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Economic conditions and the outlook
for the quarters ahead have improved
since the second quarter of 2003.
Among other factors, consumer and
government spending as well as the
stabilization of business investment
helped fuel the economic upturn in
the U.S.A., and there are increasing
signs that this upswing is set to con-
tinue. Continued, albeit fairly moder-
ate economic recovery is expected
also for the euro area. However, the
high U.S. current account deficit and
the concomitant risk of exchange rate
fluctuations represent a downside risk
for the sustainability of growth. Nev-
ertheless, the more positive economic
outlook and investors� decreasing risk
aversion have boosted financial mar-
kets, as reflected by a rise in stock pri-
ces. In line with the recovery of capital
markets, the insurance industry both
in Austria and across Europe largely
stabilized as well. In the same vein,
Austrian pension funds� investment
performance also improved in the first
half of 2003.

Although investment in capital
market products has been continu-
ously on the rise in recent years, the
stock market still plays a minor role
for Austrian investors. Over the me-
dium term, however, further privati-
zation and the accumulation of assets
under personal pension schemes are
expected to fuel growth.

The currencies of most Central
and Eastern European countries
(CEECs) fluctuated only moderately
against the euro, and foreign currency
bond spreads developed favorably in
2003. The profitability of banks in
the CEECs improved in 2002, and
capital adequacy can be considered
satisfactory. The CEECs continue to
play a more and more important role
for Austrian banks� business activities.

Their satisfactory operating result
in this region is mainly traceable to
higher margins in interest income,
fee-based income and trading income,
to banks� greater ability to defend
their prices and to a more favorable
cost structure. In addition, restructur-
ing measures have not only cut costs
but have also enabled banks to release
excess loan loss provisions.

Austrian credit institutions have a
large credit exposure in the CEECs.
The Czech Republic (followed by Ger-
many) tops the list of country expo-
sures if unsecuritized loans extended
to foreign nonbanks by Austrian banks
— including their subsidiaries in the
CEECs — are taken into consideration.
The acceding countries account for al-
most three quarters of the EUR 43.3
billion of Austrian banks� exposure in
the CEECs.

Austrian enterprises� need for ex-
ternal funding declined, mainly be-
cause of a reduced propensity to in-
vest. Enterprises� equity ratio has been
improving since the mid-1990s, which
strengthened their risk-bearing ca-
pacity. However, it should be noted
that by international comparison, debt
financing is still relatively high. The
moderate income growth of Austrian
households had a dampening effect
on credit demand. Thus, lending con-
tinued to be subdued. Although credit
quality improved somewhat in the
course of the year, it deteriorated
slightly compared with previous years.
In the first half of 2003, a number of
loans denominated in Japanese yen
were redenominated in Swiss franc.
The Swiss franc�s low exchange rate
volatility against the euro should re-
duce the risk for borrowers. While
this development has a positive effect
on financial stability, potential non-
negligible risks remain.
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After having performed rather
poorly in 2002, Austrian banks im-
proved their profitability during the
first half of 2003. The rise in operating
income is mainly traceable to income
from financial transactions, which
more than doubled against the first half
of 2002, given the recovery of the
stock markets. While interest rate
business continues to face strong com-
petition, interest margins have re-
mained broadly stable. On the expen-
diture side, banks continued to cut
costs. In the first half of 2003, operat-
ing expenses went up by no more than
0.6% year on year, which, in real
terms, is actually a decrease.

An analysis of bank profitability on
the basis of consolidated data confirms
the positive trend observed: While ad-
ministrative expenses of the banking
industry augmented by only 2.3%, op-
erating income climbed by 5.6% dur-
ing the first half of 2003. As a conse-
quence, banks� cost-income ratio im-

proved as well, coming to 68.9% in
the second quarter of 2003.

Austrian credit institutions con-
tinue to post a stable performance.
Banks� profitability is on the rise again,
with subsidiaries in the CEECs contri-
buting strongly to operating results;
nevertheless, in an international com-
parison, Austrian banks will have to
make further efforts to improve their
profitability. Stress tests show that
the exchange rate risk for open foreign
exchange positions continues to be
unproblematic. International rating
agencies� assessments, too, basically
signal a stable outlook. Currently, the
International Monetary Fund (IMF) is
carrying out a comprehensive assess-
ment of the Austrian financial system�s
strengths and weaknesses under its
Financial Sector Assessment Program
(FSAP). After a second working visit
in December 2003, the IMF will
present a draft report of the results
of this analysis.

6 Financial Stability Report 6�

Executive Summary



R e p o r t s



Economic Developments
and Financial Markets
The U.S.A. Is Leading the Recovery of
the Global Economy; Upswing in the
Euro Area Is Relatively Weaker
The economy and the outlook for the
coming quarters and 2004 have stabi-
lized and clearly improved in the euro
area, the U.S. and Japan after the neg-
ative economic effects triggered by a
series of economic shocks put a
damper on GDP growth in the three
economic regions. In the euro area,
the slowing dynamic of the economy
continued in the months immediately
after the end of the Iraq war, with pri-
vate consumption acting as the only
pillar of support. Exports decreased
even further, with the appreciation
of the euro in the past few quarters
having apparently played a role in this
development. Capital spending is still
weak. However, the evidence of an
economic upturn has been growing
since the middle of the year. Surveys
point to growing consumer and busi-
ness confidence. The economy is ex-
pected to continue its recovery, albeit
at a very moderate pace, for the re-
mainder of 2003. In the U.S.A., ro-
bust consumer spending in conjunc-
tion with an increase in capital spend-

ing and a much higher level of public
spending gave GDP a powerful boost
in the second and third quarters. This
trend seems to have been driven by
the end of the uncertainties in connec-
tion with the Iraq war, the expansive
monetary and fiscal policy, the firmer
financial markets and the sustained
high productivity growth. In Japan,
the economy developed surprisingly
well after the end of the Iraq war, with
both exports and internal demand
growing robustly. The latest surveys
indicate that this development will
continue in Japan in the second half
of the year, which will be helped
considerably by the accelerating U.S.
economy.

Currently, a return of the econ-
omy in the euro area to potential out-
put growth is to be expected in the
second half of 2004. The reasons for
the rather moderate recovery are to
be found mainly in the continued re-
structuring of balance sheets in the
business sector and in the appreciation
of the euro. Like in the 1990s, the
U.S.A. is expected to play the role
of a global growth locomotive for
the economy in 2004; its dynamic de-
velopment will contribute to more
robust economic growth in the euro
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area and in Japan through positive ef-
fects on export demand, global finan-
cial markets and economic agents�
confidence. However, this requires
the transformation of the current re-
covery induced by an expansive mon-
etary and fiscal policy into a self-sus-
taining upswing accompanied by rising
private investment activity. U.S. and
euro area inflation will remain sub-
dued, above all because capacity uti-
lization levels are currently low and
unemployment rates are high, with
the appreciation of the euro having
the additional effect of dampening
inflation in the euro area. For the year
2004, the inflation rate in the euro
area is expected to stay below 2%.
In Japan, the slight deflation will pre-
sumably continue in 2004 as well.

Nonetheless, the scenario of a
global economic recovery starting
out from the U.S.A. also carries cer-
tain risks. The volume of the current
account deficit of the U.S. — fre-
quently assessed as unsustainable
(2002: USD 480.9 billion) and re-
cently also pushed up by the sharply

rising deficits in the U.S. federal gov-
ernment budget — could lead to a
steep and rather disorderly correction
of the U.S. dollar exchange rate. This
could result in distortions on global
financial markets and could also check
global economic growth. The availa-
ble data on international capital flows,
which are currently serving to finance
the deficit of the U.S. current ac-
count, indicate that a major portion
of the financing has been coming from
Asia up to now.1)

Table 1 shows that during the first
half-year 2003 persons residing in
Asia invested an annualized total of
USD 301.1 billion in long-term port-
folio investments. Apart from the pri-
vate capital flows, the exchange rate
policies of a number of Asian central
banks have been playing a role in this
trend. These central banks contrib-
uted to financing the U.S. current ac-
count deficit by purchasing U.S. assets
and until recently thereby prevented
their currencies from appreciating
against the U.S. dollar.

Table 1

Foreign Long-Term Portfolio Investments in U.S. Securities

As at June 2002 Growth 2002 Annualized growth
January to June 2003

USD billion

Euro area 912 13.9 60.1
United Kingdom 354 186.0 168.1
Japan 529 91.6 152.4
Asia excluding Japan 558 109.5 148.7
Other 1,573 146.3 246.0
Total 3,926 547.3 775.3

Source: U.S. Department of Treasury (TIC data), in-house calculations.

1 When interpreting the data collected by the U.S. Department of the Treasury, one should take into account
that the survey only records the residence of the initial buyer or holder. If said buyer is an intermediary with its
registered office in an international financial center and acts on behalf of an investor resident in another
country, this would lead to an overestimation of the financial contribution of the country in which the inter-
mediary resides and to an underestimation of the financial contribution of the country in which the investor
resides. For this reason it is necessary to exercise due caution when allocating the financing flows to regions.
The system of capturing this data covers cross-border long-term portfolio investments in U.S. assets, i.e. shares
in U.S. companies (excluding FDI) and bonds issued by entities resident in the U.S.A. with an original life of
over 1 year.
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ECB and Fed Lower Interest Rates;
Positive Expectations for Growth
and Lower Risk Aversion Boost
Global Financial Markets
The ECB lowered its key policy target
rate by 50 basis points on June 5,
2003, and the Fed cut its federal funds
rate by 25 basis points on June 25,
2003. According to the ECB Council,
the interest rate cut to 2% took into
account the improvement of the out-
look for medium-term price stability
as well as the downside risks for eco-
nomic growth that prevailed at the
time. The interest rate cut of the
Fed to 1% was appropriate from the
perspective of the Federal Open Mar-
ket Committee (FOMC) as additional
support for an accelerating U.S. econ-
omy, although it did point out — like it
did in May 2003 — the low risk of an
undesirable further decline of the in-
flation rate. In the following months,
the Fed declared that it believed a con-
tinuation of its accommodative inter-
est rate policy for a considerable pe-
riod was feasible under these overall
conditions. The Japanese central bank
continued its zero-interest rate policy.
The yield curve on the money market
in the euro area and in the U.S.A. re-
mained slightly inverted until mid-
June and became increasingly steeper

after the interest rate moves of the
ECB and the Fed.

The yields on ten-year U.S. bonds
dropped by around 70 basis points to a
level of approximately 3.1% after the
monetary policy statement of the Fed
on May 6, 2003, which pointed out
the low probability of an undesired
further drop in inflation. This decline
was widely attributed to speculations
about possible future price-influenc-
ing interventions in the government
bond market by the Fed (see box
�On the Role of Announcements
Effects in the Implementation of
Monetary Policy — Latest Develop-
ments in the U.S.A.�). After the inter-
est rate cut by the Fed on June 25,
these speculations quickly dissipated
and were replaced in the bond mar-
kets by growing optimism about the
economy after the release of positive
economic data, which resulted in a
steeper yield curve. Hedging trans-
actions in connection with U.S. real
estate financing deals reinforced the
respective price trends on the U.S.
bond markets. Yields in the euro area
followed the lead of U.S. yields, but
not fully. This caused yield spreads at
the long end to widen from May to
mid-June and to narrow again and
reverse afterwards.
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Stock markets in the U.S.A., the
euro area and in Japan rallied strongly
from mid-March to mid-June 2003. A
number of factors were responsible
for this development: First, the end
of the Iraq war led to a substantial de-
crease in risk aversion. Additionally,
corporate earnings were surprisingly
good, especially in the U.S.A. Finally,
the decline of real interest rates on
low-risk investments boosted stock
markets as of the beginning of May
2003. The higher risk tolerance of in-
vestors was reflected not only in
higher stock prices, but also in the
further narrowing of risk premiums
on corporate bonds of issuers with
low credit ratings and emerging mar-
ket bonds. As of mid-June, the rally
slowed considerably, above all in the
U.S.A., which was probably due in
part to the resurgence of real yields
on low-risk investments. The steep
rise of Japanese stock markets was
particularly remarkable, which, start-
ing out from a very low level, clearly
reflected the expectations of a global
economic upswing.

On foreign exchange markets, the
exchange rate of the U.S. dollar
against the euro was very volatile after
the end of the Iraq war, fluctuating
between 1.08 and 1.19 USD/EUR.
The exchange rate fluctuations often

accompanied changes in yield spreads
at the long end. Accordingly, the steep
drop in yields in the U.S.A. from the
beginning of May to mid-June 2003
was accompanied by the strong appre-
ciation of the euro against the U.S.
dollar. Afterwards the U.S. dollar
firmed as a result of the improving
economic outlook in the U.S.A. rela-
tive to the euro area.

There were also major changes in
the exchange rate of the Japanese
yen against the U.S. dollar. This ex-
change rate was, on average, at around
118.7 JPY/USD in the first half of
2003, with the Bank of Japan inter-
vening on the foreign exchange mar-
ket with a volume of approximately
USD 120 billion to stabilize the cur-
rency and to delay the firming of the
Japanese yen against the U.S. dollar.
Around the time of the release of
the closing communique« of the G-7
on September 21, 2003, which con-
tained a call for higher exchange rate
flexibility based on market forces,
the yen surged strongly and quickly
against the U.S. dollar by some 7%
as compared to the average of the first
half-year. The euro also firmed against
the U.S. currency after the G-7 meet-
ing, which market experts attributed,
among other things, to growing wor-
ries about financing the U.S. current
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account deficit and to the persistent
weakness of the U.S. labor market.
The euro also weakened slightly
against the Japanese yen. In the weeks
that followed the release of the closing
communique« of the G-7, market sen-
timent on foreign exchange markets
was rather volatile and nervous in
the major currency pairs. The Swiss
franc lost almost 5.5% on the euro

from the beginning of April through
mid-June 2003 and has been stable
ever since in a bandwidth between
1.53 and 1.55 SFR/EUR. The weak-
ening is probably related to the dimin-
ishing risk aversion on international
financial markets. Thus, the Swiss
franc is only 4% below the level it
had when the euro was introduced.

On the Role of Announcements Effects in the Implementation

of Monetary Policy — Latest Developments in the U.S.A.

OnMay 6, 2003, the Federal Reserve published the regular press release on its monetary policy decision.
The press release pointed out that the risks to economic growth were balanced, while there was a low
probability of an unwelcome further drop in inflation. This press release came at a time at which financial
markets and economic policymakers were discussing the extent of the risk of deflation in the U.S.A. and
the adequate economic policy response. Highly topical was the subject of maintaining the effectiveness
of monetary policy by taking extraordinary monetary measures even when short-term rates were already
at zero. Below is a brief look at one of the proposed extraordinary measures, namely the direct steering
of long-term U.S. interest rates through monetary policy measures.

U.S. monetary policy is pursued through open market operations, which concentrate on buying and
selling securities (mainly U.S. government bonds) on the primary and secondary markets to control the
liquidity of the U.S. banking system in such a way as to keep the market interest rate for overnight
loans between banks, the so-called federal funds rate, as close as possible to the target rate defined
by the Federal Open Market Committee (FOMC), namely the federal funds target rate. These operations
are carried out in accordance with a number of principles, the most important of which being the avoid-
ance of influence on the prices of long-term bonds (market neutrality). This means that the direct
influence on interest rates is only on overnight rates, while the long-term interest rates are determined
exclusively by market forces. Nevertheless, the Federal Reserve System in principle has the possibility of
suspending this principle and using its portfolio to influence long-term interest rates as well.1)

The sharp decline in long-term interest rates after May 5, 2003, and the assessment of market
participants illustrates that the statement of the Fed was interpreted as an announcement of the
significant possibility of future interventions by the Fed to influence prices on the market for long-term
U.S. government bonds. This expectation disappeared with the lower-than-expected interest rate cut of
June 25, as did the financial markets� deflation fears, giving way to growing optimism about the economy
as of mid-June.

The next press releases of the Fed on monetary policy decisions on August 12, September 16 and
October 28 stated that under the given macroeconomic conditions, the accommodating interest rate
policy of the Fed would be likely to be maintained for a considerable length of time. This type of an-
nouncement theoretically also has an influence on long-term interest rates. The effect, also known as
the policy duration effect, influences developments through the expectations theory of the term structure
of interest rates; the credible assurance that short-term interest rates will be kept low in the future can
lead to lower long-term interest rates. The Japanese central bank�s monetary policy since April 1999 is a
case in point: the assurance of keeping short-term interest rates at zero as long as deflation prevails
resulted in a significant decline in long-term interest rates in Japan.

1 There is a historic example for this type of policy at the Fed. After the U.S.A. entered World War II, the Fed took over
the obligation to keep the yields of long-term government bonds at a level of 2�%. This obligation was observed until
the so-called Treasury-Federal Reserve Accord of March 4, 1951. This agreement released the Federal Reserve from
the obligation to support the market for U.S. government debt at pegged prices and made possible the independent
conduct of monetary policy.
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Central and Eastern Europe
High Returns on Bulgarian, Romanian
and Russian Eurobonds
The development of yield spreads of
U.S. dollar- and euro-denominated
government bonds of emerging coun-
tries against the benchmark bonds of
the U.S.A. and the euro area was very
good this year: The average yield pre-
mium in U.S. dollars (J. P. Morgan�s
EMBI Global index) narrowed by
239 basis points to 486 basis points
in the first nine months of the year,
with the downtrend having flattened
noticeably since mid-May. The spread
in euro dropped by 200 basis points to
232 basis points until the end of Sep-
tember.

However, these average changes
veil the differences between the indi-
vidual issuers. Thus, the yield spread
of Brazilian and Venezuelan govern-
ment bonds in euro narrowed by
1,000 and 750 basis points, respec-
tively, which is far above average.
The yield spreads of bonds of Central
and Eastern European (CEE) issuers
changed only slightly in contrast.

Russia�s yield spread diminished
from 270 basis points to 100 basis
points in the first half of 2003. The

fundamental economic data of the
country and the outlook of a higher
rating encouraged this trend despite
the decline in the oil price, which is
important for the country. At mid-
year, spreads widened to 150 basis
points, reflecting the political uncer-
tainty before the upcoming parliamen-
tary elections in December (the com-
munists achieved good ratings in sur-
veys; the Yukos affair1) made investors
wary). When Moody�s Investors Serv-
ice raised the rating of Russia�s long-
term debt denominated in foreign cur-
rency at the beginning of October
2003 to investment grade (Baa3),
spreads narrowed quickly to around
115 basis points by mid-October. Near
the end of October, yield spreads wid-
ened again to around 140 basis points
as a reaction to the culmination of
the Yukos affair.

The second-largest drop among
the CEE countries was in Romania,
where spreads diminished by 72 basis
points (to 214 basis points). Solid fun-
damental data, progress in EU acces-
sion negotiations, political stability
and good cooperation with the IMF
are a favorable setting. This picture
is completed by the rating improve-

1 The authorities seized most of the stock of Yukos oil company after the arrest of its CEO.
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ments and the expectation of further
upgrades. Bulgaria�s yield spread de-
creased by 54 basis points (to 195 basis
points). Higher ratings in May and
June, 2003, and the provisional con-
clusion of two negotiation chapters
with the EU encouraged this develop-
ment. However, political uncertain-
ties (the finance minister�s resignation
threat, the governing parties� loss of
popularity) and a negative trend in
the current account prevented a stron-
ger spread narrowing. Yield spreads in
Slovakia decreased by 30 basis points
to 19 basis points, those in Croatia
shrank by 20 basis points to 105 basis
points. The upcoming parliamentary
elections in conjunction with the de-
terioration of the trade balance and
the substantial increase in foreign debt
make it unlikely that we will see a fur-
ther spread narrowing soon in Cro-
atia. In Slovakia, it seems as if there
is hardly any more room for a narrow-
ing from the current spread level, de-
spite the improving external funda-
mental data. Poland and Hungary are
at the bottom of the list, posting a
decline in yield spreads by 16 basis
points and 7 basis points (to 67 basis
points and 30 basis points).

Exchange Rate Trends
With the exception of the Hungarian
forint, the Polish zloty, the Russian
ruble and the Romanian leu, the most
important CEE currencies fluctuated
only moderately against the euro
(between a loss in value of 1.6% and
a gain of 0.7%. In contrast, the cumu-
lative losses of the Hungarian forint
and the Polish zloty are around 7.4%
and 12.7%, and 6% for the Russian
ruble.

In Poland and Slovakia, the devel-
opment of the current account was
positive. In Poland (deficit in 2002:
3.5% of GDP) the deficit decreased
in the first eight months of 2003 by
40% against the like period of the pre-
vious year (which was favorably influ-
enced by the weakening of the cur-
rency). In Slovakia, (2002: deficit
8.2%) the deficit was 80% lower at
mid-year 2003 than one year ago,
and the latest trade balance data lead
us to expect this trend to continue.
Moreover, over 60% of the deficit in
Poland was financed by direct invest-
ments, while in Slovakia inward for-
eign direct investment (FDI) flows
were almost three times as high as
the deficit.
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In the Czech Republic (2002: def-
icit 6.5%) the deficit for the first half-
year 2003 was slightly lower than in
the first half-year 2002 despite a
marked deterioration in the second
quarter. Although the FDI inflows
slowed down, they were high enough
to finance the deficit. In Slovenia
(2002: surplus 1.7%) the current ac-

count slid into deficit in the first seven
months, and FDI also posted a net loss.
Currently, the size of the gap (about
0.2% of the estimated full year GDP)
is still very low. By contrast, in Croatia
(2002: deficit 6.9%) and Hungary
(2002: deficit 4%), the significant de-
terioration resulted in a considerable
current account deficit. After the Cro-
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atian current account deficit remained
at the previous year�s level in the first
quarter of 2003, it has been widening
steadily ever since and in the light of
the moderate growth of the number
of overnight stays by foreign tourists,
it will probably also feed into a widen-
ing of the current account. In Hun-
gary, the current account posted a def-
icit for the first seven months of 2003
which was as high as in the full year
2002 (EUR 2.7 billion), while inward
FDI flows only amounted to a meager
EUR 150 million.

Portfolio capital flows painted a
mixed picture. In Croatia and Poland,
the Eurobond issues have contributed
enormously to raising net income,
while in Hungary and Slovakia new is-
sues are used to refinance other issues
falling due.

In the Czech Republic and in Po-
land, we saw net portfolio capital out-
flows (diminishing inflows, rising out-
flows) for debt securities. The drop in
the yield spread against the euro area
probably contributed to this develop-
ment. Thus, the Czech central bank
has reduced its 14-day rate steriliza-
tion rate by 75 basis points to 2%
since the beginning of the year to pre-
vent a renewed excessive appreciation
of the currency. The Polish central
bank lowered its key lending rate
(14-day sterilization rate) in six steps
from 6.75% to 5.25% in response to
the favorable inflation environment.
In Hungary, the capital inflows into
the domestic government bond mar-
ket developed largely parallel to ex-
change rate trends. The high yield
spread since June as a result of the in-
terest rate hike of 300 basis points re-
vived inflows, and the stock of secur-
ities held by foreigners broke a new
record by mid-September. However,
the higher dependence on portfolio
capital is a risk unless the economic

data improve. In this context, it re-
mains to be seen if currency develop-
ments will follow a separate path in
the long run if capital outflows from
the bond market, which began in the
second half of September, continue.
The Slovak central bank lowered its
key lending rate by 25 basis points
to 6.25% at the end of September.
The principal motivation for this
move was much slower domestic de-
mand and the ensuing rise in net ex-
ports since the beginning of the year,
the resulting appreciation pressure
on the currency and the expectation
that at the end of 2003, the core infla-
tion rate would stay in the lower range
of the bandwidth (2.4% to 5.0%) de-
spite the rising overall inflation
(around 9%). Finally, in this context
we would also like to point out the ad-
dition of a five-year bond to the Slov-
ene fixed-coupon tolar-denominated
yield curve since March 2003 and also
to the issue of a Croatian five-year
fixed-coupon kuna-denominated gov-
ernment bond in May, which has
opened up new opportunities for for-
eign investors.

Finally, we would like to stress the
effects of the exchange rate of the
U.S. dollar against the euro on the de-
velopment of individual CEE curren-
cies� exchange rates against the euro.
Especially in the case of the Polish
zloty, this influence appears to have
been declining: Here, it seems as if
the influence of the U.S. dollar is be-
coming less related to its former share
in the basket of currencies (45%). The
development in 2003 of the Russian
ruble against the euro (weakening in
the second quarter, firming there-
after) was again determined mainly
by the trend of the U.S. dollar�s ex-
change rate against the euro. Com-
pared to its reference currency, the
U.S. dollar, the ruble strengthened
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steadily until mid-2003 before it fell
slightly from the end of August.

Local Currency Government Bonds
The yields of government bonds in lo-
cal currency have posted rises of over
100 basis points in the Czech Repub-
lic, Hungary, Poland and Slovakia
since the beginning of 2003 (with
the exception of Czech and Polish
short-term bonds). This was due in
part to yield rises in the euro area.
Country-specific factors played a great
role and gave rise to partly divergent
developments of the individual yield
spreads against the euro.

At the short end of the yield
curve, the divergent inflation trends
in each country led to different devel-
opments of official interest rates and
money market rates. At the long
end, the movements were generally
not as pronounced. In part, the devel-
opment of inflation benefited bond
prices (Czech koruna, Polish zloty),
and in part, it was also responsible
for the rise in yield spreads against
euro benchmark bonds (Hungarian
forint, Slovak koruna). While the di-
rection of the change in Hungarian
yield spreads was determined by the
course of inflation, the extent of the
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movements was strongly influenced by
the interest rate hikes of the central
bank. In Slovakia in contrast, the mod-
erate course of core inflation seems to
have had a dampening effect on spread
widening.

In the Czech Republic and in Po-
land the yield curves have become
steeper since the beginning of 2003
in comparison to the euro yield curve.
In Hungary, by contrast, the spread
curve flattened in mid-2003 in the
wake of the massive interest rate hike.
However, the narrowing yield spreads
against the euro at the short end at al-
most constant yield spreads at the long
end have resulted in a steeper spread
curve since then. Fiscal policy uncer-
tainties played a role in these move-
ments. Thus, for example, the Czech
yield curve (in the ten-year and two-
year segments) is currently around
15 basis points to 20 basis points
steeper than the euro yield curve,
and the negative yield spreads against
the euro in the ten-year and fifteen-
year segments have been replaced by
positive spreads of 20 basis points to
40 basis points. According to surveys,
market participants expect the Czech
koruna to appreciate against the euro
in the next few years, so that the fiscal
policy risk remains an explanation for
this spread. Various factors contrib-
uted to the steeper Polish yield curve.
At the short end, the firming of the
economy, higher inflation expecta-
tions, subdued interest rate cut ex-
pectations and the announcement of
a higher budget deficit in 2004 seem
to have been decisive for the wider
spreads. The impact of higher infla-
tionary expectations and of the an-
nouncement of a rise in the budget

deficit in 2004 was stronger on
spreads at the long end of the yield
curve. In Hungary, the high interest
rate and yield spreads livened up cap-
ital inflows in the past few weeks.
However, moderate decreases among
yield spreads were seen only in the
short maturity segments, while the
spreads in the ten-year range remained
steady at almost 300 basis points. The
expectation that the deficit targets
would be exceeded together with a
still adverse trend in the current
account were probably the decisive
factors.

Turning to expectations, we
would like to point out the common
risk factors of the four markets. We
expect inflation to rise next year in
the Czech Republic, Hungary and Po-
land. In the first two countries, this
would be due to temporary one-time
effects, but we cannot rule out an
impact on interest rate levels. As the
latest developments have shown, bond
markets also remain sensitive to budg-
etary developments. Apart from the
implications of the budget deficits on
the issuing volumes of government
bonds, fiscal policy is important also
because it may influence market ex-
pectations about the date of the intro-
duction of the euro.

The Banking Sector
in Central Europe1)
Operating Performance
and Profit Developments
With the exception of Poland and
Hungary, the banks in Central Europe
(CEE EU accession countries and
Croatia) succeeded in raising return
on equity from 2001 to 2002 despite

1 This chapter reviews the development of the banking industry in the Czech Republic, Hungary, Poland,
Slovakia, Slovenia and Croatia. The section �Financial Intermediaries in Austria� analyzes the development
of all subsidiaries of Austrian banks established in these countries.
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the adverse economic environment.
The Czech Republic and Slovakia top-
ped the list with a return on equity of
around 25% and 30%, respectively. In
Poland, by contrast, the situation
worsened compared to the previous
year, and it is still unclear whether
the data for the first quarter of 2003
are already signaling a trend reversal.
Thanks to declining inflation rates,
all countries reported an improve-
ment of real (adjusted for consumer
price inflation) earnings last year
(except for Poland). Only the rise in
inflation in Slovakia led to a slight
decline in real return of equity in
the first quarter of 2003.1)

In Poland the nominal return on
equity dropped by half in 2002, which
is grounded primarily on the weakness
of the real economy. The adverse eco-
nomic environment is reflected in
decreasing net interest income (as a
percentage of average banking assets)

and in a further rise in the share of
bad loans in total loans (from 18.6%
at the end of 2001 to 22.3% at the
end of March 2003). In conjunction
with this rise, expenses for loan loss
provisions also augmented. Only at
the beginning of 2003 did the ratio
of these expenses to operating income
drop in comparison to the like period
of the previous year. However, this
was not enough to improve the return
on equity despite the unchanged net
interest income, as the cost-to-income
ratio deteriorated even further. Provi-
sions covered 47% of bad loans2) as of
the end of the first quarter 2003,
which is a slightly worse level than
at the end of 2001 (53%).

In the Czech Republic, return on
equity 2002 was up from 2001. The
data for the first half of 2003 reveal
a deterioration, with a decline in the
return on equity to 23.5% from al-
most 30% in the like period of the

1 For methodological reasons, a comparison of the subperiod values with annual values does not provide very
useful results wherever aggregates are not based solely on stocks.

Table 2a

Nominal Return on Equity

2000 2001 2002 Q1 02 H1 02 Q1 03 H1 03

%

Croatia 10.7 6.6 13.7 . . 20.4 18.8 . .
Poland 14.5 12.8 5.3 14.5 8.7 11.1 10.3
Slovak Republic 25.4 20.8 30.1 32.9 28.8 32.5 . .
Slovenia 11.3 4.8 13.3 . . 18.4 . . . .
Czech Republic 13.0 16.5 25.4 33.1 29.5 24.6 23.5
Hungary 12.5 16.2 15.4 . . 17.3 . . . .

Source: National central banks, OeNB.

Table 2b

Real Return on Equity

2000 2001 2002 Q1 02 H1 02 Q1 03 H1 03

%

Croatia 4.2 1.6 11.2 . . 17.4 16.9 . .
Poland 4.0 6.9 3.3 10.7 5.7 10.5 . .
Slovak Republic 11.8 12.8 25.9 27.0 23.9 23.1 . .
Slovenia 2.2 �3.4 5.4 . . 9.8 . . . .
Czech Republic 8.7 11.3 23.1 28.3 25.7 25.1 23.7
Hungary 2.5 6.4 9.6 . . 10.8 . . . .

Source: National central banks, OeNB.
Note: Nominal return adjusted for consumer price inflation (period average). Subperiod data are annualized linearly.

2 Bad loans are defined as �substandard�, �doubtful� or �irrecoverable.�
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previous year. This development may
be attributed largely to a decreasing
tendency in net interest income (as a
percentage of average banking assets)
which could not be compensated by
higher noninterest income. The ratio
of administrative costs to operating in-
come remained almost 50%. After a
substantial decline in expenses for
loan loss provisions (including the
writeoff of receivables and the costs
of assigning receivables) in 2002, ex-
penses in this area climbed again in
the first half of 2003. By mid-2003,
the share of bad loans (in total loans)
had dropped to 6.5%, which is reduc-
tion by half since the end of 2001. As

provisions were not released in the
same amount, about 90% of the bad
loans are covered by provisions.

The situation of Hungarian banks
remained stable in 2002. The banking
system posted a slight decline in re-
turn on equity to 15.4% (2001:
16.2%). The reason for the drop
was the slight deterioration of both
net interest income and noninterest
income (as a percentage of average
banking assets), but administrative ex-
penses also rose somewhat faster than
operating income. Expenses for loan
loss provisions were reduced, while
the share of bad loans remained stable
at around 7% (all receivables).

Table 3a

Net Interest Income

2000 2001 2002 Q1 02 H1 02 Q1 03 H1 03

% of annual average bank assets

Croatia 4.2 3.6 3.3 . . 3.2 . . . .
Poland 4.0 3.5 3.3 3.0 3.1 3.0 3.0
Slovak Republic 2.3 2.5 2.7 2.5 2.6 2.2 . .
Slovenia 4.7 3.6 3.7 . . 3.7 . . . .
Czech Republic 2.5 2.5 2.4 2.4 2.5 2.1 2.1
Hungary 3.6 3.7 3.6 . . 3.5 . . . .

Source: National central banks, OeNB.
Note: Data are not comparable across countries. Subperiod data are annualized linearly.

Table 3b

Current Operating Costs

2000 2001 2002 Q1 02 H1 02 Q1 03 H1 03

% of current operating revenues

Croatia 56.7 65.6 59.3 . . 59.1 . . . .
Poland 65.5 65.2 67.6 63.3 60.7 69.9 . .
Slovak Republic 67.7 65.7 57.9 58.3 58.8 56.7 58.9
Slovenia 55.3 65.2 59.6 . . 56.3 . . . .
Czech Republic 53.9 53.4 51.4 48.0 48.8 49.0 49.4
Hungary 73.3 64.8 66.0 . . 66.3 . . . .

Source: National central banks, OeNB.

Table 3c

Net Changes in Loan Loss Provisions

2000 2001 2002 Q1 02 H1 02 Q1 03 H1 03

% of current operating revenues

Croatia 20.6 13.7 6.6 . . �0.4 . . . .
Poland 16.3 18.9 21.0 14.6 19.2 10.4 . .
Slovak Republic �17.1 �33.4 �9.8 �9.7 �6.4 �5.1 �13.1
Slovenia 23.9 25.9 19.7 . . 12.2 . . . .
Czech Republic 68.5 22.8 11.6 12.5 13.8 18.6 16.1
Hungary 0.9 7.0 4.9 . . 2.1 . . . .

Source: National central banks, OeNB.
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In Slovakia, return on equity im-
proved (from 20.8% to 32.5%) in
2002 thanks in part to higher net in-
terest income (in percent of assets).
The release of loan loss provisions
also contributed to total income,
although to a lesser extent than in
2001, when recapitalization and priva-
tization helped achieve record levels.
This factor was decisive, especially in
the first half of 2003, considering that
net interest income at the beginning
of the year had posted a sharp drop.
The cost-to-income ratio improved
in 2002 and dropped from almost
66% in 2001 to 58% in 2002. The
share of bad loans was reduced even
further (11.7% at the end of March),
with provisions covering more than
80% of these loans.

The return on equity of Slovene
banks improved substantially in 2002
(from 4.8% to 13.3%). The ratio of
net interest income to average assets
rose slightly to 3.7%. Moreover,
noninterest income was higher, and
expenses for loan loss provisions
were lower than in 2001. The cost-
to-income ratio improved. Further-
more, changes in legal provisions
contributed to improving return on
equity, as equity capital no longer
had to be indexed to inflation. The
share of bad loans remained low at
7% and up to 90% are covered by
provisions.

In Croatia, the return on equity of
banks also shot up, doubling to 13.7%
in 2002. This increase was driven by a
rise in noninterest income, the reduc-
tion by half of the required provisions
for bad loans and the improvement of
the cost-to-income ratio. Net interest
income was somewhat lower than in
2002. Bad loans amounted to 5.9%
of total loans at the end of 2002
(2001: 7.3%), and there are enough
provisions to cover these (approxi-
mately 85%).

Capital Adequacy
Capital adequacy (the ratio of equity
to risk-weighted assets) was satisfac-
tory at the end of 2002 in all six coun-
tries reviewed, with double-digit per-
centages of between 11.9% (Slovenia)
and 21.3% (Slovakia). The slight drop
in the capital adequacy ratio in four of
the six countries is due partly to
changes in legislation, which, among
other things, have enlarged the scope
for depreciation (Poland, Czech Re-
public) or called for higher capital re-
quirements. Further reasons are the
reappraisal of asset items (e.g. stock
holdings) and the failure of capital
growth to keep up with the rapid rise
in risk-weighted assets (Hungary,
Croatia). The improvement of capital
adequacy in the Slovak banking system
can be explained by the rapid growth
of regulatory capital.

Table 4

Capital Adequacy

2000 2001 2002 Q1 02 H1 02 Q1 03 H1 03

Ratio of equity to risk-weighted assets, %

Croatia 21.3 18.5 17.2 17.1 17.5 16.6 . .
Poland 12.9 15.1 14.2 14.0 13.7 13.1 13.3
Slovak Republic 12.5 19.8 21.3 19.9 21.0 21.4 . .
Slovenia 13.5 11.9 11.9 . . 11.4 . . . .
Czech Republic 14.9 15.5 14.2 15.0 15.6 14.1 15.7
Hungary 15.2 13.9 12.5 . . 12.5 . . . .

Source: National central banks, OeNB.
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Banking in Romania: On the Catching-Up Route

Compared to other countries, the Romanian banking sector is small and not very developed. Total
banking sector assets amount to about a third of GDP; in central European countries the respective aver-
age ratio comes to about 70%, in the euro area it reaches 260% of GDP. Throughout the 1990s, the
Romanian banking sector was plagued by sluggish restructuring of the real sector, stop-and-go macro-
economic policies, weak supervision and adverse external conditions. Only after a severe economic
slump (1997—99), an overhaul of banking legislation and a major clearing up effort entailing the
bankruptcy of a relatively large bank and a number of small banks did the situation stabilize. Confidence
slowly rose and credit institutions expanded their activities.

Total banking sector assets grew from 29.2% of GDP in 2000 to 31.6% in 2002. Loans to enter-
prises correspondingly rose from 9.4% to 11.9% of GDP. The year 2002 witnessed a real credit expan-
sion to the enterprise sector of 30%, which accelerated to about 40% in the first eight months of 2003.
The speed of the credit expansion gave rise to concern on the part of the central bank (Banca Nat�ionalaø
a Roma�niei — BNR) and the IMF. The maturity structure of loans moved from predominantly short-term
(i.e. below one year) to medium-term. Consumer credits, notably mortgage loans, multiplied, but from a
very low starting point. Credits denominated in foreign currency expanded particularly strongly, enhanc-
ing imports. The BNR took measures to rein in credit growth, e.g. in the third quarter of 2003 the bench-
mark overnight deposit rate was hiked by 200 basis points to 20.25%.

While foreign-owned banks have steadily gained importance in Romania and now dominate the
sector, state-owned credit institutions still play a more important role than they do in most other neigh-
boring countries. As of July 2003, three banks (of a total of 38 banks or 39% of total banking assets)
were still in majority state ownership, the two largest of which are Banca Comercialaø Roma�naø (BCR)
and Casa de Economii si Consemnatiuni (Savings Bank). 29 credit institutions (or 57% of total banking
assets) were owned by foreigners. The largest are Banca Romana pentru Dezvoltare (Romanian Devel-
opment Bank, owned by Socie«te« Ge«ne«rale), ABN Amro Bank and Raiffeisen Bank. As regards registered
statutory capital, Austrian banks are leading among foreign banks, followed by Greek and French banks.
Six banks (only 4% of total banking assets) are in domestic private hands.

The BNR has been striving lately to further improve banking supervision practices. In January 2003
loan classification and loss provisioning rules were tightened. Due to increasing competition, interest rate
spreads have been declining, but they are still high (July 2003: 14.5%). Banks� liquidity is generally
satisfactory; profitability has been on a rising trend, though most recently it declined, due to the narrow-
ing of spreads. In May 2003, the overall capital adequacy ratio was measured at the very favorable level
of 23%. The share of non-performing loans in total loans reached 11% in June. The authorities intend to
come into compliance with IAS in 2005. If framework conditions do further adjust, there remains ample
growth potential for the Romanian banking sector in the medium and long term. But major shortcomings
still need to be addressed, including banks� insufficient risk analysis and management capacities, weak
corporate governance, continuing limited contract enforcement capacities, weak creditor protection,
sprawling bureaucracy, corruption.
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Banks
Business Activities and Profitability
After a Period of Stagnation,
Austrian Banks� Total Assets Are Up Again
Following a slight decline in the first
quarter and weak growth in the sec-
ond quarter of 2003, Austrian banks�
total assets recently posted a clear
year-on-year rise. Unconsolidated to-
tal assets were up 4.2% from EUR
574 billion in August 2002 to a new
record high of EUR 598 billion in Au-
gust 2003. The stagnating growth in
total assets in the first half of 2003
was attributable primarily to the per-
sistently adverse economic environ-
ment. However, the recent increase
might already be the start of a trend
reversal. The total assets of Austria�s
top ten credit institutions were like-
wise going up again in August 2003,
even though, at 2.4%, their rate of
growth was lower than that of all Aus-
trian banks taken together.1)

The main reason why total assets
trended upward in August 2003 was
the increase in external assets by
EUR 15.3 billion, or 9.5%, year on

year. Particularly, claims on foreign
credit institutions expanded signifi-
cantly. During the same period, do-
mestic interbank business also aug-
mented by EUR 5.6 billion or 5.4%.

On the liabilities side, external
liabilities were likewise up EUR 8.8
billion or 5.1% compared to August
2002, which was attributable largely
to the securitization of liabilities
abroad. Overall, external assets worth
EUR 176.2 billion contrasted with ex-
ternal liabilities to the amount of EUR
180.4 billion.

An analysis by size shows that the
relatively large number of small banks
remained unchanged in June 2003.
5 credit institutions had total assets
in excess of EUR 20 billion, 4 banks
reported total assets between EUR10
billion and EUR 20 billion, and 43
credit institutions were in the range
between EUR 1 billion and EUR 10
billion. The remaining 854 of the total
of 906 credit institutions posted total
assets of less than EUR 1 billion. The
market share held by Austria�s top ten
banks shrank continuously between

1 This calculation is based on the ten largest banks in terms of total assets as of August 2003. To allow for a
meaningful comparison with pre-merger data, an eleventh bank was added to this group for the period prior to
the merger of Bank Austria and Creditanstalt in August 2002. Special purpose banks are not included here.
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June 2002 and June 2003, from
54.8% to 52.8% of aggregate total
assets. In June 2003, the five largest
credit institutions accounted for
43.4% of aggregate total assets com-
pared with 46.3% in June 2002.

Steep Rise in Derivatives Trading
In August 2003, the notional volume
of Austrian credit institutions� deriva-
tives business expanded substantially
by 101.7% to EUR 2,651.4 billion
year on year. Specific off-balance sheet
transactions were thus 4.4 times
higher than total assets, while in the
like period of the previous year, the
comparable figure had been 2.3. The
most common type of derivatives are
interest rate contracts (almost ex-
clusively between banks), which ac-
counted for 87% of total derivatives
in August 2003. Among interest rate
contracts, interest rate swaps1) are
the most important category. This
uptrend in interest rate swaps, spe-

cifically short-term EONIA swaps, is
mainly attributable to the fact that
one of Austria�s major banks makes
increased use of this instrument for
asset and liability management at the
expense of traditional interbank oper-
ations with a view to reducing costs
and risks (namely capital adequacy
requirements and liquidity costs).

Accounting for 12% of Austrian
banks� derivatives business in August
2003, foreign exchange derivatives
were the second most important de-
rivatives category after interest rate
contracts. All other derivatives, in-
cluding precious metals and commod-
ity contracts, continue to play only a
minor role.

Capital Market Recovery Is the Major Cause
of Austrian Banks� Improving Profitability
After a weak year 2002, the profitabil-
ity of Austrian banks improved in the
first half of 2003. Since the first half
of 2002, the unconsolidated2) operat-

1 Interest rate swaps are contracts between two counterparties involving the exchange of differently structured
interest payment flows over a specified period of time without exchanging the underlying principal amount.
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2 The quarterly report (data of June 2003) records the income statement data of banks operating in Austria on
an unconsolidated basis, i.e. exclusive of the revenues and expenses of Austrian banks� subsidiaries in the
CEECs.

24 Financial Stability Report 6�

Financial Intermediaries

in Austria



ing profit of the entire banking sector
has gone up by 8.7% from EUR 2 bil-
lion to EUR 2.2 billion.

At the end of the second quarter
of 2003, operating results augmented
by 3.0% (EUR 201 million) year on
year, after having contracted by
2.4% at end-2002. This recovery
was attributable mainly to income
from financial operations, which more
than doubled at a rate of 119%. Their
share in operating results grew from
2.9% in June 2002 to 6.3% in June
2003. Chart 12 shows that operations
involving trading portfolio securities,
in particular, contributed significantly
to the result of the second quarter of
2003: After hitting a low in the sec-
ond quarter of 2002 at only slightly
above EUR 12 million, this income
category surged to EUR 199 million
year on year. The net result from for-
eign exchange, foreign currency and

precious metal operations contributed
EUR 140 million (+20.2%) to in-
come from financial operations, while
the balance from other financial oper-
ations contributed EUR 92 million
(+36.2%).

In the first half of 2003, net fee-
based income1) increased by 2.6%
(EUR 39 million) year on year, ac-
counting for more than 22% of overall
operating income. In particular, fee-
based income from lending opera-
tions (+18.2%), payment services
(+8.2%) and foreign exchange, for-
eign currency and precious metal
operations (+5.9%) went up against
the first half of 2002.

Income from securities and partic-
ipating interests that are not included
in the trading portfolio2) dropped by
1.6% compared to the corresponding
2002 period. This development is at-
tributable primarily to income from
domestic participating interests, which
fell by more than 50% from EUR 194
million in the second quarter of 2002
to EUR 94 million year on year. This
plunge was compensated partly by in-
come on domestic shares, other partic-
ipating interests and floating rate se-
curities, which rose by EUR19 million
over this period, as well as by income
on foreign securities and participating
interests, which surged from EUR 72
million to EUR 143 million.

In the first half of 2003, net inter-
est income declined slightly by 0.6%
year on year. The development of in-
terest income and interest expenses
reflects the falling interest rate levels:
interest income shrank by 9.8% (EUR
1.2 billion), interest expenses by13.7%
(EUR 1.1 billion). Against the second
quarter of 2002, the interest margin
remained constant at 1.29% for the
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1 Net fee-based income is defined as the difference between fee-based income and fee-based expenditure.
2 Chart 12, by contrast, depicts income from securities actively traded by banks.
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entire interest rate business.1) After
going down from more than 1.6% to
slightly below 1.3% in the period
from 1997 to 1999, the interest mar-
gin has been hovering around 1.3%
since early 1999.

On the cost side, banks continued
their cost-cutting policies. In the first
half of 2003, operating expenses in-
creased by no more than 0.6% year
on year. Considering an inflation rate
of 1.1% in June 2003, operating ex-
penses in real terms actually went
down. After an annual growth rate
of 0.25% at end-2002, the current
rate is the second-lowest rate observed
in the past five years. Other adminis-
trative expenses even contracted by
1.1% year on year. At 2.4%, staff costs
grew at a very moderate rate, reflect-
ing the effects of reduced expenditure
on wages and salaries and increased
expenses for statutory social charges,
higher retirement benefits and alloca-
tions to pension fund reserves.

As operating incomewent upwhile
operating expenses remained stable,
the entire banking sector�s cost/in-
come ratio improved, on balance, from
70.1% in the first half of 2002 to
68.4% in the first half of 2003 — with-
out, however, reaching the value of

65.4% recorded in the first half of
2000. Even though the ten largest
banks trimmed their cost/income ratio
from 72.5% to 70.0%, they are still
trailing the remaining banks, which
managed to reduce their cost/income
ratio from 68.5% in the second quarter
of 2002 to 67.3% in the second quarter
of 2003 (see table 5).

At the end of June 2003, Austrian
banks expected annual operating re-
sults of EUR 3.9 billion for the
2003 fiscal year — 1.9% less than fore-
cast in June 2002. Based on these ex-
pectations, the balance on loan loss
provisions and income from the re-
lease of loan loss provisions would fall
by 13%, thus reducing expenses.
Based on the forecast for 2003, the
balance on transfers to provisions for
securities and income from the release
of such provisions would turn negative
and thus increase income. Taking into
account expected taxes and expected
extraordinary income, the profit for
the year is predicted to amount to
EUR 1.8 billion — rising by 17.1%
year on year.

An analysis of consolidated in-
come,2) which permits a more com-
prehensive assessment of the Austrian
banking sector, confirms the positive

1 This margin is calculated using the ECB method, which accounts for different volumes on the assets and
liabilities sides. However, this method does not take the different term structures of assets and liabilities into
account. For details see the ECB study �EU banks� margins and credit standards� published in December 2000.

Table 5

Cost/Income Ratio

1998
1st half

1999
1st half

2000
1st half

2001
1st half

2002
1st half

2003
1st half

%

Mean of all banks 68.5 70.4 65.4 69.1 70.1 68.4
Mean of the ten largest banks 66.6 70.8 64.7 70.4 72.5 70.0
Mean of all banks without the ten largest 69.9 70.2 65.9 68.1 68.5 67.3

Source: OeNB.

2 The consolidated approach considers the consolidated financial statements of major banks prepared in com-
pliance with the International Accounting Standards (IAS) and the requirements of the Austrian Commercial
Code. It thus captures the revenues and expenses of banking groups as a whole (including their foreign
subsidiaries).
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development indicated by the trend in
unconsolidated income. Interest in-
come, which in this case, however, in-
cludes income from securities and
participating interests, rose by 1.8%
to EUR 5.6 billion in the first half of
2003. Fee-based income was up 5.8%
and trading income 52.6%. The entire
banking industry reported a consoli-
dated operating income of EUR 8.3
billion in the first half of 2003, climb-
ing 5.6% year on year.

Consolidated staff costs grew at a
rate of 2.5% in the second quarter
of 2003, largely at the same pace as
unconsolidated staff costs, while con-
solidated other administrative ex-
penses edged up slightly by 0.4% in
contrast to unconsolidated figures.
Overall, at a rate of 2.3%, administra-
tive expenses rose more slowly than
operating income.

As a result, the cost/income ratio
of the consolidated banking sector im-
proved from 71.1% in the second
quarter of 2002 to 68.9% in the sec-
ond quarter of 2003. Taking into ac-
count extraordinary income, taxes
and minority interests, the consoli-
dated result for the first half of 2003
runs to EUR 1.3 billion, thus rising
by 30% above the corresponding fig-
ure for the same period in 2002.

In an EU-wide comparison, how-
ever, the Austrian banking sector
ranks only in the lower middle range
with a consolidated return on assets
(ROA) of 0.38%1) and a consolidated
cost/income ratio of 68.9%. This po-
sition leaves some potential for fur-
ther improvement in income and
costs, which could be achieved by fur-

ther structural consolidation, e.g. of
banking offices.

Credit Risk of Austrian Banks
Loan Growth Remains Slow
The relatively slow growth in lending
reported already in 2002 continued
throughout the first half of 2003.
Credit growth slowed down signifi-
cantly, which was attributable primar-
ily to the slumping national and inter-
national economy. In mid-2003, the
Austrian banking sector as a whole
for the first time recorded a decline
(by 0.1%) in loan volume (see chart
13). In July and August 2003, how-
ever, loan growth turned positive
again, possibly indicating a trend re-
versal. The decline in lending volumes
was traceable mainly to the fact that
the ten largest banks recorded a
change of —3.0% in their loan volume
at end-June. However, as in previous
periods, the median2) of loan growth
remained positive at 2.7% as at the
end of June 2003.

At mid-2003, all banking sectors
except state mortgage banks and spe-
cial purpose banks registered a decline
in loan volume growth. While in most
sectors this slowdown appears to be
only a short-lived phenomenon, new
lending of the building and loan sector
seems to be showing signs of a more
persistent weakness. Since September
2002, this sector has been reporting a
cut-down on lending, with loan
growth hitting a low in June 2003 at
a rate of —3.37% (June 2002: 1.85%).

One of the reasons behind this
weakness in building and loan sector
lending in recent months appears to

1 Consolidated period result as a percentage of consolidated total assets, annualized.
2 The median is the middle value in a set of data arranged in order of decreasing or increasing magnitude, with

half the scores being above, the other half below the median. In contrast to the arithmetic mean, the median
has the advantage of being more stable against outliers. Special purpose banks are not included in the cal-
culation of the median.
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be the competition by other banks of-
fering foreign currency loans. As un-
der Article 9 of the Act on Building
and Loan Associations (Bausparkas-
sengesetz, BSpG) these credit institu-
tions are required to avoid taking on
any currency risks, they are unable
to provide foreign currency loans for
home financing. Savers wishing to
use foreign currency loans for this
purpose therefore have to turn to
other banks. Moreover, the weak
economy has hit the building and loan
sector more massively than other sec-
tors since at times of economic uncer-
tainty consumers are, as a rule, even
more reluctant to make long-term

big-ticket purchases than to buy less
costly consumer goods.

Household consumption is, how-
ever, generally quite sluggish, as re-
flected by the slowdown in the growth
of loans to households over recent
months. At end-June 2003, the growth
rate stood at 2.6% compared with
3.6% at the same time in the previous
year. Loans to nonfinancial enterprises
contracted at a slower pace than in pre-
vious periods, stabilizing at a growth
rate of around —2.0% at the end of
June 2003 (see chart 14).

While the volume of loans to
financial intermediaries (excluding
banks) remains expand at a stable rate,
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loans to the general government sub-
sided again in the first half of 2003
after a brief period marked by a slight
uptrend.

Asset Quality Deteriorated Slightly
in the First Half of 2003
Data from the external auditor�s an-
nual prudential reports, available
since mid-2003, allow for assessing
credit quality and thus the credit risk
Austrian banks were exposed to in
2002. In assessing credit quality, the
report distinguishes between nonac-
crual and nonearning claims, nonper-
forming claims, and irrecoverable claims
on nonbanks.1) Quite generally, the
prudential reports state that Austrian
banks� credit quality was satisfactory
in 2002 and that there were no devel-
opments since 2001 that would have
given reason for concern. The 95%
quantile2) even improved against
2001 across all three categories men-
tioned above (see table 6). Currently,

for 95% of all Austrian banks nonac-
crual and nonearning claims account
for less than 3.1% of banks� loan port-
folios, while in the previous year this
figure stood at 3.5%. The share of
nonperforming claims even dropped
from 9.3% (2001) to 8.2% (2002),
while irrecoverable claims declined
somewhat from 4% in 2001 to 3.8%
in 2002.

Likewise, the median remained
quite stable for the three categories, al-
though irrecoverable loans rose slightly
from 0.5% in 2001 to 0.6% in 2002. It
is interesting to note that only the ten
largest banks posted an above-average
year-on-year increase in irrecoverable
loans from 0.4% in 2001 to 0.6% in
2002. In the other categories and
where loan loss provisions are con-
cerned, however, the credit quality of
large banks is better, as a rule, than that
of smaller banks.

The level of loan loss provisions
that Austrian banks report in their

1 Claims on nonbanks that are not expected to make payments in the near future are rated as nonaccrual and
nonearning assets. Nonperforming claims are claims that are expected to default. Irrecoverable claims are
claims that have already defaulted at the time of data compilation.

2 The 95% quantile divides an ordered set of data into the lower 95% and the upper 5%. This means that
95% of credit institutions recorded values that are below the level of the 95% quantile.

Table 6

Credit Quality According to the External Auditor�s Annual

Prudential Report1)
1997 1998 1999 2000 2001 2002

As a percentage of total lending

Nonaccrual and nonearning
claims on nonbanks
50% quantile (median) 0.11 0.19 0.16 0.12 0.10 0.11
Mean of ten largest banks 1.11 1.13 1.02 0.90 0.73 0.64
95% quantile 3.89 3.82 3.93 3.37 3.54 3.08

Nonperforming claims
50% quantile (median) 2.28 2.43 2.30 2.44 2.34 2.30
Mean of ten largest banks 2.84 2.12 2.00 1.73 1.77 1.59
95% quantile 8.67 8.64 8.87 9.07 9.25 8.22

Irrecoverable claims
50% quantile (median) 0.53 0.55 0.57 0.55 0.49 0.57
Mean of ten largest banks 0.40 0.43 0.46 0.44 0.42 0.60
95% quantile 4.17 4.15 4.11 4.01 4.04 3.83

Source: OeNB.
1) Owing to a subsequent revision of reported data, the values presented in this table differ slightly from those in previous tables.
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monthly returns may serve to exam-
ine their credit quality during the year.
This figure shows the risk provisions
created with respect to loans that are
likely to be irrecoverable. The pre-
dominant part of loan loss provisions
is set up for claims on nonbanks, while
loan loss provisions for claims on
credit institutions typically tend to
be rather low.

In the first quarter of 2003, loan
loss provisions relative to claims on
nonbanks amounted to about 3.6%.
This percentage declined to about
3.5% in the second quarter and came
to 3.4% in August 2003. As loan loss
provisions reported at the beginning
of the year are usually higher than
those reported at year-end, which
creates a seasonal effect across the
year, assessments are best made year
on year. Such a year-on-year com-
parison shows that the loan loss
provisions reported in August 2003
were the highest since 1999, reflecting
the difficult economic environment
in which the Austrian banks are cur-
rently operating.

In August 2003, the risk provisions
made by the multi-tier sectors of the

Austrian banking system, which tradi-
tionally report a higher level of provi-
sioning, were slightly up against Au-
gust 2002, running to 5.1% for Volks-
bank credit cooperatives, 3.8% for
savings banks and 4.2% for Raiffeisen
credit cooperatives. At 2.8%, loan loss
provisions reported by joint stock
banks had also increased. The tradi-
tionally very low provisioning levels
of building and loan associations rose
likewise, from 0.4% in August 2002
to 0.6% in August 2003. By contrast,
in the period under review state mort-
gage banks reduced their loan loss pro-
visions from 2.7% to 2.3% of claims
on nonbanks, thus — after a period of
increased provisioning — approaching
the level recorded in 2000.

The loan loss provisions of the
ten largest Austrian banks developed
along similar lines, albeit at a lower
level than in 2001 and 2002. In Au-
gust 2003, loan loss provisions relative
to claims on nonbanks stood at 2.7%,
thus exceeding the percentage re-
corded at the same time of the previ-
ous year. In August 2003, the median
level of loan loss provisions for claims
on nonbanks was 4.6%.
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Innovative Financial Instruments for the Transfer of Credit Risk

The Impact of Securitization on Financial Stability
The international capital markets have seen a growing trend towards the securitization of assets, driven
primarily by the search for new refinancing sources and for possibilities to reduce regulatory capital re-
quirements and by targeted credit risk transfer. Recently, this trend has given rise to a broad debate at
the international level, which has focused mainly on the question of whether, overall, the transfer of credit
risk within the banking sector as well as from the banking sector to other financial market participants
has a stabilizing or a destabilizing effect on the financial system.

Against this background, the Oesterreichische Nationalbank (OeNB), in fulfilling its task of main-
taining and safeguarding financial market stability, organized a panel discussion on the effects of securi-
tization on financial stability, bringing together experts from supervisory authorities and academia as
well as practitioners. One of the conclusions of this event was that the impact of these instruments cur-
rently cannot be fully assessed and that opinions on this matter differ strongly. The debate will therefore
continue both at the international and the national level.

Survey on the Use of Innovative Instruments for the Transfer of Credit Risk
In cooperation with the Financial Market Authority (FMA), the OeNB is currently conducting a survey on
the use of innovative instruments for the transfer of credit risk. In the course of this survey, which was
initiated by the European Central Bank (ECB), selected credit institutions in the EU Member States are
asked to provide both quantitative and qualitative data on these innovative instruments.

Some initial results of the survey reveal that Austrian credit institutions �invest� some amounts in
these instruments, thereby assuming additional credit risk. The reasons given for these purchases are, in
particular, the opportunity to generate additional income and to diversify credit risk. The ratings assigned
by the established rating agencies usually play a significant role in the selection and valuation of the trans-
actions. Austrian banks mainly buy shares in tranches and products with high credit ratings. The credit
institutions surveyed have indicated that they wish to continue operating in this market segment and thus
further actively take on credit risks.

Austrian credit institutions currently only to a limited extent engage in the selling of credit risks by
securitizing their own assets or using credit derivatives. The narrow use of credit derivatives is largely
attributable to the structure of Austrian banks� loan portfolios, which are dominated by medium-sized
corporate borrowers. The liquidity of the credit derivatives market for such borrowers is currently rather
low owing, mainly, to a lack of external ratings. Only few Austrian banks currently securitize their own
assets because of too low transaction volumes as well as high transaction costs. The instrument is, how-
ever, considered to offer interesting potential as an alternative refinancing option and for the transfer of
credit risk.

Shift from Japanese Yen- to Swiss Franc-
Denominated Loans Reduces Risk Potential
of Foreign Currency Loans
Since around mid-2002, both the vol-
ume of Austrian banks� foreign cur-
rency claims on domestic nonbanks
and the share of foreign currency
loans in total lending have stabilized.
Following a slight downturn in the
first half of 2003, another rise took
place in August 2003, however, to
an aggregate level of EUR 44 billion.
Foreign currency loans now account
for 18.5% of total loans, still remain-

ing significantly below the record high
of 19.2% witnessed in August 2002.

In corporate lending, the share of
foreign currency loans fell from its
20.1% peak of April 2002 to 18.3%
in August 2003. The share of foreign
currency loans in loans to households
continued to expand unabatedly until
end-2002. It was only in the first half
of 2003 that this share stabilized
somewhat at around 25%. By August
2003, though, foreign currency loans
had reached a share of almost 26%
in total lending.
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This renewed rise in foreign cur-
rency loans was attributable primarily
to an increased demand for loans de-
nominated in Swiss francs. In addi-
tion, the trend to replace Japanese
yen loans by Swiss franc-denominated
loans, which has been observed since
mid-2002, intensified further in the
first half of 2003. The share of Japa-
nese yen loans in total foreign cur-
rency loans outstanding fell from its
June 2002 high of 42.0% to 18.5%
in August 2003, while Swiss franc
loans surged from about 50.1% to al-
most 73.7% over the same period.

The phenomenon of foreign cur-
rency loans observed in Austria is still
unique across the euro area: While
Austria�s share in total euro area lend-
ing was 3.1% in June 2003, its share
in Swiss franc- and Japanese yen-de-
nominated loans came to 36.3% and
34.4%, respectively.

The main reason for this shift into
the Swiss franc is the fact that the in-
terest rate spreads between the euro
and both the Swiss franc and Japanese
yen have increasingly been converging
since early 2002, coming to around
2 percentage points in September
2003 (in terms of three-month money
market rates). In addition, exchange
rate developments may also have
played a role: While positive eco-
nomic indicators have been exerting
mounting upward pressure on the Jap-
anese yen since mid-2003, the Swiss
franc was trending downwards in the
first half of 2003.1)

From the perspective of financial
stability, the trend of shifting from
the Japanese yen to the Swiss franc
has to be regarded as positive, as the
Swiss franc proved to be two to three
times less volatile than the Japanese

yen over the past decades. We may
therefore conclude that the exchange
rate risk — and thus the concentration
risk for banks with a particularly high
share in foreign currency loans — is
lower for loans denominated in Swiss
franc than for Japanese yen loans.

Nonetheless, even financing de-
nominated in Swiss franc carries a
nonnegligible exchange rate risk,
which is augmented by interest rate
risks and, where the common repay-
ment vehicles are used, by additional
risks associated with these repayment
vehicles. Therefore, given the high
share of foreign currency loans in total
loans, potential risks to the stability of
Austrian financial markets continue to
exist, even though mitigated by the
shift from the Japanese yen into the
Swiss franc.

Hence, in the first half of 2003 the
OeNB collaborated with the Financial
Market Authority (FMA) in drawing
up a questionnaire which is to help
collect data on foreign currency loans
that are not included in the monthly
returns in order to gain insight into
the risk management practices of the
individual banks. Based on an analysis
of the findings of this questionnaire,
the FMA drew up the �FMA Minimum
Standards for Granting and Managing
Foreign Currency Loans� and the
�FMA Minimum Standards for Grant-
ing and Managing Loans with Repay-
ment Vehicles� in October 2003. Both
sets of standards are addressed to the
Austrian banking sector.

Market Risk of Austrian Banks
Exposure to Interest Rate Risk
Continues to Be Stable
In order to measure the interest rate
risk a bank is exposed to, we use the

1 On the recent development of the exchange rates of the Japanese yen and the Swiss franc see chapter �Economic
Developments and Financial Markets.�
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hypothetical decline in the bank�s eco-
nomic value in response to an interest
rate change of 200 basis points in rela-
tion to its eligible own funds.1) Since
end-2002, all Austrian credit institu-
tions have reported this ratio; 32 of
these — and almost exclusively the
largest banks in terms of total assets
— have even been reporting banks
since before this date. From a risk per-
spective, these 32 banks, which to-
gether accounted for 73% of the ag-
gregate assets of all Austrian banks in
mid-2003, went through a positive
development in the first half of
2003, as their average Basel ratio for
interest rate risk declined from 8.9%
to 7.9%. The distribution of Basel ra-
tios of the above-mentioned 32 large
to medium-sized banks in chart 16
shows that the number of banks with
a higher exposure to interest rate risk
(above 15%) has declined. However,

two institutions still exceed the criti-
cal value of 20% set by the Basel
Committee.

Across the entire Austrian banking
system, the average Basel ratio for in-
terest rate risk was relatively high at
12.0% at end-2002, but fell to 9.7%
during the first half of 2003. As this
ratio has only just been introduced,
however, the figures may still be
somewhat lacking in precision and
should therefore be interpreted with
due caution.

For banks running a large trading
book, interest rate risk-sensitive posi-
tions of the trading book are not in-
cluded in the Basel ratio. The capital
requirements for covering the position
risk of interest rate instruments, how-
ever, do not indicate an increase in this
type of risk for the first half of 2003.
The corresponding values have re-
tained their historically low levels.

1 In the following, this ratio, which was proposed by the Basel Committee on Banking Supervision, shall be
referred to as the Basel ratio for interest rate risk (or Basel ratio). Eligible own funds comprise tier 1 capital
plus tier 2 capital minus deductible items.
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Exchange Rate Risk:
Stress Tests Show only Modest Risk
As at end-2002, when assessing the
relevance of reported exposures to
foreign currencies for the Austrian
banking system, we can identify three
groups of currencies at mid-2003: ma-
jor exposures1) in excess of EUR 500
million exist vis-a‘-vis the Swiss franc,
the U.S. dollar and the Japanese yen;
medium-sized exposures (between
EUR 40 million and EUR 200 million)
vis-a‘-vis the Australian dollar, the
Danish krone, the pound sterling, the
Swedish krona, the Norwegian krone
and the Canadian dollar; and minor
exposures (between EUR 10 million
and EUR 30 million) vis-a‘-vis the
New Zealand dollar, the Hong Kong
dollar and the South African rand.

The following findings of a stress
test for June 2003 serve to assess the
risk arising for Austrian banks from
open foreign exchange positions.
The scenario used in the test assumed
exchange rate changes against the euro
of 20%. The loss of market value re-
sulting from the materialization of
the exchange rate risk is interpreted
as a burden on capital. Accordingly,
the stress test compares the current
(unconsolidated) regulatory capital
ratio of a bank with its stress-tested
capital ratio, computed by deducting
the calculated loss in market value
from a bank�s eligible capital.2)

When applying this stress scenario
to all Austrian banks (with the excep-
tion of special purpose banks), the

average capital ratio goes down by
14 basis points from 17.23% to
17.09%,3) with small credit institu-
tions showing a weaker decline. In
the stress test, the average capital ratio
of credit institutions with total assets
of less than EUR 100 million was
found to contract by only 9 basis
points, whereas that of credit institu-
tions with total assets between EUR
100 million and EUR 500 million
went down by 19 basis points and that
of banks with total assets of more than
EUR 500 million by 27 basis points.
Only 14 of the 800 banks covered by
the stress test saw their capital ratio
fall by more than 1%; none of these
were large banks. The maximum
decline in the capital ratio of a single
credit institution was 2.10%.

The results of this stress test sug-
gest that direct exchange rate risk has
only a limited impact on the Austrian
banking system�s ability to bear risks.
However, this test does not examine
potential indirect foreign exchange
risks — such as the deteriorating credit
quality of foreign currency loans or
of portfolios held by subsidiaries of
Austrian banks in the Central and
Eastern European countries (CEECs)
as a result of adverse exchange rate
developments.

Exposure to Equity Price Risk Remains Low
As in 2002, the percentage of equity
shares in Austrian banks� securities
portfolios also declined in the first
half of 2003.4) Based on book values,

1 A bank�s exposure is determined on the basis of the monthly peaks of open foreign exchange positions. It is
calculated as the total sum of the absolute amounts of all Austrian banks� peak values.

2 The capital ratio refers to the capital eligible as credit risk cover under the Austrian Banking Act (tier 1 capital
plus tier 2 capital minus deductible items) as a percentage of the assessment base.

3 The average capital ratio must not be confused with the capital ratio of all banks referred to under �Austrian
Banks� Risk-Bearing Capacity.� The latter relates the total sum of eligible capital to the total sum of assess-
ment bases. As a number of small special purpose banks have very high capital ratios, the average capital ratio
is also higher.

4 In this context, equity shares refer only to stocks that are not held in the form of participations or shares in
affiliated companies. Shares held through mutual funds are likewise not included.
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equity shares accounted for 2.3% of
banks� securities portfolios at mid-
2003, down from 2.5% at the end
of 2002. (Apart from equity shares,
securities portfolios comprise debt se-
curities, other fixed-income securities
and mutual fund shares).

The regulatory capital required to
cover equity positions in the trading
book went up slightly during the first
half of 2003 (from EUR 20.5 million
to EUR 25.0 million). Given the typ-
ical fluctuations prevailing in this area,
this rise may be considered moderate;
the capital required to cover equity
positions remains at historically low
levels.

Legal Liquidity Holdings Remain Stable
In the second quarter of 2003, all Aus-
trian banks fulfilled the stipulations
under Article 25 of the Austrian Bank-
ing Act, governing liquid resources of
the first and second degree,1) with the
poorest cash ratio coming to 2.6% and
the poorest current ratio to 20.3%.
28 banks posted a cash ratio of be-
tween 2.5% and 5%, compared to
31 banks at end-2002. However, the
5% quantile2) for the cash ratio fell
from 11.5% in the second quarter of
2002 to 7.1% in the second quarter
of 2003, thus still outperforming the
corresponding value of 6.1% recorded

at end-2002. At 66.9%, the median
hardly changed against the mid-year
levels of previous years. The ratio
for the entire Austrian banking indus-
try3) slightly deteriorated to 24.2%
against 26.4% in 2002, but the bank-
ing system holds sufficient cash to
meet liquidity requirements pursuant
to Article 25 of the Austrian Banking
Act. Second-degree liquidity holdings
have slightly improved: In the second
quarter of 2003, the 5% quantile
stood at 28.2% (second quarter of
2002: 27.35%), while the median
came to 53.1% (second quarter of
2002: 50.9%).

Risks Incurred Through Business
in Central and Eastern European
Countries4)
In the first half of 2003, consolidated
total assets of Austrian banks� subsid-
iaries operating in the CEECs again
expanded vigorously by 4.9%, even
though growth slowed down some-
what compared with previous years
(growth in 2002: +16%). In absolute
terms, consolidated total assets grew
by EUR 3.4 billion to EUR 71.2 bil-
lion, with EUR 918 million stemming
from acquisition activities. The share
of unsecuritized assets in total assets
decreased slightly between end-2002
(66.2%) and mid-2003 (65.7%).

1 Austrian banks are required to retain highly liquid assets to the amount of at least 2.5% of their short-term
liabilities in euro (cash ratio) and sufficiently liquid assets to the amount of at least 20% of their longer-term
euro liabilities with residual or agreed maturities of up to three years (current ratio). Central institutions have
the obligation for covering at least 50% of the deposits other institutions may use to meet their cash ratio.

2 The 5% quantile, which indicates the liquidity ratio exceeded by 95% of all banks, may serve as a measure for
less liquid banks.

3 Total liquid resources of the first degree of all banks as a percentage of their total short-term liabilities.
4 This subsection covers all CEECs in which Austrian banks have fully consolidated subsidiaries. This group of

countries includes, among others, also Bulgaria, Serbia and Montenegro, and Russia. This subsection focuses
exclusively on the business relations of the Austrian banking sector (including subsidiary banks) with and
within these countries, while the chapter �Central and Eastern Europe� explores the development of the entire
banking sectors in the individual Central European Countries, including Croatia. As the two sections draw on
different data sources, figures on banking statistics are not directly comparable.
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Detailed Analysis of 2002 Results
Underlines the Region�s Importance1)
The profitability of the Austrian bank-
ing sector, which is currently compa-
ratively weak by international stand-
ards, largely relies on the positive
trends in banks� business activities in
the CEECs (see table 7). While at
end-2002, business in the CEECs ac-
counted only for about 10% of banks�
consolidated total assets, it earned
22% of their operating results (inter-
est, fee-based and trading income)
and even 26% of the result before
tax. Banks� ROA before tax2) for busi-
ness in the CEECs comes to 1.1%
against only 0.37% for activities in
Austria and the rest of the world,
which is primarily attributable to
higher margins in interest income,
fee-based and trading income, and a
more favorable cost structure. For in-
stance, the interest income generated
by Austrian banks� subsidiaries in the
CEECs accounts for 3.0% of total
assets, while income on business in
Austria and the rest of the world
comes to 1.56%. The cost/income
ratio3) for the CEECs is 67.0%, while

for Austria and the rest of the world it
comes to 71.2%.

Substantial Credit Exposure
to Central and Eastern Europe4)
The Austrian banking system�s credit
risk exposure to Central and Eastern
Europe is twofold: first, lenders resi-
dent in Austria make loans to borrow-
ers in this region (direct cross-border
loans),5) second, subsidiaries of Aus-
trian banks operating in this region
act as lenders (indirect loans). To illus-
trate the relative share of the entire
Central and Eastern European region
as well as of individual countries
in Austrian banks� credit exposure,
table 8 lists the volumes of direct
and indirect loans to nonbanks.6)

The high proportion of loans
granted by Austrian banks� subsidia-
ries in the CEECs in total indirect
lending reflects their local concentra-
tion in Central and Eastern Europe:
Of the global volume of indirect loans
(EUR 32.7 billion), 91% originated
from this region (EUR 29.8 billion),
with the acceding countries account-
ing for 74% of this amount. Of the

1 The data set used in this subsection draws on the reports of those Austrian banking groups that are most active
in the CEECs (Bank Austria-Creditanstalt AG, Erste Bank der oesterreichischen Sparkassen AG, Raiffeisen
Zentralbank O‹sterreich AG, O‹sterreichische Volksbanken-AG, Bank fu‹r Arbeit und Wirtschaft AG/O‹sterreichi-
sche Postsparkasse AG, Hypo Alpe-Adria-Bank AG) on the results of their local subsidiaries (segment informa-
tion) as well as on Austrian banks� consolidated data. Data under �Austria and the rest of the world� are
calculated as the difference between consolidated data and the key financial figures of the subsidiaries of
the above-mentioned six banking groups in the CEECs and thus also include the parent banks� cross-border
transactions with the region.

2 Result before tax as a percentage of total assets.
3 Administrative expenses relative to total operating income including provisioning for lending operations.
4 Loans discussed in this subsection do not include securities positions held by banks.
5 A distinction must be made between these direct cross-border loans and the direct loans covered under �Credit

Risk of Austrian Banks.� The latter are loans that are not granted under a securitization scheme.
6 This includes exclusively unsecuritized loans to the amount of the exposure. Since only loans to nonbanks have

been taken into account, there are no distortions resulting from intra-group interbank transactions. Of all
direct and indirect loans granted to, or originating from, respectively, Central and Eastern Europe, 67%
are loans to nonbanks. As the data source used for direct loans is the Major Loans Register (reporting threshold
per bank and borrower: EUR 350,000), not all direct loans are included. However, since in cross-border lend-
ing larger volumes tend to predominate, it can be assumed that a sufficient amount of loans is covered. The
volumes of indirect loans — i.e. loans extended by subsidiaries — are weighted according to the equity held by
the Austrian parent institute.
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loans extended directly from Austrian
banks to foreign borrowers (volume:
EUR 50.7 billion), the proportion
going to the CEECs is lower, by com-
parison, than the proportion of these
countries in indirect loans. 29% of di-
rect cross-border loans were granted
to borrowers in the CEECs, with bor-
rowers in the acceding countries ac-
counting for 70% of this share. Taken
together, direct cross-border loans
and indirect loans granted by subsidia-
ries add up to EUR 83.5 billion in
foreign lending exposure. Of this
amount, Central and Eastern Europe
accounts for 53% (EUR 44.5 billion),
with the acceding countries represent-

ing almost three quarters of this share
(72.8%). This underlines the out-
standing importance of Central and
Eastern Europe — and here again of
the acceding countries — for the Aus-
trian banking system.

The largest credit exposure of the
Austrian banking system to a single
country — measured as the sum of di-
rect and indirect unsecuritized loans
to nonbanks — is the one to the Czech
Republic at EUR12.8 billion or 15.3%
of total foreign exposure. Among the
CEECs, the Czech Republic accounts
for the highest exposure both in direct
cross-border loans (EUR 3.3 billion)
and in indirect loans (EUR 9.5 bil-

Table 7

Selected Earnings Ratios of Austrian Banks in 20021)

Total Austria and the
rest of the world

CEECs

%

ROA (before tax) 0.45 0.37 1.11
Cost/income ratio 70.40 71.20 67.00
Interest income as a percentage of total assets 1.71 1.56 3.00
Fee-based income as a percentage of total assets 0.58 0.51 1.20
Trading income as a percentage of total assets 0.14 0.10 0.50

Source: OeNB.
1) Broken down by origin of contribution.

Table 8

Credit Exposure to Central and Eastern European and Selected Other Countries

As of June 30, 2003 Total

Austria Other
countries

CEE acceding countries Other CEECs Rest of the world

Total CZ HU PL SK SI Total HR RU RO Total DE U.S.A. CH

Country rating1) Aaa A1 A1 A2 A3 Aa3 Baa3 Ba2 B1 Aaa Aaa Aaa

EUR billion
Direct loans2) 214.1 163.4 50.7 10.3 3.3 2.0 2.0 1.1 1.9 4.4 2.5 0.9 0.5 36.0 7.3 4.6 4.1
%
Foreign share 20.3 6.6 4.0 3.9 2.1 3.8 8.7 4.9 1.8 0.9 71.0 14.4 9.1 8.0
EUR billion
Indirect loans3) 32.7 32.7 22.1 9.5 4.7 3.9 2.9 1.1 7.7 4.5 0.8 0.6 3.0 0.1 x 0.0
%
Foreign share 67.5 28.9 14.4 11.9 8.8 3.4 23.4 13.8 2.3 1.8 9.1 0.4 x 0.1
EUR billion
Total 246.8 163.4 83.5 32.4 12.8 6.7 5.9 4.0 3.0 12.1 7.0 1.7 1.0 39.0 7.5 4.6 4.1
%
Foreign share 38.8 15.3 8.1 7.0 4.8 3.6 14.5 8.4 2.0 1.2 46.7 8.9 5.5 4.9

Source: OeNB, Moody�s Investors Service.
1) Rating of foreign currency-denominated government bonds (as of September 5, 2003).
2) Unsecuritized loans extended to foreign nonbanks by Austrian banks.
3) Unsecuritized loans extended to nonbanks by foreign subsidiaries of Austrian banks.
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lion). The second largest total expo-
sure (direct and indirect lending)
within the CEECs is vis-a‘-vis Croatia,
which does not belong to the acceding
countries. Next in line are Hungary,
Poland, Slovakia and Slovenia. Further
details are set out in table 8, which for
comparison also includes the three
countries that account for Austrian
banks� largest credit exposure outside
the CEECs. The category �Other
CEECs� — which denotes those nonac-
ceding CEECs where Austrian banks
are represented by fully consolidated
subsidiaries — in table 8 includes the
three countries of this region with
the largest share in total exposure.

Austrian Banks� Risk-Bearing Capacity
Capital Ratio Remains Stable
Against the background of a difficult
business cycle environment, the ques-
tion arises to what extent banks are
able to absorb risks even over longer

periods of economic weakness. An
analysis of capital adequacy shows that
despite persistent economic gloom
Austrian banks have kept the level of
their capital ratio stable over recent
periods. In mid-2003, the unconsoli-
dated capital ratio1) of all Austrian
banks stood at 13.9% and was thus
only slightly below the rate recorded
at the same time in the previous year
(June 2002: 14.2%, see chart 17).
Austrian banks� capital ratio thus sub-
stantially exceeds the minimum legal
requirement of 8%.

As in most of the preceding peri-
ods, the capital ratio of the ten largest
banks (in terms of total assets) is
slightly higher than the median value
(see chart 17). In June 2003, the ten
largest banks reported an average cap-
ital ratio of 13.3%, which was slightly
below the previous year�s ratio of
13.6%. The median as of June 2003
remained unchanged year on year at

1 In this context, the capital ratio refers to the capital eligible as credit risk cover under the Austrian Banking
Act (tier 1 capital plus tier 2 capital minus deductible items) as a percentage of the assessment base (according
to Article 22 paragraph 2 Austrian Banking Act). The result of this calculation may differ from the capital
ratios quoted in other OeNB publications, which usually also include tier 3 capital and are therefore obviously
higher. However, as tier 3 capital is subordinated capital that may only be used as capital charge for market
risk, it was not included below for the purpose of assessing capital adequacy in relation to credit risk.
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12.6%. These developments show
that both large banks and average Aus-
trian banks keep their capital ratios
stable over the business cycle and are
apparently able to adequately absorb
risks even in economically difficult
times. Banks with comparatively low
capital ratios have not exhibited any
deterioration in their ability to carry
risk, either: In June 2003, the value
for the 5% quantile stood at 8.9%,
which means that at mid-year 95%
of Austrian banks had a capital ratio
of over 8.9%. This value even in-
creased slightly year on year.

An analysis of banks� capital ratio
by banking sector shows that at the
end of June 2003 special purpose
banks still boasted a high capital ratio
of 18.6%, followed by the savings
banks sector�s 14.6%. Building and
loan associations reported the lowest
capital ratio (9.8%).

Another ratio used in assessing the
Austrian banking system�s ability to
bear risks is the core capital ratio,
which relates tier 1 capital (core cap-
ital) to the assessment base. At the end
of June 2003, the unconsolidated core
capital ratio for all Austrian banks

was 9.5%. The tier 1 ratio was thus
slightly below the ratio of 9.9% re-
ported one year earlier. While the
core capital ratio of building and loan
associations and state mortgage banks
has been on the decline, the remain-
ing banking sectors are keeping their
core capital ratios broadly stable (see
chart 18).

Overall, Austrian banks have
maintained highly stable capital ratios
over recent periods and hold adequate
capital buffer even during economic
downturns.

Ratings of Austrian Banks by Agencies
and International Organizations
In the first half of 2003 international
rating agencies (Moody�s Investors
Service, Standard & Poor�s, and Fitch
IBCA) hardly changed their assess-
ment of the Austrian banking sector
and the outlook remained stable.
Among the 16 major banks for which
issuer ratings are provided, the fol-
lowing changes were observed in the
period under review until September
2003: Fitch IBCA upgraded both
Erste Bank der oesterreichischen
Sparkassen AG (from C to B/C) and
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Kommunalkredit Austria AG (from
B/C to B). In June 2003, Standard
& Poor�s rated Hypo Alpe-Adria-Bank
AG at AA (long-term).

In spring 2003, rules were
adopted governing the expiry of the
Austrian regional and local govern-
ments� guarantees for the debt of state
mortgage banks and local authority
savings banks. The required legal
changes have to be implemented by
September 30, 2004, with transition
periods being provided up to the year
2017. In Austria, 7 state mortgage

banks and 21 local authority savings
banks are affected by the abolition of
these guarantees, of which only 5 state
mortgage banks have been rated by in-
ternational agencies. Since 1999, the
European Commission has put in-
creased pressure on the Austrian au-
thorities to end government guaran-
tees, which prompted rating agencies
to downgrade their �outlook ratings�
immediately from stable to negative.
The partly excellent ratings are cur-
rently on the watch list.

The IMF Financial Sector Assessment Program (FSAP)

In a joint effort, the International Monetary Fund (IMF) and the World Bank in May 1999 launched the
Financial Sector Assessment Program (FSAP) as a pilot project for 12 countries; since then the scope of
the program has been continuously expanded. Work under the FSAP is conducted by IMF and World
Bank experts, supported by national and international institutions, authorities and experts. A wide range
of countries, including industrialized countries such as the United Kingdom, Canada, Switzerland and
Germany, has so far voluntarily taken part in the program.

The FSAP aims to identify the vulnerabilities of a country�s financial system to avoid crises and
to determine the priorities for developing the financial sector as well as to enhance financial system
efficiency. The comprehensive assessment of the strengths and vulnerabilities of a country�s financial
system is to help the early identification of potential issues of concern and the timely implementation
of corrective measures. Another aim of the FSAP is to improve communication with national authorities.

The FSAP exercises focus on three key issues:
— financial sector stability (a systematic analysis of the macroeconomic environment which takes into

account a number of indicators, the results of stress tests, etc.);
— compliance with the relevant international standards and codes in the banking, insurance and

securities sectors as well as in the fields of payment systems, money laundering and the fight against
the financing of terrorist activities, etc.;

— financial market reform and essential changes (adequacy and efficiency of the supervisory frame-
work, adequacy of the legislative framework, etc.).
To facilitate the preparation and implementation of the FSAP exercise in Austria, the Financial

Market Committee in spring 2003 established a joint FSAP secretariat, in which one representative each
of the Federal Ministry of Finance, the Financial Market Authority and the OeNB work as coordinator
and contact person for all Austrian and foreign institutions involved (FSAP-Austria@fma.gv.at).

Two working visits of IMF delegates to Vienna, which include meetings with experts from the Federal
Ministry of Finance, the Financial Market Authority and the OeNB as well as from Austrian banks, in-
surance companies, interest groups, external auditors, etc., are scheduled for October and December
2003. At the end of the second visit, the IMF delegates will submit a draft report, which will be discussed
with representatives of the three involved institutions. The FSAP for Austria will be concluded in the
course of the regular IMF Article IV Consultation in the first half of 2004. The results of the FSAP are
planned to be published in an abridged final report.
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Insurance Companies
Market Developments
and Business Activity
After years of falling revenues, insur-
ance companies both at the European
and at the Austrian levels seem to be
regaining some ground, which has also
been mirrored by the upward trend of
the DJ EURO STOXX Insurance In-
dex since the beginning of 2003. Al-
though certain rating agencies1) main-
tain that the financial situation of (par-
ticularly German) life insurance com-
panies has not been showing signs of
improvement, the company data of
the 50 largest European life insurers
indicate that a slight recovery has been
underway. Gross premium income,
for instance, increased, implying that
there is renewed optimism in the in-
dustry. The stock market turmoil seen
over the past few years severely af-
fected the life insurance business.
However, now that capital markets
have been picking up, investment re-
turns have also been improving. Still,
it must be noted that sliding stock pri-
ces had prompted investors to shift
their portfolio compositions towards
lower-risk instruments; having thus
reduced the share of stocks in their
portfolios, insurers can now reap only
part of the advantage from the stock
markets� recovery. With bond yields
at low levels, investment in lower-risk
securities is not considered too prom-
ising either. The brighter outlook for
premiums notwithstanding, it would
therefore be too early to speak of a
sustained recovery of the European in-
surance business.

Claims from natural disaster, cor-
porate bankruptcy and asbestos vic-
tims weighed heavily on European
nonlife insurers. This branch of the in-

surance industry, however, was able to
adjust more easily to market develop-
ments through premium hikes. Also,
it benefited from increased demand
for insurance products.

In line with developments at the
European level, the Austrian insur-
ance industry has recorded improving
results recently. According to the
semiannual reports of the major Aus-
trian insurance companies, premium
income in both the life insurance and
the nonlife insurance segments rose
in the first few months of 2003 against
the same period of the previous year.
The property/casualty sector on the
one hand benefited from increased
premium income in the auto insur-
ance sector and on the other hand
faced more claims because of the se-
vere storms and hail of spring 2003.
The development of stock prices of
the Austrian insurers listed on the
Vienna exchange has been broadly sta-
ble since the beginning of 2003.

Austrian insurance companies� as-
sets (excluding reinsurance transac-
tions) expanded by 2.2% to EUR
60.6 billion in the second quarter of
2003 against the previous quarter,
which marks another increase after
the 1.7% rise recorded in the first
quarter.

For the domestic market leaders,
their activities in Central and Eastern
Europe have been playing an increas-
ingly important role. The subsidiaries
and participations abroad posted —
partly remarkable — increases in pre-
mium income, contributing up to
28% to total premium income. After
enlargement, the Central and Eastern
European markets are expected to
hold a large growth potential particu-
larly for life and health insurers. Apart

1 See FitchRatings� special report �Deutsche Lebensversicherer: Kein Ende der schwierigen Lage in Sicht —
Solvency II weit entfernt,� published on September 30, 2003.
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from expanding their own distribution
networks, insurance companies are
likely to seek closer cooperation with
partners in the banking industry.

No Spillover Risks for the
Austrian Banking Sector
Austrian insurers� investment patterns
continue to show a preference for
domestic assets. Deposits other than
overnight deposits with Austrian
banks expanded by a remarkable
83% against the previous quarter.
Thus, the share of bank deposits in
insurance companies� total assets has
doubled to 6% since end-2002. In-
vestors apparently opted mainly for
quasi-money market instruments, ow-
ing to uncertain capital market devel-
opments and low bond yields.

Investment in debt securities is-
sued by Austrian banks expanded by
4%; the increase in this category thus
clearly trailed the 13% rise recorded
in the first quarter of 2003. At EUR
8.5 billion, domestic debt securities
account for 14% of total investment
assets. Investment in domestic equity
interests was also on the rise (by some
11%). Accounting for 26% of total
investment assets, external assets con-

tinue to be the most important in-
vestment category, even though its
amount has hardly changed since the
end of 2002. The second largest in-
vestment category, representing a
share of 24%, are equity securities
and other domestic securities, which,
however, have recorded a slight down-
turn since the beginning of 2003. As
in previous years, lending continued
to slow down, mainly because govern-
ment borrowing subsided further.

Insurance technical reserves,which
reflect insurers� liabilities against their
subscribers, account for the lion�s
share of liabilities. In the second quar-
ter of 2003, insurance technical re-
serves amounted to EUR 55.6 billion,
thus representing around 85% of total
liabilities. Life insurance companies
held the largest share (close to 77%)
of these reserves, namely EUR 42.8
billion, the share of property/casualty
insurance came to 18%, while health
insurance accounted for 5%.

The capital market recovery seen
so far this year as well as increasing
premium income have contributed
considerably to stabilizing the situation
of the Austrian insurance industry. Ap-
propriate supervisory measures were
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an additional positive impetus. The
Maximum Interest Rate Regulation1)
provided for the reduction of the max-
imum interest rate for calculating
technical reserves for life insurance
contracts from 3.25% to 2.75%.
Hence, there is no evidence that the
insurance industry constitutes a bur-
den on the profitability of the Austrian
banking sector in particular. With
loans to the Austrian insurance indus-
try totaling EUR 1.6 billion (account-
ing for a share of less than 1% of total
large exposures), banks are not ex-
posed to heightened credit risk, which
is also confirmed by banks� very good
credit ratings for insurance companies.
Equally, the increased use of financial
instruments to transfer credit risk be-
tween the banking and the insurance
sectors does not pose a major threat
to financial stability in Austria. At the
European level, the stepped-up use
of credit derivatives is considered to
be a major cause for concern, in par-
ticular because market participants
lack experience with this instrument.
However, credit derivatives have not
been traded extensively in the Austrian
market. Moreover, their use is subject
to supervisory law.2)

Other Financial
Intermediaries
Pension Funds
The unfavorable economic environ-
ment of the years 2001 and 2002 has
presented the greatest challenge to
Austrian pension funds since they
were established, putting them under
massive pressure. According to the

Austrian occupational pension fund
association investment performance
averaged —6.3% in 2002. In reaction
to the changed economic conditions,
pension funds reduced their equity
shares and increasingly invested in
low-risk bonds and structured prod-
ucts.

Legislators also took account of
the new environment and in summer
2003 adopted a reform of the Austrian
Pension Fund Act. The main aspects
of the amendment include a change
in the system of capital grants for pre-
mium reserves to continuous grants
for pensions, the establishment of a
minimum yield reserve according to
the capital requirements of the EU Di-
rective3) under which pension funds
are obliged to build up reserves for se-
curing the accrued rights to benefits
of active and retired pension plan
members, and the introduction of
new valuation methods in accordance
with international standards. More-
over, the Financial Market Authority
may determine by regulation maxi-
mum percentage rates for the as-
sumed interest rate for new pension
contracts and will thus be prepared
to respond more flexibly to future
capital market developments.

After the low yields of the past
few years, a rebound is expected for
2003, which is mainly attributable to
new dynamics in the financial mar-
kets. Whereas investment perform-
ance was weak at the beginning of
2003, it picked up considerably in
the first half of the year; by mid-
2003, the investment performance of

1 This Regulation enters into force on January 1, 2004. The new interest rate is applicable to new insurance
contracts only and not to index adjustments in existing contracts. Furthermore, it is applicable to conventional
life insurance contracts only and not to unit-linked life insurance contracts.

2 Credit derivative trading by insurance companies is subject to the regulation of the Financial Market Authority
on investment for the coverage of insurance technical reserves by insurance companies.

3 Directive 2003/41/EC of the European Parliament and of the Council of June 3, 2003 on the activities and
supervision of institutions for occupational retirement provision.
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Austrian pension funds ranged be-
tween 3% and 4.5%. Despite rela-
tively modest growth over the past
few years, demand for occupational
pension schemes persists. By May
2003, another 300 companies had in-
troduced pension plans, thus the num-
ber of active and retired pension plan
members has increased by about 5%.

Total assets under management by
Austrian pension funds augmented to
EUR 8.6 billion by mid-2003. An in-
crease of around 6% against the previ-
ous quarter means a continuation of
the upward trend which began at the
end of 2002.

Whereas the share of domestic is-
suers� debt securities denominated in
euro decreased by about 30%, the
position �other securities of domestic

issuers� recorded a marked increase
of approximately 170%. Although this
investment category displayed a high
degree of volatility in the past, the
increase is remarkable and may be
attributable to the recovery of the
stock markets. Deposits also posted
a decline of around 6% against the
previous quarter. In addition to falling
interest rates in all deposit categories,
institutional investors� renewed con-
fidence in international financial mar-
kets is likely to be responsible for the
shift in investment strategies.

The majority of assets continue to
be invested in securities of domestic
issuers; accounting for around 93%
of total investment assets, mutual fund
shares continue to be the most impor-
tant category.
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Nonfinancial Corporations
Earnings Prospects Slightly Better
According to the fall economic out-
look of the Oesterreichische National-
bank (OeNB), the Austrian economy
will grow by 0.9% (i.e. 0.2 percent-
age point more than forecast in the
spring) in 2003. The optimistic eco-
nomic outlook should have a positive
effect on corporate earnings pros-
pects. Among other things, the OeNB
fall economic outlook sees aggregate
investment increase by approximately
2.8% in real terms in 2003 (in 2002
aggregate investment fell by 4.7%).

Low Demand for External Funding —
Companies Borrowed Less
from Banks
So far the revival in corporate invest-
ment has not fed through to corporate
loan demand in 2003, even though
financing conditions are favorable.
When output growth started to slow
down in 2001, loan growth started
to slump as well, and since the begin-
ning of 2003 it has even been negative.

From a supply perspective, the
setback in loan demand reflects the

greater caution banks have exercised
in lending amid the economic down-
turn, as is evident from the results
of the bank lending survey for Austria.
At the same time, banks have in-
creased the margins they apply to
higher-risk loans. This ties in with
the fact that the interest rate spread
between corporate loans and inter-
bank loans, which may serve as an
indicator of credit risk in the business
sector, has been widening since the
beginning of 2003 (chart 21).

What may have played a bigger
role is that low investment demand
continues to dampen demand for ex-
ternal financing; in other words, the
slowdown in loan growth largely re-
flects demand-side developments. In
2002 alone, internal corporate financ-
ing as a ratio of gross capital formation
is estimated to have climbed to more
than 80% owing to weak investment
activity, thus reducing the need for
external financing to EUR 5 billion,
the lowest level since the mid-1990s.
According to preliminary calculations,
this tendency became even more pro-
nounced in the first half of 2003, as a
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result of which the corporate sector
recorded a financing surplus (EUR
1.5 billion) for the first time ever.

Leverage Ratio Lower
The currently low propensity to bor-
row also reflects the restructuring of
balance sheets that has been observed
since the mid-1990s in all phases of
the economic cycle. The primary ob-
jective of this process is to change the
capital structure so as to reduce the
share of debt financing and increase
the share of equity financing. Above
all against the background of the cur-
rently weak sales growth, this change
in the capital structure has had a pos-
itive impact on the solvency and liq-
uidity risk of companies. After all,

the interest burden increases as sales
decline, thus augmenting the risk as-
sociated with borrowing (leverage
risk). This risk exists also under the
current low interest rate conditions
because fixed rate long-term loans
taken out earlier are weighing on prof-
its.

The international comparison de-
picted in chart 24 shows that Austria
has some way to go when it comes
to corporate balance sheet restructur-
ing. The data, even though not availa-
ble beyond 2001, indicate that in the
other euro area countries businesses
do not rely as heavily on borrowing
for investment. It should be noted that
a cross-country comparison of corpo-
rate ratios creates a whole set of inter-
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pretation problems, though. Different
underlying factors drive the financing
behavior of the corporate sector, thus
giving rise to a specific capital struc-
ture. The latter will be shaped, for in-
stance, by the combined effect of tax
provisions, the development of bond
and loan markets and relevant stand-
ards as well as the relationships be-
tween companies and banks.

Risk-Bearing Capacity Strengthened
by Higher Share of Equity Financing
Overall, the corporate sector can be
considered to have a strong financial
position despite the prevailing high
leverage ratios. The measures taken
since the beginning of the mid-
1990s, which dampen the borrowing
propensity and are aimed at encourag-
ing businesses to raise capital in equity
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markets, have shown positive results
especially amid the current external
economic conditions. As a case in
point, the number of corporate bank-
ruptcies increased by just 1.4% in the
first three quarters of 2003 compared
with the same period of 2002 accord-
ing to preliminary estimates of the
credit information company Kredit-
schutzverband von 1870. Mirroring
the marked decline in the annual num-
ber of bankruptcies, the volume of de-
fault liabilities has decreased as well,
in the year to date by as much as ap-
proximately one-third.

The ongoing change in the capital
structure will contribute to making
the corporate sector more resilient
to economic shocks. The higher
share of equity financing will also
strengthen the risk-bearing capacity
of companies. This has a positive ef-
fect on creditworthiness and makes
it easier for companies to take out
new loans or reschedule outstanding
loans to ease liquidity constraints aris-
ing in bad economic times. After all,
as long as companies have adequate
equity to cushion potential losses in

individual asset positions, external in-
vestors should be prepared to provide
them with the necessary liquidity. At
the same time, a higher equity ratio
is the key to controlling profitability.
While debt must be serviced — and
is thus a drain on earnings — no inter-
est payments are due on equity. This is
an asset in bad economic times and
helps avert a deterioration in liquidity
conditions. At any rate, reducing lev-
erage and increasing the equity ratio
ensures the long-term financial stabil-
ity of the corporate sector. Companies
thus not only become more resilient
to economic risks but also enhance
their creditworthiness, which stands
to become more significant in the
lending process once the new capital
adequacy framework (Basel II) has
been implemented.

Bank Lending Survey
The results of the bank lending survey
for Austria that are available so far in-
dicate that the lending behavior of
Austrian banks became somewhat
more restrictive in the course of
2003. Overall, the banks surveyed
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tightened notably the credit standards
they apply to the approval of loans or
credit lines to enterprises. More spe-
cifically, this concerned loans to large
enterprises, whereas credit standards
for loans to small and medium-sized
enterprises (SMEs) were gradually
eased as the year progressed. In Octo-
ber 2003, the bank managers polled
expected to further tighten their over-
all credit standards somewhat over the
next three months (see chart 27).1)

The most important factor con-
tributing to the tightening of credit
standards was risk perception. More-
over, the banks surveyed reported that
expectations regarding general eco-
nomic activity, the industry or firm-
specific outlook and risk on the col-
lateral demanded mainly impacted
on their decisions. Apart from credit

standards, banks also continued to
tighten their credit terms and condi-
tions for businesses. Above all, banks
widened their margins on riskier
loans in comparison with the previous
quarter.

At the same time, the banks sur-
veyed reported corporate demand
for loans — especially SME demand —
to have increased somewhat since
mid-2003. Above all the need to
finance inventories and working capi-
tal contributed to higher demand,
whereas the development of fixed
investments und the issuance of debt
securities had a dampening effect on
demand for loans. Looking ahead,
the banks surveyed expected loan
demand — especially from SMEs —
to increase somewhat in the fourth
quarter.

1 As agreed upon with the ECB, the respective quarters are numbered according to when the survey is conducted.
This means that the latest survey is that of the fourth quarter, even if it captures developments of the third
quarter.
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Households
Job Uncertainty and Higher Individual
Saving for Retirement May Push Up
the Saving Rate
The development of household invest-
ment and financing continues to reflect
the weakness of the Austrian economy.
While disposable income growth was
very moderate in 2002 (1.4% in real
terms according to the OeNB�s fall
economic outlook), and is projected
to grow at an even lower rate (1.0%)
in 2003, households may be building
up more precautionary savings in view
of the higher risk of job loss. More-
over, the pension reform may boost
household saving rates — provided that
increased saving for one�s own retire-
ment goes beyond a restructuring of
households� investment portfolios
from short-term to long-term saving;
in other words, provided that house-
holds actually save more. According
to OeNB calculations, the household
saving rate reached 7.8% in 2002,
which is rather a marked slowdown
compared with the rate registered in
1995 (11.7%). However, the saving
rate is expected to rebound somewhat
over the medium term; it should rise
to 7.9% until 2005 according to OeNB
projections.

Debt Growth Eased Considerably
Household loan growth slowed down
significantly in the first half of 2003.
Even though financing conditions have
been most favorable, household de-
mand for loans has been rather mod-
erate. Apparently the ongoing weak-
ness in the Austrian economy, now
well into its third year, has signifi-
cantly affected the income outlook of
households and led them to readjust
their borrowing behavior to the cur-
rent external conditions. Given that
the volume of household debt was
on the rise until 2002, households
would be well advised not to borrow
more for the time being to finance
consumption and real estate purchases
even though interest rates are low, in
order to avoid liquidity constraints
or becoming overindebted.

Low Interest Rate Levels and Financial
Market Uncertainty Boost Liquidity
Holdings
According to preliminary calculations,
households continued to expand their
liquidity holdings in the first half of
2003. At EUR 4.1 billion, cash hold-
ings and deposits accounted for more
than half of the financial assets house-
holds accumulated in this period. At
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the same time, households were in-
vesting less in capital market instru-
ments, probably on account of the
price losses seen in recent years. A
case in point are mutual fund shares,
which totaled EUR 278 million in
the first six months of 2003 after
having been far more popular in
recent years. Once the growth out-
look brightens, the capital markets
may, of course, reattract a bigger
share of financial investment. At any
rate, the major international stock

markets have rebounded since the be-
ginning of 2003. Private investors
benefited from valuations gains of
roughly EUR 1 billion in the first half
2003.

High Indebtedness and Negative
Wealth Effects Affect the Financial
Capacity of Households
The levels of debt incurred by house-
holds peaked in 2002, after having
risen considerably faster than disposa-
ble income since the second half of the
1990s. Over the same period, the re-
lation between households� financial
liabilities and their financial assets
has increased less significantly (see
chart 32). The marked increase in pri-
vate bankruptcy cases in recent years
may imply that the default risk has
risen in the household sector. In the
first three quarters of 2003 private
bankruptcies rose by 3,175 cases or
11.1% compared with the corre-
sponding period of 2002. As a per-
centage of all households who have
taken out loans, the number of de-
faulting borrowers is, however, low.

An international comparison
shows that household debt ratios con-
tinue to be comparatively low in Aus-
tria. In 2001, Austrian households
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ranked third within selected EU coun-
tries shown in table 9 with a debt-to-
GDP ratio of 40.2%, after Finland
with 34.0% and Italy with 30.7%.
As is evident from table 9, the pro-
pensity to borrow differs a lot across
countries. These differences largely
reflect country-specific characteris-
tics, such as preferences for home
ownership, real estate prices, building
costs and access to loan markets. With
respect to debt growth, Austria is in
the lower middle range. The debt ra-
tio of Austrian households grew by
4.5 percentage points from 1995 to
2001, which is just half the increase
in the EU total shown here (8.7 per-
centage points).

Apart from the fact that the high
debt ratio weighs more heavily on
households in the present economic
downturn, the financial capacity of
households has also been affected by
price losses suffered between 2000
and 2002. Total price losses in this pe-
riod came to EUR 7 billion, thus
more than offsetting the price gains
of EUR 2.6 billion achieved as late
as 1999 (see chart 31). Heavy demand
for foreign currency loans for which
mutual fund plans or unit-linked life
insurance plans are used as repayment
vehicles, as well as increased saving for
one�s own retirement with second and
third pension pillar instruments have
raised the significance of capital mar-

Table 9

International Comparison of Household Debt Ratios

1995 2001 Increase since 1995

Debt in % of GDP in percentage points

Belgium 42.5 45.3 2.8
Germany 63.5 73.3 9.8
Spain 44.0 60.6 16.7
France 42.5 46.4 3.8
Italy 23.3 30.7 7.4
Netherlands 62.5 95.5 33.1
Austria 35.8 40.2 4.5
Portugal 44.1 82.2 38.1
Finland 37.4 34.0 �3.4
Total 48.0 56.7 8.7

Source: Eurostat.
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ket developments for households. The
share of capital market instruments in
the financial assets of households has
decreased since 2000, largely because
of the valuation losses suffered there-
after; in 2002, it basically reverted
to the level of the 1990s.

Real Estate
Residential Building Activity
Strengthened Somewhat Since
the Beginning of 2003
Reflecting the downtrend in the num-
ber of building permits issued from
1998 to 2001, the number of housing
completions deteriorated further by
8.6% in 2002. Given that the number
of building permits rose in 2002 for
the first time in five years (5.1%
against 2001), the downturn in build-
ing completions may bottom out in
2003. This ties in with the latest

WIFO Economic Outlook,1) accord-
ing to which construction companies
have come to assess their current pro-
duction activity a lot better than they
used to.

Reflecting, among other things,
the sharp drop in building permits,
housing prices have been edging up
again2) since mid-2001 (in the second
quarter of 2002 they grew by 1.7%).
Nonetheless, they remain below the
long-term average.

Rising Investment in Real Estate
In recent years real property has
gained in importance as an investment
instrument. On the supply side, the
Real Estate Investment Funds Act
adopted in July 2003 paved the way
for the operation of open-end real
estate funds3) in Austria, thus broad-
ening the range of investment and

1 These findings are based on the WIFO outlook, as current production data have not yet become available.
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2 Property prices last rose in the first half of 1999.
3 Unlike with closed-end funds, shares in open-end funds can be bought and sold back to the fund at all times.

Share prices depend on the current estimated value of the real estate portfolio. Should more than 10% of the
investment capital be returned for repurchase at the same time, the mutual fund company may delay the
repurchase for a maximum period of two years.
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financing possibilities available to in-
vestors by domestic real estate funds.

Recent developments include
steps taken by the federal government
with a view to selling its public hous-
ing stock (62,000 apartments). Al-
ready the budget trailer bill of 2001
provided for the revocation of non-
profit status of the five housing com-
panies owned by the federal govern-
ment. This means that any apartments
managed by those companies lose
their nonprofit status upon rerental,
a fact that raises their attractiveness
to investors. The Federal Real Estate
Company (Bundesimmobiliengesell-
schaft) estimates the proceeds from
the sale of the 3,500 apartments that
have not been sold so far to total more
than EUR 100 million in 2003 (over-
all, the privatization of public housing
is expected to generate between EUR
600 million and EUR 900 million).
The first round of privatization met
with high international interest. The
public housing sale is unlikely to gen-
erate price pressures on the real estate
market, because properties in prime

locations and in conurbations will
most certainly be purchased by the
tenants themselves.

As the financial wealth of house-
holds increased and as rental costs
(+35%) rose more sharply than the
cost of home ownership (+16%) from
1994 to 2002, the home ownership
ratio climbed as well (see chart 35).

However, not only properties held
for own use, also properties held for
investment/income have gained in at-
tractiveness. Buy-for-rent apart-
ments1) evidently appeal to long-term
investors because of their low-risk and
stable-yield characteristics as an alter-
native to investment in the capital
market — even more so in times of
falling stock prices and low interest
rates. While detailed data on this busi-
ness segment are not available, the fact
that the number of properties bought
for investment/income jumped by
about 50% in 2002 alone according
to industry information gives a rough
idea of recent developments.

The gains of buy-for-rent investors
are derived from rental income, valu-
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1 Buy-for-rent properties are residential units that are designed and built specifically for the purpose of
generating rental income.
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ation gains and tax benefits. By renting
out a home, the owner becomes a
business owner within the means of
VAT legislation. As such, he or she
may claim input tax credits, thus ac-
tually purchasing the property at net
cost. With respect to rental income,
income tax credits can be claimed
for interest on debt capital, deprecia-
tion expenses and other expenditures.
The tax credit system has been de-
signed to reduce tax liabilities particu-
larly in the first few years after which
an investment has been made (initially
the tax credits for expenditures even
exceed the rental income).1) In addi-
tion, gains from the sale of homes
are exempt from income tax when
the property is resold after a mini-
mum period of ten years.

The expected yield of buy-for-rent
properties depends on the valuation
gains and the amount of rental in-
come.2) Given low rates of inflation
(rents tend to be linked to the CPI),
neither house values nor rental values
have increased significantly in recent
years. Scientific evidence3) shows that
the rate of value increase of new prop-
erties is key to the yield of buy-for-
rent schemes. The 1990s saw prices
fall (or remain constant) rather than
rise, however, and it is only since
mid-2001 that prices have picked up
moderately.

Apart from a rather high yield
risk, buying for rental income tends
to carry a high liquidity risk. Real es-

tate is considerably less liquid an asset
than, say, securities. Moreover, the
transaction costs of reselling a prop-
erty are substantial. In addition, liq-
uidity constraints arise from the high
up-front costs and long amortization
periods, as well as from the fact that
speculation tax is levied should prop-
erties be resold within a period of
ten years.4)

Finally, properties for investment/
income allow little or insufficient di-
versification of assets; generally, in-
vestors� capital is locked in a single
property or a few properties.

All in all, the share of real estate in
households� assets is on the rise. At
the same time, financing rental hous-
ing and home ownership is a key mo-
tive for taking out a loan. Buy-for-rent
investors, too, tend to rely heavily on
debt financing.5) Consequently, real
estate developments affect the wealth
of households to an ever increasing
degree. While (unlike stock market
investors) real estate investors did
not suffer wealth losses in recent
years, it must be noted that such in-
vestments are not free from the risks
mentioned above, either.

Stock Market
The Macroeconomic Significance
of the Austrian Stock Market
Medium-term stock price changes
may affect investment demand by
changing the financing costs of com-
panies and their balance sheet values.

1 Investors failing to generate a surplus over the investment horizon face a retroactive tax bill.
2 Periods in which a property is not rented reduce income. Another pitfall is that, following an adjustment of

tenancy legislation, tenants need no longer commit themselves for long rental periods; now, they have the right
to cancel a rental agreement as early as one year after the contract date. This may lead to more frequent ten-
ancy changes and longer vacancy periods.

3 See Fischer, E. O. and M. Glawischnig. 2003. Die Rendite von Vorsorgewohnungen. Karl-Franzens-Univer-
sita‹t Graz. March.

4 Gains from the sale of homes during this minimum holding period of ten years are subject to speculation tax.
5 The tax deductibility of interest payments on debt is an additional incentive for borrowing heavily to invest in

properties.
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Companies financed an average of
3.7% of their gross fixed capital for-
mation from 1993 to 2002 through
new issues and rights issues (i.e. the
issue of new shares for cash to existing
shareholders) at the Vienna stock ex-
change. As is evident from chart 36,
above all in the 1990s, new issues
were by far the biggest source of
equity funding raised through the
Vienna stock exchange. New issues
result in a change of ownership and
are not necessarily used to finance
new investment (privatizations being
a case in point). The share of rights is-
sues, by contrast, accounted for just
1.1% of gross fixed capital formation
on average. In the period from 1993
to 2002, an average of 14.4 companies
per year1) raised funds at the Vienna
stock exchange either through new
issues (4.9 companies) or through
rights issues (9.5 companies).

Wealth-induced consumption
growth — i.e. the wealth effect on con-
sumption generated by household
portfolios of stocks listed at the
Vienna exchange — is low. In the pe-
riod from 1995 to 2002, households
held about 3% on average of their fi-
nancial assets in the form of domestic
shares and other equity (excluding
mutual fund shares).2) Based on the
latest available data for 2002, this cor-
responds to a volume of EUR 10.3 bil-
lion. Of the approximately EUR 28.6
billion invested with mutual funds,
roughly 3.3% (or EUR 0.9 billion)

were, in turn, invested in shares and
other equity (excluding mutual fund
shares). In 2002, households thus (di-
rectly or indirectly) held approxi-
mately EUR 11.2 billion of their fi-
nancial assets in domestic shares and
other equity. According to the few
empirical studies3) available for com-
parable countries (mostly Germany
and Finland), the marginal propensity
to consume is estimated to equal
roughly 2 cent for each euro by which
the value of stock holdings rises.
Thus, the increase of 27.3% in the
ATX in the period from October 1,
2002, to October 1, 2003, would
have boosted consumer demand by
roughly EUR 61 million. As a ratio
of nominal volume that private con-
sumption reached in 2002 (EUR
124.86 billion), this corresponds to
an increase by a mere 0.05%.

Initiatives to promote the Austrian
capital market have been marred,
among other things, by incidents of
suspected insider trading. Moreover,
market participants expect the impact
of the subsidized personal pension
scheme (the Zukunftsvorsorge scheme)
to be largely limited to indirect effects
initially. The Vienna stock market may
become more interesting to foreign
institutional investors due to the
steady flow of funds generated by this
scheme. Finally, the Austrian Code of
Corporate Governance, a set of good
corporate management standards de-
signed to increase transparency for

1 These findings should be related to the 5,439 companies on average with more than 49 employees in the period
for which data are available (1997 to 2001).

2 This figure includes inward FDI holdings as well as listed and unlisted stocks, thus representing an upper limit
of direct equity holdings.

3 Clapham, E., A. Hyytinen and K. Takala. 2002. Household Wealth, Credit and Consumption: Evidence for
Finland and Sweden. Bank of Finland. Mimeo.
International Monetary Fund. 2000. World Economic Outlook — Asset Prices and the Business Cycle.
Washington D. C.
Boone, L., C. Giorno and P. Richardson. 1998. Stock Market Fluctuations and Consumption Behavior: Some
Recent Evidence. OECD Working Paper (98)21. Paris.
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stakeholders, has been implemented
above all by the largest and most liquid
market participants. However, in or-
der to increase liquidity, it is even
more important that investor confi-
dence in small caps gets a boost.
Should small caps continue to show
little commitment to selfregulation,
a tightening of corporate governance
rules would appear a way forward to
promote the development of the cap-
ital market.

The Impact of the Subsidized
Personal Pension Scheme on the
Austrian Stock Market
The subsidized personal pension
scheme launched in 2003 (Zukunfts-
vorsorge plans, based on articles
108g—i of the Income Tax Act, Federal
Law Gazette 10/2003) stands to have
little impact on the stock market in in-
itial years because — while the number
of contracts concluded may be rather
large — the volume available for in-
vestment will grow only gradually as

assets are built up over a long period
through small monthly installments.
Significant effects on stock market
turnover, volatility and index devel-
opments will not appear until the
volume of pension scheme assets
has reached a critical mass. What
remains to be seen, moreover, is the
extent to which assets accumulated
under this scheme will cause other
components of households� investor
portfolios to shrink.

According to the Federal Ministry
of Finance, some 66,000 state-subsi-
dized personal pension contracts were
issued in the first half of 2003. Assum-
ing1) that their number will increase
to between 150,000 and 200,000 un-
til the end of the year and that the
average annual investment amounts
to between EUR 870 and EUR
1,000 (taking into account that new
contracts are issued throughout the
entire year) and the nominal yield (in-
cluding the subsidy) comes to 5%, the
volume of these subsidized personal
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pension plans to be invested on the
Vienna stock exchange totals between
EUR 55 million and EUR 84 million.
This corresponds to a share of 0.3% to
0.5% of the volume traded there be-
tween October 1, 2002, and Septem-
ber 30, 2003.1) A tentative estimate
for the medium term (until 2012)
on the basis of a market potential of
between 450,000 and 600,000 con-
tracts, which should be reached by
2007 or 2008, shows that the intro-
duction of the subsidized personal
pension scheme will have the follow-
ing impact on the Austrian stock mar-
ket: Two scenarios (450,000/600,000
contracts, annual investment of EUR
870/EUR 1,000, nominal yield in-
cluding the subsidy of 5%, inflation
rate of 1.5%) indicate that the share
of assets to be invested in stocks will
grow by some EUR 165 million to
EUR 252 million (which corresponds
to 1% or 1.5% of the volume traded
between October 1, 2002, and Sep-
tember 30, 2003, on the Vienna stock
exchange) per year by 2012. In other
words, the accumulated assets to be
invested on the Vienna stock exchange
(or on the stock exchange of an acced-
ing country) will rise to between
roughly EUR 1.6 billion and EUR
2.2 billion (4.8% to 7.1% of the mar-
ket capitalization of September 30,

2003, on the Vienna stock exchange;
11.2% to 16.5% of the respective free
float — weighted average of Septem-
ber 30, 2003: some 43%). As consid-
erable sums will be accumulated un-
der the subsidized personal pension
scheme in relation to both stock mar-
ket capitalization and free float, which
would have to rise over the next few
years to ensure that growing demand
is matched with adequate supply.

Finally, the question arises as to
whether the statutory limitation of in-
vestment options is the best way to
promote the necessary efficient diver-
sification of risks. For instance, at
present a mere six corporations from
just three different industries account
for some 60% of the index volume of
the ATX and 65% of the volume of
trading at the Vienna stock ex-
change.2) As the scope of stock mar-
kets on which assets accumulated
under this scheme may be invested
broadens in the process of EU en-
largement, diversification possibilities
improve, albeit at the cost of a higher
exposure to risks (such as exchange
rate and liquidity risks). Therefore,
the prime objective should be to
enhance the possibilities of diversifica-
tion at the Vienna stock exchange or
to ease the portfolio constraints of
the Zukunftsvorsorge investment rules.

1 According to statutory provisions, 40% of the pension scheme assets must be invested in stocks which were
initially listed at the stock exchange of an EEA member country — subject to the limitation that their market
capitalization does not exceed 30% of the national GDP over a four-year period (the calculation is based on
the annual averages of the past four years, excluding the year preceding the respective calendar year). By these
standards, private pension plan assets may, at present, only be invested at the Vienna stock exchange; following
EU enlargement the stock exchanges of the acceding countries will also qualify.

2 These companies account for roughly 52% of the Wiener Bo‹rse Index. Even when additional financial service
providers (Generali Versicherung AG, Uniqa Versicherungen AG, BKS, BTV, etc.) and small caps with a low
liquidity are taken into account, it appears difficult to achieve an optimum degree of diversification.
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Introduction
The insurance industry is faced with
many different kinds of risks: insur-
ance-specific risks on one hand, and
investment risks on the other. As the
systemic importance of the insurance
industry has augmented in the last
few years and increased attention has
been focused on such risks as a result,
the question arises what consequences
these risks have for the insurance in-
dustry in particular, and for the finan-
cial markets in general.

In principle, regularly analyzing and
assessing these insurance-specific risk
factors is the task of the insurance su-
pervision responsible for tracking the
business practices of insurance compa-
nies. Nevertheless, the clustering of
insurance-specific risks poses a poten-
tial danger to the entire industry and,
as a consequence, to financial stability.
Furthermore, when insurance compa-
nies transfer risks via the capital mar-
kets, the insurance industry becomes
increasingly interconnected with the
banking sector. In the following report
we will focus in particular on sys-
temic1) risk factors relevant to this sys-
tem. Here, we have chosen a classifica-
tion method similar to that used in the
banking sector, as most of the risks that
the banks are subject to, such as market
risk, liquidity risk or operational risk,
also arise in the insurance industry.
However, it must be pointed out that
these individual risks have a significance
for and impact on the insurance indus-
try that is very different from that in the
banking sector. Furthermore, there are
risks, such as underwriting risk, which
are intrinsic to insurance companies�
business, and therefore only apply to
the insurance industry. However, it is
not possible to concentrate on just a
few factors, as systemic relevance most

often results from the interplay of sev-
eral risk factors. In addition, since Sep-
tember 11 it has become obvious that
there can be no certainty about the
probability and scope of events of loss,
nor can their impact be limited to just a
few companies or just one risk factor.

This is confirmed by the literature
(Cummins et al., 1995; The Actuarial
Profession, 2002) dealing with insol-
vency risk in the insurance industry.
Since the 1980s, large numbers of
insolvencies have occurred in the in-
surance sector at irregular intervals,
most recently in the past two years.
Although each of these periods were
preceded by similar market develop-
ments, in particular a hardening of
the market, it is not possible to con-
fidently pinpoint the causes for the
waves of insolvencies. It is more likely
the interplay of several factors that is
responsible for the collapse of these
companies. Most frequently, insuffi-
cient reserves, rapid growth, over-
stated assets, fraud and catastrophic
losses have been identified as the con-
tributing factors.

Thus under specific economic
conditions (such as fluctuations on
the capital markets, large numbers
of — major — incidents, weak eco-
nomic activity and the like) is in place,
no one individual risk factor can be
singled out as posing a danger to the
system, while at the same time ex-
cluding the potential for danger inher-
ent in other factors. In order to avoid
going beyond the scope of this paper,
we will concentrate, however, on
three key risk factors: underwriting
risk, market risk and credit risk. We
will subsequently provide an overview
of the most common methods for risk
assessment and illustrate the most im-
portant alternative risk transfer tools.

1 The definition of �systemic risk� provided by E. Philip Davis is used; compare OeNB (2001).

Gerald Krenn
Ulrike Oschischnig
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Risk Factors in the
Insurance Industry
In principle, the risk factors in the in-
surance industry can be divided into
three groups: underwriting risk, in-
vestment risk and nontechnical risk.
Underwriting risk focuses on the na-
ture of the insurance risk that the in-
surance company is assuming by sell-
ing insurance contracts. This includes,
for example, risks associated with cal-
culating premiums, calculating con-
tingent commissions and operating
expenses. All of the risks that arise
in conjunction with the company�s as-
set management come under the
heading of investment risk; this in-
cludes obsolescence risk, interest rate
risk or valuation risk. While under-
writing risks are liability-side risks,
investment risk occurs on the asset
side of the balance sheet. All those
risks that cannot be assigned to the
two above-mentioned categories are
grouped under the heading of non-
technical risks, which include sales
risk, country risk, legal risk or man-
agement risk.

This kind of assignment of risk fac-
tors to these three main groups is the
classification method most frequently
found in the literature. In addition to
the International Association of Insur-
ance Supervisors (IAIS), the Austrian
Financial Market Authority — and in
a slightly broader form — the German
Accounting Standards Committee also
classify risk factors for the insurance
sector in this way. As a contribution
to the Solvency II discussion, the In-
ternational Association of Actuaries
(IAA) has drawn up a classification
method for the most relevant risks
an insurance company faces that is
similar to the risk classification
method that banks employ. What is in-
teresting about this type of structuring
method is that most of the risks that

banks are subject to also arise in the
insurance business. Using this method
to classify risks makes identifying risk
�hotspots� in the financial system sim-
pler in light of the increased intercon-
nection of the banking sector with the
insurance industry which has come
about as the result of the creation of
financial conglomerates and bancas-
surances. Still, it must not be forgot-
ten that the significance of individual
risks for — and their impact on — the
insurance industry certainly differs
from that for the banking sector. In
addition, some risks, such as under-
writing risk, focus on the nature of
the insurance business and are thus ap-
plicable only to the insurance sector.

In the following overview of the
key risk factors facing the insurance
industry, we will focus primarily on
systemic risks, in other words those
factors which — if clustered — pose a
potential threat to financial markets,
or those which arise when the risk
management instruments used create
a close link between the insurance in-
dustry and the banking sector, involv-
ing a potential threat to stability. The
following classification was selected:
— underwriting risk
— market risk
— credit risk
— liquidity risk
— operational risk
— other risks

Underwriting Risks
To a large extent these risks stem from
the fundamental business of the insur-
ance industry, namely selling insur-
ance policies. The risks emanate from
the dangers to which the object of the
insurance contract is exposed; these
are the risks which an insurance con-
tract is supposed to cover. In the
non-life insurance segment, these
risks include natural and man-made
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disasters and third-party liability risks.
Earthquakes, flooding, hurricanes,
volcano eruptions and the like are
considered natural disasters. Man-
made catastrophes include, for in-
stance, terrorist attacks, fires or air-
plane crashes. In comparison, the life
insurance segment is confronted with
a lower underwriting risk, as death
rates remain relatively stable. Using
historical data, corresponding death
rate tables are drawn up to calculate
risk; future developments, such as ad-
vances in the field of medicine, are
also taken into account. However, as
these tables are models based only
on forecasts, they do contain a degree
of uncertainty. For instance, epidem-
ics, natural disasters or terrorist at-
tacks can have a marked impact on
the death rate.

Similar to the life insurance seg-
ment, data that is as comprehensive
as possible on historical events is also
compiled for non-life insurance
classes to establish a relationship be-
tween where these natural disasters
occurred, when and how frequently
they occurred and what scope the
disaster had. In so doing, the potential
danger can be generally assessed. In
the past few years, despite annual
fluctuations, incidents caused by natu-
ral disasters have risen sharply overall.
However, it cannot be unambiguously
proven whether the number of natural
disasters has in fact risen in the last
few years. Rather, a rise in population
density, an upsurge in insurance con-
centration in danger zones, as well as
the fact that some modern materials
and technology are increasingly sus-
ceptible to damage are likely to be re-
sponsible for the growing occurrence
of incidents.

In addition to the risk that arises
from the sale of insurance policies,
operational processes associated with

carrying out insurance business activi-
ties, such as calculating premiums,
developing products or selling the
products (sales risk) are also subject
to risks.

In order to manage the above-
mentioned risks, insurance companies
are increasingly relying on so-called
alternative risk transfer (ART) instru-
ments in addition to traditional instru-
ments, such as increases in premiums
or reinsurance. These instruments
offer direct risk transfer via the finan-
cial markets as an alternative method
of providing risk coverage capacity.
More and more frequently, insurance
companies have been using catastro-
phe bonds (CAT bonds) in particular
to insure against the increased risks
in the non-life classes. By issuing such
bonds, the insurance companies trans-
fer a portion of the risk of a natural
disaster occurring to the bond sub-
scriber. The amount of the interest
payment and/or the repayment of
the capital investment are dependent
on whether the disasters as defined
in the bond terms actually occur. If
this is indeed the case, the investor�s
claim is limited to a payment of inter-
est or — depending on the terms of the
bond — to a portion of the invested
capital. An interest claim higher than
that of a normal bond compensates
the investor for the increased risk. In
so doing, the bond issuer (the insur-
ance company) transfers the risk
directly to the investor. With a CAT
bond the investor speculates in turn
that a natural disaster will not occur
or will only cause minimal damage.
The transactions are frequently car-
ried out via financing companies cre-
ated especially for this purpose, so-
called special purpose vehicles (SPVs)
that function as a reinsurer for the
company transferring the risk and as
the issuer of the bond at the same.
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The advantage of this kind of risk
transfer is that there is no danger of
a lack of coverage due to the contract-
ing party�s potential inability to pay,
unlike traditional direct insurers and
reinsurers. In the event of a loss, the
necessary capital is available in any
case, as it has already been provided
ahead of time.

Market Risk
As we have seen in the last few years,
market risk has become one of the
greatest risks the insurance industry
faces, and hence one of the most rele-
vant for the stability of financial mar-
kets. Market risk is defined here as po-
tential losses owing to detrimental
changes in market prices and/or other
financial variables influenced by pri-
ces. This includes share prices, interest
rates, asset prices or exchange rates. In
other words, market risk makes up a
key share of investment risk.

The assets side of an insurance
company�s balance sheet consists pri-
marily of financial investments in the
form of bonds, shares, loans and real
estate — all subject to market risk. Of-
ten occurring in complex constella-
tions, unexpected changes in share
prices, exchange rates and interest
rates can, for that reason, have a mas-
sive impact on the company. As when
and/or how much income is gener-
ated from premiums often does not
coincide with when and/or how much
the insurance company must disburse
on the basis of insurance contracts,
the funds are invested in such a man-
ner that the insurance company will
have sufficient funds available when
needed. If unexpected developments
in the financial markets prevent an in-
surance company from drawing on
enough liquid assets from its invest-

ments, it will encounter difficulties,
as it cannot meet its obligations. Such
unexpected developments are, for ex-
ample, fluctuations of interest rates or
stock prices. Thus market risk encom-
passes the interest rate fluctuation
risk, risks stemming from shares and
other equity investments, as well as
currency risk and country risk.1) For
example, currency risk can emerge
when the insurer invests in other cur-
rencies than those in which the liabil-
ities are denominated. Should it be
necessary to dissolve the capital in-
vestments at unfavorable exchange
rates, the company is forced to take
a loss. Country risk stems from herd-
ing behavior typical of institutional in-
vestors, who often concentrate invest-
ments in one geographic region or in
one economic sector. Should the ex-
pected yields fail to materialize, the
company could suffer considerable
losses, depending on how much it
has invested.

In addition to observing a number
of legal and regulatory provisions
aimed at minimizing risks stemming
from capital investments, insurance
companies also apply asset liability
management methods (ALM). ALM
basically means managing assets and li-
abilities in a coordinated manner, in
other words balancing the capital in-
vestment portfolio (assets) against
the liabilities that arise from the prod-
ucts the insurance company sells. The
objective of ALM is to completely
avoid risks by pursuing the appropri-
ate investment strategies. ALM was
originally developed to bring rising
interest rate risk, which had cropped
up when interest rates became notice-
ably more volatile in the 1970s, under
control. In this new and uncertain en-
vironment, several insurance compa-

1 Country risk is more broadly defined for insurance companies than it usually is for the banking sector.
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nies were no longer able to manage
their interest rate risk and were forced
to file for bankruptcy. As techniques
for managing interest rate risk were
developed further, risk models were
expanded to non-interest rate risks.
Consequently, ALM became an im-
portant management tool for prod-
uct-specific risks, as well as for gen-
eral entrepreneurial risks. Value at
risk (VaR) models are used in addition
to ALM; these models were intro-
duced for the first time in the banking
sector in the mid-1990s and serve to
manage short-term market risk for
portfolios.

Credit Risk
Credit risk basically means the risk
that a counterparty cannot meet its li-
abilities. Even if a counterparty does
manage to meet its liabilities, the
value of a given item may decline if
its rating is downgraded. Conse-
quently, the insurance company will
be subject to credit risk whenever
changes in the economic policy frame-
work entail adverse changes in the
creditworthiness of invested assets.
Mortgages as well are subject to credit
risk, which must be adequately as-
sessed by means of internal ratings.

When managing credit risk, insur-
ance companies must primarily look
to avoid concentration risk (e.g. con-
centration of investments in a particu-
lar investment category, low degree
of portfolio diversification) and strive
to achieve as much diversification in
their investments as possible.

However, reinsurance companies
represent the most significant compo-
nent of credit risk, in particular when
it becomes impossible for them to
meet their liabilities vis-a‘-vis direct in-
surers, as they themselves are faced
with financial difficulties. Worldwide
there are some 200 professional rein-

surance companies in the sector, in
addition to the numerous direct insur-
ance companies who also act as rein-
surers. A reinsurer is the insurer for
the insurance company. Direct insur-
ance companies shift risks to reinsur-
ance companies as the risks either
exceed their capacities or because
they are unwilling to assume the risks
alone for other reasons. The transfer
of the direct insurer�s risk also means
a greater potential threat to the rein-
surer, in particular as reinsurers pri-
marily insure disaster risks and other
large risks. Thus reinsurer�s job is to
provide its clients with the desired
coverage while structuring its own re-
insurance portfolio in a way that will
allow it to achieve an actuarial balance
— and to make a profit. The reinsurer
achieves a balance in the risks it as-
sumes by diversifying its activities
internationally in several insurance
segments and by reinsuring itself in
turn against risks that exceed its own
capacities.

So-called finite risk reinsurance
concepts are increasingly being used
to supplement traditional reinsurance
methods. Finite risk solutions shift
the focus away from traditional risk
transfers to risk financing; to a large
degree the insured party actually fi-
nances the risk itself. This is mainly
done by spreading the risk out over
time. Over the course of several years,
the direct insurer pays a fixed amount
into a fund. The amount paid into the
fund is calculated to cover the entire
insured sum on the basis of the life
of the policy. The policyholder is
entitled to the insured sum in the
entire amount from the first day of
the life of the policy to insure against
certain risks. This method helps to
cushion insurance cycles. The nature
of finite risk lies therefore in the lim-
ited risk transfer to the reinsurer, the
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contract duration over several years
and the explicit calculation of future
capital investment gains when setting
prices.

Liquidity Risk
Closely related to market risk, liquid-
ity risk is the risk of not being able to
meet payment liabilities when due.
The liquidity of an investment is de-
fined by how quickly and to what ex-
tent it can be converted into cash. The
ability to convert the investment into
cash is, however, dependent on several
factors which influence the scope of
the liquidity risk. In addition to gen-
eral market conditions which necessi-
tate the dissolution of an investment
under unfavorable conditions, an un-
expected demand for liquidity may
be triggered by a credit rating down-
grade, negative publicity (whether
justified or not) or reports of prob-
lems of other companies in the same
or similar lines of business. Further-
more, company-specific characteris-
tics can influence liquidity risk, for in-
stance, if few contract holders control
large sums of money, if the insurance
company�s size limits its access to cap-
ital markets, or if insufficient precau-
tions were made for short-term bor-
rowing (e.g. a credit line that is too re-
strictive).

In order to manage liquidity risk,
insurers pursue various hedging
strategies in addition to the already
above-mentioned ALM.

Operational Risk and Other Risks
Operational risk indicates the potential
for losses as a result of inadequate be-
havior or failure on the part of employ-
ees, management, internal processes
or systems, technologies or external
events. To manage this kind of risk, in-
surance companies use standard risk
models that draw on historical data.

All risks that cannot be grouped
into the above-mentioned categories
come under the heading of �other
risks.� These include, for instance,
legal and regulatory risks that result
from changes in the legal framework
or the regulatory environment, as
well as political risks. As insurance
companies have hardly any influence
on these kinds of risks, it is very diffi-
cult to bring them under control. Pro-
tection against these risks is mainly
limited to keeping a close watch on
the environment in which insurers op-
erate, as well as lobbying.

Risk Assessment Methods
In keeping with insurance companies�
core competence, model-based ap-
proaches to risk assessment were
developed early on for underwriting
risk. As a case in point, the field of ac-
tuarial mathematics was established at
universities at the beginning of the
20th century. However, the stochastic
principles of this field of mathematics,
which has since come into its own, are
also of fundamental importance for
many of the risks that arise in cap-
ital investment. Accordingly, certain
methods of underwriting risk assess-
ment have a counterpart in investment
risk assessment. An example is the
collective risk model, which is based
on the one hand on modeling the fre-
quency and the coincidence of events
of loss, and on the other hand on
modeling the amount of losses result-
ing from these events. Similarly, the
modeling of credit risk in capital
investment relies on the statistical
description of the number of credit
events (bankruptcies or rating down-
grades) and the amount of loss should
a credit event occur.

At least two risk components can
be pinpointed when modeling under-
writing risks: process risk and uncer-

Financial Stability Report 6 67�

Systemic Risk Factors in the Insurance Industry

and Methods for Risk Assessment



tainty risk. Uncertainty risk occurs
when the stochastic model of the proc-
ess that generates losses is flawed or in-
adequate. For instance, a specific sto-
chastic model may not be correctly
specified in order to reflect the proba-
bility distribution of the amount of
damage. Another example of uncer-
tainty risk is the incorrect estimation
of parameters. However, even if the
underlying probability model is en-
tirely known — in other words when
uncertainty risk is precluded — any ac-
tually observed loss still is the outcome
of a random process. Therefore ex-
treme losses — although not likely —
are still possible. Process risk is defined
as possibly not having enough coverage
in the form of incoming premiums or
built-up reserves should extreme
events occur (e.g. clustering of dam-
age, particularly large-scale damage).

The collective risk model men-
tioned above is a concrete method
for assessing underwriting risk. With
this model, the probability distribu-
tions of the frequencies and amounts
of individual damages observed within
a particular insurance segment are
calibrated in a first step. These two
distributions are then used to deter-
mine the distribution of total damage
within the segment. The losses within
the segment result from the differ-
ence between the total damage and
the premiums available to cover the
damage. The distribution of total
damage can be used to determine
the probability with which a particu-
lar loss amount will be exceeded.
Vice-versa, by applying the total
damage distribution for a given prob-
ability it is possible to determine the
amount of loss which is exceeded
only with that probability. Losses as-

certained in this manner constitute
the segment�s �underwriting� value-
at-risk (VaR).

The use of VaR as a risk manage-
ment tool for the trading book has
been well established in the banking
sector for several years. Transposing
the VaR concept to capital invest-
ments made by insurance companies
seems at first glance to be an obvious
move; however, it is subject to limita-
tions. The reason for this lies mainly
in the differing objectives of holding
specific positions. In the case of banks�
trading books, the goal is to post prof-
its by exploiting relatively short-term
price changes. For that reason the fo-
cus is on short holding periods (two
weeks are typical) which replicate
the maximum period of time positions
must be held before they can be
closed. The focus is on market value
losses within this holding period. In
the case of capital investments made
by insurance companies, funds are in-
vested in securities with the goal of
drawing an income which will cover
payment liabilities arising from insur-
ance contracts. Therefore, the focus
is on longer holding periods, whereby
income effects take precedence over
market value effects. This implies that
insurance companies use ALM meth-
ods as the primary tool to manage
their investment risk. In any case, cir-
cumspection is in order when adapt-
ing VaR models developed for the
banking sector to the needs of the in-
surance industry.

Alternative Risk Transfer
Tools
In addition to traditional methods for
insuring against risks, such as rein-
surance, captives1) and risk retention

1 A captive as defined in the insurance industry is an insurance or reinsurance company which is wholly owned by
a company or a group of noninsurance companies.
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groups1), insurance companies are in-
creasingly turning to alternative risk
transfer tools. In light of the develop-
ments in the insurance sector in the last
few years, which have been marked by
a rise in risks stemming from natural
disasters and capital investments, as
well as the fact that insurance compa-
nies� ability to cover these risks has
put the insurance market to the test,
the development of new tools to man-
age risks in the insurance industry has
taken on a special significance. What
these instruments have in common is
that the financial markets assume insur-
ance-specific risks, and financial con-
tracts function as risk management
tools. These alternative risk transfer
instruments (ARTs) include, in addi-
tion to the CAT bonds already men-
tioned above, a broad spectrum of in-
surance securitization products that
tap financial markets as an additional
source of finance. In principle these
products can be divided into insurance
risk bonds and insurance derivatives.
The following section outlines some
of these tools.

Contingent Capital
The purpose of a contingent capital
solution is to secure an insurer�s finan-
cial strength in the wake of a large-
scale event of a loss, as at this time
borrowing is in any case costly, if it
is at all possible. These instruments
provide the buyer with the right to is-
sue and sell securities for a fixed pe-
riod of time at a previously defined
price if a predefined event (e.g. a nat-
ural disaster) occurs.

Asset-Backed Securities
Asset-backed securities (ABSs) are a
tool used to securitize credit risks.

Normally a company�s credit claims
are grouped according to various cri-
teria and sold to a special purpose ve-
hicle. The financing company finances
the purchase of these credit claims by
issuing a bond, an ABS. The special
purpose vehicle receives interest and
debt payments from the purchased
credit volume with which it repays
the interest rate on the ABS and the
entire bond when the loans become
due. As the risk of default is transfer-
red indirectly to the investor, the ABS
involves a credit risk for the investor.
Like fixed income securities, ABSs are
usually traded on the stock market;
however, the market was limited to
the U.S.A. until just a few years ago.
In recent times this type of securitiza-
tion method has gained in importance
in Europe as well, even though it still
accounts for a very small share of trad-
ing.

Pure Insurance Derivatives
Pure insurance derivatives, which
transfer insurance risks to or via the
capital markets and, unlike insurance
risk bonds, do not provide prior liq-
uidity to safeguard maximum liability,
can be designed as swaps or options.
These tools therefore transfer insur-
ance risks to capital market investors,
rather than the reinsurance market, in
the form of a derivative. The investors
assume insurance risks by way of a
capital market instrument.

By using PCS (property claims
service) catastrophe call options, the
insurance company can protect its
liability side. Catastrophe call options
are standardized contracts that pro-
vide the purchaser with a cash pay-
ment if an index measuring catastro-
phe losses exceeds a certain level. If

1 Risk retention groups (RRGs) are an American phenomenon and were introduced in 1986 to provide U.S.
companies with alternative access to third-party liability insurance.
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the catastrophe index remains below
this level for the prespecified period
of time, the options expire worthless
and the seller keeps the premium. If
the index exceeds this level, the pur-
chaser of the option receives a cash
payment equal to the difference be-
tween the catastrophe index and the
level price.

However, pure insurance deriva-
tives harbor a counterparty risk,
which manifests itself whenever the
investors cannot meet the indemnifi-
cation as the indemnification pay-
ments are made only after the occur-
rence of a given event. In the case of
a insurance risk bond, on the other
hand, the proceeds from the bond is-
sue are already available in advance.

Catastrophe Swaps
Catastrophe swaps are among the
most common tools used to transfer
catastrophe risk, in addition to CAT
bonds. Here, fixed payments made
by the investor are swapped for pay-
ments whose value is dependent on
the occurrence of an event of a loss.
Unlike CAT bonds, catastrophe swaps
do not tie up the capital in a special
purpose vehicle; however, they do
pose a credit risk (the default of a
counterparty).

Outlook
Until just a few years ago, insurance
companies� risk management tended
to be a segment-by-segment ap-
proach. As risks have become more
and more complex, affecting a num-
ber of segments at the same time, a
more comprehensive approach is
needed for modeling risk concepts.
Furthermore, we have seen that the
insurability of risks is limited by a lack
of experience (as in the case of the
Y2K conversion), and many risks are
simply too large to be insured. In

these cases ART products help supple-
ment capacity or shift the focus away
from risk transfer to risk financing,
expanding the area of application for
risk management solutions. ART
products have evolved successfully in
the last few years not only because
they can compete in price with rein-
surance products, but also because
they offer more liquidity and greater
transparency within the sector. Ac-
cording to a SwissRe study (2003)
the market volume of ART products
in 2001 came to USD 163 billion.
The present situation, marked by stiff
competition, in particular in the non-
life segment, is encouraging the trend
toward using ART products to replace
traditional insurance methods. For
that reason, the reinsurer SwissRe
forecasts annual volume growth of ap-
proximately 15% over the next two
years.

Repercussions for
Financial Stability
In the last few years, the insurance in-
dustry has gained significance for fi-
nancial markets: First, the market
for direct insurers and reinsurers has
grown in the last twenty years as a re-
sult of the increased events of loss, es-
pecially in the non-life insurance seg-
ment; second, insurance companies
have become more important on
global financial markets in their role
as investors and financial intermedia-
ries. Insurance companies not only in-
sure the financial risks of other market
participants, but are also increasingly
transferring their own risks via the
capital markets. As a result, the boun-
daries between the insurance sector
and the banking sector are becoming
more and more blurred, in particular
because of the numerous financial in-
struments that have been developed
in recent years. Unlike in the banking
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sector, very little is known about the
actual scope of direct insurers� and re-
insurers� financial market activities,
partly because the regulatory frame-
work is less uniform across countries
(in particular for the reinsurance sec-
tor), partly because only limited expe-
rience has been gained with the finan-
cial market tools insurance companies
use. For example, there is little data
available on insurance companies�
off-balance sheet transactions, and
not enough information has been
gathered on whether market and
credit risk management developments
can keep pace with the insurers�
growing involvement in the financial
markets, or whether market and
credit risk management is applied ad-
equately.

As ART instruments offer insur-
ance companies the possibility of
choosing from a broader range of risk
transfer products and, in so doing, di-
versifying their risk portfolio, their
use should principally contribute to fi-
nancial market stability and improve
the efficiency of international financial
systems. Nevertheless, the growing
use of these instruments poses a po-
tential risk according to the available
literature (e.g. IMF, 2003; Rule, 2001).
First, to a certain extent these prod-
ucts are subject to cyclical and eco-
nomic policy factors, which have an
impact on the volume of ART prod-
ucts. For instance, when loan con-
ditions become more restrictive, re-
course to contingent capital or asset-
backed securities can be expected to
increase. On the other hand, account-
ing scandals in the United States have
proved to be a considerable handicap
to the market establishment of CAT
bonds or other ART products trans-
acted by special purpose vehicles. The
image of special purpose vehicles, off-
balance sheet financing and measures

used to smooth income have suffered
from the recent financial scandals, so
that traditional risk management solu-
tions regained attractiveness.

Second, the growing importance
of rating agencies also poses a poten-
tial danger. To cut costs, companies
often rely on rating agencies to assess
risk. It may be a rational decision to
use ratings as an objective measure
of credit risk in individual cases;
however, as frequently documented
in the literature, problems can arise if
several market participants choose to
rely on rating agencies as a criterion
in their decision-making process,
especially if they are contractually
bound to ratings decisions in a similar
way, setting in motion large volumes
of capital — not unlike the herding
phenomenon.

Third, many ART products, such
as asset-backed securities or catastro-
phe swaps, also harbor a credit risk
for investors (default of a counter-
party). In this context, more informa-
tion on who is buying these products
and therefore assuming the risk would
allow a better assessment of the extent
towhich the banking sector is involved.

And finally, it must be taken into
account that the use of ART products
reinforces the linkages between the
banking sector and the insurance sec-
tor. In particular the use of derivative
products aimed at transferring credit
risk may be considered a potential
danger. However, the lack of available
data on the actual scope of transferred
volume, as well as the increasing lack
of transparency, virtually rule out a
sound analysis of the repercussions
on financial stability.

In addition to the risks that result
from transferring credit risk, the grow-
ing interconnectionbetween the bank-
ing sector and the insurance sector in
the form of bancassurances and finan-
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cial conglomerates also poses a risk to
financial market stability according to
ECB (2003). Especially in the last few
years banks and insurance companies
have been taking advantage of the ben-
efits of bancassurances and have sup-
plemented their core competences
by adding profitable business segments
that are no longer consistent with
their original business activities. This
trend is underpinned in particular by
comprehensive steps toward deregula-
tion in the global financial markets.
However, while the increased cooper-
ation between the banking sector and
the insurance industry expands the
possibilities for posting gains due to
new business activities, according to
ECB (2003) it also encompasses a risk
of contagion. This risk became evi-
dent especially in the last few years,
when turbulences rocked international
capital markets.

Opinion is split in the literature
(IMF, 2002; Swiss Re, 2002; Lane,
2002) over the role of reinsurance
companies within the context of fi-
nancial stability. On one hand rein-
surance companies have considerable
importance, as a large portion of risk
is traditionally still transferred to re-
insurers. In light of the consolidation
trend in the reinsurance sector in the
last few years, it can be assumed that
the concentration of risk is growing.

Should systemically important com-
panies encounter financial difficulties
— or even become insolvent — at the
same time, a considerable credit risk
for counterparties may result.

In the literature, the smooth co-
operation of supervisory bodies and
market discipline is presented as a
counterargument, allowing us to de-
tect warning signals early on and take
appropriate action. Furthermore, it is
argued, the volume of direct bank
exposures granted to the insurance
sector is too small to pose a potential
danger. The same is true of the vol-
ume of ART products, so the argu-
ment goes, which is still estimated
to be low.

In summary, it can be stated that
there is limited experience thus far
with newly developed financial in-
struments, as well as a lack of availa-
ble data (for example in the OTC
segment) and information on the
scope, volume and nature of the in-
surance industry�s financial market
activities. Therefore, further devel-
opments need to be carefully moni-
tored. Supervisory bodies and central
banks have already taken initiatives
aimed at gathering more detailed in-
formation that would allow to quan-
tify the insurance industry�s financial
market activities, therefore making
it easier to assess any potential risks.
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Introduction
The core element of the third quanti-
tative impact study (QIS 3) was an
analysis of the changes in risk-
weighted assets (RWA) resulting from
a comparison of the new approaches
introduced by the Basel II framework
with the current Accord. An increase
in RWA is tantamount to a higher cap-
ital requirement.2)

The analysis focused on two key
indicators: first, the relative change
in RWA, which enables us to quantify
the impact of the new approaches on
the capital requirement in the individ-
ual exposure categories, and, second,
the so-called contribution of changes
in the individual exposure categories
to the aggregate result. This contri-
bution, which is calculated by multi-
plying the percentage share of RWA
for one exposure category in total
RWA by the relative change under
the Basel II framework, allows us to
assess the impact on the aggregate
result. As an example, RWA as a
percentage of loans to sovereigns
increased considerably (in some cases
by several hundred percent) across
all aggregated reports (G-10, Europe)
and the majority of the individual
country reports (e.g. Germany). The
relative change in RWA is thus sub-
stantial. At the same time, the abso-
lute amount of RWA for sovereign ex-
posures is very low (e.g. less than 1%
of total RWA in the Austrian sample),
and, by extension, their contribution
to the aggregate result is not very
high.

The following considerations have
to be taken into account when analyz-
ing and interpreting the data given
below:
— The published results are not only

based on actual data but also on
estimates and reflect the status as
at about four years prior to the
entering into force of the new
Accord. Moreover, neither the
new framework itself nor its im-
plementation by banks has yet
been concluded. Thus, the results
presented in this paper must be
seen as a snapshot of current con-
ditions. Further changes will have
occurred by the time the final
Accord has been published and
fully implemented by banks, and
these modifications may and most
probably will have a substantial
impact on the results published
in this paper.

— The banks calculated their results
on the basis of the QIS 3 Techni-
cal Guidance documentation. The
modifications contained in the
third consultative paper (CP3)
were taken into account retroac-
tively to the extent possible, al-
though the CP3 does not reflect
the most recent changes to the
new framework. In addition, the
EU draft Directive, which will
have a major impact on the imple-
mentation of the new capital ade-
quacy rules in Austria, introduces
a series of important changes, as
for example �permanent partial
use�3) with regard to bank and

1 The conclusions drawn from the QIS 3 results, which are presented in this paper, would not have been possible
without the manifold contributions of the OeNB staff members involved in the preparation of the country
report for Austria. In the first place I would like to thank Yi-Der Kuo and Brigit Wlaschitz for their active
support. Moreover, I would like to thank the following colleagues for their valuable contributions: Nikolaus
Bo‹ck, Gabriela de Raaij, Evgenia Glogova, Mario Oschischnig and Vanessa Redak.

2 The correlation tier1þ tier 2 capital
risk-weighted assets = capital ratio in % ‡ 8%) continues to apply under the new Basel

Accord.
3 Under the IRB approach, banks are given the option to continue applying the standardized approach for

certain asset categories that fall below a specified materiality threshold.

Alexander Tscherteu
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sovereign portfolios, which is not
contained in the Basel II frame-
work and therefore not reflected
in the results.

— Moreover, the borrowers� proba-
bilities of default (PD) were esti-
mated on the basis of the rating
models currently used. However,
by 2007, when banks will actually
apply the new rules, they are likely
to have greatly refined their rating
tools, which is bound to allow for
a much more precise and finely
tuned PD assessment.

— Furthermore, banks will increas-
ingly be taking recourse to credit
risk mitigation techniques, a fact
the QIS 3 figures also fail to re-
flect.

— Finally, the banks that participated
in the field test made a formidable
effort to provide the required data
at short notice, for which we are
very grateful. This time con-
straint, however, also increased
the risk of data errors.

Aggregate Result
As noted in the Financial Stability Re-
port 5,1) a total of 18 banks were in-
cluded in the Austrian sample, all of
which sent in data based on the stand-
ardized approach and 11 of which
additionally provided data based on
the foundation IRB approach (FIRB).

In the majority of the QIS 3
country reports, the aggregate result
equals a simple, often unweighted
average of the data reported by the
individual banks. Under such an ap-
proach, the effect of small banks on
the overall result is overstated and
that of large banks understated. The
distorting effect inherent in such an
approach is likely to be particularly
pronounced for the Austrian aggre-
gate result as the assets reported by
banks included in the Austrian sample
sometimes differ by a factor of 1,000.
The presentation of the Austrian ag-
gregate result in tables 1 and 2 is
therefore based on a different ap-
proach. In a first step, we summed

1 See Redak and Tscherteu (2003).

Table 1

Comparison: Capital Ratio for the Aggregate Sample

Current approach Standardized approach

EUR billion

Eligible capital 15.8 15.6
Risk-weighted assets 115.9 123.0

%

Capital ratio 13.6 12.7

Source: Austrian country report.

Table 2

Comparison: Capital Ratio of IRB Banks

Current approach Standardized approach FIRB

EUR billion

Eligible capital 9.7 9.6 9.6
Risk-weighted assets 62.7 70.3 67.8

%

Capital ratio 15.5 13.7 14.2

Source: Austrian country report.
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the eligible capital as well as the calcu-
lated RWA of all banks before com-
puting the capital ratio for the entire
sample. The participating banks are
thus treated as if they were a single
institution.

Overall, the 18 banks reported
about EUR 16 billion of eligible capi-
tal under both the new standardized
approach and the current Accord.
This figure compares with about
EUR 116 billion of RWA under the
current Accord. Under the standar-
dized approach and including opera-
tional risk, the RWA increase to
EUR 123 billion. As a consequence,
the banks� capital ratio drops slightly
to 12.7% under the standardized ap-
proach but continues to be well above
the minimum requirement of 8%. In
other words, under the new standar-
dized approach the 18 banks would
still be in a position to increase their
risk-weighted assets by more than
50% without falling below the mini-
mum capital requirement of 8%. This
represents a respectable capital buffer.

When we carry out the same ag-
gregation for the 11 banks that also
applied the foundation IRB approach,
the following picture emerges: The

application of the standardized ap-
proach again results in an increase in
the RWA and a decrease in the capital
ratio. Under the FIRB approach, how-
ever, the RWA decrease markedly. All
in all, the capital ratio for the 11 IRB
banks is considerably above that of
the aggregate sample and hence trans-
lates into an even greater capital buf-
fer compared with the minimum cap-
ital requirement of 8%.

In calculating some further key in-
dicators, we again started out from
unweighted averages. In a first step,
we tested the sample for a correlation
between the size of the reporting bank
and the results obtained by using the
standardized and foundation IRB ap-
proaches. It must be noted in this con-
text that comparisons of international
results usually only differentiate be-
tween Group 1 and Group 2 banks.1)
As the Austrian banking sample con-
sists exclusively of Group 2 banks, this
differentiation cannot be applied to
the Austrian sample. To take account
of this fact, we therefore adopted a
finer gradation. The assets reported
by the 18 banks using the standardized
approach were differentiated by size
and allocated to one of four classes.
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1 Group 1 banks are banks with tier 1 capital in excess of EUR 3 billion; all other banks fall into Group 2. See
also the International Comparison section.
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Each of these classes contained four to
five banks. Chart 1 illustrates the re-
sult.

The vertical axis measures the
change in RWA under the standar-
dized approach in comparison with
the current Accord. The dot on the
vertical line marks the equally
weighted average of all banks in the
respective size class, whereas the line
itself represents the variability of the
results obtained for the banks in the
respective size class. As the chart
clearly shows, under the standardized
approach1) the increase in RWA is the
more pronounced the larger the bank.

In chart 2, we made a similar dif-
ferentiation for the 11 banks that had
calculated the foundation IRB ap-
proach in addition to the standardized
approach. In a first step, we subdi-
vided the sample into banks with as-
sets below EUR 10 billion (6) and
banks with assets above EUR 10 bil-
lion (5). Then we marked the changes
for the comparison of the standar-

dized and the foundation IRB ap-
proaches with the current Accord
each. Again, smaller banks are seen
to exhibit a lower increase in or larger
discount on RWA than larger banks.
Another notable feature is that while
all banks benefit from a changeover
from the standardized to the founda-
tion IRB approach, the smaller banks
exhibit a more pronounced reduction
in RWA under the foundation IRB ap-
proach.

Finally, the sample was tested to
determine whether sectoral groupings
had a material impact on the aggregate
result. As pointed out by Redak and
Tscherteu (2003), the large share of
IRB banks in the Austrian QIS 3 sam-
ple is primarily attributable to the
efforts undertaken in the individual
banking sectors to find a common
solution for implementing the new
Accord. The sample comprised six
Raiffeisen credit cooperatives and four
banks from the Austrian savings bank
sector. The results for both the stand-

1 Under the standardized approach, total RWA are calculated as the sum total of the RWA for the credit, market
and operational risks.

�������

����"	
��
�

������
��
�=�

'�	�������>��
���
3��$
��������
	�
������	
��������,

����	�
$�������
�����%
�	#���

��

�	

�

	


�


�	


��


�	


��

���#��#'?�#
.��()�H���$��	��'��'�/

�8$*
.��()�H���$��	��'��'�/

���#��#'?�#
�.��()�E���$��	��'��'�/

�8$*
.��()�E���$��	��'��'�/

Financial Stability Report 6 77�

The Third Quantitative Impact Study (Basel II):

An In-Depth Analysis of

Regional and International Results



ardized and foundation IRB ap-
proaches for these banks had been
computed separately. As is evident
from chart 3, the standardized ap-
proach results are almost identical
for the two sectors. Both the averages
and the degrees of variability are quite
similar. Under the foundation IRB ap-
proach, the savings banks exhibit a
markedly lower average, though the
variability of the individual results is
somewhat greater.

To summarize, the comparison
showed that the size of the credit insti-
tutions, but not the sectoral groupings
had an impact on the volume of RWA
under the new approaches introduced
by Basel II.

Result
by Exposure Category
Let us now focus on the individual ex-
posure categories. Here, we need to
answer two questions: How does the
new capital adequacy framework im-

pact on the individual types of expo-
sure, and which of these exposure cat-
egories have a material impact on the
aggregate result?

Chart 4 illustrates the share of the
individual exposure categories in total
reported assets. The five exposure
categories shown account for about
90% of total reported assets and rep-
resent over 85% of the RWA.1) As in
charts 1 to 3, the dot represents the
unweighted average of the respective
exposure category in total exposures,
whereas the length of the vertical line
shows the variability within the re-
spective exposure category. Exposures
to corporates, for example, account
for an average share of about 14% in
total assets, whereas bank exposures
amount to almost 30%. Retail expo-
sures, which account for a share of
about 14% on average, exhibit the
greatest variability. The sample in-
cluded banks with no retail exposures
at all as well as banks with credit expo-
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1 We restricted our analysis to these five exposure categories because they virtually are the main determinants and
because all banks included in the sample reported data for them. This allows us to make statements for the
entire sample.
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sures in the retail category accounting
for more than two thirds of total ex-
posures. At the microlevel, we find
that small banks generally have a
larger share of retail exposures. The
reverse is usually true for corporate
and bank exposures. The two largest
subcategories are bank exposures and
exposures to small and medium-sized
enterprises (SMEs); the two of them
together account for about half of
the participating banks� total expo-
sures.1)

Table 3 shows the average un-
weighted change in RWA under the
standardized and the foundation IRB
approaches in comparison with the
current Accord. Except for sovereign
and bank exposures, the RWA are

lower for all exposure categories
when calculated in accordance with
the two new approaches.

Under the standardized approach,
this decrease is most pronounced for
retail exposures, followed by SME
and corporate exposures, with the
latter two exhibiting slightly lower
RWA than under the current Accord.
For bank exposures, by contrast, the
standardized approach yields mark-
edly higher RWA on average; the
RWA figures for sovereign exposures
show a very steep increase. However,
as is evident from the last column in
table 3, which shows RWA for the in-
dividual exposure categories in rela-
tion to total RWA under the current
Accord, this strong increase in the
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Table 3

Change in RWA — Austrian Sample

Change in RWA Share in RWA

Standardized approach FIRB approach Current Accord

%

Corporate �3 �22 22.4
Sovereign 136 386 0.5
Bank 42 30 8.1
Retail (total) �18 �35 16.8
Residential �21 �42 . .
Other retail �20 �35 . .

SME (total) �5 �2 32.9
thereof: corporate 2 4 . .

retail �17 �29 . .

Source: Austrian country report.
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sovereign subcategory relates to a very
small share of only 0.5% of total
RWA. Hence, the effect on the overall
result is not very pronounced. Of a
total of EUR 116 billion of reported
RWA, a mere EUR 0.57 billion relate
to sovereign exposures.

Under the foundation IRB ap-
proach, the ranking of the capital re-
duction per exposure category re-
mains almost the same, but the rela-
tive changes are more pronounced.
Retail exposures benefit even more
from switching from the current
framework to the foundation IRB ap-
proach. At 35%, the decline is double
the rate obtained under the standar-
dized approach. Corporate exposures
also benefit by a relatively high mar-
gin. A decrease in the RWA by one
fifth implies a reduction in the cost
of capital by the same rate. The
RWA for sovereign exposures increase
at an even higher rate in the IRB
sample than under the standardized
approach. This is mainly traceable to
the effect of two outliers, namely
two banks that record only minimal
RWA for their sovereign exposures
under the current framework, and
which thus cause a pronounced up-
ward distortion of the overall result.

TheQIS3 data provide the basis for
an even finer differentiation of the ef-
fects the new approaches have on indi-
vidual exposure categories. The data
reported for the individual exposure
categories were subdivided further by
credit lines actually drawn and loan
commitments. We found that with re-
gard to drawn credit lines the new ap-
proaches resulted in a decline in RWA
in all the above exposure categories
and subcategories. The only excep-
tions were exposures to sovereigns
and banks. RWA for loan commit-

ments, by contrast, increased in all ex-
posure categories under the new ap-
proaches. However, as became evident
from bank-internal estimates of loss
given default (LGD) and exposure at
default (EAD) provided by banks that
used the advanced IRB approach in
the QIS 3 exercise, increasing the risk
weights of loan commitments is basi-
cally justified and actually eliminates a
weakness of the current Accord.

Having analyzed the effects of the
new framework on the individual ex-
posure categories and having learned
more about the distribution of the
individual exposure categories, we
may draw the following conclusion:
The markedly lower level of RWA
observed for small banks under the
new approaches is not primarily due
to their size, but rather to the fields
of business in which these banks oper-
ate. TheQIS 3 results provide evidence
that a strong concentration on the re-
tail business has a positive effect on
the size of the RWA.Chart 5 once again
illustrates this relationship for banks
applying the standardized approach,
and so does chart 6 for IRB banks.
The vertical axis shows the share of re-
tail exposures in total exposures, while
the horizontal axis reflects the overall
change in the RWA, with the standar-
dized approach and the foundation
IRB approach each compared with
the current Accord. The charts indi-
cate that banks with a high share of re-
tail exposures generally tend to exhibit
lower RWA. The trend lines included
in the charts additionally underscore
this relationship. The variability of
the data points is ascribable to the fact
that banks reported differing default
rates on retail loans. Naturally, these
have a pronounced effect on the vol-
ume of RWA.
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International Comparison
The QIS 3 exercise has spawned a
wealth of country and aggregated re-
ports. Table 4 presents a comparison
of the results for Austria, Germany
and the G-10 countries. Generally,
the international reports show simi-
larities with the Austrian sample.
Large banks, i.e. Group 1 banks, ex-
hibit a stronger increase in RWA
across all approaches than Group 2
banks. Generally speaking, all banks
benefit from the transition to the
IRB approach, but again the decline
is more pronounced for Group 2
banks than for their Group 1 counter-
parts. This comparison confirms the
conclusions drawn in the previous

section. Small banks with a business
focus on retail and SME customers
benefit from the more favorable capi-
tal charges applicable to these cate-
gories and are less affected by the
rather higher charges for sovereign,
bank and specialized lending expo-
sures, as their share in these fields of
business is lower. The Austrian results
generally lie between those of Group1
and Group 2 banks. In the absence of
any Group 1 bank in Austria, the
banks with a business focus other than
the retail business obtained results that
are chiefly comparable with those of
Group 2 banks and thus were respon-
sible for the general result lying be-
tween that of Group 1 and Group 2.
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However, in analyzing the results,
one has to bear in mind that the vari-
ability of the individual bank results is
enormous. Thus, under the standar-
dized approach, the maximum values
obtained for the G-10 sample vary be-
tween —15% and +84% for Group 1
banks and between —23% and +81%
for Group 2 banks. The EU sample
similarly contained values ranging
from —7% to +31% and —67% to
+81%, respectively. The same applies
to the foundation IRB approach,
which yielded an across-the-board
variability of nearly 100 percentage
points; the results are distributed
more symmetrically around zero (=
no change in RWA) though.

Table 5 shows the change in RWA
under the standardized approach,
subdivided into the most important
exposure categories. Generally, the
changes in RWA are largely similar
across the different samples. The dif-
ferences are such that they can be
attributed to differences in the recog-

nition of eligible collateral as well as
differing measures of default risk,
conservative estimates and similar
factors. In the Austrian sample, the
outlier in the category of sovereign
exposures is attributable to the fact
that, by comparison, neither the G-10
nor the German result comprised
those banks that under the current
framework exhibit very low RWA
for sovereign exposures or none at
all. For this group of banks the change
in comparison with the standardized
approach is either not defined or very
high, but always relates to a very low
exposure volume, which in turn
results in an overstatement of the
effects. In the Austrian country report
the sample remained unchanged.

An international comparison of
the results obtained for the foundation
IRB approach confirms the above-de-
scribed changes observed for the Aus-
trian sample. Compared with the
standardized approach, RWA again
decline markedly for retail exposures

Table 4

Change in RWA — International Comparison

Austria G-10 Germany

Group 1 banks Group 2 banks Group 1 banks Group 2 banks

%

Standardized 7 11 3 12 0
FIRB —2 3 —19 0 —10

Source: Country reports of Germany, G-10, Austria.

Table 5

Change in RWA — Standardized Approach

Austria G-10 Germany

Group 1 banks Group 2 banks Group 1 banks Group 2 banks

%

Corporate �3 1 �10 1 �10
Sovereign 136 19 1 19 1
Bank 42 43 15 43 15
Retail (total) �18 �21 �19 �25 �23
Residential �21 �20 �14 �27 �20
Other retail �20 �22 �19 �23 �20

SME (total) �5 �3 �5 �4 �6
thereof: corporate 2 . . . . 1 1

retail �17 . . . . �13 �12

Source: Country reports of Germany, G-10, Austria.
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and, to a somewhat lesser degree, for
corporate and SME exposures. Like in
the Austrian sample, the cost of capi-
tal for bank exposures increases
slightly for Group 1 banks and de-
creases for Group 2 banks. As regards
retail exposures, Austria fails to match
the high rate of decline in RWA ob-
served especially for G-10 banks un-
der the IRB approach. This might be
attributable to the fact that residential
mortgage loans are eligible for state
guarantees in some countries, which
may have resulted in a perceptible
reduction in loss given default in
comparison with Austria. Moreover,
at about 32% of total retail loans,
the share of residential mortgage loans
reported by Austrian banks was con-
siderably lower than, for instance,
the roughly two-thirds reported by
German banks.

A conspicuous feature that be-
comes evident from the data shown

in tables 5 and 6 is that Austrian cor-
porate exposures, in comparison with
the other samples, benefit perceptibly
from the changeover from the stand-
ardized to the foundation IRB ap-
proach, whereas SME exposures
treated as corporate exposures deteri-
orate slightly against the general
trend. For this reason, we analyze
the reported credit risk estimates in
the corporate and SME categories in
more detail below. Table 7 shows the
credit risk estimates reported for cor-
porate loans in the individual samples.
We see that corporate exposures with
a probability of default (PD) of less
than 0.2% are substantially higher in
the Austrian sample than in the sample
of German Group 1 and Group 2
banks. At the same time, the share
of exposures with a PD higher than
0.8% is markedly lower at about
17%. In the Austrian sample, the
LGD rate (net of reported collateral)

Table 6

Change in RWA — Foundation IRB Approach

Austria G-10 Germany

Group 1 banks Group 2 banks Group 1 banks Group 2 banks

%

Corporate �22 �9 �27 �9 �27
Sovereign 386 47 51 47 51
Bank 30 45 �5 45 �5
Retail (total) �35 �47 �54 �45 �44
Residential �42 �56 �55 �53 �44
Other retail �35 �34 �27 �34 �26
Qualifying revolving �24 �3 �33 �7 �33

SME (total) �2 �14 �17 �15 �17
thereof: corporate 4 . . . . �11 �3

retail �29 . . . . �26 �24

Source: Country reports of Germany, G-10, Austria.

Table 7

Credit Risk Estimates for Corporate Exposures

PD < 0.2% 0.2% £ PD < 0.8% PD ‡ 0.8% Defaulted LGD

%

Austria 53 26 17 4 43
Group 1 banks
Germany 38 24 34 4 48
G-10 42 30 25 3 40
Group 2 banks
Germany 38 36 23 3 48
G-10 58 21 17 3 40

Source: Country reports of Germany, G-10, Austria.
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is shown at 43%, which puts it be-
tween the German and the G-10 sam-
ples. Since the correlation between
LGD and the capital requirement is
linear, i.e. a 1% increment of LGD
translates into a 1% increase of the
capital requirement, higher RWA en-
sue in comparison with the G-10,
and lower ones in comparison with
Germany.

Unfortunately, the reports on the
QIS 3 results published to date fail
to show the results for SME exposures
in as much detail as for corporate ex-
posures. In analogy to table 7, table 8
presents a breakdown for the SME
category. A striking feature is the
markedly poorer credit risk assess-
ments, which appear justified given
the high percentage of defaulted loans.
As the LGD rate is only minimally be-
low that for corporate exposures, the
higher average default risk is not can-
celed out by a higher degree of collat-
eralization, which probably explains
the higher RWA for SME exposures
under the foundation IRB approach.

Conclusions
In this analysis, we have attempted to
distill the most important insights
to be gained from the wealth of avail-
able data. The high degree of consis-
tency in the changes in RWA and
hence of the cost of capital in the dif-
ferent exposure categories across all
approaches and groups of banks may
be interpreted as evidence of the gen-
erally high quality of the reported data
and the computed results. Neverthe-
less, the high degree of variability of

the microlevel results also shows that
some of the methods have not yet
been developed to perfection. After
all, the study was carried out about
four years ahead of the full implemen-
tation of the Basel II framework. The
capital ratios of the banks that pro-
vided the data for the Austrian QIS 3
continue to exceed the regulatory
minimum capital requirement of 8%
by a wide margin. Under the stand-
ardized approach, total RWA of the
18 banks included in the Austrian
sample increased by 6.6% on average,
whereas the foundation IRB approach
applied by 11 banks resulted in a
decrease by 1.8% in comparison with
the current framework. Banks focus-
ing on retail business, i.e. mostly
smaller institutions, generally exhibit
lower RWA under the new approaches
and also benefit more perceptibly
from switching to more advanced IRB
approaches. Banks operating primarily
in areas that carry higher risk will have
to apply comparatively higher capital
charges under the new, more risk-sen-
sitive approaches. However, the new
framework offers greater scope for
applying credit risk mitigating techni-
ques, allowing banks to reduce risk
and thus to achieve substantial reduc-
tions in capital costs on some expo-
sures. The QIS 3 data was not con-
clusive in this respect, which is why
the volume of RWA may well be over-
stated in the results. Moreover, as
regards corporate exposures, special
note must be made of the fact that
most data relate to a period character-
ized by higher default rates. In addi-

Table 8

Credit Risk Estimates for SME Exposures (Treated as Corporates)

PD < 0.2% 0.2% £ PD < 0.8% PD ‡ 0.8% Defaulted LGD

%

Austria 13.5 34.9 45.6 5.9 42.7

Source: Austrian country report.
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tion, Austrian banks took a very con-
servative stance when interpreting
the default criterion under the new

framework, which is not yet in gen-
eral use throughout the banking sec-
tor.
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Prologue

�When anyone asks how I can best describe my experience in nearly 40 years at sea,
I merely say, uneventful. Of course there have been winter gales, and storms and fog
and the like, but in all my experience, I have never been in any accident of any sort
worth speaking about. I never saw a wreck and never have been wrecked, nor was I ever
in any predicament that threatened to end in disaster of any sort.� E. J. Smith

After two million sea miles logged and
26 years of commanding passenger
ships, Edward John Smith knew ex-
actly what it was that sounded com-
forting to passengers. He was consid-
ered experienced, highly capable and
enjoyed an excellent reputation as
the �Millionaire�s Captain,� and today
we would not attach any importance
to what he said had he not been the
captain on the maiden voyage of the
Titanic, which, as is generally known,
had been acclaimed as practically
unsinkable until it went down after
hitting an iceberg, taking the lives of
1,500 passengers and crew members
— including that of the captain.

Why the Titanic sank is a topic of
discussion to this very day, but it
seems as if a chain of errors and inad-
equacies were the cause, as is often the
case in catastrophes of this dimension.
First of all, the myth that the ship was
unsinkable led the captain to navigate
too fast and too carelessly through
iceberg waters. Furthermore, the
safety measures were inadequate —
only half as many places in lifeboats
as passengers on board (and even so
this was more lifeboats than required
by the regulations). Other reasons
were poor emergency planning and
drills, and above all, a lack of disci-
pline — many lifeboats could not be
lowered to the water fast enough or
were half empty because passengers
simply refused to get in.

Thus, the entire incident appears
to be the outcome of the failure of in-
terrelated factors: people (the crew,

and also the passengers), systems (the
ship including all of its equipment)
and processes (emergency plans and
procedures) triggered by an external
event (the iceberg). These are pre-
cisely the four classical causes of what
is called operational risk, which we will
look at more closely in the following.
At the end of that fateful night of
April 15, 1912, the Titanic lay at the
bottom of the North Atlantic Ocean
as it were like a punishment for the ar-
rogance of its builders and operators,
reduced to the bitterly and dearly
learned lesson that not to know one�s
risks (or refusing to see them) does
not necessarily mean that there are
no risks.

Banks� Operational Risks
Banks are not unsinkable either, though
of course, when they go down this
usually does not involve the loss of
human life, but still, the comparison
of some banking risks with those of
maritime navigation is far-fetched
only at first sight. It is not only the fact
that many concepts used in risk man-
agement come from the maritime in-
surance industry, the essential mean-
ing of the term operational risk is much
closer to the original meaning of risk
(from the Italian rischio, Spanish risco
¼ a cliff) than is true for the other
risks of the banking business. We do
not necessarily need to use an analogy
of the Titanic to see that organiza-
tional structures and responsibilities,
process design, system analysis, emer-
gency planning, etc. are not only effi-

Roman Buchelt
Stefan Unteregger
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ciency-enhancing or merely perfunc-
tory measures in running a business
but also represent essential risk fac-
tors, specifically the risk factors of op-
erational risk.

Operational risk is definitely not
something that can be ignored: for
most banks, it may be much greater
than market risk and constitutes the
second-largest risk category after
credit risk. As illustrated by some
spectacular cases in the past ten years,
these risks can cause a bank to suffer
major losses. The loss, for example,
in the Schneider case in Germany in
1994, in which some 50 banks had
granted excessive loans due to inade-
quate credit auditing and loan approv-
ing procedures, totaled over DEM 2
billion. At the Japanese Daiwa Bank,
a single trader lost USD 1.1 billion
in speculative dealings over a period
of 11 years by taking advantage of a
much too broad scope of competence
and by engaging in illegal and unau-
thorized trading. Even the renowned
Barings Bank with its 200-year old his-
tory was driven into bankruptcy by
one clever gambler; its losses totaled
USD 1.4 billion.1)

This list could go on forever, but
what has actually hoisted the concept
of operational risk to a risk category
in its own right has been — apart from
such illustrative examples of opera-
tional losses in the recent past — the
increasing intrinsic complexity of the
banking business fostered by the ad-
vent of (and dependence on) the bless-
ings of information technology, new
and changing fields of business, grow-
ing globalization and automation as
well as the emergence of increasingly
complex products. As the measure-
ment of credit risk becomes more

and more sophisticated, the capital
cushion available for softening the
other risks is flattening. For this rea-
son the Basel Committee for Banking
Supervision found it necessary and
(in contrast to reputational or strate-
gic risk) feasible to have a separate
view of operational risk.

However, it is apparent that the
nature of operational risk and thus
also the requirements on how to deal
with this type of risk are very different
from the classical risk categories of
market and credit risk. It may very
well be justified to speak of cultural
risk in this context, considering that
we are dealing with a highly varied
and interrelated set of risks with dif-
ferent origins when referring to the
overarching term of operational risk.
In other words we are looking at the
corporate culture, or more precisely,
at the risk culture, which essentially
is the way a company conceives risk
and implements risk management in
daily business. The management of
such a ubiquitous risk, which is at
the same time so hard to grasp, is an
essentially managerial task. It must
be performed on a broad organiza-
tional basis with support from the ex-
ecutive board and through efficient
communication.

It is one of the characteristics of
operational risk that it may already ex-
ist within a bank (and it usually does)
before credit risk occurs or market
risk is incurred. The difference be-
tween operational risk and other risks
is the fact that credit and market risks
are business risks specific to the bank-
ing industry in contrast to operational
risk as a general business risk or more
precisely, operating hazards, which,
however, also have particular features

1 Description of the Barings and Schneider cases are contained in Utz (2002), as regards Daiwa see Brandner
et al. (2002).
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in the banking business. Whether or
not a loss event is to be classified as
an operational loss event is not
determined by the consequences of
the event but rather by the cause(s).
Operational risk may materialize
directly or indirectly through market
or credit risk. In this context, we
would like to mention as an example
all transactions carried out with frau-
dulent intent (like at Daiwa and Bar-
ings) in which a market risk generated
a loss (price loss or variation margin
payments) but the cause was an opera-
tional risk (deficiencies in the organiza-
tion and processes, fraud). The losses
in the Schneider affair, in contrast,
were caused by nonperforming assets,
which apparently represents a typical
case of credit risk; but in fact opera-
tional risk was at the root also of this
case (deficiencies in credit auditing
and loan approving procedures).

To identify the causes as described
above is the only rational way to arrive
at a definition of operational risk that
allows a differentiation from other risk
categories (see chart 1). Although the
negative definitions of operational risk
as everything that is not credit or
market risk, which had been common
practice for a long time, do indicate to
a certain extent what might be meant,
they are hardly suitable for precisely
defining the scope; neither are defini-
tions with a focus on certain technical
risks (such as those used in informa-

tion technology) which, by ignoring
interdependencies, do not capture
the full extent of the given risk poten-
tial. On the basis of the already men-
tioned four causes, we will look at the
Basel approach to solve the problem
of the definition in the next section.

It is clear that even before the ap-
plication of the term operational risk
to banks (it is a term taken from
nuclear technology just like MCA or
maximum credible accident), banks
in practice devoted particular atten-
tion to specially risk-exposed areas.
Ever since the beginning of banking,
people have been aware of the tempta-
tion that such an accumulation of
assets constitutes for persons with a
criminal inclination (within and out-
side the bank), but the risks of exter-
nal events (fires, flooding and other
natural disasters) are also just as old
as any type of business activity.

However, technological progress
created new types of dependence and
thus potential threats, ranging from
the issue of energy supply, which grew
in significance at the same pace as the
influence of information technology
increased, to electronic data process-
ing with its seemingly inexhaustible
potential for errors and breakdowns
of all types. In this context, decision-
makers also finally grasped the fact that
employees are prone to make more
mistakes, the more complex their
tasks are.
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Generally, long before the advent
of Basel II many credit institutions
had already put in place the most var-
ied set of control mechanisms and
procedures as well as defined respon-
sibilities to manage those vulnerabili-
ties that could not be summarized
under the uniform concept of a risk
category but nonetheless had to be
avoided. The sum of these procedures
was a great step forward towards the
establishment of an operational risk
management system, and for this rea-
son we would like to describe them
briefly.

To counter physical threats, very
extensive security and safety measures
have become commonplace (security
glass, access controls, fire alarm and
extinguishing systems, preventive
measures against theft and robbery),
supplemented by operating instruc-
tions and security rules. Insurance
policies are also widely used in this
area. The design and documentation
of efficient workflows that are the
least prone to error is usually the task
of a specialized organization department
whose job typically includes monitor-
ing processes, identifying problem
areas and eliminating them by opti-
mizing workflows. The organization
department sometimes includes the
area of information technology unless
it has been set up as a separate or-
ganizational unit or the main tasks of
electronic data processing have been
outsourced to a subsidiary or other
IT center used jointly with other insti-
tutions. This area covers all data se-
curity measures as well as the manage-
ment of access rights and system avail-
ability in accordance with the require-
ments of the specific areas and quality
assurance in the development of in-
house software. The legal department

is entrusted with the highly specialized
task of tracing and eliminating prob-
lems and hindrances that may result
from statutory or contractual obliga-
tions and of preventing damages from
occurring through unclear — and in
some case even illegal — contractual
provisions. The internal audit depart-
ment serves as another control layer,
supplementing workflow rules and
management responsibilities. Its task
is to discover and eliminate deficien-
cies and sources of errors and it is
also responsible for monitoring the
�human factor.�

We therefore can see that not only
had some of the vulnerabilities sub-
sumed under the concept of opera-
tional risk already been taken into
account — at least to a certain extent
— by banks long ago, but especially
that currently the responsibility of
monitoring, controlling and mitigat-
ing these risks is distributed across
the entire structure of banks. Thus,
it is crucial for banks to implement
and integrate an operational risk man-
agement system.

The Basel Rules
on Operational Risk
The central element of the Basel II
rules on operational risk is the defini-
tion of this risk category by the Basel
Committee on Banking Supervision as
�. . . the risk of loss resulting from in-
adequate or failed internal processes,
people and systems or from external
events. This definition includes legal
risk, but excludes strategic or reputa-
tional risks.� 1)

This definition covers the main
risk factors dealt with in the previous
section; the definition rests purely on
the causes, which, considering the na-
ture of operational risk, is an optimal

1 See BIS (2003).
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approach and methodologically very
sound. Moreover, the Basel Commit-
tee�s definition coincides in many
areas with other definitions that have
evolved internationally, except for
the fact that the main risk factors
may have been assigned different
names and weightings. Thus, for ex-
ample, the Group of Thirty adds the
factor of management error as a sepa-
rate item to the list of failures of
people and processes1) to specifically
point out the dire consequences of
errors of judgment at the highest level,
while the Association of German
Public Sector Banks (Bundesverband
O‹ ffentlicher Banken Deutschlands,
VO‹ B) explicitly mentions catastrophes
in addition to external events.2) None-
theless, the Basel definition very well
covers the central aspects of opera-
tional risk; it should also be noted that
it explicitly mentions legal risk and
clearly delimits operational risk from
strategic and reputational risks. It is
also worth mentioning from a historic
point of view that the original defini-
tion3) still spoke of the �. . . risk of
direct or indirect losses . . .,� but was
then shortened and put into the word-
ing mentioned above,which leaves less
room for interpretation.

The definition of operational risk
is very important because, on the
one hand, it sets it apart from other
risk categories and, on the other hand,
forms the basis for the treatment of
operational risk ranging from raising
awareness at the management level
to the calculation of capital require-
ments. We would like to use a pyra-
mid to illustrate this point.

The base of the pyramid is made
up of the operational risks inherent
in a bank�s activities, products and in-
frastructure; the bank must be aware
of this fact to be able to take effective
measures to limit these risks. As illus-
trated above, procedures and control
mechanisms are already in place at this
level in the various areas, which have
been designed specifically for certain
types of risks and certain risk aspects.
Acknowledging these facets of opera-
tional risk, as it permeates the entire
bank and cannot be allocated to one
specific area, is the first step in devel-
oping a risk culture with the ultimate
purpose of establishing a comprehen-
sive and consistent operational risk
management framework.

Such a risk management frame-
work is the next step in the pyramid,
the middle section. This level is where
the central control and coordination
of all efforts occur; this is the only
way to avoid loopholes, redundancies
or conflicts relating to scopes of com-
petence which might undermine the
efficiency of risk management proce-
dures. A central office is necessary in
order to keep an eye on the overall
interaction between the areas and
any coordination problems that may
arise, a task that is not feasible at the
level of divisions or departments.

1 See van den Brink (2001). The publications of the Group of Thirty are available at http://www.group30.org
2 See VO‹B (2001).
3 See BIS (2001).
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Capital requirements are a capital cushion that will only work if they
rest on the efficient management of operational risks.
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Even the control mechanisms available
to management, which it needs to
comply with its statutory responsibili-
ties, can only be guaranteed by imple-
menting a comprehensive risk meas-
urement and reporting system.

The top of the pyramid and also
the decisive innovation of Basel II
for operational risk management is
doubtlessly the capital cover for losses
arising from operational risk. In the
first draft1) of the new capital adequacy
framework, the Basel Committee was
still skeptical about the usefulness and
enforceability of capital requirements
for operational risk (as a subgroup of
what is termed �other risks�), but ever
since the second consultative paper it
has become firmly anchored in the
document. Currently, there are three
approaches to determining the amount
of capital required to cover operational
risk; these approaches are progres-
sively more complex and are sup-
ported by increasingly just as complex
application requirements (see chart 3).

The Basic Indicator Approach (BIA)
computes the capital charge directly as
a percentage (alpha factor, � ¼ 15%)
of the bank�s average total gross in-
come for the past three years. Thanks
to its simplicity, this approach is easy

to apply; its weakness, however, is that
the indicator is hardly risk sensitive
and may moreover contradict overall
banking management objectives. Al-
though higher income may indicate
that it has been earned by taking
greater risks, these will hardly be lim-
ited to operational risks, i.e., only the
indirect effect of operational risk is
taken into account. Neither would
this approach reward banks that apply
operational risk management (e.g. risk
mitigation measures). According to
the Basel Committee, internationally
active banks and banks with major op-
erational risks should select an ap-
proach commensurate with their risk
portfolios, in others words, not the
Basic Indicator Approach.

One step up is the Standardized
Approach (STA), which distributes
the average gross income of the past
three years across eight prescribed lines
of business (corporate finance, trading
and sales, retail banking, commercial
banking, payment and settlement,
agency services and custody, assetman-
agement, retail brokerage). For each
of these lines of business, a beta factor
has been defined, which, depending
on the degree of risk, is 12%, 15% or
18% and is applied like the alpha factor
of the BIA, but only to the gross income
of each of the respective business lines.
The capital requirement results from
the sum of the capital requirements of
all lines of business. By making a differ-
entiation between themore and the less
risky lines of business, the Standardized
Approach achieves a somewhat better
risk sensitivity than the Basic Indicator
Approach; however, it does not reward
operational risk management measures
either.

The most complex methods of
calculation are the Advanced Meas-

1 See BCBS (1999).
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urement Approaches (AMAs), which
is actually the umbrella term for all
loss data-based, quantitative-statistical
methodologies that banks will be per-
mitted to use in the future to calculate
the capital requirements for opera-
tional risk.

As such approaches are currently
still being developed and to date no
standardized method has emerged,
the Basel Committee intends to give
banks the widest scope possible in de-
fining their methods as long as they
rest on a sound methodological and
quantitative foundation. This is why
the Basel Committee does not give
any further details of possible ap-
proaches but states as main types of
approaches of this group the Internal
Measurement Approach (IMA), the
Loss Distribution Approach (LDA)
and the Scorecard Approaches (SCA).
All AMAs have in common that they
add the dimension of classes of poten-
tial loss event types to the classifica-
tion of standardized lines of business
of banks in order to incorporate inter-
nal loss data and external loss data of

the bank in a methodologically mean-
ingful way. Internal Measurement Ap-
proaches combine event probabilities
and average losses computed using
loss data and risk indicators for each
business line/event type combination
in order to calculate the capital
charge; the Loss Distribution Ap-
proaches model loss distributions by
line of business and risk event type
based on historic loss data; Scorecard
Approaches attempt to control the
amount of an initially determined cap-
ital requirement by using qualitative
features as well as, for example,
threshold values for quantitative indi-
cators.

The implementation of an AMA
requires relatively great methodologi-
cal and monitoring efforts, but this
makes the procedures accordingly
risk-sensitive, i.e., their results can
be used directly to control operational
risk. Furthermore, at present only
banks applying an AMA are permitted
to factor to a limited extent opera-
tional risk-mitigating measures (insur-
ance contracts) into capital charges.
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Sound Practices for the Management and Supervision of OpR

The Sound Practices paper outlines a set of principles that provide a framework for the management
and supervision of operational risk. These ten principles are phrased in general terms and are intended
to be applicable to all banks regardless of their individual environment. Thus the Basel Committee was
able to summarize the discussion as it stands today and, in light of the increasing significance of opera-
tional risk, to create a foundation for further work. The first three of the ten principles are dedicated to
the establishment of a management environment for operational risk:

(1) The board of directors should be aware of the major aspects of the bank�s operational risks as a
distinct risk category and should participate in the further development of the risk management frame-
work. This framework should be based on a firm-wide definition of operational risk and lay down the
principles of how to identify, assess, monitor, control and mitigate operational risk.

(2) The internal audit function should monitor and assess the operational risk management frame-
work, but it should not be directly responsible for operational risk management.

(3) Senior management should ensure the consistent implementation of the operational risk man-
agement framework throughout the entire banking organization as well as the definition of the necessary
responsibilities, guidelines and procedures.

The following four principles detail the requirements of risk management:
(4) Banks should identify and assess operational risk in its entirety, especially when new products,

activities, processes or systems are introduced.
(5) Banks should regularly monitor operational risk profiles and material exposures to losses; there

should be regular reporting of pertinent information to senior management.
(6) Banks should install policies, processes and procedures to control and/or mitigate operational

risks. Banks should periodically review these strategies.
(7) In the event of severe business disruptions, banks should have contingency plans and business

continuity plans in place to ensure their ability to operate on an ongoing basis.

On the role of supervisors:
(8) Supervisors should require that all banks, regardless of size, have an effective framework in

place to identify, assess, monitor and control/mitigate material operational risks.
(9) Supervisors should conduct regular evaluations of a bank�s policies related to operational risk

management; they should ensure that there are appropriate mechanisms in place which allow them to
remain apprised of developments at banks.

The last principle refers to disclosure requirements:
(10) Banks should make sufficient public disclosure to allow market participants to assess a bank�s

approach to operational risk management.

Although Basel (i.e. the third consultative paper) does not make the Sound Practices directly binding,
their influence on the application requirements described in the following is clear.

When introducing an approach to
calculating operational risk charges,
the middle section of the risk pyra-
mid, i.e., operational risk manage-
ment in the widest sense, is given spe-
cial attention as also shown in the
Sound Practices for the Management
and Supervision of Operational Risk1)
published by the Basel Committee
on Banking Supervision (these over-

arching principles were developed
gradually from the working papers of
the Basel Committee of 19982) and
are considered a minimum standard
for operational risk management ow-
ing to their general significance — see
box). Thus, the actual introduction
of one of the approaches described
in the New Basel Accord is formally
contingent on the fulfillment of the

1 See BCBS (2003).
2 See BCBS (1998a, 1998b).
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application requirements which, in a
modified form, are included also in
the provisions of the current draft
Directive of the European Union.

There are no binding application
requirements for the Basic Indicator
Approach defined in the framework
of the Basel draft; however, it does
strongly recommend that banks apply
the Sound Practices for the Manage-
ment and Supervision of Operational
Risk when calculating operational risk
capital charges.

The current Basel consultative pa-
per sets out common general criteria
for banks to qualify for the use of
the STA and AMAs, such as the in-
volvement of the board of directors
and senior management, the establish-
ment of a conceptually sound risk
management framework and the avail-
ability of sufficient resources to im-
plement the framework. Additionally,
separate criteria are formulated spe-
cifically for the STA and the AMAs,
some of which elaborate in more
detail the principles of the Sound Prac-
tices. In the case of the AMAs, these
criteria are grouped into qualitative
and quantitative standards, with the
former basically elaborating on the
principles contained in Sound Practices,

while the latter are guidelines for
data quality and the statistical-meth-
odological implementation of the ap-
proaches. All application standards
have in common that a credit institu-
tion may not use the STA or the AMAs
to calculate operational risk capital
charges unless all of the pertinent re-
quirements have been met.

The proposals in the current draft
of the European Union Directive fol-
low a similar train of thought; here
as well there are no separate criteria
defined for use of the BIA but a cata-
logue of criteria for the application of
STA and detailed qualitative and quan-
titative standards for AMAs (instead of
common general criteria for the STA
and AMAs, those criteria that apply
to both approaches were included in
both cases for the sake of clarity).
However, we would like to stress the
additional risk management require-
ments laid down in Annex I of the
working document, which define, ir-
respective of the approach selected,
i.e., also for the BIA, certain mini-
mum standards for operational risk
management. On the one hand, these
are in Section 1 of the Annex in the
form of general requirements for risk
management, which also apply, of
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course, to operational risk, and on the
other hand, in Section 7 with the spe-
cial requirements for operational risk.

The middle section of the pyramid
shownmay by nomeans be disregarded
even in the case of BIA and STA, al-
though the requirements grow more
sophisticated the greater the complex-
ity of the approaches and thus in the
case of AMAs, also call for the highest
qualitative and quantitative standards.
Because of the low risk sensitivity of
the two simpler approaches it is all
themore important to incorporate risk
analysis methods and quantitative
measures into the overall operational
risk management framework. Thus,
banks can reap the benefits of higher
risk awareness and, as a consequence,
risk prevention. Unless this is accom-
plished, the notion of having done
everything necessary to control/miti-
gate operational risks by holding the
calculated capital charge could turn
out to be a dangerous delusion. There
is no doubt about the Basel Commit-
tee�s view of the significance and espe-
cially of the close relationship between
the framework for operational risk
management and the calculation pro-
cedures for the applicable capital
charges: �The qualifying criteria are
minimum standards . . . that a bank must
meet in order to avail itself of a particular
regulatory capital assessment methodol-
ogy. The supervisor may well wish to use
the supervisory review process to assess
compliance with these criteria, but they
form an integral part of the first pillar.�1)

Aspects of Operational
Risk Management
The nature of operational risk is very
complex, and one of its features is that
it is often unconsciously incurred. It
is all the more difficult and important

to actively identify risks and to develop
a culture of risk awareness among
individuals as well as at the overall
institutional level. Operational risks
frequently appear in places where they
are the least expected, because gener-
ally �something like this� has �never
happened before� and �especially not
here.� This is why relying solely on
past experience does not seem to be
a viable option in this context. In con-
trast to the other risk categories, for
which the risk sources are intelligible
and fairly clear, the challenge is to an-
ticipate as many aspects of operational
risk in a bank as possible, always bear-
ing in mind Murphy�s Law: anything
that can go wrong will go wrong at
some point. Thus, the only way to
prevent or, at least, limit damages that
may occur is to develop the appropri-
ate procedures.

Operational risk management is
doubtlessly a type of risk management
different from others because it is not
limited in its scope to a division of a
company or a line of business; more-
over, the nature of the various sources
of failure — processes, people, systems
— varies widely and requires a broad
range of preventive and control mech-
anisms. On the assumption of a uni-
form definition of operational risk
that makes reference to the source
and is preferably oriented on the Basel
definition, operational risk manage-
ment concerns the entire bank. The
different possible forms of operational
risk must be identified and assessed as
regards their potential for damage and
the processes for preventing and limit-
ing risk must be installed; the objec-
tive is to anchor a way of dealing with
risk just as strongly in the corporate
culture as the risk itself is linked to
the nature of the business operations.

1 See BCBS (2001), p. 13.
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The comprehensive nature of op-
erational risk management makes it a
task that cannot be tackled by a small
team of specialists alone but also needs
the support of senior management
and the entire management staff. In-
dispensable in this context is continu-
ous, open and direct communication
in both directions, not only to prop-
erly capture and assess the risk situa-
tion, but also to achieve the necessary
acceptance of the measures linked to
the introduction of the framework.

However, simply implementing a
risk management framework at one
time is not enough because sources
of risk change over time. Therefore,
it must be part of the new risk culture
to create and maintain a proactive sys-
tem that ensures the ongoing adjust-
ment to any changes. Apart from the
establishment of new processes to as-
sess operational risks that may arise
from new products, distribution chan-
nels or lines of business, what is also
necessary is the setting up of a work-
able reporting system to communicate
existing weak spots and the need to
make changes to the framework in
the future and to enable a response
to cases of damages not by pointing
fingers but by preparing concrete
countermeasures.

The last highly topical aspect of
operational risk management con-
cerns the implementation of the Basel
II provisions. The numerous parallel
projects underway for the purpose of
implementing the new rules will have
far-reaching impacts on banks� activi-
ties at the organizational and technical
levels. Workflows need to be restruc-
tured, systems need to be enlarged
and maybe even new ones created. It
is an enormous task that carries the
risk of having a dynamic effect on op-
erational risk because the complexity
of the projects creates a certain sus-

ceptibility to error. New, unfamiliar
processes may carry a higher risk
potential in the initial phase of adjust-
ment, just as newly developed IT sys-
tems are potential sources of error.
Thus it may very well be that the
implementation of Basel II, which
had been set up to control and
mitigate risks, could in fact increase
operational risk. This heightened risk
would not be discernible at all at the
level of the formal calculation of cap-
ital charges with the less risk-sensitive
approaches (BIA, STA); the more
sophisticated approaches (AMAs) and
their models based on historic loss
data would discover the risk only with
difficulty or (too) late. The only way
to recognize and avoid this risk is by
consistently conducting assessments
of the risk situation and maintaining
a functioning system of quality assur-
ance during the implementation of an
operational risk management frame-
work. This includes quality control
measures for project work and soft-
ware development as well as sufficient
training for the staff affected by the
changes.

Conclusions
Ultimately, there is no way around
operational risk management at banks
— either by implementing the frame-
work proposed by the Basel Commit-
tee on Banking Supervision o a slightly
adapted version. This has little to do
with whether or not Basel II will be
introduced as scheduled; rather, in
many areas there is an unavoidable
need to bring management methods
up to date with the risks that actually
exist at present, among which there
are a few that have been underesti-
mated or even overlooked up to
now. Operational risk management is
not a futile exercise and cannot be re-
garded as a real additional burden.
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Many of the measures foreseen would
have to be implemented sooner or
later for reasons of prudence, even
without Basel II; and in fact, some
banks have already taken these meas-
ures before and, especially, during
the discussion about the Basel Accord.

Nonetheless, the positive side ef-
fects of implementing an operational
risk management framework are fre-
quently disregarded even though the
creation of higher risk awareness and
transparency, the improvement of
process quality and the significant

reduction in the number of cases of
damages or loss by applying opera-
tional risk management is doubtlessly
valuable in itself and constitutes a vital
contribution to overall banking man-
agement. Successful risk control and
mitigation by maintaining an effective
operational risk management frame-
work will without doubt enhance a
bank�s profile, and ultimately also give
it competitive advantage because one
thing is clear: regardless of who — pas-
senger or crew member — no one likes
to find themselves in distress at sea.
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International Environment

Table A1

Exchange Rates

Period average (per 1 EUR) 1999 2000 2001 2002 1999 2000 2001 2002 2003
year 1st half

U.S. dollar 1.0668 0.9240 0.8956 0.9449 1.0891 0.9606 0.8986 0.8983 1.1052
Japanese yen 121.43 99.53 108.73 118.06 129.2250 102.50 108.03 116.24 131.06
Pound sterling 0.6592 0.6095 0.6219 0.6288 0.6723 0.6119 0.6235 0.6214 0.6853
Swiss franc 1.6004 1.5577 1.5104 1.4672 1.5996 1.5852 1.5307 1.4691 1.4917
Czech koruna 36.886 35.609 34.051 30.804 37.408 36.036 34.544 31.060 31.054
Hungarian forint 252.71 260.05 256.42 242.57 251.051 257.58 261.66 243.19 244.21
Polish zloty 4.2251 4.0070 3.6689 3.8559 4.2004 4.0727 3.6294 3.6667 3.9940
Slovak koruna 44.0966 42.603 43.293 42.673 44.4541 42.1547 43.418 42.595 42.285
Slovenian tolar 194.6329 206.6714 218.1159 226.2558 191.9298 203.3470 216.4035 224.0450 227.8712

Source: Thomson Datastream.

Table A2

Key Interest Rates

End of period, % 1999 2000 2001 2002 2003

1st half year 1st half year 1st half year 1st half year 1st half

Euro area 2.50 3.00 4.25 4.75 4.50 3.25 3.25 2.75 2.00
U.S.A. 5.00 5.50 6.50 6.50 3.75 1.75 1.75 1.25 1.00
Japan 0.50 0.50 0.50 0.50 0.25 0.10 0.10 0.10 0.10
United Kingdom 5.00 5.50 6.00 6.00 5.25 4.00 4.00 4.00 3.75
Switzerland1) x x 3.00�4.00 3.00�4.00 2.75�3.75 1.25�2.25 0.75�1.75 0.25�1.25 0.00�0.75
Czech Republic 6.50 5.25 5.25 5.25 5.00 4.75 3.75 2.75 2.25
Hungary 15.00 14.25 11.00 11.75 11.25 9.75 9.00 8.50 9.50
Poland 13.00 16.50 17.50 19.00 15.50 11.50 8.50 6.75 5.25
Slovak Republic x x 8.50 8.00 7.75 7.75 8.25 6.50 6.50
Slovenia2) 8.88 8.35 9.89 11.85 11.16 8.00 8.75 8.25 5.50

Source: WIIW (The Vienna Institute for International Studies), Datastream, Bloomberg, national sources.
1) SNB target range for three-month LIBOR.
2) Banka Slovenije redefined its key interest rate in February 2003.

Table A3

Short-Term Interest Rates

Three-month rates. 1999 2000 2001 2002 1999 2000 2001 2002 2003
period average. % year 1st half

Euro area 2.96 4.39 4.26 3.32 2.863 3.91 4.67 3.40 2.53
U.S.A. 5.41 6.53 3.78 1.80 5.04 6.37 4.77 1.91 1.29
Japan 0.28 0.29 0.16 0.09 0.32 0.13 0.24 0.10 0.09
United Kingdom 5.44 6.10 4.97 4.05 5.35 6.14 5.44 4.07 3.67
Switzerland 1.40 3.08 2.94 1.17 1.17 2.70 3.32 1.54 0.41

Source: Thomson Datastream.

Table A4

Long-Term Interest Rates

Ten-year rates, 1999 2000 2001 2002 1999 2000 2001 2002 2003
period average, % year 1st half

Euro area 4.66 5.44 5.03 4.92 4.17 5.54 5.09 5.20 4.05
U.S.A. 5.64 6.03 5.00 4.61 5.26 6.33 5.16 5.09 3.77
Japan 1.76 1.76 1.32 1.27 1.74 1.75 1.33 1.42 0.70
United Kingdom 5.01 5.33 5.02 4.91 4.60 5.45 5.04 5.21 4.35
Switzerland 3.04 3.93 3.38 3.20 2.65 4.01 3.46 3.52 2.49

Source: Thomson Datastream, Bloomberg, national sources.
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Table A5

Corporate Bond Spreads

Period average, 1999 2000 2001 2002 1999 2000 2001 2002 2003
percentage points year 1st half

Euro corporate bond spreads
against euro benchmark x 1.00 1.17 1.20 x 0.79 1.05 0.98 0.64
U.S. dollar corporate bond spreads
against U.S. dollar benchmark 3.35 4.26 5.48 5.50 3.14 3.96 5.97 4.71 5.39

Source: Thomson Datastream.

Table A6

Stock Indices1)

Period average 1999 2000 2001 2002 1999 2000 2001 2002 2003
year 1st half

Euro area: EURO STOXX 325.80 423.94 336.29 259.97 311.80 430.55 366.83 300.56 198.90
U.S.A.: S&P 500 1,327.24 1,426.55 1,193.78 995.34 1,293.96 1,432.46 1,254.66 1,101.28 899.27
Japan: Nikkei 225 16,829.89 17,161.59 12,114.46 10,119.31 15,655.53 18,662.80 13,364.98 10,978.07 8,361.43
Austria: ATX 662.95 623.64 627.30 628.61 666.40 633.78 639.21 664.27 636.88
Czech Republic: PX50 455.17 550.45 411.17 437.64 416.03 591.13 448.38 434.15 505.08
Hungary: BUX 6,728.81 8,742.07 6,900.85 7,760.39 6,121.90 9,430.84 7,150.77 8,113.94 7,772.15
Poland: WIG 1,475.81 1,950.91 1,333.21 1,239.96 1,401.95 2,109.66 1,497.88 1,351.79 1,150.62
Slovak Republic: SAX16 231.75 346.54 243.16 186.31 210.92 363.54 262.93 217.41 149.45
Slovenia: SBI20 1,825.95 1,719.15 1,890.07 2,847.81 1,813.89 1,741.98 1,784.35 2,513.95 3,220.32

Source: Thomson Datastream, Bloomberg.
1) EURO STOXX: December 31,1986 = 100, S&P 500: December 30,1964 =100, Nikkei 225: March 31, 1950 =100, ATX: January 2,1973 =100, PX50: April 6,1994 =100, BUX: January 2,1991=
100, WIG: April 16, 1991 = 100, SAX16: September 14, 1993 = 100, SBI20: January 3, 1994 = 100.

Table A7

Gross Domestic Product

Annual change, %, 1999 2000 2001 2002 1999 2000 2001 2002 2003
period average year 1st half

Euro area 2.8 3.5 1.5 0.9 2.1 3.8 2.0 0.7 0.5
U.S.A. 4.1 3.8 0.3 2.5 4.0 4.7 0.7 1.8 2.3
Japan 0.1 2.8 0.4 0.3 0.3 1.7 2.3 �1.6 3.0
Austria 2.7 3.5 0.7 1.0 1.9 4.1 1.3 0.7 0.8
Czech Republic 0.5 3.3 3.1 2.0 -0.6 3.2 3.5 2.3 2.3
Hungary 4.1 5.3 3.9 3.3 3.2 6.1 4.1 2.9 2.6
Poland 3.9 4.1 1.0 1.3 2.3 5.5 1.6 0.7 3.0
Slovak Republic 1.3 2.2 3.3 4.4 1.6 1.5 2.9 3.9 4.0
Slovenia 5.2 4.7 2.9 3.2 5.4 4.9 3.0 2.9 2.2

Source: Eurostat, WIIW.

Table A8

Current Account

% of GDP, cumulative 1999 2000 2001 2002 1999 2000 2001 2002 2003
year 1st half

Euro area 0.6 0.0 0.3 0.9 0.1 �0.9 �0.8 0.4 �0.1
U.S.A. �3.0 �4.1 �3.8 �4.7 �2.8 �3.9 �4.1 �4.6 �5.4
Japan 2.6 2.5 2.1 2.8 2.6 2.6 1.9 3.0 2.9
Austria �3.0 �2.6 �2.2 �0.4 �2.6 �2.5 �2.7 0.4 0.2
Czech Republic �2.9 �5.6 �4.6 �6.5 �2.2 �4.1 �4.6 �5.3 �5.0
Hungary �4.4 �2.8 �3.4 �4.0 �5.3 �3.5 �6.4 �3.6 �6.5
Poland �7.5 �6.1 �2.9 �3.1 �6.9 �7.2 �4.0 �4.1 �3.0
Slovak Republic �5.7 �3.6 �8.6 �8.2 �7.6 �1.6 �7.9 �7.9 �1.3
Slovenia �3.5 �2.8 0.1 1.7 �5.7 �3.0 �0.3 1.4 �0.5

Source: Eurostat, OECD, WIIW.
Note: Owing to seasonal effects, comparability of semiannual with annual data is low.

102 Financial Stability Report 6�

Annex of Tables



Table A9

Inflation Rate

Annual change, %, 1999 2000 2001 2002 1999 2000 2001 2002 2003
period average year 1st half

Euro area 1.1 2.1 2.4 2.2 1.0 1.9 2.5 2.3 2.1
U.S.A. 2.2 3.4 2.8 1.6 2.0 3.2 3.4 1.3 2.5
Japan �0.3 �0.7 �0.7 �0.9 �0.2 �0.7 �0.6 �1.2 �0.2
Austria 0.5 2.0 2.3 1.7 0.2 1.9 2.3 1.7 1.4
Czech Republic 2.1 3.9 4.7 1.8 2.7 3.7 4.6 3.0 �0.2
Hungary 10.0 9.8 9.2 5.3 9.3 9.5 10.4 5.9 4.3
Poland 7.3 10.1 5.5 1.9 6.3 10.1 6.7 2.8 0.5
Slovak Republic 10.5 12.2 7.1 3.4 6.9 15.7 7.1 3.9 7.8
Slovenia 6.2 8.9 8.4 7.5 5.0 8.9 9.1 7.8 6.0

Source: Eurostat, OECD, WIIW.

Financial Intermediaries in Austria

Table A10

Total Assets and Off-Balance-Sheet Operations1)

End of period, EUR million 1999 2000 2001 2002 2003

1st half year 1st half year 1st half year 1st half year 1st half

Total assets 502,445 524,635 562,059 562,700 567,250 587,741 587,611 573,347 591,440
thereof: total domestic assets 377,091 393,317 410,727 404,908 413,701 431,415 426,245 418,017 418,998

total external asstes 125,354 131,318 151,332 157,792 153,548 156,326 161,366 155,309 172,469

Interest rate contracts 412,708 487,663 653,884 611,150 677,098 946,631 1,022,741 1,144,052 2,204,383
Foreign exchange derivatives 150,122 165,290 179,366 160,650 164,435 157,512 202,939 240,261 298,305
Other derivatives 3,184 3,489 7,225 15,184 5,727 5,737 7,554 3,814 4,304
Derivatives total 566,013 656,442 840,474 786,984 847,259 1,109,880 1,233,235 1,388,127 2,506,993

Source: OeNB.
1) Data on off-balance-sheet operations refer to nominal values.

Table A11

Profitability

End of period, EUR million 1999 2000 2001 2002 1999 2000 2001 2002 2003
year 1st half

Interest receivable and similar income 22,381 27,508 26,814 23,426 11,103 13,233 14,245 11,858 10,695
Interest payable and similar charges 16,093 20,773 19,725 16,345 7,989 9,937 10,876 8,339 7,199
Net interest income 6,288 6,735 7,090 7,081 3,115 3,296 3,369 3,518 3,497
Income from debt securities and
participating interests

1,357 1,817 1,959 1,771 609 813 781 828 815

Net fee-based income 2,730 3,203 3,062 3,012 1,291 1,579 1,568 1,514 1,553
Net profit/loss on financial operations 429 487 521 570 283 274 250 197 431
Other operating income 1,283 1,282 1,423 1,284 584 608 638 629 591
Operating income 12,087 13,523 14,054 13,717 5,883 6,571 6,606 6,685 6,887

Staff costs 4,399 4,479 4,681 4,780 2,152 2,190 2,294 2,380 2,437
Other administrative expenses 2,701 2,930 3,151 3,138 1,293 1,383 1,512 1,524 1,508
Other operating charges 818 940 974 851 394 404 419 425 386
Operating expenses 8,539 9,004 9,476 9,500 4,144 4,298 4,564 4,686 4,713

Operating profit/loss 3,548 4,520 4,577 4,218 1,738 2,272 2,043 2,000 2,173

Source: OeNB.
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Table A12

Expected Annual Profit/Loss

End of period, EUR million 1999 2000 2001 2002 2003

1st half year 1st half year 1st half year 1st half year 1st half

Expected profit/loss for the year 3,339 3,477 4,198 4,395 3,848 4,533 4,002 4,177 3,925
Expected profit/loss on
ordinary activities 1,953 1,966 2,878 2,876 2,794 3,151 2,021 2,066 2,274
Expected profit/loss for the year
after tax 1,587 1,652 2,206 2,324 2,252 2,688 1,514 1,439 1,773

Source: OeNB.

Table A13

Claims on Domestic Nonbanks

End of period, EUR million 1999 2000 2001 2002 2003

1st half year 1st half year 1st half year 1st half year 1st half

Nonfinancial enterprises 111,690 119,613 121,077 128,104 129,489 131,593 130,519 129,091 128,476
Households 50,217 54,042 56,773 59,222 61,243 62,805 64,831 67,115 67,425
General government 29,843 28,014 29,122 28,727 28,798 28,275 28,724 28,333 27,501
Other financial intermediaries 11,474 10,451 11,099 10,459 11,108 11,893 12,309 12,771 12,908
Total 203,223 212,120 218,071 226,512 230,638 234,566 236,383 237,310 236,309

Source: OeNB.

Table A14

Foreign Currency-Denominated Claims on Domestic Nonbanks

End of period, EUR million 1999 2000 2001 2002 2003

1st half year 1st half year 1st half year 1st half year 1st half

Nonfinancial enterprises 17,404 20,228 23,078 23,983 24,775 25,167 25,333 24,833 23,229
Households 6,987 9,767 11,803 12,611 13,801 14,555 15,625 16,766 16,761
General government 1,537 1,661 2,120 1,904 1,692 1,362 1,682 1,395 1,567
Other financial intermediaries 1,346 1,572 1,739 1,114 1,326 1,336 1,342 1,466 1,394
Total 27,275 33,228 38,740 39,613 41,594 42,420 43,983 44,459 42,951

Source: OeNB.

Table A15

Foreign Currency-Denominated Claims on Euro Area Non-MFIs

End of period, % of
total claims on euro area non-MFIs1)

1999 2000 2001 2002 2003

1st half year 1st half year 1st half year 1st half year 1st half

Swiss franc 78.4 69.8 50.1 58.7 51.6 50.4 50.1 55.0 70.8
Japanese yen 12.8 22.3 42.0 33.9 40.4 41.9 42.0 37.2 21.7
U.S. dollar 7.5 6.3 7.4 6.0 7.0 7.1 7.4 6.8 6.6
Other foreign currencies 1.4 1.6 0.5 1.4 1.0 0.6 0.5 1.0 0.9

Source: OeNB, ECB.
1) The indicated figures refer to claims of monetary financial institutions (MFIs, ESA definition) against euro area non-MFIs. Given the differences in the definition of credit institutions according to the
Austrian Banking Act and of MFIs according to ESA and differences in the number of borrowers, comparability to �Claims on Domestic Nonbanks� is limited. Figures do not add up to 100.0% for every
year due to rounding errors.

Table A16

Specific Loan Loss Provisions for Claims on Nonbanks

End of period, % of claims 1999 2000 2001 2002 2003

1st half year 1st half year 1st half year 1st half year 1st half

Specific loan loss provisions 3.4 3.0 3.1 2.9 3.2 3.1 3.4 3.3 3.5

Source: OeNB.
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Table A17

Market Risk1)

End of period, EUR million 1999 2000 2001 2002 2003

1st half year 1st half year 1st half year 1st half year 1st half

Interest rate risk
Capital requirement for the position risk of
interest rate instruments in the trading book 601.7 680.2 871.3 853.3 587.8 394.1 427.2 415.3 420.6

Exchange rate risk
Capital requirement for
open foreign exchange positions 82.0 126.7 108.3 71.4 96.9 64.0 70.3 80.4 81.8

Equity price risk
Capital requirement for the position risk of
equities in the trading book 110.4 71.1 57.3 60.4 43.8 28.5 33.6 20.5 25.4

Source: OeNB.
1) The calculation of capital requirements for market risk combines the standardized approach and internal value at risk (VaR) calculations. The latter use previous day�s values without taking account of
the multiplier. Capital requirements for interest rate instruments and equities are computed by adding up both general and specific position risks.

Table A18

Liquidity Risk

End of period, % 1999 2000 2001 2002 2003

1st half year 1st half year 1st half year 1st half year 1st half

Liquidity of the first degree: 5% quantile
of liquidity ratio1) 17.5 8.8 20.3 6.1 12.4 5.9 11.5 6.1 7.1
Liquidity of the second degree: 5% quantile
of liquidity ratio 30.3 27.8 29.0 26.3 26.4 27.3 27.3 26.1 28.2

Source: OeNB.
1) The liquidity ratio relates liquid assets to the corresponding liabilities. Article 25 of the Austrian Banking Act defines a minimum ratio of 2.5% for liquidity of the first degree (cash ratio) and of 20% for
liquidity of the second degree (current ratio). The 5% quantile indicates the liquidity level surpassed by 95% of banks on the respective reporting date and is thus an indicator of poor liquidity.

Table A19

Solvency

1999 2000 2001 2002 2003

1st half year 1st half year 1st half year 1st half year 1st half

End of period, EUR million
Total tier 1 capital (core capital) 23,438 23,790 24,606 24,652 26,930 27,440 28,368 26,841 28,178
Total tier 2 capital (supplementary capital) 10,278 10,769 11,827 12,659 13,512 13,492 14,159 13,486 14,171
Tier 3 capital1) x x x 1,575 1,251 2,413 2,197 2,324 771

Eligible capital as a percentage of risk-weighted assets
Capital adequacy ratio2) 13.2 13.1 12.9 13.3 14.0 13.7 14.2 13.3 13.9

Source: OeNB.
1) Because of amendments in the applicable law, data are available only as of 2000.
2) In this context, the capital adequacy ratio refers to the capital eligible as credit risk cover under the Austrian Banking Act (i.e. tier 1 capital plus tier 2 capital minus deduction items) as a percentage of
the assessment base. As tier 3 capital is subordinated capital that may only be allocated against market risk, it was not included here so as to produce a conservative capital adequacy assessment.

Financial Stability Report 6 105�

Annex of Tables



Table A20

Assets Held by Austrian Insurance Companies1)

End of period, EUR million 1999 2000 2001 2002 2003

1st half year 1st half year 1st half year 1st half year 1st half

Cash, overnight deposits 605 539 464 719 531 757 764 681 1,246
Other deposits at Austrian banks 385 306 308 332 483 1,425 678 947 2,371
Domestic debt securities 9,042 8,627 8,647 8,245 7,840 7,712 7,600 7,736 8,488
Equity securities and other
domestic securities 9,414 10,269 11,206 11,847 12,599 13,127 14,616 15,043 14,648
Lending 12,852 11,973 11,405 11,147 10,455 8,769 8,518 8,055 7,441
Domestic equity interests 1,738 2,017 2,032 2,257 2,293 2,511 2,784 3,308 3,550
Real estate 3,380 3,394 3,404 3,428 3,443 3,494 3,804 3,553 3,526
External assets 7,000 9,044 10,669 11,248 13,074 14,397 14,959 15,709 1,597
Custody account claims on reinsurers . . 1,728 . . 1,805 . . 1,854 . . 2,042 . .
Other assets 2,422 2,970 3,058 3,105 3,085 3,426 3,310 3,329 3,734
Total assets . . 50,867 . . 54,134 . . 57,471 . . 60,403 . .

Source: OeNB.
1) Semiannual data exclusive of reinsurance transactions.

Table A21

Assets in Austrian Mutual Funds

End of period, EUR million 1999 2000 2001 2002 2003

1st half year 1st half year 1st half year 1st half year 1st half

Domestic securities 32,455 33,580 34,787 34,908 35,154 36,068 36,471 35,952 34,653
thereof: Federal Treasury bills and notes 1,161 589 252 424 25 27 28 28 . .

debt securities 26,670 26,470 25,843 24,302 23,828 23,235 22,975 22,519 20,743
equity securities 4,624 6,521 8,692 10,182 11,301 12,806 13,468 13,405 13,910

Foreign securities 33,288 41,287 49,621 51,210 56,697 57,324 60,701 60,712 66,706
thereof: debt securities 21,486 25,154 28,676 30,336 32,944 34,717 40,498 43,200 48,531

equity securities 11,802 16,133 20,945 20,874 23,753 22,607 20,203 17,513 18,175
Other assets 6,196 5,474 6,055 5,856 4,936 5,341 5,018 6,047 5,774
Total assets 71,940 80,341 90,462 91,973 96,787 98,733 102,190 102,712 107,133
thereof: foreign currency 16,283 19,169 22,402 22,415 24,789 24,346 24,157 22,455 22,376

Source: OeNB.

Table A22

Assets Held by Austrian Pension Funds

End of period, EUR million 1999 2000 2001 2002 2003

1st half year 1st half year 1st half year 1st half year 1st half

Domestic securities 4,761 5,911 6,879 7,070 7,171 7,245 7,128 7,200 7,744
thereof: Federal Treasury bills and notes 1 25 � � � � � � �

debt securities 100 12 26 31 35 63 67 57 56
mutual fund shares 4,657 5,865 6,846 7,030 7,127 7,163 7,032 7,125 7,641
other securities 4 8 7 9 9 19 30 18 47

Foreign securities 401 464 550 523 586 534 401 353 425
thereof: debt securities 48 32 40 41 40 49 44 44 47

mutual fund shares 347 426 505 478 526 451 315 279 350
other securities 6 5 4 4 20 34 43 30 29

Deposits 31 103 43 95 92 164 118 171 164
Lending 79 69 69 71 69 39 32 42 67
Other assets 164 594 95 89 68 67 121 110 161
Total assets 5,435 7,141 7,636 7,848 7,986 8,049 7,800 7,876 8,562
thereof: foreign currency 281 342 404 302 339 303 188 195 233

Source: OeNB.

106 Financial Stability Report 6�

Annex of Tables



The Real Economy and Financial Markets in Austria

Table A23

Financial Investment of Households

Transactions, EUR million 1999 2000 2001 2002 1999 2000 2001 2002 20031)
year 1st half

Currency and deposits2) 5,108 2,328 4,018 7,072 x 1,777 2,108 2,804 4,093
Securities other than shares3) �1,595 1,829 �327 1,115 x 890 �95 1,010 �452
Shares other than mutual
fund shares 1,440 1,672 1,047 587 x 944 144 299 243
Mutual fund shares 4,523 4,000 3,298 595 x 2,257 2,348 �120 278
Insurance technical reserves 5,916 4,186 3,512 3,118 x 2,288 1,985 1,576 2,306
Total financial assets 15,391 14,016 11,547 12,487 x 8,156 6,489 5,569 6,468

Source: OeNB.
1) Preliminary data.
2) Including loans and other accounts receivable,
3) Including financial derivatives.

Table A24

Household Income, Savings and Credit Demand

1999 2000 2001 2002
year

Year-end, EUR billion
Net disposable income1) 122.03 127.65 130.74 131.92
Savings1) 10.35 10.66 9.69 9.76

%
Saving ratio1)2) 8.5 8.3 7.4 7.4

EUR billion
Loans to Households 54.04 59.22 62.81 67.12

Source: Statistics Austria; national accounts broken down by sectors; data last revised December 2002.
1) Only annual data available. 2002 WIFO Economic Outlook published in September 2003.
2) Saving ratio: savings / (disposable income + increase in accrued occupational pension benefits).

Table A25

Financing of Nonfinancial Corporations

Transactions, EUR million 1999 2000 2001 2002 1999 2000 2001 2002 20031)
year 1st half

Securities other than shares 2,328 2,116 600 �235 x x x �41 �206
Loans2) 14,082 18,033 11,339 6,866 x x x 3,294 1,345
Shares and other equity 3,245 4,361 8,960 3,072 x x x 963 2,351
Other accounts payable 1,911 �2,544 �183 268 x x x x x
Total debt 21,566 21,966 20,716 9,971 x x x 4,216 3,489

Source: OeNB.
1) Preliminary data.
2) Semiannual data include other accounts payable.
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Table A26

Insolvency Indicators

1999 2000 2001 2002 20031)

1st half year 1st half year 1st half year 1st half year 1st half

End of period, EUR million
Default liabilities 1,700 2,798 1,185 2,674 2,070 3,503 1,652 3,401 1,258

Number
Number of defaults 1,444 2,790 1,310 2,567 1,458 2,939 1,423 2,864 1,415

Source: Kreditschutzverband von 1870.
1) Preliminary data.

Table A27

Selected Financial Ratios of the Manufacturing Sector

Median, % 1999 2000 2001 2002
year

Self-financing and investment ratios
Cash flow, as a percentage of turnover 7.73 7.66 7.05 6.74
Cash flow, as a percentage of investment 196.87 184.25 166.67 166.67
Reinvestment ratio1) 60.29 67.42 75.42 84.21
Financial structure ratios
Equity ratio 10.27 10.44 11.14 17.39
Risk-weighted capital ratio 15.28 15.21 16.07 23.66
Bank liability ratio 46.86 46.96 47.56 39.99
Government debt ratio 10.00 10.65 9.68 9.11

Source: OeNB.
1) Investment x 100 / credit write-offs.
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Conventions used in the tables

— = The numerical value is zero
. . = Data not available at the reporting date
x = For technical reasons no data can be indicated
0 = A quantity which is smaller than half of the unit indicated
fl = Mean value
_ = New series

Discrepancies may arise from rounding.

Abbreviations
ABS asset-backed securities
ALM asset liability management
AMAs Advanced Measurement Approaches
ART alternative risk transfer
ATX Austrian Traded Index
BCBS Basel Committee on Banking

Supervision
BCR Banca Comercialaø Roma�naø
BIA Basic Indicator Approach
BIS Bank for International Settlements
BKS Bank fu‹r Ka‹rnten und Steiermark AG
BNR Banca Nat�ionalaø a Roma�niei
BSpG Bausparkassengesetz

(Act on Building and Loan
Associations)

BTV Bank fu‹r Tirol und Vorarlberg AG
CAT bonds catastrophe bonds
CEE Central and Eastern European
CEECs Central and Eastern European

countries
CPI consumer price index
EAD exposure at default
ECB European Central Bank
EEA European Economic Area
EMBI Emerging Market Bond Index
EONIA Euro OverNight Index Average
EU European Union
FDI foreign direct investment
Fed Federal Reserve System
FMA Financial Market Authority
FOMC Federal Open Market Committee
FSAP Financial Sector Assessment

Program
GDP gross domestic product
HICP Harmonized Index of Consumer

Prices
IAA International Actuarial Association

IAIS International Association of
Insurance Supervisors

IAS International Accounting Standards
IMA Internal Measurement Approach
IMF International Monetary Fund
IRB internal ratings-based
LDA Loss Distribution Approach
LGD loss given default
MCA maximum credible accident
MFIs monetary financial institutions
OECD Organisation for Economic

Co-operation and Development
OeKB Oesterreichische Kontrollbank
OeNB Oesterreichische Nationalbank
OpR operational risk
OTC deal over-the-counter deal
PCS property claims service
QIS 3 Quantitative Impact Study 3
ROA return on assets
ROE return on equity
RRG risk retention group
RWAs risk-weighted assets
SCA Scorecard Approaches
SMEs small and medium-sized enterprises
SPVs special purpose vehicles
STA Standardized Approach
VaR value at risk
VAT value-added tax
VO‹ B Bundesverband o‹ffentlicher Banken

Deutschlands
(Association of German Public
Sector Banks)

WIFO O‹ sterreichisches Institut fu‹r
Wirtschaftsforschung
(Austrian Institute of Economic
Research)
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