by the President
ot the ECB. To improve micropruden-
tial supervision, the three EU commit-
tees of sUpervisors In the securities,
banking and Insurance sectors (CESR,
CEBS and CEIOPS) should be con-
verted into EU authorities tor the three
sectors. These authorities would con-
stitute an Integrated network ot decen-
tralized supervisors: a European System
ot Financial Supervision.

The OeNB contributed actively to
the debate on enhancing the European
supervisory tramework, informed by
the understanding that progress toward
a tully integrated Internal market and
the evolution ot cross-border banking
groups Is no longer compatible with a
primarily national supervisory approach.
In the short run, cooperation should
therefore be Intensitied turther among
the national supervisory authorities by
relying more heavily on so-called col-
leges ot supervisors for individual bank-
Ing groups. In parallel, ettorts need to

-Under the “originate to distribute” model, banks (“originators”) provide loans to borrowers and thereatter sell
(“distribute”) them to third-party investors, thus getting them oft their books.
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be made to turther harmonize the legal
tramework In the EU. In the longer
term, It would be advisable to establish
a European System ot Banking Super-
visors, tor which the ESCB might serve
as a blueprint. Such a system would
need to ensure a level playing tield, and
It would need to work In a decentral-

Ized manner, 1.e. the responsibility for
fact-finding (on-site Inspections and
off-site analysis) must remain a decen-
tralized responsibility. The milestones
for establishing a European System of
Banking Supervisors should be defined
IN a master plan.
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