Austrian banks generated record profits in
2023, but loan defaults are increasing

The size of the Austrian banking sector remained largely constant

The size of the Austrian banking sector remained fairly constant in the
course of 2023. The Austrian banking sector’s total assets rose by 1% to just
above EUR 1.2 trillion during 2023. However, in relative terms, the sector
continued its downward trend, recording a minor reduction to 255% of Austrian
GDP at end-2023. The biggest three banking groups — Erste Group Bank,
Raiffeisen Bank International and UniCredit Bank Austria — accounted for more
than half of total banking sector assets. This fact underpins the continuing concen-
tration.

Box 1

Macroprudential measure: The capital buffer for other systemically important
institutions (O-SII buffer)

The O-SII buffer addresses the risk that a large, complex and interconnected bank
fails. Through direct and indirect contagion, a potential failure of a bank can create losses and
liquidity stress for other banks. A failure can also cause severe repercussions for the real
economy as borrowers hasten to find substitutes and the smooth functioning of the payment
infrastructure may be jeopardized. The O-SII buffer addresses these risks that are commonly
labeled as too-big-to-fail risk.

The O-SII buffer requires systemic banks in Austria to hold additional common
equity tier 1 (CET1) capital with a view to lowering their probability of failure. In
the yearly process of identifying systemically relevant banks and their respective buffer levels,
the OeNB pays particular attention to a relevant contagion channel that works through loss
sharing in deposit guarantee schemes (DGSs). Banks with a high share of covered deposits are
therefore considered systemically relevant. Also, banks can be systemically relevant on a solo or
a consolidated basis. Currently, ten banks or banking groups must hold an O-SlI buffer, with
additional CET1 requirements ranging from 0.25 percentage points to 1.75 percentage points.
Totaling EUR 4.2 billion, the O-SII buffer is the largest macroprudential buffer that has been
activated in Austria.

Monetary tightening led to a reshuffling of the funding structure. The
increase in consolidated total assets was driven by an upsurge in debt securities
holdings and lending to companies. In contrast, the ECB’s monetary tightening led
to lower deposits from and falling cash balances at central banks. The repayment
of deposits from central banks was primarily financed by the issuance of debt
securities (see table 3). The total amount of nonbank deposits increased marginally
in 2023. Depositors did, however, switch from sight to term deposits due to higher
interest rates for the latter.

Austrian banks’ balance sheets have a high share of variable interest
rate positions. The balance sheet of the Austrian banking sector is marked by a
comparatively high share of variable interest rate assets. The same is true for its
liabilities, given that demand deposits — which generally have variable interest
rates — are reported with an “undefined” interest structure (see chart 3). Compared
to the EU, Austrian banks consequently have higher shares of variable interest
rates, both on the assets and the liabilities side. It is, however, possible to alter the
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ultimate interest structure of balance sheets by using derivatives. As the share of
demand deposits remains high in Austria, the maturity of liabilities is rather short
(see chart 4).

Table 3
Balance sheet of the Austrian banking sector
End-2020 ‘ End-2021 ‘ End-2022 ‘ End-2023 ‘ 2023 vs. 2022
Consolidated figures in EUR billion or % % ‘ EUR billion
Cash and cash balances at central banks 164 186 161 152 5.8 93
Loans and advances 752 787 814 820 0.7 6.1
Debt securities 134 138 146 164 120 17.5
Equity instruments 9 9 9 10 7.2 0.6
Tangible assets 12 24 11 13 181 20
Intangible assets 3 3 3 3 2.1 0.1
Investments in proportionally
consolidated subsidiaries 21 23 23 25 9.2 21
Other assets 42 27 32 30 =73 =24
Deposits of central banks 74 96 63 25 —60.8 —383
Deposits of credit institutions 102 106 106 113 6.0 6.4
Deposits of nonbanks 656 686 709 717 1.0 74
Debt securities issued 153 152 163 195 20.2 329
Provisions 13 14 12 12 0.2 0.0
Equity and minority interests 96 101 108 119 9.7 10.5
Other liabilities 43 41 39 37 =5.7 =22
Total assets/liabilities 1136 | 1197 1200 1,216 | 14 | 167
Source: OeNB.
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Austrian banking sector: This latest increase in profit was
Drivers of net interest income (NII) mainly driven by domestic busi-
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6 30 interest rates on deposits in risk-
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. ,, counts also contributed to banks’
profitability. In an environment

’ " marked by rising interest rates, the sec-
2 10 tor’s net interest income expanded by
1 o5 more than 30% to EUR 25 billion (see
o , chart5). This single-handedly boosted
operating income by 17% year on year
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o Price offect Given that operating costs declined, the

== Volume effect cost-to-income ratio dropped by 10 per-
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remained stable year on year, profits

rose by 37% to EUR 14 billion. How-

ever, the increase was also supported by rising policy interest rates on deposits in
risk-free overnight central bank accounts.

The Austrian banking sector’s net interest income (NII) continued its

strong growth, predominantly driven by a margin expansion. In 2023,

the Austrian banking sector managed to raise its consolidated net interest margin
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by halfa percentage point to 2.1%. This

Chart 7

was due to the interest structure of  Austrian banking sector: Operating cost structure
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ancing role. The picture reversed as
rates rose in 2022 and 2023, when a
higher net interest margin took over as the driver of higher operating income.

Rising cost for staff and non-recurring impairments on equity
participations marked the development of operating expenses in 2023.
Personnel cost accelerated by 13% year on year, as wage increases started to catch
up with inflation. Administrative expenses rose by 5%. The biggest cost swing
occurred in impairments on equity participations: one-off costs of EUR 1.9 billion
in 2022 reversed to a minor write-up in 2023 (see chart 7). Consequently, operating
costs fell by 4% to EUR 18 billion. Driven by strong NII, the cost-to-income ratio
dropped to a historic low of 49%.

The environment of rising net interest margins and very low credit
risk costs may not last. Austrian banks profited from rising incomes from the
automatic repricing of variable rate loans. Moreover, low unemployment and the
post-pandemic recovery kept provisioning low. However, the net interest margin
will fall again if interest rates on loans start to decline and depositors lock in
comparatively high rates.” At the same time, lagged effects of tighter monetary
policy may affect the macroeconomic situation further. This may, in turn, lead to
more nonperforming loans. Also, wage increases are likely to continue to exercise
pressure on operating costs.

The return on equity (RoE) of the Austrian banking sector was
15.7% in 2023. A simple analysis highlights the sensitivity of banks’
profitability, however. An RoE of 15.7% equaled the highest yearly level of the
Austrian banking sector since 2008, when the global financial crisis started.’ This
strong result was driven by several factors: (1) an operating income margin (OIM)
of slightly above 3%, (2) a cost-to-income ratio (CIR) of just below 50%, (3)
provisioning that only cost 14% of the operating profit (before risk) and (4) leverage

o

The OeNB’s transparency platform “Sparzinsen Osterreich” provides an overview of deposit rates offered by
Austrian banks. The platform is meant to support households’ financial decisions. For further information, please
refer to https://www.oenb.at/Statistik/sparzinsen-oesterreich.html (in German only).

Here, equity rg%rs to regulatory tier | ownfunds, i.e. not balance sheet equity or market capitalization. The RoE
strongly depends on leverage and is most commonly used by shareholders, while financial stability analysts often
prefer assessing a banking system’s profitability by using the unlevered return on assets.
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Record profit boosted capitalization

Due to a record profit in 2023, Austrian banks’ common equity tier 1
(CET1) ratio climbed to 17.5%. The CET1 capital of the Austrian banking
sector increased by more than EUR 7 billion in 2023, although banks released
reserves and faced a further fall of their other comprehensive income. But these
two negative effects were more than offset by an increase in retained earnings of
over EUR 9 billion. As risk-weighted assets stagnated, the CETI ratio of the
Austrian banking sector reached 17.5% at end-2023 (see chart 8).

The consolidated leverage ratio of the Austrian banking sector
improved to 8.4% at the end of 2023. Besides the CET1 ratio, the leverage
ratio is one of the major elements of the Basel IIl framework and its implementa-
tion in the EU. The leverage ratio serves as a prudential backstop. It sets a bank’s
regulatory tier 1 capital in relation to its on-balance and off-balance sheet total
exposure. Unlike risk-based capital requirements like the CET1 ratio, individual
exposures are not risk weighted for the purposes of the exposure measure. The
leverage ratio’s aim is, inter alia, to counteract the fundamentally cyclical effect of
risk-based capital requirements. As a supplementary, it is meant to ensure a mini-
mum level of capital, thus having a backstop function. As CET1 capital increased
in 2023, the leverage ratio of the Austrian banking sector rose to 8.4% at end-2023
(+37 basis points year on year).

4 For the sake (yrsimplicity, the impact qfother prqfit or the tax rate are excluded, as they concern non-core business
areas and a (mostly) external factor. For further details on this type of DuPont analysis, see Gruber et al. 2017.
What drives Austrian banking subsidiaries’ return on equity in CESEE and how does it compare to their cost qf
equity? In: Financial Stability Report 33. OeNB. 78—87., as well as Gruber and Kavan. 2022. DuPont reloaded:
the profitability of the Austrian banking sector and the impact of the COVID-19 pandemic. In: Financial Stability
Report 44. OeNB. 79-87.
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Austrian banks generated record profits in 2023,
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The capitalization of Austria’s largest banks surpassed that of their
European peers, after years of trailing the average in the Single Super-
visory Mechanism (SSM). Given current uncertainties, however,
Austrian banks should continue to safeguard or, where appropriate,
further strengthen their resilience. Austrian significant institutions (SIs)
increased their CET1 ratio to 16.0% in the last quarter of 2023, surpassing the
SSM average of 15.7%. Over the last two years, their leverage ratio had increased
steadily, reaching 7.4% at the end of 2023 (SSM average: 5.8%). Nevertheless,
given macroeconomic and geopolitical uncertainties, banks should continue to
safeguard or, where appropriate, further strengthen their resilience.

Credit growth weakened further and loan defaults started rising

Loan growth in Austria lost further momentum in 2023, with real estate
lending growth turning negative in mid-2023. Demand for corporate loans
in Austria continuously declined in 2023 and the first quarter of 2024. This was
mainly influenced by three factors: First, short-term financing requirements for
inventory and operating resources abated. Second, the decrease in long-term
financing needs for fixed investments persisted. The third factor were rising
interest rates. In particular because of the latter demand for loans to households
diminished. Chart 9 shows annual growth rates of bank loans to households and
corporations in both Austria and the euro area. It is evident from both panels that
momentum in bank lending faded from mid-2022. But in Austria, the decline was
more pronounced. This holds true especially for loans to houscholds, which
contracted for lack of demand for residential real estate (RRE) loans. Lending to
Austrian companies still expanded, however. Growth remained above the euro
area level, despite the plunge in both the supply of and demand for loans to the real
estate industry.

Chart 9

Annual loan growth in Austria and the euro area
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Box 2

Macroprudential measure: The countercyclical capital buffer (CCyB)

The CCyB serves to meet the intermediate objective of mitigating and preventing
excessive credit growth. The activation of the CCyB depends on risks related to excessive
credit growth. Vice versa, the designated authority can lower the CCyB in times of crisis to
bolster banks’ risk-bearing capacity. This macroprudential instrument is therefore an effective
tool to mitigate (1) excessive credit growth in boom phases and (2) overshooting credit tight-
ening in a downturn.

The CCyB has been kept at 0% in Austria since 2015. The Financial Market Stability
Board (FMSB) has consistently recommended to keep the rate at 0%. The recommendation
has been based on the lead indicator for the buffer application, notably the credit-to-GDP gap.
This indicator accounts for the difference between the credit-to-GDP ratio and its trend. Over
the past two years, the credit-to-GDP gap has remained well below the critical threshold of
2 percentage points.

Triggered by major bankruptcies in the commercial real estate sector,
Austrian banks’ overall loan quality started to deteriorate in late 2023.
The Austrian banking sector had observed declining or stable NPL ratios for years.
In the last quarter of 2023, an increasing number of insolvencies triggered a
deterioration in the quality of the loan portfolio. To be precise, the commercial
real estate sector recorded major bankruptcies. In Austria, the fall in quality was
more pronounced than in other European countries. At the end of 2023, the
consolidated NPL ratio of the Austrian banking sector increased to 2.6%, having
stood at around 2% since 2021. Compared to its peak of nearly 7% in 2015,
however, 2.6% is still moderate. The increase was particularly distinct in the
corporate loan portfolio (see chart 10), especially for loans to commercial real
estate (CRE) companies and small and medium-sized enterprises. At a sectoral
level, the deterioration in credit quality was most pronounced in the real estate and
construction sectors. At end-2023, the NPL ratio in these two sectors was 3.3%
(+2.4 percentage points year on year) and 6.3% (+3.5 percentage points year on
year). At the same time, the NPL ratio for loans to households remained stable,
thanks to low unemployment and falling indebtedness coupled with improved
lending standards.’

At Austrian banks, new nonperforming loans are crowding out
legacy NPLs amid rising volumes. At the same time, the coverage with
provisions has been falling. Austrian banks continued reducing legacy NPLs,
i.e. loans that have been nonperforming for at least two years. In contrast, the share
of newer NPLs is continuously increasing. Austrian banking groups that report
under the IFRS regime® reported a net NPL increase of more than EUR 3 billion.,
The NPL volume of all Austrian banks reached EUR 21 billion at end-2023. At the
same time, Austrian banks only cautiously provisioned for loan losses in 2023. The
percentage of NPLs covered with provisions therefore fell to nearly 40%, with
even lower figures for CRE and RRE loans. Therefore, banks should reinforce loan

In 2023, household debt (relative to net disposable income) continued tofa]], dropping to 81%. At the same time,
corporate debt (relative to gross operating surplus) rose slightly to 437%. For time series, see the key financial
indicators in the annex.

IFRS stands for international financial reporting standards.
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Chart 10
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loss provisioning in times of high profitability as credit quality is expected to
deteriorate further.

The decline in Austrian banks’ loan quality in 2023 was more pro-
nounced than in other European countries. The deteriorating credit quality
faced by Austrian banks was, among other things, driven by a weak macroeco-
nomic environment. In Austria, the fall in credit quality was more pronounced
than in other European countries. Within the euro area, Austrian significant
institutions showed the second-highest increase in NPL ratios after Luxembourg.
The SSM average stagnated in 2023, as southern European countries like Greece,
Portugal and Italy even reported loan quality improvements.

Although the trend to variable interest rate loans reversed in 2023,
their high share poses a challenge. Although the proportion of variable rate
loans in new RRE lending fell in 2023, it still amounted to around 44% at the
beginning of 2024 (see chart 11). This is well above the euro area average of 19%.
In Austria, this share remained high, although interest rates for variable rate loans
exceeded those for fixed rate loans. This suggests that market participants expect
falling rates. The situation warrants close monitoring, as variable rate loans carry
additional credit risk for the banking system.
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Chart 11

Share of variable interest rate loans in total new lending
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The volume of foreign currency loans continued to decline sharply,
and the remaining stock is small. In March 2024, the volume of outstanding
foreign currency loans extended to Austrian households stood at EUR 7.1 billion,
down 17% year on year (exchange rate adjusted). Their share dropped to 4%.
Foreign currency loans are almost entirely denominated in Swiss francs. In October
2008, the Austrian Financial Market Authority (FMA) recommended that banks
refrain from granting new foreign currency loans to households. Since then, their
volume has shrunk by EUR 32 billion or 87%, as adjusted for exchange rate effects.
Austrian banking subsidiaries in CESEE also continued reducing their foreign
currency loans to households. In 2023, their volume fell by 48% to EUR 4.5 billion,
as adjusted for exchange rate effects (21% adjusted for the effect of Croatia’s intro-
duction of the euro). The percentage of foreign currency loans in total loans
dropped to 5.3%. The lion’s share (81%) of these loans is denominated in euro.

Macroprudential measures for residential real estate (RRE) lending continue
to be effective

The significant improvement in lending standards demonstrates the
effectiveness of the respective KIM-V regulation. Given that systemic risks
from RRE financing are elevated (see below), the regulation for sustainable lending
standards for residential real estate financing (KIM-V) continues to be an important
instrument for ensuring sustainable lending. Sustainable lending means that loans
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have (1) a loan-to-collateral ratio’ of Chart 12

90% at most, (2) a debt service-to-  Share of sustainable loans in new lending volume
income ratio that is not higher than

40% and (3) a maximum maturity of 100
35 years. Since such standards increase
the quality of banks’ mortgage loan
portfolios, they also contribute effec-
tively to raising banks’ resilience. 7
Chart 12 shows that, following the
introduction of the KIM-V in August
2022, the share of sustainable loans
increased substantially, namely more !
than sixfold, from 12% in the first half 3
of 2022 to 80% in the second half 2023.

A large part of exemptions
from the KIM-V lending standards ,

remained unused in 2023. This H120  H220  H121  H221  H122  H222  H123  H223
underpins that the regulation W= Sustsinable W Not sustainable

does not limit lending to house- 5, . ocne

holds. In the first half of 2023, 50% of  Note: Loans that are not clearly assignable are classified as sustainable.

all banks did not even use half of the
exemption volume available to them
(see chart 13). In the second half, the same was true for 45% of all banks. As a
result, banks did not use approximately EUR 1 billion of possible exemptions. Each
bank has a theoretical exemption volume of 20%. However, effective exemptions do
not correspond to only 20% of the new lending volume for various reasons. First,
further exemptions apply, such as a minimum exemption volume of EUR 1 million
per bank. Second, banks may choose the reference period (previous or current
period). And third, bridge loans and small loans® are exempted. In the end,
effective exemptions accounted for 42% of the new lending volume in the first half
of 2023, and for 33%” in the second half. In an international comparison, the
KIM-V thus provides generous exemptions. The large share of unused exemptions
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o
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indicates that the decline in the lending volume is due to low demand for new
loans. The latter is primarily attributable to the increase in interest rates. This
finding is consistent with observations in other euro area countries, where new
lending volumes exhibit similar developments. In addition, Austrian banks have
given the increase in interest rates as the main reason for the decline.

7 Previously referred to as loan-to-value ratio. The term “loan-to-collateral ratio” is more precise, however. In the
formu]a used to calculate the ratio, the denominator is the minimum market value qfthe property minus prior liens
or mortgages in the land register plus other collateral eligible under the CRR.

8 Small loans are loans of up to EUR 50,000. Each bank can exempt small loans of up to 2% of their lending

volume in the reference period.
Effective exemptions are calculated by considering the minimum exemption volume, the reference period, the
possible exemption qu% qfsma]] loans per bank as well as all non-sustainable bridge loans in the current period.

19" 0eNB Report 2024/4: Bank Lending Survey — Tiefpunkt bei der Nachfrage nach privaten Wohnbaukrediten

durchschritten.
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Chart 13
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' See https://www.vfgh.gv.at/medien/KIM-VO.php.

The necessity of the regulation
for sustainable lending standards
for residential real estate financing
was confirmed in the current
macroeconomic environment.
Systemic risks from the RRE sector
continue to be elevated in light of major
macroeconomic changes. The latter
include a spike in inflation, a subsequent
reduction in disposable real income,
interest rate hikes, the reduction in the
new lending volume and weaker house
price growth. That the KIM-V regula-
tion was necessary, adequate and suffi-
cient to address these systemic risks
was confirmed by several institutions:
the Constitutional Court of Austria'!,
the European Systemic Risk Board'
and the International Monetary Fund".

Austrian banks are substantially
exposed to commercial real estate
(CRE) loans

Both the size of the CRE exposure
and its riskiness — measured as
high loan-to-value ratios (LTVs) —
are well above average in interna-
tional comparison. Austrian banks
are the main providers of CRE funds,
mostly in the form of loans. By contrast,
other financial intermediaries and the
role of market-based finance are less
prominent than in other EU member
states. CRE loan growth remained
robust, despite headwinds from interest
rate increases and the macroeconomic
downturn. In 2023, CRE loans grew by
4.5%, down from 8.1% in 2022. At
end-2023, the total exposure of Austrian
banks to CRE loans amounted to
EUR 191 billion". CRE loans are par-
ticularly concentrated in the real estate

12 See https://www.esrb.europa.eu/news/pr/date/2024/html/esrb.pr240201~2abae96aef.en. html.
B See https://www.imf.org/en/Publications/CR/Issues/2024/05/10/Austria-2024- Article-1V-Consultation-Press-

Release-Staff-Report-and-Statement-by-the-548775.

4 CRE Ioans are defined as loans to legal persons that use the loan to buy or construct residential or commercial real
estate, plus loans for the real estate activities and construction sectors (the latter excluding civil engineering). The
data are sourced from the central credit register/AnaCredit.
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activities sector (EUR 129 billion or Chart 15
67% of the total). CRE loans to the NPL ratio for commercial real estate
sectors construction of buildings and  (CRE) loans

specialized construction activities %
amounted to EUR 24 billion and EUR 40

8 billion, respectively. The CRE sector 35 —
in Austria is very heterogeneous and -, '
ranges from relatively risky CRE loans

to exposures to limited-profit housing 25

associations with low-risk profiles. The 20

latter contributed to approximately s

20% of overall CRE loans in Austria. .

Further, the CRE loan segment in = — 08
Austria is characterized by a large share 05

of loans with high LTVs. At end-2023, 0

30% of CRE loans had an LTV above ZDOG;' Mar 2%;; Sep. Dec. Mar ZJSQZ Sep. Dec.
100% or were unsecured. Both expo- — CREloans = Non-CRE loans

sures and leverage of CRE loans in g, oms
Austria are noteworthy in an EU com-  Note: Data s at quarter-end.
parison. According to data of the Euro-
pean Central Bank (ECB), the Austrian
banking sector’s CRE exposure amounts to 13% of its aggregate balance sheet size.
By contrast, the overall EU banking system reports a share of 7%." According to
data by the European Banking Authority, the share of CRE loans with LT Vs above
100% equals 20% for Austrian banks, but only 11% for EU banks.'®

Since the start of the interest rate hiking cycle, overall credit quality
in the CRE segment has deteriorated. Various indicators for CRE loans point to
worsening credit quality. For instance, NPLs increased substantially, namely from
EUR 2 billion at end-2022 to EUR 6.3 billion at end-2023. As is evident from
chart 15, the NPL ratio rose from 1.1% (end-2022) to 3.3% (end-2023)."” The
largest increase was observed in the fourth quarter of 2023, when the NPL ratio
doubled. Consequently, banks have also increased credit provisioning in this
segment: from EUR 1.8 billion (end-2022) to EUR 3 billion (end-2023). Plus,
ratings of counterparties engaged in CRE loans have been downgraded. NPL ratios
of non-CRE loans to legal persons have moved sideways and, at 0.8% at end-2023,
have remained significantly lower. Rising NPLs also reflect the high share of CRE
loans that are exposed to rising interest rates; three-quarters of the CRE loan
volume exhibit a variable component in interest rates. Additional strain on NPLs is
due from a volume of EUR 46 billion of CRE loans that will mature by the end of

" European Central Bank. Statistical Data Warehouse. Consolidated Banking Data. Data as at Q3 2023. CRE
loans in this case: mortgage loans to nonfinancial corporations.

16 European Banking Authority. December 2023. Risk Assessment Report of the European Banking Authority. Data
as at Q2 2023. CRE loans in this case: loans to nonfinancial corporations that are secured by CRE (i.e. non-RRE)
property.

17 The NPL ratio is calculated based on the CRE loan definition relying on central credit register/AnaCredit data.

Note that the NPL ratio according to FINREP (i.e. domestic corporate loans secured by non-RRE property)
amounted to 4.8% as at end-2023.
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2025. The predominant share of these loans does not have a fixed amortization
schedule. Based on data provided by the European Banking Authority,'® the NPL
ratios of CRE loans in Austria do not particularly stand out in an EU comparison.
However, relative to their EU peers, Austrian banks are among those with the
strongest increase over the course of 2023 — third after Germany and Hungary.
Cyclical factors must be considered together with structural factors: remote work
and online shopping have been changing the demand for office, retail and logistics
properties. Furthermore, the need to adapt to climate-related challenges induces
another level of heterogeneity in real estate values.

The OeNB calls upon banks to further shore up their capital levels —
to brace for more headwinds in the CRE market. Currently, Austrian
banks’ profits and capital are large enough to cushion the impact of deteriorating
CRE markets. In the face of these risk-absorbing capacities, the bankruptcies of
large real estate companies have but limited isolated effects on financial stability.
However, the market remains vulnerable to second-round effects arising from
contagion via price and confidence channels. Overall, higher NPLs lead to higher
risk weights through various channels. The OeNB reminds banks of its recommen-
dation to use the headroom generated by strong profits over the last years to shore
up risk provisions and capital cushions in the CRE segment. Banks should also
apply caution in determining market values of properties used as collateral and
should aim for timely revaluations. Similar calls have been issued by Austria’s
Financial Market Stability Board and Financial Market Authority as well as the
European Systemic Risk Board and the ECB.

Austrian banks adapted funding plans as central banks provide less liquidity

Austrian banks responded to lower liquidity provision by central
banks by adapting their funding plans. From 2020 to 2023, banks consid-
erably relied on long-term liquidity

chart1s  from the Eurosystem. Notably, targeted

Euro area: Net issuance of covered and senior unsecured

bonds (EUR)

EUR billion
100

0

longer-term refinancing operations
(TLTRO III) proved an extremely
attractive funding source for a maturity
of three years. Demand for refinancing

TLTRO launch TLTRO repayments operations increased significantly once

the conditions of the TLTRO III liquid-
ity—providing operations had been

adapted in reaction to the COVID-19
I pandemic. The operations expanded to

approximately EUR 2.2 trillion in

2020

Covered bonds

Source: OeNB.

B Senior unsecured bonds

the euro area and EUR 87 billion in
Austria. To prepare for the maturing of
TLTRO III operations in 2023 and
2024, banks in the euro area adapted
their funding plans. They increased

2021 2022 2023

their market-based funding, notably in
covered bonds (see chart 16).

18 European Banking Authority. Q4 2023. Risk Dashboard.
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In 2022, issuances of Austrian
covered bonds reached a new high
of EUR 32 billion and remained at
almost the same level in 2023. One
reason is the new Austrian covered
bond act (Pfandbriefe Act) that was
enacted in July 2022 and transposed the
EU’s Covered Bond Directive. This
helped boost foreign investors’ interest
in Austrian covered bonds. Banks also
tapped into the asset purchase program
(APP) and the pandemic emergency
purchase program (PEPP). They antici-
pated a stop of Eurosystem investments
in the covered bond segment and front-
loaded their funding plans. APP rein-
vestments continued until mid-2023,
and PEPP reinvestments are due to
continue until the end of 2024. This
helped neutralize the negative impact
that the TLTRO III repayments had on
banks’ liquidity coverage ratios. Plus, it
helped diversify the maturity profiles.
A shrinking maturity profile of Austrian
covered bond issues was observable in
2023 compared to 2022 (see chart 17).
In other words, maturity profile buckets
of up to four years accounted for 27%
of total issuances, maturities between
four and six years for nearly 70%.
Maturities of over seven years were
reduced from 45% to just 5% of total
issuances. In 2023, covered bond issue
volumes almost reached the record
level of the year before. Notably, banks

also diversified their funding structure

Austrian banks generated record profits in 2023,
but loan defaults are increasing

Chart 17

Austrian covered bonds: Issue volume
by maturity (2022 vs. 2023)
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by raising the share of bonds with other payment ranks, such as senior preferred

or senior unsecured bonds (see chart 18).

Monetary tightening caused banks to reshuffle their liquidity
positions. The Austrian banking sector’s total holdings of high quality liquid
assets (HQLA) remained broadly stable in 2022 and 2023, fluctuating around 21%
of total assets (see chart 19). What has been changing is their composition, how-
ever. Given that the ECB started reducing excess liquidity in the Eurosystem in
2022, cash and reserve holdings have decreased. Banks have substituted them with
higher government and covered bond holdings. Despite this shift, central bank
liquidity is still the centerpiece of banks’ liquid asset holdings. Under the short-
term market stress scenario of the liquidity coverage ratio (LCR), central bank
liquidity exceeds the aggregate expected net outflows. On the liability side, the relative
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Chart 19

High quality liquid assets (HQLA) of
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Chart 20
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importance of overnight deposits and
central bank funding has decreased with
monetary tightening (see chart 20).
Banks increasingly relied on funding
from securities and term deposits. A
platform the OeNB launched at the end
of 2023 has increased the comparability
of interest rates on term deposits.'” The
change in banks’ funding mix mainly
reflects the slow and incomplete trans-
mission of interest rate increases to
overnight deposits. Term deposits and
bonds, by contrast, reacted more in line
with market rates.?

Despite less central bank liquid-
ity, the funding position of the
Austrian banking sector remains
sound. In 2023, the liquidity coverage
ratio (LCR) of the consolidated Aus-
trian banking sector remained broadly
stable at a weighted average of 161%.
This reflects the overall solid short-
term liquidity position of the Austrian
banking system. The consolidated net
stable funding ratio (NSFR), which
measures the ability of the banking
sector to resist funding shocks in the
medium term, increased slightly in
2023. At year-end, it stood at a weighted
average of 134%. On a disaggregated
level, all Austrian credit institutions
without a liquidity waiver reported
LCR and NSFR levels above the respec-
tive regulatory minimum at end-2023.”'
The average LCR and NSFR of Austrian
SIs stood above the average of their SSM
peers.

Systemic liquidity risks need to
be monitored more closely. Liquid-
ity monitoring through both the LCR

' See https://www.oenb.at/Statistik /sparzinsen-oesterreich.html (in German only).

20 The incomplete pass-through to overnight deposit rates is e.g. documented in Breyer et al. 2023. Repricing of bank

assets and liabilities in the current rate hike cycle: historical perspective and impact on bank prqﬂ’tability. In:

Financial Stability Report 46. OeNB. 29—3§.

2l Banks with a liquidity waiver must satisﬁ/ liquidity requirements on a more aggregate group level and are thus

exempted.
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and the NSFR is an important aspect of microprudential supervision. Yet, these
metrics tend to underestimate systemic aspects of liquidity risks, such as contagion
risk; interconnectedness; market liquidity risk, especially during periods of market
stress; off-balance sheet exposure or liquidity risks from nonbank financial institu-
tions. Therefore, the LCR and the NSFR might underestimate a bank’s liquidity
externalities for other market participants, which can significantly affect financial
stability. To monitor systemic liquidity risks, a set of indicators is currently being
developed. If significant unmitigated liquidity risks are identified, appropriate
macroprudential instruments could mitigate these risks and further enhance
financial stability. The first indicator that has been identified is the ratio of encum-
bered assets in the entire banking sector. This ratio measures the ability of banks
to use collateral for their liquidity needs. The monetary tightening begun in 2022
has had no significant effect on the ratio of encumbered assets. Therefore, this
indicator does not point to increased systemic liquidity risk. Furthermore, asset
encumbrance for Austrian banks remains around the median compared with other
European banks.

Austrian banks are mostly interconnected with euro area counterparties?’

At end-2023, the majority of securities issued by the Austrian banking
sector were held by counterparties based in the euro area (70%). The
total value of market instruments issued by Austrian banks (at an unconsolidated
level) stood at EUR 246 billion, of which bank shares made up EUR 66 billion and
debt securities EUR 179 billion. Austrian buyers accounted for 42%, while 28% of
the buyers came from the rest of the euro area (see chart 21). After excluding the
rest of the world, for which no granular data are available, monetary financial
institutions (MFIs) and nonbanking
financial institutions (NBFIs) are almost
on par and each held about one-quarter
of the total securities issued. Notably,
Austrian households (HHs) together

Chart 21

Holders of securities issued by
Austrian banks

with nonfinancial corporations (NFCs) Other; 3%—

held more than 10% of the securities P

issued by Austrian banks. y ’:;S%
Austrian banks’ security port- y

folio is dominated by securities :Z'Zs.

issued by MFIs and governments a 246 oion

that are based in the euro area
(70%, see chart 22). At end-2023,

Austrian banks held EUR 140 billion of ‘
securities. Government bonds, which

banks also hold to meet liquidity

requirements, and securities issued by ’ézjt“ci;the o T Rest of the world (RoW)

MFIs accounted for the lion’s share
EUR 120 bll A . . Source: OeNB.
( 1 101’1). ustrian 1ssuers Note: Data as at end-2023. MFis stands for monetary financial

I‘epresented a VOlume of EUR 45 b]lhon institutions; NBFls for nonbank financial institutions; HHs for
11 households; NFCs for nonfinancial corporations.
(euro area as a whole: EUR 98 billion). forvert b

22 In this section, banks are defined as monetary financial institutions.
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Chart22 - In terms of all securities, the most im-

Issuers of securities held by Austrian portant countries of origin are Austria
banks (EUR 55 billion), followed by Germany
(EUR 9 billion), France (EUR 8 billion)

J— Governmen, and Czechia (EUR 6 billion). The euro
y : area as a whole accounts for a volume of
EUR 115 billion, which equals 82% of

the total. The banks’ portfolio is there-

fore well diversified geographically.

Other, 2%

Government,

EUR
140 billion

72#’% Yet, the large share of securities issued

¢ i3 by MFIs could open intrasectoral conta-

S, 6_%;% . gion. chflnnels, which require close
% monltorlng.

The secured money market is

Rest of the euro area Austria expected to become ever more

B Rest of the world (RoW)

e OO important, especially given the

Note: Data as at end-2023. MFis stands for monetary financial EurOSyStem,S tighter monetary
institutions. policy. While the unsecured money
market segment remains dormant for
the time being, the secured money
market exhibits normal liquidity levels. Money market statistical reporting
(MMSR)* by euro area banks allows the analysis of secured market
interconnectedness through liquidity takers and providers on the one hand and the
provided collateral on the other hand. Austrian banks are typically and predomi-
nantly liquidity providers, with the share of cash lending transactions accounting
for 80% in the first quarter of 2024. However, Austrian banks only represent a
small fraction of around 0.2% in the MMSR aggregate market volume for the
secured segment.

Subsidiaries in CESEE again recorded high profits, driven by a rising net
interest margin and very benign credit risk costs

About 24% of the Austrian banking sector’s total assets are located in
CESEE. Of a consolidated balance sheet of EUR 1.2 trillion at the end of 2023,
EUR 288 billion are accounted for by subsidiaries in CESEE. As more than 80% of
them are based in the EU, Austrian banks’ CESEE subsidiaries predominantly
operate within the common European framework (see chart 23). At 7% of total
assets, Russia is the only sizable non-EU exposure, but this business — albeit
shrinking — still produced a substantial profit contribution of one-quarter of all
profits from the region (compared to 10% and 38% in 2022). The Russian profit,
however, cannot be transferred to the headquarters in Austria.

Austrian banks’ subsidiaries in CESEE were highly profitable again
in 2023, as they earned EUR 5.5 billion (+5% year on year). In a benign
interest rate environment, net interest income — that makes up two-thirds of
operating income — was up more than 10% year on year. But despite this boost,
total operating income decreased to EUR 12.7 billion, since fees and commissions

2 See https://www.ech.europa.eu/stats/financial_markets_and_interest_rates/money_market/html/index.
en.html.
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were down 15% and trading income
turned negative. As operating costs rose
by 7% to EUR 5.5 billion, the operat-
ing profit fell by 6% to EUR 7.2 billion.
These negative developments notwith-
standing, the subsidiaries’ profit still
increased year on year, as credit risk
provisioning contracted by nearly 70%
to less than EUR 300 million. Chart 24
summarizes the absolute impact all
these developments had on profit evolu-
tion in 2023 (compared to 2022), high-
lighting the important role the rise in
net interest income and very benign
credit risk costs had in compensating
the fall in non-interest income.

As to the positive profit drivers,
net interest income was mainly
boosted by renewed margin up-
side, while NPL ratios remained at
low levels. When dissecting the rise
in net interest income in 2023, two
drivers can be discerned: First and fore-
most, the increase in the net interest
margin from 2.8% to 3.0% in 2023
(“the price”) and, second, the rise in
average total assets by 3% (“the vol-
ume”). Both bear testament to the fact
that the higher interest rate environ-
ment helped raise banks’ operatin
profitability, while still allowing for
balance sheet growth. As highlighted by
chart 25, the post-pandemic years of
2022 and 2023 marked a clear step-up
in the net interest margin, reversing
previous price pressures when interest
rates were low. While this was clearly
positive for the subsidiaries’ income,
the price effect lost some momentum in

Austrian banks generated record profits in 2023,
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Chart 23
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Chart 24
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2023. Given that local central banks in CESEE started to lower interest rates
recently, this profitability driver may fade in the near future. The flip side of higher
interest rates — i.e. an intensified pressure on the borrowers’ credit quality — has
not yet materialized, as the NPL ratio for total loans further trended down to

2.0%.7* This benign year-on-year trend was broad based (see chart 26). The drop
in credit risk provisioning mentioned above may be traceable to the very good
credit quality observed during 2023, especially when compared to pre-pandemic

2 Excluding cash at central banks and other demand deposits.
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Chart 25

Chart 26

Austrian banking subsidiaries in CESEE:
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levels. Also, NPL ratios are likely to
have bottomed out at these levels.
Austrian banking subsidiaries’
risk-bearing capacity remained
strong and their business model

Austrian banking subsidiaries in CESEE:
Nonperforming loan (NPL) ratios by
loan segment
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locally funded. Strong profitability in 2023 (as described above) led to a consid-
erable increase in the subsidiaries’ CET1 ratio. The latter climbed to 18.2% (+190
basis points year on year). Furthermore, the subsidiaries are also predominantly
self-funded through local deposits from nonbanks. This is highlighted by a loan-to-
deposit ratio of 73% at end-2023. Credit for the sound situation today is also due
to the timely implementation in 2012 of a macroprudential measure to this end.
For further details, see box 4 “Success of the Austrian Sustainability Package.”

Box 3

Macroprudential measure: The systemic risk buffer (SyRB)

A banking sector’s concentration in its exposure to foreign markets can pose struc-
tural systemic risks to the domestic economy. Economic and financial shocks in foreign
countries can swiftly lead to disruptions in banks’ domestic financial market. The shock is
transmitted by the foreign subsidiaries’ parent companies to other domestic market partici-
pants. Such a transmission may for example be triggered when banks have similar business
models, or the credit quality in banks’ subsidiaries deteriorates and requires capital injections
from the parent. Such developments may amplify a financial or economic crisis in the domestic
economy.

Austrian banks are important foreign investors in the CESEE region. Thanks to
its substantial foreign engagement, the Austrian banking sector earns a large share of its profit
abroad. Given the large size of the Austrian banking sector relative to its economy, the Austrian
financial sector is vulnerable to foreign shocks. As risk parameters correlate across the CESEE
region, particularly in crisis times, diversification effects are limited. An SyRB can address
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related risks. Since the implementation of the SyRB, Austrian banks have increasingly focused
on certain CESEE core markets, like Czechia, Slovakia, Hungary, Romania or Croatia.

In 2015, the Austrian Financial Market Stability Board (FMSB) recommended
to activate a systemic risk buffer (SyRB) for the first time.?* This macroprudential
capital buffer aims to address multiple structural systemic risks with a view to improving both
the risk-sharing mechanism within the banking system and the resilience of Austrian banks.
This way, it also strengthens the Austrian resolution regime.?* An SyRB applies only to banks
that are particularly exposed to the identified structural risks in line with the principle of
proportionality. Specifically, banks with a relevant market size are selected that are exposed
either to systemic vulnerabilities and/or systemic cluster risks.

Systemic vulnerabilities can emerge if banks are highly connected with each
other andlor the real economy and the financial sector is large relative to the
country’s economic activities. Austrian banks which e.g. have a high share of guaranteed
deposits or strong interbank connections can be particularly exposed to systemic vulnerabilities.
In addition, there is a risk that banking crises lead to high social costs for the public, particularly
if banks are (partly) in public ownership. Also, public ownership hampers recapitalization in
crisis times. Systemic cluster risk means that banks rely on similar business models and have
substantial exposures of a similar nature which become systemically important. In other words,
these exposures are large relative to the banking sector’s overall activities. In Austria, banks
falling in this category have a strong CESEE focus and their profits are highly dependent on
the foreign operations.”’ At the beginning of 2024, 13 Austrian banks were subject to an SyRB. Its
rate ranges from 0.5% to 1.0% of CET1 relative to the total risk exposure amount.?® The SyRB
is currently being evaluated by the FMSB, which will take a decision in the second half of 2024.

Box 4

Success of the Austrian Sustainability Package

In 2012, the OeNB and the Austrian Financial Market Authority (FMA) published
supervisory guidance on strengthening the sustainability of the business models of
large internationally active Austrian banks.” After the global financial crisis that started
in 2008, this “Sustainability Package” was meant to strengthen financial stability both in
Austria and in the subsidiaries’ host countries. More specifically, the original set of measures
aimed at increasing parent banks’ capitalization, ensuring the early drafting of recovery and
resolution plans and achieving more balanced refinancing structures at some of the foreign
subsidiaries, especially in CESEE.

Since the publication of the guidance, banks’ capitalization and the crisis
management framework have improved considerably. In terms of capitalization,
macroprudential buffers helped raise systemically important banks’ risk-bearing capacity. Also,
the entire banking sector’s CET1 ratio increased substantially (see chart 27). Furthermore, the
national transposition of the European Bank Recovery and Resolution Directive (BRRD) as well

% See https: //WWW\.f‘mSg. at/en/publications/warnings-and-recommendations/2015/recommendation-4.html.

26 Macroprudential policy in Austria aims at achieving consistency between macroprudential regulation, the
applicable bank resolution regime and the deposit guarantee scheme. The evaluation of the SyRB thus considers
this integrated macroprudential approach in Austria, e.g. by identj}ﬁ/ing and considering any overlap with other
prudential policy measures.

27 For more details on the SyRB methodology, see https://www.oenb.at/finanzmarkt/makroprudenzielle-aufsicht/
massnahmen_und_methoden/systemrisikopuffer.html (in German only).

8 Please also see table A7 on the macroprudential stance in the annex; andfor the specjﬁ‘c bank sample and blg‘fer sizes,
see https://www.fmsg.at/en/publications/warnings-and-recommendations/2022/recommendation-fmsb-5-2022. html.

2 For further details, see https://www.oenb.at/dam/jcr:7cfe514f-5fb7-45c5-9be3-6ce0da0408d6/supervisory_
guidance_on_austrian_sustainability_package_tcm16-246089.pdf.
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as the establishment of resolution authorities
put crisis management on a stronger footing
and fostered financial stability in the case of
bank failures. Therefore, the Sustainability
Package has helped accomplish the first two
objectives. Consequently, the FMA and the
OeNB withdrew these two pillars of the original
guidance from the Sustainability Package.
Analyzing the local stable funding
position of foreign subsidiaries remains
important to prevent boom-bust cycles
in lending. Before the global financial crisis,
there was a partial lack of local stable
funding, especially regarding deposits from
nonbanks. This is why some Austrian banking
subsidiaries depended on liquidity transfers
from their headquarter to rapidly expand
lending in CESEE. The macroprudential
lesson from the crisis was as follows: Subsid-
iaries that originated loans much faster than
they gathered local stable funding were more
vulnerable to credit losses. Credit losses are
the prime threat to retail-oriented banking
systems and can negatively affect not only
the concerned banking groups, but also
financial stability in the respective markets.
Hence, Austrian supervisors aimed to improve
the balance of the subsidiaries’ funding to
proactively reduce the likelihood of boom-bust
cycles in lending. A clear focus on the flow of
new lending helped avert any undue procycli-
cal deleveraging. At the same time, both the
local deposit base and debt issuance were
progressively strengthened.*° This approach
brought about several positive developments:
The funding of banking subsidiaries in CESEE
became primarily local (see chart 28) and
therefore more risk-adequately priced. In
turn, this led to more sustainable lending
growth, which over time was accompanied by

local borrower-based measures to reduce systemic risks from residential real estate lending.
Also, cross-border intragroup liquidity transfers were substantially reduced, and de-centralized
debt issuance strengthened. Both are preconditions for successfully implementing banking
groups’ multiple point of entry resolution strategies that call for greater local funding autonomy.
Taken together, the improvements brought about by the Austrian Sustainability Package
strengthened financial stability both in the host countries and in Austria. Going forward, it is
necessary to continue monitoring the subsidiaries’ funding balance via standard supervisory
reporting data — especially trends in loan and deposit volumes. The supervisory guidance
therefore remains in effect regarding this pillar. What has been put on hold, however, is a more

in-depth data collection from parent banks.

%% The prudential view is that business models run a risk of not being sustainable and of contributing to vulnerabilities

in crisis situations when a subsidiary’s loan-to-local stable funding ratio (LLSFR) is above 110% in the stock and
when its flow LLSFR also exceeds 110%, which would further worsen the situation.
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New legislation fosters stability of payment and securities clearing systems

The revised EU instant payments regulation published in March 2024
will promote further innovation in financial services. The regulation
promotes real-time transfers and introduces IBAN checks verifying that the bene-
ficiaries’ IBAN and name match. In addition, the regulation amends the Settlement
Finality Directive (SFD). This amendment will enable payment and e-money insti-
tutions to participate in payment systems according to the SFD.

Regarding securities clearing systems, the EU is one of the first
jurisdictions in the world that has implemented a recovery and resolu-
tion framework for central counterparties (CCPs). The Central Counter-
party Recovery and Resolution Regulation (CCPRRR) intends to strengthen the
resilience of securities markets and to prevent adverse systemic effects for European
CCPs or their participants. Similar to the requirements for credit institutions, it
mandates CCPs to draft recovery plans. The resolution plans must be prepared by
the respective national resolution authorities. While the recovery plans must be
approved by the already existing CCP colleges for the ongoing supervision, resolu-
tion plans are assessed in newly established resolution colleges. The college setup
comprises national as well as European authorities, i.e. competent authorities,
central banks, exchange supervisory authorities, the ECB and the European Securities
and Markets Authority (ESMA). Most recovery plans for CCPs have already been
implemented. In contrast, EU-wide drafting of resolution plans started in 2023.

Austrian nonbank financial intermediaries have recovered, but real
estate exposures are in focus

In an international context, the size of nonbank financial intermediaries
in Austria appears relatively modest. Their combined share accounts for less
than one-third of banks’ total assets. Among other things, this is due to the
Austrian pay-as-you-go pension system and the predominant role banks play in
funding the real economy, especially for small and medium-sized companies.

The environment of insurance companies’ has been shaped by
inflation as well as higher interest rates and financial assets prices.
These factors contributed to low economic growth and a reduction in real house-
hold income in 2023, which dampened insurance demand. Yet, the profitability of
Austrian insurance companies recovered compared to the previous year, across all
insurance segments. Index clauses widely embedded in insurance contracts led to
higher premium income and mitigated claim cost inflation. Moreover, financial
market performance improved in 2023 year on year, which proved beneficial for
insurers’ profitability. Key figures attest to this. For example, the financial result
increased by 40% to EUR 3.1 billion, and profit before tax grew by 81% to
EUR 1.7 billion. Almost half of total premiums were generated abroad, with
Czechia, Poland, Slovakia, Romania and Hungary among the key markets. Never-
theless, downside risks are apparent, given the high uncertainty in the macro-
financial environment.

Austrian insurance companies maintain a relatively high level of
capitalization. Insurers generally benefit from rising interest rates. Technical
provisions decrease and solvency ratios increase when liabilities have a longer

31 The analysis is based on data on insurance companies and therefore excludes financial conglomerates.
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duration than assets. Compared with their European peers, Austrian insurance
companies maintain a relatively high level of capitalization, at a solvency capital
requirement of 270%.

Debt securities play an important role in the asset composition, also
indirectly via mutual funds. Thus, they highlight the relevance of credit risk. Banks
and insurance companies have different business models: Banks mainly collect
deposits and provide loans to the real economy. Insurance companies mainly
provide protection against risks and mobilize and invest savings of households.
Banks’ balance sheet is dominated by loans (67% or EUR 820 billion), while insur-
ance companies’ assets are dominated by debt securities, mutual fund shares and
equities (79% or EUR 104 billion). At 5% of total assets, bank-like activities in
insurance are small. Figure 1 provides an overview of the assets held by Austrian
insurance companies. It highlights in particular their exposure to real estate,
domestic banks and the Austrian government.

Insurers are affected by developments in real estate markets.
Mitigating factors are the long investment horizon and the hidden reserves built up
during the real estate upswing. 10% of Austrian insurance companies’ investments
are allocated in real estate. A decline in real estate market values and/or higher
interest rates will lower the risk-bearing capacity. Insurance companies are only to
a limited extent interconnected with domestic banks and the Austrian govern-
ment. The exposure to banks amounts to a mere 4.1% of total assets of Austrian
insurance companies, three-quarters of which are debt securities. Those
three-quarters only represent approximately 2% of debt securities issued by
Austrian banks. At 2.3%, the exposure to the Austrian government is even lower,

Figure 1

Insurance companies: Assets and contagion channels

Composition of assets

Contagion channels - Austrian banks and Austrian government

Total assets as at end-2023: EUR 131.8 billion

%

mm Debt securities
Remaining assets

Source: OeNB.

Insurers’ exposure to banks 4.1% of total assets

Insurers’ exposure to government 2.3% of total assets

I

I
mm Mutual funds mm Shares and other equity Nonfinancial assets Loans
9 Insurance technical reserves and related claims mm Currency and deposits
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with the majority consisting of debt securities. The combined share of assets
connected to domestic banks and the Austrian government has steadily decreased
over the years. It has almost halved since 2016. Possible spillover effects have there-
fore gone down as well.

The Austrian mutual fund market by and large followed general
financial market trends, with conditions benign in 2023 and well into
2024. A major driver of markets is the expectation that monetary policy interest
rates will come down in the course of 2024. Should inflation remain more
persistent or should other adverse shocks occur, we might see market corrections
and deteriorating market sentiment among investors. At end-2023, Austrian
mutual funds had a total of EUR 213.1 billion assets under management (see figure 2),
up approximately 6.5% year on year. However, this figure remains 7% below that
recorded at end-2021, when the turn in the interest/yield levels occurred and
consequently led to a re-evaluation of debt securities. As to the asset composition
of mutual funds, debt securities are still prominent (39% of total assets), whereas
shares and other equity securities gained in importance (22% of total assets, up
5 percentage points since 2020). By contrast, the cash position declined to 3% in
January 2024, the lowest level since 2008. On the one hand, this reduction lowers
liquidity risk for banks if mutual funds draw down their deposits suddenly. Yet, on
the other hand, it increases the risk of forced sales if investors “dash for cash.” In
2023, the largest net inflows were observed in foreign equity funds and Austrian
bond funds. The largest outflows occurred in Austrian equity and real estate funds.
When we compare the transaction flows with the net asset value of the respective
mutual fund category, it becomes apparent that the changes are relatively minor.

Figure 2

Mutual funds: Assets and investors

Categories Investors
Total net asset value as at end-2023: EUR 213.1 billion
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I—l_> Real estate funds Austrian banks
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Austrian government
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Domestic holders: other financial intermediaries and mutual funds
Private households and nonprofit institutions serving households

Source: OeNB.
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Open-end real estate funds showed structural liquidity mismatches
between the daily redemption of fund shares for investors and illiquid
real estate investments by funds. Such mismatches are also pronounced
in a European comparison.” The environment is marked by declining real
estate transactions and prices as well as increased opportunity costs of holding
such fund shares, e.g. higher deposit rates. Hence, risks for net outflows materialized,
due to more attractive investment alternatives. In 2023, outflows amounted to
around 15% of total assets. Funds therefore launched liquidity-enhancing measures
like asset sales and borrowings. Even so, in October 2023, one retail fund
suspended, until further notice, the unit certificate business in accordance with
the Real Estate Investment Fund Act and in conjunction with the Alternative
Investment Fund Managers Act. These developments are being closely monitored.
In Austria, the liquidity mismatches will, from 2027 onward, be addressed by new
regulations
for redemptions adopted in 2021. Then, the new liquidity provisions set out in
Article 11 of the Real Estate Investment Fund Act will take effect.

At end-2023, Austrian pension funds held EUR 27 billion in total
assets, of which more than 90% were held indirectly through mutual
funds. Investments in real estate funds increased to 5.3% of total assets at the end
of 2023, strongly up from 4.1% just six months before. As defined contribution
schemes dominate (81%) in Austria, the performance risk is primarily borne by
prospective beneficiaries.

32 See ESMA TRV Risk Analysis. “Assessing risks posed by leveraged AIFs in the EU”, 30 January 2024.
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