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Call for Applications:

Visiting Research Program

The Oesterreichische Nationalbank
(OeNB) invites applications from ex-
ternal researchers for participation in a
Visiting Research Program established
by the OeNB’s Economic Analysis and
Research Department. The purpose of
this program is to enhance cooperation
with members of academic and research
institutions (preferably postdoc) who
work in the fields of macroeconomics,
international economics or financial
economics and/or pursue a regional
focus on Central, Eastern and South-
eastern Europe.

The OeNB offers a stimulating and
professional research environment in
close proximity to the policymaking
process. Visiting researchers are ex-
pected to collaborate with the OeNB’s
research staff on a prespecified topic
and to participate actively in the
department’s internal seminars and
other research activities. They will be
provided  with

demand and will, as a rule, have access

accommodation on

to the department’s computer resources.

Their research output may be published

in one of the department’s publication

outlets or as an OeNB Working Paper.

Research visits should ideally last

between 3 and 6 months, but timing is

flexible.

Applications (in  English) should
include
— a curriculum vitae,

— a research proposal that motivates
and clearly describes the envisaged
research project,

— an indication of the period envis-
aged for the research visit, and

— information on previous scientific
work.

Applications for 2014 should be

e-mailed to

eva.gehringer-wasserbauer(@oenb.at

by November 1, 2014.

Applicants will be notified of the
jury’s decision by mid-December. The
following round of applications will
close on May 1, 2015.
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Financial stability means that the financial system — financial
intermediaries, financial markets and financial infrastructures — is
capable of ensuring the efficient allocation of financial resources
and fulfilling its key macroeconomic functions even if financial
imbalances and shocks occur. Under conditions of financial stability,
economic agents have confidence in the banking system and
have ready access to financial services, such as payments, lending,
deposits and hedging.
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The reports were prepared jointly by the Foreign Research Division, the Economic
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Management Summary

Search for Yield in the Financial
Markets Continues
After a slight deceleration in 2013, the
global economy has gradually recov-
ered. While the economic dynamics in
emerging economies remained largely
unchanged amid uncertainties and
tighter financial conditions, growth in
the industrialized countries picked up,
although in early 2014 the ongoing
recovery in the U.S.A.
momentum. In the euro area, following
six consecutive quarters of contraction,
economic output began to expand again
in the second quarter of 2013, though
at a moderate pace. Inflation continued
to decrease in the first months of 2014,
reflecting still large output gaps as well
as arecent decline in commodity prices.
As three EU countries successfully
exited their support programs in late
2013 (Ireland) and 2014 (Spain and
Portugal), the sovereign debt crisis
abated. The reduction of the perceived
credit and country risks contributed to
a further compression of risk premiums
on euro area bonds in the first months
of 2014 amid an ongoing search for
yield. At the same time, financial market

lost some

developments in Central, Eastern and
Southeastern Europe (CESEE) were
driven by the U.S. Federal Reserve
System’s “tapering” of the bond pur-
chases it had conducted as part of
its quantitative easing policy and the
geopolitical tensions caused by the
situation in Ukraine. Russia, Turkey
and Ukraine were affected in particular
and experienced capital outflows and
pressure on domestic currencies whereas
the impact on the other CESEE coun-
tries has been broadly contained so far.

Economic conditions in the CESEE
region improved somewhat in the sec-
ond half of 2013, benefiting from more
favorable economic activity in the
euro area and an incipient recovery of

domestic demand. However, improving
economic activity was not accompanied
by livelier loan dynamics. Growth of
domestic credit to the private sector
remained muted, even showing a down-
ward trend in several countries. Credit
quality continued to be weak, with non-
performing loan (NPL) ratios remaining
elevated throughout the region, but at
least showing some signs of improvement
in most countries in 2013. Bank profits
remain subdued and have declined in
most CESEE countries, but local bank-
ing sectors are still well capitalized.

Debt Servicing Capacity of
Austrian Businesses and
Households Improved

In the wake of the muted expansion
of global economic activity, Austria’s
economy began to recover moderately
in the second half of 2013. Corporate
profitability picked up slightly and thus
only marginally strengthened the inter-
nal financing potential of Austrian
nonfinancial corporations. At the same
time, external financing activities of
enterprises remained subdued, reflecting
ample internal liquidity as well as low
financing needs for investments. About
60% of the external financing obtained
by nonfinancial corporations in 2013
came in the form of equity, mostly
unquoted shares and other equity
instruments acquired by foreign strate-
gic investors, whereas bank loans were
of minor importance. Bonds remained
a major source of financing in 2013,
primarily for larger companies.
Overall, financing conditions for
enterprises and households remained
favorable, despite somewhat tighter
terms and conditions. Low interest rate
levels supported firms’ and households’
ability to service their debt, as did
the reduction of both corporate and

household debt levels in 2013. How-
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ever, an above-average share of variable
rate loans might pose risks if interest
rates were to rise again.

Households’ financial investment
remained subdued in 2013. The low
interest rate environment fostered a
shift to short-term deposits. After
recording (unrealized) valuation gains
in their securities portfolios in 2012,
Austrian households registered (equally
unrealized) valuation losses in 2013.

Prices in the Austrian residential
property market continued to rise, but
the price increases abated somewhat
in the first quarter of 2014. Though
growth rates of mortgage loans remained
moderate, developments of residential
property prices certainly merit closer
attention from a financial stability and
macroprudential perspective.

One-Off Effects Caused Decline
in Bank Profits

The incipient economic recovery and
further strengthening of the regulatory
and supervisory framework marked the
year 2013 for the European banking
system. Austrian banks nevertheless faced
interest
rate margins as well as one-off effects
resulted in the first system-wide loss in
recent history. The corresponding net

noticeable headwinds. Low

loss after tax and minority interests
amounted to about EUR 1 billion, but
even without one-off effects, net profits
would have been considerably below
precrisis levels. Net profits of Austrian
subsidiaries in CESEE increased by 5.8%
in 2013, but were almost entirely eroded
by write-downs of goodwill linked to
CESEE subsidiaries. Moreover, com-
pared to precrisis years, profits in
CESEE became ever more concen-
trated, implying a growing reliance on
relatively high profits from just a few
countries.

While the credit quality situation
in Austria remained fairly benign in

2013, Austrian banking subsidiaries in
CESEE — although operationally still
profitable — were facing considerable
loan quality issues in several countries.
This trend can be explained by two
factors: the inflow of NPLs continued
and credit demand has remained slug-
gish overall.

Austrian banks continued to
strengthen their capital ratios through a
combination of capital increases, e.g.
via rights issues and retained earnings,
and reductions in risk-weighted assets.
After a low in the second quarter of
2008, the aggregate tier 1 capital ratio
and the capital adequacy ratio of all
Austrian banks continued to improve
and reached 11.9% and 15.4%, respec-
tively, by end-2013. Nevertheless, there
is still market pressure for higher capital
ratios, as the gap between Austrian
banks and banks in the international
business model peer group has widened.
In order to strengthen the structural
profitability situation and capital gen-
eration capacity of banks, it needs to be
ensured that banks with an unsustain-
able business model can leave the market
without jeopardizing its stability. This
objective has been at the center of
recent European legislative initiatives.

Before the Single Supervisory Mech-
anism (SSM) becomes fully operational
later this year, the ECB — together with
the national competent authorities — is
carrying out a comprehensive assessment
of significant banking groups, including
six from Austria. This includes an asset
quality review and a stress test to pro-
mote transparency, dispel lingering
concerns about loan quality and provi-
sioning and thereby improve confi-
dence in financial market stability.

Recommendations by the OeNB

The OeNB acknowledges the Austrian
financial sector’s progress toward im-
proving financial stability at home and

Management Summary
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Management Summary

in host markets and recommends fur-

ther strengthening the sustainability of

business models.

* Banks should continue strengthening
their capital levels — by retaining
earnings and/or tapping capital mar-
kets — to close the gap between them
and their international peers.

* Given the persistent pressure on profi-
tability, banks should strive to address
structural issues and improve their
cost efficiency.

* Risk-adequate provisioning and cover-
age policies should be further pur-
sued to deal with loan quality issues.

* Banks should continue fulfilling the
supervisory minimum standards re-
lating to foreign currency loans and
loans with repayment vehicles.

Banks should strive for sustainable
loan-to-local stable funding ratios at
the subsidiary level and for the
risk-adequate pricing of liquidity
transfers.

Banks should prepare for increased
market pressure for disclosure of
liquidity coverage ratio (LCR) data;
both investor communications and
liquidity risk management, especially
at smaller banks, need to be adapted.
Banks and insurance undertakings
should ensure high standards of risk
management so that risks are pro-
perly addressed and effectively con-
trolled; they should also proactively
prepare for contingency situations.
Insurance undertakings should pro-
actively prepare for Solvency II.

10
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International Macroeconomic Environment:
Economic Momentum Increases but Financial
Sector Weaknesses Remain

Advanced Economies: Economic
Recovery Strengthens

Global activity  broadly
strengthened in the review period from
October 2013 to May 2014 and is
expected to improve further in 2014
and 2015. Much of the recent impetus
is coming from advanced economies
while, on average, growth in emerging
economies remained high but largely
unchanged in a less favorable external
In the euro

economic

financial environment.
area, macrofinancial risks arise from
the low nominal growth environment,
in particular from a slowdown in infla-
tion rates reflecting still large output
gaps, the recent decline in commodity
prices as well as the appreciation of
the euro’s nominal effective exchange
rate.

In the U.S.A., growth in economic
activity lost some momentum during
winter but is expected to pick up in
the coming quarters. Labor market
indicators were mixed but on balance
showed further improvement. While
private spending remains robust, fiscal
policy is holding back the recovery,
although to a lesser extent than in 2012
and 2013. Inflation has been running
below the long-run objective of 2%,
but long-term inflation expectations
have remained anchored thus far. In
2014, the Federal Reserve Board
reduced its monthly asset purchases
further. Improved communication re-
duced adverse spillovers to emerging
economies in early 2014 as compared
to mid-2013. Given that the employ-
ment-to-population ratio still signals a
significant amount of economic slack,
the federal funds rate is expected to
remain between 0% and 0.25% for still
some time.

In Japan, some underlying growth
drivers, notably private investment and
exports, have strengthened thanks to the
increased growth of trading partners
and the substantial yen depreciation
over the past 12 months or so. Never-
theless, overall activity is projected to
slow in response to the two rounds of
consumption tax hikes in April 2014
and October 2015. The unemployment
rate has declined further and the infla-
tion rate has picked up substantially,
already influencing long-term inflation
expectations and actual wage and price
settings. The Bank of Japan continues
its quantitative and qualitative mone-
tary easing to increase the monetary
base at an annual pace of about JPY 60
to 70 trillion. However, according to
the IMF, the remaining two arrows of
Abenomics — structural reforms and
fiscal consolidation beyond 2015 — are
essential to achieve the inflation target
and higher sustained growth in the
long run.

The Swiss National Bank (SNB) has
remained committed to its exchange
rate ceiling of CHF 1.20 per euro.
Although the upward pressure was
muted in the review period, the SNB is
not considering a possible exit yet.

The moderate recovery of the euro
area economy is proceeding but remains
fragile and uneven. Preliminary GDP
estimates for the first quarter of 2014
surprised on the downside, while infla-
tion rates have decreased to below
1% in most euro area countries. In
Germany, supportive monetary condi-
tions, robust labor market conditions
and improving confidence have under-
pinned a pickup in domestic demand.
Across the euro area, a strong reduc-
tion in the pace of fiscal tightening is

Economic growth
solidly positive in

the U.S.A. and Japan

Euro area recovery

proceeds but
inflation is below
target
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International Macroeconomic Environment:
Economic Momentum Increases but Financial Sector Weaknesses Remain

Financial market
developments in
CESEE driven by
Fed tapering and
geopolitical tensions

expected to lift growth, while net
exports support the turnaround in the
peripheral economies. Unemployment
rates have stabilized but are expected to
remain at elevated levels throughout
2016. For 2014, the IMF expects only
Cyprus to remain in recession.

On June 5, 2014, the Governing
Council of the ECB cut its main refi-
nancing rate by 10 basis points to
0.15%, its deposit facility rate by 10 basis
points to —0.10% and its marginal lend-
ing facility rate by 35 basis points to
0.40%. At the subsequent press confer-
ence, ECB President Draghi indicated
that policy rates will remain at current
levels for an extended period and
announced further liquidity measures:
a series of targeted longer-term (four-
year) refinancing operations to the
amount of some EUR 400 billion that
are designed to support bank lending to
the real economy; the continuation of
fixed rate full allotment tender proce-
dures; a suspension of the sterilization
of liquidity injected under the Securi-
ties Markets Programme; and prepara-
tions for outright quantitative easing
purchases. Despite significant improve-
ments, the transmission of monetary
policy is still impaired for some coun-
tries and economic sectors, which is
also reflected in still tight lending
standards for nonfinancial businesses.
Better funding conditions for banks
have allowed them to repay around
EUR 550 billion of outstanding longer-
term central bank liquidity since late
January 2013. The associated increase
in money market rates has been muted
thus far.

Within the review period, euro area
financial stability improved further,
reflected inter alia in slightly lower
sovereign risk spreads in stressed econ-
omies. Ireland, Spain and Portugal have
left their respective financial assistance
programs successfully, while the pro-

grams for Greece and Cyprus remain
on track. Adverse effects associated
with the crisis in Ukraine have been
moderate so far. The implementation of
banking union is progressing and mar-
ket sentiment toward euro area banks
has improved — particularly toward
those in stressed economies, which
however, remain burdened by the large
and growing stock of nonperforming
loans.

CESEE: Geopolitical Develop-
ments Increase Financial Market
Tensions amid Persistently Weak
Credit Dynamics

In line with developments in the euro
area, economic conditions in Central,
Eastern and Southeastern Europe
(CESEE) improved somewhat in the
second half of 2013. Most of the CESEE
region covered in this report benefited
from improving sentiment in Europe,
more favorable economic activity in the
euro area and an incipient recovery of
domestic demand.

Against the background of the U.S.
Federal Reserve System’s departure from
its quantitative easing policy through
the gradual reduction (“tapering”) of
its bond purchases and especially the
geopolitical tensions caused by the
situation in Ukraine, financial market
developments were less benign, how-
ever. The Fed’s decision to scale back
its asset purchases caused international
investors to relocate some of their
funds from emerging markets back to
now higher-yielding U.S. assets, which
sent shockwaves throughout emerging
markets worldwide in mid-2013. In
the CESEE region, Russia, Turkey and
Ukraine were affected in particular
and experienced capital outflows and
pressure on their respective domestic
currencies. These developments were
exacerbated by rising political risks,
at first only in Turkey in connection

12
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with the government’s response to the
Gezi park protests and, more recently,
to corruption allegations. Starting from
mid-January, however, the escalating
Maidan protests in Ukraine and the
subsequent conflict around Crimea
and the eastern part of the country,
put Russia and Ukraine into the spot-
light.

Since end-January, all three major
rating agencies have cut their Ukraine
ratings (Moody’s to Caa3, Fitch to
CCC and S&P to CCC), and CDS pre-
miums and Eurobond spreads rose
markedly to maximum levels of 1,300
and 1,800 basis points, respectively,
in February and March as well as in
early May. Then, however, CDS premi-
ums and eurobond spreads retreated
noticeably and came down to 800 and
950 basis points at the end of May. In
February, the National Bank of Ukraine
(NBU) abolished its relatively tight
de facto peg to the U.S. dollar, after
pressure on the currency intensified
and the NBU ran down its foreign
currency reserves to very low levels.
Foreign currency reserves declined from

USD 20.4 billion in December 2013 to

International Macroeconomic Environment:
Economic Momentum Increases but Financial Sector Weaknesses Remain

USD 14.2 billion in April 2014, covering
less than two months of imports (this
reduction, however, was in part also
caused by repayments of state and state-
guaranteed debt). From early 2014, the
hryvnia depreciated by some 35%
against the euro and the U.S. dollar and
traded at historical lows in April 2014.
Against the background of a notable
pass-through of currency depreciation
to inflation (which rose from 1.2%
in February to 3.4% in March), the
central bank increased its policy rate by
300 basis points to 9.5% in April 2014,
which helped to stabilize the currency
somewhat.

Furthermore, the exchange rate also
benefited from the approval of a two-
year stand-by arrangement with the IMF.
The program totals USD 17 billion, of
which USD 3.2 billion have already
been disbursed. This forms part of a
broader support package by the inter-
national community, which is set to
total USD 27 billion over the next
two years. International financial aid to
cover the sizeable external financing gap
became necessary after a support pack-
age that the old Yanukovich administra-

Ukraine in the
spotlight

Chart 1
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International Macroeconomic Environment:
Economic Momentum Increases but Financial Sector Weaknesses Remain

Financial market
conditions deterio-
rate also in Russia

tion had agreed on with Russia (con-
sisting in USD 15 billion of eurobond
purchases and a gas price discount) was
suspended due to political develop-
ments.

The political tensions in Ukraine
also adversely affected financial market
developments in Russia. CDS premi-
ums and eurobond spreads increased
considerably from early 2014 with spikes
around 300 and 350 basis points in
March and April before declining again
in May. The Russian ruble’s steady
depreciation over 2013 sharply acceler-
ated in January and February 2014
(10% from end-2013 to end-February
2014 against the U.S. dollar and the
euro). This was largely caused by the
Fed’s tapering, coupled with Russia’s
weakening growth outlook. After the
outbreak of the Crimean crisis (end-
February), the ruble declined by another
2% to 3% before starting a strengthen-
ing trend in mid-March. The Central

Bank of the Russian Federation (CBR)
contributed to this restabilization by
strongly intervening in the foreign
exchange market. Foreign exchange sales
were substantially larger than provided
for by the CBR’s automatic intervention
mechanism (daily interventions of up
to some USD 11 billion), and foreign
currency reserves declined by about
USD 40 billion (or 8%) to USD 471 bil-
lion from end-December 2013 to early
May 2014. Furthermore, the CBR raised
its key interest rate by 150 basis points
in late February 2014 and by a further
50 basis points in late April (to 7.5%)
because of a notable pass-through of
ruble weakness to consumer prices and
because of a rise in inflation expecta-
tions. Inflation increased to 7.3% in
April from 6.1% in January 2014.

In 2013, the total outflow of private
capital from Russia came to USD 60 bil-
lion (about 3% of GDP), which ex-
ceeded the comparable 2012 value

Chart 2
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(USD 54 billion). Outflows further
accelerated to USD 51 billion in the
first quarter of 2014. Against this back-
ground and given the weakening eco-
nomic momentum as well as the threat
of more far-reaching sanctions against
Russia, S&P downgraded its country
rating to BBB—. Fitch and Moody’s
set their outlook for the country to
negative.

The impact of the developments
in Ukraine on other CESEE countries
has been broadly contained so far. The
region has relatively limited direct
export linkages with Ukraine, and gas
exports from Russia so far seem to run
smoothly.

Nevertheless, Turkey and the Czech
Republic (to a lesser extent, also Hun-
gary) experienced currency deprecia-
tion as well. As mentioned above, the
Fed’s tapering as well as rising political
risk put pressure on the Turkish lira. In
late January 2014, the currency even
reached an all-time low after recording
a cumulative depreciation of 28%
against the U.S. dollar and to 36%
against the euro since mid-May 2013.
Following a decisive interest rate hike
(4.5% to 10%) by the Turkish central
bank (TCMB) on January 28, 2014, the
currency has stabilized and regained
roughly 9% against both U.S. dollar and
euro. As bank funding was provided at
the overnight lending rate of 7.75%
prior to the interest rate decision, the
effective rate hike was only 225 basis
points, however. The currency and
other financial market indicators also
benefited from a clear vote in favor of
the ruling AKP party at local elections
at the end of March 2014. As uncer-
tainties declined and risk premium
indicators improved, the TCMB decided
to reduce the main policy rate by 50 basis
points to 9.5% in late May 2014

In the Czech Republic, the central
bank (CNB) decided to start using the

International Macroeconomic Environment:
Economic Momentum Increases but Financial Sector Weaknesses Remain

exchange rate as an additional instru-
ment for easing monetary conditions in
carly November 2013, as the policy rate
has been standing at “technically zero”
since October 2012 and inflation has
declined strongly, increasing the risk of
deflation. As a result, the Czech koruna
weakened by approximately 5% against
the euro and the CNB will intervene to
keep the new level of about CZK 27/
EUR 1 at least until early 2015.

Falling price pressures were also
reported for many other countries of
the region in the past months. Against
this background, several CESEE central
banks continued to pursue a policy of
monetary accommodation. Both the
Hungarian central bank and the Roma-
nian central bank cut their policy rates
in several steps (by a total of 120 basis
points to 2.4% in Hungary and by a
total of 75 basis points to 3.5% in
Romania from mid-October 2013 to
late May 2014).

The improvement in economic activ-
ity was not accompanied by more vivid
financial sector dynamics. Growth of
domestic credit to the private sector
remained anemic throughout most of
CESEE; annual growth rates (adjusted
for exchange rate changes) only amounted
to around 2% or less in many countries
and even showed a downward trend in
several cases. The latter is especially
true for Slovenia (where the transfer of
nonperforming assets into a bad bank
caused the credit stock to shrink) but
also for Hungary, Bulgaria, Croatia and
Romania. These countries have faced
a deleveraging of households and/or
corporations, which was attributable
not only to comparatively weak eco-
nomic momentum, but also in part to
domestic banking sector problems.
Credit growth also declined markedly
in Russia and Ukraine in the past
months in the context of heightened
geopolitical tensions in the region.

Impact of the crisis
in Ukraine on other

CESEE countries
broadly contained
so far

Credit dynamics still

muted in most
CESEE countries
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International Macroeconomic Environment:
Economic Momentum Increases but Financial Sector Weaknesses Remain

Furthermore, lower growth rates were
reported for Turkey in February and
March 2014
tightening and macroprudential mea-
sures. Nevertheless, credit expansion
remained rather vivid in the country.

In Slovenia, a large stock of nonper-
forming loans (NPLs) is weighing on
bank profitability and credit expansion,
and the capitalization of the banking
sector is low by regional comparison.
In mid-December 2013, the govern-
ment recapitalized five banks with EUR
3.2 billion (9.1% of GDP). Subsequently,
NPLs in the value of EUR 3.3 billion
were transferred to a bank asset man-
agement company. The transfer of a
further EUR 1.1 billion of NPLs is
expected once the European Commis-
sion approves restructuring plans. As a
further element of the consolidation of
the banking sector, the government has
committed itself to fully privatizing
two state-owned banks by end-2014
and to reducing its stake in the biggest
bank to a blocking minority in the
medium term. In order to prevent a
further accumulation of NPLs, a new
legislative framework for corporate
restructuring was put into place in

December 2013.

iven monetary policy

In Hungary, the banking system
has been negatively affected by various
governrnent measures to reduce out-
standing foreign currency debt of house-
holds as well as by very high sectoral
taxes on banks. After Hungarian banks
had failed to deliver measures to ease
households’ debt servicing burden by
the deadline set by the government
(November 1, 2013), the existing
exchange rate cap scheme for foreign
currency loans was extended. Further-
more, the government called on the
supreme court and the constitutional
court to deliver opinions about the
legal status of foreign currency loans in
November 2013. Following a final
clarification, the government intends
to deliver a broad-based solution to
foreign currency loans. In order to ease
SMEs’ access to credit, the Hungarian
central bank (MNB) started a Funding
for Growth Scheme (FGS) in June
2013. In September 2013, the MNB
decided to prolong the FGS until end-
2014 and to expand its volume (to a
total of close to 10% of GDP) and
coverage. According to first indications,
however, the utilization of the first new
tranche of the prolonged scheme is
lagging behind expectations.

Chart 3
Growth of Credit to the Private Sector
9%, year on year, adjusted for exchange rate changes
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While the negative effects of low
demand seem to lose some importance
for explaining weak credit develop-
ments, survey evidence suggests that
supply-side factors may also have played
a role in the observation period. For
example, the Emerging Markets Bank
Lending Conditions Survey of the Insti-
tute of International Finance (IIF) for
the fourth quarter of 2013 reports that
loan demand continued to improve
across all loan categories. Demand for
consumer credit was particularly strong,
reflecting policy rate cuts and a recov-
ery in private consumption in the
region, at least in Central Europe.
However, the survey also finds that
credit standards were tightened across
all loan categories and that funding
conditions deteriorated. This develop-
ment continued in 2014. The IIF survey
for the first quarter of 2014 found that
bank lending conditions tightened signif-
icantly given a marked increase in NPLs
and a sharp deterioration in funding
conditions. In fact, CESEE witnessed
the most aggressive tightening in both
domestic and external funding condi-
tions compared to other regions as

International Macroeconomic Environment:
Economic Momentum Increases but Financial Sector Weaknesses Remain

geopolitical tensions increased market
volatility. Against this backdrop, banks
tightened credit standards further across
all loan categories. This is especially
true for consumer loans, the demand
for which subsequently plunged. Loan
demand by businesses, in contrast, con-
tinued to increase, given the recovery
in investment. However, it needs to be
noted that not all CESEE countries
were equally affected by this develop-
ment. In Poland and the Czech Repub-
lic, for example, both external posi-
tions of BIS reporting banks as well as
domestic deposits increased notably.
The share of foreign currency loans
in total loans to households declined
in all countries, most strongly so in
Poland (by 3.4 percentage points to
30.7% between mid-2013 and the first
quarter of 2014). The share, however,
remained at high levels in Hungary,
Romania and Croatia (ranging from
54.3% to 74.9% in March 2014). While
foreign currency loans do not play
an important role for the household
credit stock in Russia, their share came
to 41.2% in Ukraine in the first quarter
of 2014. The most recent depreciation

Weak credit
development might
also be influenced
by supply-side

factors

Chart 4

Banking Sector: Credit Quality

Nonperforming loans (NPLs) and loan loss provisions (LLPs) in % of total credit at end of period
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Chart 5

Banking Sector: Gap between Claims and Deposits and
Net External Position

As a percentage of GDP at end-2013
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Profits remain
subdued
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of the hryvnia will therefore most
probably have a negative impact on
credit quality.

While NPL ratios remained clearly
elevated by historical standards, credit
quality improved somewhat between
2012 and 2013 CESEE
countries. This development was most
pronounced in Ukraine, followed by
Slovenia, where nonperforming assets
were transferred into a bad bank in
December 2013 (see above). Deterio-
rating credit quality was reported for
Croatia, Romania and Hungary. In the
latter two countries, this development
was driven by the credit stock declin-
ing more strongly than nonperforming
assets.

In most countries of the region,
total outstanding domestic claims con-
tinued to exceed total domestic depos-
its (relative to GDP) at the end of 2013.
However, this funding gap has been
narrowing substantially since late 2011
and was practically closed in Romania,
Bulgaria and Croatia by the fourth

in most

quarter of 2013. It decreased by 3 to
5.5 percentage points of GDP between
end-2012 and end-2013 in those coun-
tries. The reduction in Hungary was
roughly of the same magnitude, while
the funding gap decreased by nearly
15 percentage points of GDP in Slovenia
against the backdrop of asset write-offs.
A wider gap between claims and depos-
its was reported especially for Turkey
as deposit growth could not keep pace
with the vigorous expansion of credit.
As of late, the gap has also started
to increase somewhat in Russia and
Ukraine.

The development outlined above is
broadly reflected in banks’ net external
positions. Countries that reported a
declining funding gap reduced their
reliance on external funding, while
countries with larger funding gaps
increasingly turned to international
sources to finance credit expansion
(Turkey and Ukraine). The banking
sector continued to hold net external
liabilities in most countries; in Poland,
Hungary, Romania, Croatia and Turkey
these liabilities were comparatively
high relative to GDP. Slovenia and
Bulgaria became international creditors
in the review period, while the Czech
Republic and Slovakia continued to
report positive net external assets, as did
Russia. In the case of the Czech Republic,
however, the international creditor
position deteriorated somewhat.

Banking sector profits remained
subdued by historical standards and
ranged from a return on assets (RoA) of
0.1% in Romania and Ukraine to 1.3%
in the Czech Republic at the end of
2013. A somewhat higher RoA of
around 2% was reported for Russia and
Turkey. Slovenia was the only country
to report losses in the review period
(—=7.5% RoA) as write-offs weighed on
profitability. Operating income only
declined marginally, however.

18

OESTERREICHISCHE NATIONALBANK



Compared to a year earlier, profit-
ability was somewhat lower in 2013

International Macroeconomic Environment:
Economic Momentum Increases but Financial Sector Weaknesses Remain

The banking sectors in CESEE
remain well capitalized. At end-2013,

CESEE banking
sectors remain well

in most CESEE countries. Only the capital adequacy ratios ranged from capitalized
Slovakian banking sector generated a  13.5% in Russia to 20.9% in Croatia.
higher profit, and Hungary and Romania ~ Compared to end-2012, all countries
managed to turn a loss in 2012 into a  recorded increases in their capital ade-
minor profit in 2013 on the back of quacy ratios (in a range from 0.1 to 1.6
higher operating profits. In Romania, percentage points) except Russia and
this development was also fueled by Turkey. While the decline in Russia
lower provisioning, while in Hungary = was rather modest (0.2 percentage
higher other income played an addi- points), it was more notable in Turkey
tional role. (—2.7 percentage points to 14.6%).
Chart 6
Banking Sector: Profitability
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Note: Data are not comparable between countries. Data are based on annual after-tax profit, except for Russia’s, which are based on pretax profit.
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Corporate

investment picks up

Profits recover
in 2013

Corporate and Household Sectors
in Austria: Debt Servicing Capacity Slightly

Improved

Corporate Debt Decreased in
2013

Austrian Economy Gained
Momentum
In the second half of 2013, Austria’s
economy overcame stagnation and
slowly began to recover moderately in
the wake of the revival of global activ-
ity. Exports gained momentum in the
course of 2013, primarily driven by
demand from countries outside the
euro area. Order books began to fill
up, and business confidence increased.
But despite the significant improve-
ment in sentiment, gross fixed capital
formation decreased and destocking
continued. Capacity utilization rose
slightly, although it remained below its
long-term average. Demographic fac-
tors put upward pressure on residential
construction, whereas other construc-
tion spending fell in real terms.
Corporate profitability picked up
slightly in 2013, benefiting from the
gradual recovery of economic condi-
tions and from falling raw material

prices. Moreover, low interest rates
supported the nonoperational compo-
nent of corporate profitability. After
dropping by 0.7% in 2012, the gross
operating surplus of nonfinancial cor-
porations grew by 0.8% in nominal
terms (see chart 7), which is equivalent
to a further drop in real terms by 0.8%.
However, while in nominal terms gross
operating surplus had surpassed precri-
sis levels already in 2011, in real terms
as well as in relation to gross value
added of the corporate sector (i.e. the
gross profit ratio), it has remained be-
low its precrisis levels. By the fourth
quarter of 2013, the gross profit ratio
had been on a downward trend for ten
consecutive quarters, falling to 39.3%
and thus below the levels registered at
the height of the crisis.

Further Reduction of External
Financing

Mirroring weak earnings growth, the
internal financing potential of the
Austrian corporate sector grew only

Chart7

Profitability of Nonfinancial Corporations
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moderately. Measured as the sum of
changes in net worth and depreciation,
the corporate sector’s internal financ-
ing increased by 3.5% in 2013. At the
same time, external financing of nonfi-
nancial corporations remained subdued
in 2013 and at EUR 12.8 billion' even
fell below the already very low 2012
value according to financial accounts
data. On the one hand, this distinctive
slowdown might reflect ample liquidity
on the asset side of the balance sheet,
on the other hand, financing needs for
corporate investment increased only
gradually. Thus, as in 2012, the ratio of
internal financing to external financing

was roughly 1:1 in 2013.

Subdued Growth of Bank Loans

Domestic bank loans made almost no
contribution to external financing of
the corporate sector in Austria in 2013.
According to MFI balance sheet statis-
tics, the annual growth rate of Austrian
bank lending to nonfinancial corpora-
tions (adjusted for reclassifications,
valuation changes and exchange rate
effects) was 0.3% in nominal terms in
April 2014 (see chart 8), implying a
real decrease.” As enterprises substi-
tuted short-term loans with long-term
loans because interest rates were low,
this slowing was mainly driven by the
decline in lending at shorter maturities
(up to one year), while loans with lon-
ger maturities — on which loan growth
had already rested in the past years —
continued to record positive growth.
However, despite this deceleration, the
Austrian corporate sector has so far
escaped the reduction witnessed in the
euro area as a whole, where the nomi-

nal growth rate has been negative since
the first half of 2012.

Corporate and Household Sectors in Austria:
Debt Servicing Capacity Slightly Improved

Both supply- and demand-side fac-
tors may have played a role in recent
loan developments. The results of the
euro area bank lending survey (BLS)
for Austria show that Austrian banks
tightened their credit standards for
corporate loans slightly but continu-
ously between the second half of 2011
and the first half of 2013 (and again
somewhat in the first quarter of 2014).
Large firms were more affected than
small and medium-sized enterprises
(SMEs). Factors related to banks’ capi-
tal position as well as heightened risk
concerns were behind these tighter
lending policies. At the same time, the
banks surveyed in the BLS noted a
slight decline in corporate loan demand,
again primarily from large companies.
On the one hand, this can be explained
by companies’ lower funding require-
ments for fixed investment. On the
other hand, companies still relied to a
considerable extent on internal sources
of financing, with sizeable amounts of
cash available to finance their activities.

Tighter credit standards affected
not only volumes but also terms and
conditions of bank loans. Stronger risk
discrimination by banks resulted in
wider margins on riskier loans, but
margins on average loans were also
enlarged, in part dampening the reduc-
tion of financing costs stemming
from monetary policy easing. Thus, the
pass-through of the five ECB key inter-
est rate cuts implemented between
November 2011 and September 2013
(by 0.25 percentage points each) was
incomplete. Corporate lending rates
moved within a very narrow band from
the beginning of 2013 and were virtu-
ally at the same level in April 2014 as at
the end of 2012. While interest rates

" Adjusted for foreign-controlled holdings in special purpose entities (SPEs).

2 At the cutoff date, financial accounts data were available up to the fourth quarter of 2013. More recent develop-
ments of financing flows use data from the MFI balance sheet statistics and the securities issues statistics.

Substitution of
short-term with
long-term loans

Lending rates
remain low
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Stock market
financing still

affected by the crisis

Decreasing bond
yields

fell for all loan volumes and maturities,
the decrease was more pronounced for
short-term loans and for larger loans
(with a volume of more than EUR 1
million).

Bonds Remain a Major Source of
External Finance

A shift toward market-based debt issu-
ance may also have played a role in the
muted demand for bank loans. Al-
though the amount of new bonds issued
by Austrian nonfinancial corporations
was almost 40% lower than in 2012,
new bonds continued to play a signi-
ficant role for corporate finance, con-
tributing one-quarter to the external
financing of enterprises in 2013. In
March 2014, the nominal annual
growth rate of new bond issues slowed
down to 1.3% according to the securi-
ties issues statistics, but still exceeded
that of other financing instruments.
While recourse to bonds undoubtedly
broadens the corporate sector’s financ-
ing sources, such funding is available
only to a limited number of mostly
larger companies. Moreover, a consid-
erable part of corporate bonds in Austria
is issued by corporations that are ma-
jority-owned by the public sector.

One major factor for this increased
reliance on bond financing was the de-
velopment of funding costs. Between
September 2013 and May 2014, yields
on AA-rated corporate bonds con-
tracted by 68 basis points and yields on
BBB-rated bonds by 94 basis points,
mainly because government bond yields
fell, reflecting increased investors’
risk appetite. Ina longer—term perspec-
tive, yields on BBB-rated bonds were
382 basis points and AA-rated bond
yields were 254 basis points lower than

in October 2011.}

Stronger Recourse to Trade Credit
The net volume of trade credit drawn
by domestic companies increased from
EUR 0.8 billion to EUR 2.6 billion in
2013. One reason might be that as a key
element of firms” working capital,
trade credit develops broadly along the
business cycle. Also, given its relatively
informal form and comparatively high
cost, increased recourse to trade finance
might be an indication that tighter bank
credit standards induced firms to seek
this kind of finance.

High Contribution of Equity to
External Financing

In 2013, EUR 7.7 billion or about 60%
of the external financing of nonfinan-
cial corporations came in the form
of equity. All of the equity raised in
2013 were unquoted shares and other
equity instruments, mostly from for-
eign strategic investors. Financing via
listed stocks continued to be affected
by the crisis and shrank by EUR
49 million in 2013. In the first four
months of 2014, the net issuance of
capital on the stock exchange — netting
new listings, capital increases and del-
istings — amounted to EUR 1.5 billion
according to securities issues statistics,
which was mainly due to the listing of a
spin-off of an already listed property
company.

Measured by the earnings yield (i.e.
the inverse of the price-to-earnings
ratio) of the ATX, the cost of raising
capital on the Austrian stock market,
after having already fallen slightly in
2013, continued to decline in the first
five months of 2014 from 6.6% in
December 2013 to 5.7% in May 2014.
But as the volume of new issues was
very low, this was mostly a notional
figure.

> Euro area figures are used here, as no time series is available for yields on Austrian corporate bonds.
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Chart 8

Key Elements of Nonfinancial Corporations’ Financing: Volumes and Conditions
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Debt Servicing Capacity of the
Corporate Sector Improved Slightly
Mirroring the strong slowdown in
external financing, corporate debt (in
terms of total loans and bonds) sank by
0.7% in 2013. In net terms, enterprises
continued to substitute short-term
financing, which had diminished for the
past two years in absolute terms, with

long-term funding, which stalled in 2013.

At the end of 2013, long-term funds
already accounted for more than 85% of
outstanding debt. The negative growth
rate of debt together with the moderate
expansion of corporate earnings resulted
in an 8 percentage point fall of the ratio
of corporate debt to gross operating
surplus to 525% in 2013, entailing a
slight improvement in the sustainability
of corporate debt (see chart 9). Never-

Debt-to equity ratio
decreases slightly
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theless, the ratio of corporate debt to
gross operating surplus remained con-
siderably above its precrisis levels, im-
plying that the rise in the vulnerability
of the corporate sector in the years
2007 to 2009 has not yet been reversed.

Likewise, the debt-to-equity ratio
came down by 7 percentage points to

112% in 2013. The fact that both the
debt-to-income ratio and the debt-to-
equity ratio are currently higher in
Austria than in the euro area highlights
the importance of debt financing in
Austria but also reflects the ongoing
deleveraging of the corporate sector in
a number of euro area countries. The

Chart 9
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share of equity in the Austrian corpo-
rate sector’s total liabilities rose slightly
from 42.6% to 43.9% in 2013.

The low interest rate environment
continued to support firms’ ability to
service their debt. In 2013, the fraction
of corporate earnings (gross operating
surplus) that had to be spent on interest
payments for bank loans declined some-
what further. This decline was rein-
forced by the very high share of variable
rate loans in Austria. While Austrian
companies therefore currently have
lower interest expenses than their euro
area peers, their exposure to interest
rate risk is higher. Thus, a rebound of
the interest rate level might create a
noticeable burden, especially for highly
indebted companies, even if a rising
debt service burden might eventually
be partially offset by the positive im-
pact of an economic recovery on firms’
earnings.

The exposure of the corporate sec-
tor to foreign exchange risk, which was
never as high as that of the household
sector, was reduced further, as the
share of foreign currency loans de-
clined to 4.8% in the first quarter of
2014 (more than 4 percentage points
below the 2010 level), and thus was
only % percentage point higher than in
the euro area.

The insolvency ratio (number of
corporate insolvencies in relation to the
number of existing companies) de-
clined until the first quarter of 2014
(based on a moving four-quarter sum
to account for seasonality). This may
be due to the moderate path of debt
financing and the low interest rate level
(which makes debt servicing easier even
for highly indebted companies). Further-
more, it may also be attributed to the
fact that insolvencies usually lag cyclical

Corporate and Household Sectors in Austria:
Debt Servicing Capacity Slightly Improved

movements. Insolvency liabilities, how-
ever, almost doubled in the period
under review due to a large-scale bank-
ruptcy.

Households’ Financial Investment
Decreases Further

Real Income of Households Declined
in 2013

Although the economic recovery set in
only gradually, employment augmented
markedly in 2013 and early 2014. At
the same time, unemployment in-
creased because labor supply, in partic-
ular labor from abroad, rose. Yet real
disposable household income fell in
2013, mainly reflecting weak real wage
growth as well as a marked decline in
property income. This reduction in
turn dampened private consumption,
and spending on durable consumer
goods even decreased in real terms. At
the same time, the saving ratio dimin-
ished to 6.6% in 2013. On the one
hand, the low interest rate environ-
ment may have reduced the attractive-
ness of saving. On the other hand, the
decline in the saving ratio may reflect
the muted development of property
income, as this portion of disposable
income is more likely to be saved than
labor income.

Financial Investment of Households
Fell by One-Third in 2013

In parallel with the drop in the saving
ratio, financial investment by house-
holds* continued to recede in 2013 and
at EUR 6.9 billion amounted to little
more than one-third of the precrisis
peak value recorded in 2007 (see
chart 10).

More than 40% of households’ finan-
cial investment went into cash and
deposits with banks. Looking at the

4 Nonprofit institutions serving households are not included here.

Variable rate loans
imply interest rate
risk

Further drop in the
saving ratio

Falling number of
insolvencies

Shift to cash and
bank deposits with
shorter maturities
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(Unrealized)
valuation losses

Capital market
investment shrinks

Foreign currency
loans continue to
decline

maturity structure of bank deposits,
deposits with agreed maturity declined
bothin 2013 and in 2014 so far, whereas
large inflows into overnight deposits
were recorded. This shift to cash
and shorter maturities suggests a high
liquidity ~preference of households
and reflects the low opportunity cost
resulting from low interest rates. A
breakdown by types of deposit shows
that demand deposits continued to
grow and time deposits remained stable
while savings accounts registered a net
decrease. Deposits at building and loan
associations, which rose by 1.3% in the
first quarter of 2014, represented the
only exception on the back of the com-
paratively attractive interest rates for
building loan contracts.

Households’ net financial invest-
ment in capital market assets fell to
EUR 0.3 billion in 2013 (from EUR 0.9
billion in 2012). Households reduced
their holdings of long-term debt securi-
ties but increased their portfolios of
mutual fund shares. Additionally, there
was a slight net inflow into direct hold-
ings of foreign equities. This develop-
ment reflected the search for yield in a
low interest rate environment as well as
the recovery of share prices in inter-
national markets in the course of 2013.

At EUR 2.0 billion, investment in
life insurance contracts and pension
funds still had a stabilizing effect on
financial investment in 2013, accounting
for more than one-quarter of financial
investment in this period. However,
a large share of inflows into these
instruments was not the result of cur-
rent investment decisions, but — given
the long maturities and commitment
periods — reflected past decisions. One
key factor in this context is the demand
for funded pension instruments; more-

over, life insurance policies often serve
as repayment vehicles for foreign cur-
rency bullet loans.

Austrian households registered (un-
realized) valuation losses of EUR 1.4
billion in their securities portfolios in
2013. These losses were equivalent to
1.4% of their securities holdings at end-
2012. While debt securities and mutual
fund shares in the portfolios of Austrian
households registered (unrealized) val-
uation losses, the increase in share prices
in 2013 resulted in valuation gains
of quoted stocks equivalent to 6.4%
of households’ holdings at end-2012.
Taking financial investment, valuation
losses and other changes® together,
financial assets rose by EUR 6.8 billion
in 2013.

Slight Increase in Housing Loan
Growth

Growth of bank lending to households
was subdued in early 2014 even if
annual growth rates, which had con-
tracted continually for almost two
years, recovered slightly from mid-
2013. In April 2014, bank loans to
households (adjusted for reclassifica-
tions, valuation changes and exchange
rate effects) increased by 1.3% in nomi-
nal terms.

A breakdown by currencies shows
that euro-denominated loans were still
expanding briskly (April 2014: 4.7%),
while foreign currency loans continued
to recede by double-digit rates — in
April 2014, they had fallen by 10.2%
year on year. Broken down by loan pur-
pose (see chart 11), consumer loans as
well as other loans contracted by 2.6%
and 0.4% year on year, respectively, in
April 2014. Housing loans grew by
3.0% year on year, and their growth
rate has gained some momentum since

g Mainly valuation losses in the net equity of households in life insurance investments, pn’man’])/fund—]inked and

index-linked life insurance.
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Chart 10

Changes in Households’ Financial Assets
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mid-2013. The favorable financing con-
ditions probably supported the growth
of housing loans, and housing market
indicators also pointed to an increase
in credit demand. As housing prices
continued to rise in Austria (see below),
households may have needed more
funding to purchase real estate. Although
no current data on newly completed
housing projects are available, the con-
siderable rise in the number of residen-
tial building permits in 2013 (+15.8%
over the previous year) suggests a rise
in construction activity.

Loan conditions remained favor-
able. Interest rates for short-term loans
(up to one year) stood at 2.83% in April
2014, 0.71 percentage points below
their October 2011 level, reflecting the
five key interest rate cuts between
November 2011 and November 2013
and the associated decline in money
market rates. Looking at data across
the entire maturity band, interest rates
on new housing loans stood at 2.34% in

April 2014, which was 0.69 percentage

points lower than the value recorded in
October 2011. In the same period, in-
terest rates on consumer loans dropped
by 0.19 percentage points to 4.94%.

Households’ Currency and Interest
Rate Risks

The indebtedness of Austrian house-
holds is rather low by international
comparison. At the end of 2013, total
household liabilities stood at EUR
168.0 billion according to financial
accounts data, down by 0.4% in nomi-
nal terms from the 2012 year-end
value. As a percentage of net dispo-
sable income, household debt shrank by
1.3 percentage points to 91.4% (see

Household debt
slightly reduced

Financing conditions
remain favorable

chart 12).
Given the combination of moderate Interest expenses
debt growth and low interest rates, remainlow

household interest expenses remained
subdued. In 2013, they amounted to
2.0% of disposable income, about
2 percentage points less than in 2008,
before interest rates began to fall. One
factor that accelerated this decline was
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Chart 11

MFI Loans to Households: Volumes and Conditions
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the high share of variable rate loans: In
the first quarter of 2014, 87.4% of new
loans® were granted with an initial rate
fixation period of up to one year, a very
high share by international comparison.
Therefore, when the ECB lowered its
key interest rates, lending rates in

® Euro loans only.

Austria were reduced at a faster rate
than those in the euro area; in addition,
retail rates in Austria have generally
been below euro area rates in recent
years. Loan quality may have also played
a role, given the comparatively modest
indebtedness of Austrian households.
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The still high proportion of foreign
currency loans in total loans remains a
major risk factor for the financial posi-
tion of Austrian households. Although
the share of foreign currency loans in
total loans has fallen by more than
10 percentage points since 2008,
20.0% of the total loan volume to Aus-
trian households were still denomi-
nated in foreign currency in the first
quarter of 2014. The considerable re-
duction is a consequence of the Austrian
Financial Market Authority’s minimum
standards for granting and managing
foreign currency loans, which aim at
substantially limiting new foreign cur-

Corporate and Household Sectors in Austria:
Debt Servicing Capacity Slightly Improved

rency lending to households. Almost
95% of the foreign currency loans out-
standing were denominated in Swiss
francs, around 5% in Japanese yen.

Residential Property Prices
Continue to Rise

In the first quarter of 2014, the prices
in the Austrian residential property
market continued to rise, although the
price increases abated somewhat. Price
dynamics remained very heterogeneous
across different regions. In Vienna,
prices surged 8.1% year on year, imply-
ing ten consecutive years of house price
hikes. In the first quarter of 2014, the

Chart 12
Household Risk Indicators
Liabilities Interest Expenses on MFI Loans
% of disposable income % of disposable income
110 6
105 5
100
4
95
3
90
2
85
80 L
75 0
2006 2007 2008 2009 2010 2011 2012 2013 2006 2007 2008 2009 2010 2011 2012 2013
Foreign Currency Loans Variable Rate Loans
% of total loans % of total new loans
35 100
30
80
25
20 60
15 40 ’\/\/\N/\/_
10
20
5
0 0

2006 2007 2008 2009 2010 2011

= Austria == FEuro area

Source: OeNB, Statistics Austria, ECB, Eurostat.

2012 2013 2014

2006 2007 2008 2009 2010 2011

Note: Figures for the euro area reperesent only the interest rate expense on euro-denominated loans.

2012 2013 2014

Foreign currency
loans remain
major risk

Rising overvaluation
of property prices
in Vienna

FINANCIAL STABILITY REPORT 27 — JUNE 2014

29



Corporate and Household Sectors in Austria:
Debt Servicing Capacity Slightly Improved

fundamental residential property price
indicator of the OeNB’ pointed to an
increasing degree of overvaluation in
property prices in Vienna (22%). The
price increase in the rest of Austria
has been considerably more moderate,
amounting to 2.2% in the first quarter
of 2014, and the fundamental residential
property price indicator does not indi-
cate any overvaluation. On aggregate,
residential property prices in Austria
increased by 40% between 2007 and
the first quarter of 2014 (+22% in real
terms, adjusted for HICP inflation)

which contrasts with a slight reduction
of residential property prices in the
whole euro area (see chart 13).

From an investor’s perspective, the
rising relation of property prices to
rents observed in Vienna indicates a
decreasing yield on property invest-
ments. In part, the price increases in
Austria reflect a catching-up, as prices
had been virtually flat in the years
before 2007. Other factors behind these
price developments were increased
demand due to immigration and possi-
bly also a flight to real assets.

Chart 13
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7 See Schneider, M. 2013. Are Recent Increases of Residential Property Prices in Vienna and Austria Justified by
Fundamentals? In: Monetary Policy and the Economy Q4/13. 29—46.
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Austrian Financial Intermediaries: Regaining
Profrtability to Increase Resilience of Crucial

Importance

One-Off Effects Erode Austrian
Banks’ Profits

The continued economic recovery and
further strengthening of the regulatory
and supervisory framework for the
banking system marked economic and
financial developments in Europe in 2013.
Macroeconomic
reduced and market participants’ confi-
dence in the financial system’s stability
improved, resulting in a benign market
environment for financial intermedia-

uncertainties were

tion.!

Nevertheless, Austrian banks faced
noticeable headwinds due to continu-
ously low interest margins as well as
one-off effects related to legacy issues,
such as goodwill write-downs and large
losses at Hypo Alpe-Adria-Bank Inter-
national AG. These challenges are a
heavy burden on the profitability of
the Austrian banking system, leading
to the first system-wide loss in recent
history. Without taking into account
one-off effects, net profits would have
been positive, but still considerably
below precrisis levels.

The ongoing period of weak profit-
ability is also the result of structural
cost issues in a very competitive domes-
tic market and banks’ continued need
to provision for credit risks. While in
Austria loan quality remained compar-
atively favorable in 2013, Austrian banks’
subsidiaries in CESEE — although oper-
ationally still profitable — are facing
considerable loan quality issues in
several countries. This trend can be
explained by two factors, which are
both linked to the weak economic envi-
ronment: The inflow of new nonper-

forming loans (NPLs) has continued,
and credit demand has remained slug-
gish overall. To promote transparency
and dispel lingering concerns about
loan quality and provisioning, the ECB,
in cooperation with national authorities,
is currently performing a comprehen-
sive assessment of the balance sheets of
systemically significant European banks.
The ECB will publish the results of this
exercise in October 2014 before it takes
over its supervisory role within the
Single Supervisory Mechanism (SSM).

In 2013, bank funding markets
continued to strengthen, with further
signs of receding fragmentation in
both market and deposit funding, and
Austrian banks further reduced their
liquidity risk exposure. Retail deposits
at Austrian banks grew steadily, but the
low interest rate environment kept
growth rates below their long-time
average. Loan growth in Austria was
also sluggish: Lending in foreign cur-
rency remained low, as intended by
supervisory action, but the outstanding
volume of such loans (including those
linked to repayment vehicles) continues
to pose a risk to Austrian banks. Euro
loans to domestic customers, however,
increased. Both trends continued in
carly 2014.

In the euro area, banks continued
to strengthen their capital ratios by a
combination of asset deleveraging and
capital increases in 2013. Austrian
banks also followed this trend, but the
capitalization gap between them and
their international peers has widened,
and there is persistent market pressure
for further improvements.

! The benign market environment is also reflected in the Austrian Financial Stress Index (AFSI), see chart 20.
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Austrian banks’

profitability affected

by several factors

The operating environment remained
difficult for insurance undertakings as
well, with financial results reflecting a
modest, but stable performance. The
low-yield environment is set to remain
a particular concern for a large number
of insurers over the medium term.

Consolidated Profitability of
Austrian Banks Negative in 2013

The challenging environment for Aus-
trian banks since the onset of the
financial crisis characterized by weak
economic growth, higher credit risk
provisioning and continuously low inter-
est rate margins has been weighing on
banks’ profits. Furthermore, tighter
regulation and bank levies, which have
been introduced as a direct conse-
quence of the crisis, are shifting public
costs back to banks, investors and
creditors.

Consequently, Austrian banks re-
corded a consolidated return on (aver-
age) assets (RoA) of close to zero, but
slightly negative at —0.04% for 2013
(chart 14). The net loss after tax and
minority interests amounted to about
EUR 1 billion, compared to a profit of
EUR 3 billion in 2012. This result can
be attributed to several factors: On the
one hand, operations were character-
ized by ongoing low interest margins
and reduced volumes, which led to a
decline in consolidated net interest
income by 3.4% to EUR 18.6 billion.
On the other hand, the net result was
affected by write-downs of goodwill
linked to subsidiaries in CESEE as well
as losses at Hypo Alpe-Adria-Bank
International AG. Without taking into
account these negative one-off effects,
the net profit would have been positive,
but still below precrisis levels. More-
over, in 2012, results had benefited
from positive one-off effects from
buybacks of supplementary and hybrid
capital.

CESEE operations, while continuing
to be an important contributor to the
(operating)  profitability of Austrian
banks, also come with higher risks:
higher NPL ratios, goodwill write-downs
and political uncertainty in some coun-
tries. These risks have translated into
higher risk costs over the past few
years. The increasing impact of higher
risks on Austrian banks’ overall profit-
ability becomes evident in a widening
gap between pre-provisioning and real-
ized RoA. Over the past few years,
persistently high risk costs — reflecting
especially the difficult economic envi-
ronment in some CESEE countries —
have substantially eaten into banks’
overall profitability (chart 14). Since
2008, Austrian banks have had to spend
nearly EUR 44 billion, i.e. 65% of
total operating profit in the respective
period, on covering credit risks; in
2013, this share increased even further,
reaching 88%.

Finally, an increase in income from
fees and commissions (primarily owing
to a recovery in the securities business)

Chart 14

Consolidated Return on Assets
of the Austrian Banking System

%
14

12
1.0
08
0.6
04
02

0.0

-/

02

2006 2007 2008 2009 2010 2011 2012 2013

Before provisioning and adjusted for one-off effects
== Adjusted for one-off effects
== Unadjusted

Source: OeNB.

32

OESTERREICHISCHE NATIONALBANK



was not able to offset the significant
decrease in trading income (down com-
pared to the previous year’s profits
driven by one-off effects) and lower
other (remaining) income items.

In 2013, interest margins on Euro-
pean banks’ new business increased
further — to nearly 200 basis points —
driven by more risk-adequate pricing in
the euro area’s southern peripheral
countries. Despite increasing on a simi-
lar scale, the level of interest margins in
Austria remained well below the Euro-
pean average (chart 15, left-hand
panel). But this improvement had little
impact on the margin on existing stock
(chart 15, right-hand panel), as the
volume of new business was rather low.’

As regards existing business, small
Austrian banks (i.e. banks with total
assets below EUR 2 billion) were
affected by the steady decline in interest
margins over the past few years, which
put pressure on their profitability given
their heavy reliance on net interest
income (chart 15, right-hand panel).

Austrian Financial Intermediaries:
Regaining Profitability to Increase Resilience of Crucial Importance

Another factor which explains the
comparatively small interest margin is
the competitive pressure that results
from the high number of banks operat-
ing in Austria (790 registered banks as
of end-2013; this high figure is mostly
due to the prominent role of the decen-
tralized sectors with their high density
of branches). Together with a rigid cost
structure, long-term structural prob-
lems have negative implications for
profitability. Therefore, the current
process of restructuring and re-dimen-
sioning of cost structures is likely to
continue.

In order to strengthen the struc-
tural profitability and capital generation
capacity of banks, it is necessary that
banks with an unsustainable business
model that does not yield positive
returns over the medium term may
leave the market without jeopardizing
its stability. This objective has also been
at the center of recent legislative initia-
tives, such as the EU Bank Recovery
and Resolution Directive (BRRD).

Chart 15
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CESEE: profits
increasingly
concentrated in
certain markets and
eroded by goodwill
write-downs

Quality of domestic
loan portfolio
broadly stable,
especially at small
locally active banks

Net profits of Austrian subsidiaries
in CESEE came to EUR 2.2 billion in
2013, up 5.8% on the previous year,
amounting to an RoA of approximately
0.8%. However, on a consolidated level,
this profit was almost entirely offset
by write-downs of goodwill linked to
CESEE subsidiaries. What is more, in
the past, the profit sources of Austrian
subsidiaries had been evenly distributed
across CESEE, which also yielded risk
diversification benefits; in recent years, by
contrast, profits have increasingly come
from just a few countries (chart 16),
namely the Czech Republic, Slovakia,
Russia and Turkey.’ The relatively high
profits in these few markets highlight

Chart 16
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a concentration risk and the need for
a sustainable growth strategy in the
region. Recent turmoil in some of
these markets has also underlined the
fragility of the current earnings situa-
tion.

Loan Quality: Benign Conditions in
Austria, Deterioration in CESEE

While loan quality conditions in Aus-
tria remained fairly benign in 2013,
Austrian banks’ subsidiaries in CESEE
are still facing noticeable headwinds.
This ongoing weakness can be ex-
plained by two factors, both of which
are linked to the fragile economic
environment in several countries: The
inflow of new nonperforming loans
(NPLs) continued, and credit demand
has remained sluggish overall. As a
consequence, the consolidated share of
NPLs in the Austrian banking system
stabilized at a high 8.6%, while the
consolidated loan loss provision ratio
(LLPR) continued to rise to 4.8% at
the end of 2013, resulting in an
improved coverage ratio ahead of
the asset quality review under the
ECB’s comprehensive assessment of
significant banks (see chart 17 and
box 1).

Loan quality in Austria remained
largely unchanged in 2013, as high-
lighted by the unconsolidated LLPR
(stock of specific loan loss provisions as
a share of total nonbank loans), which
has been range-bound between 3.0%
and 3.5% since 2010. However, chart
18 illustrates substantial differences
between banks: Small and locally active
banks* had a relatively stable LLPR of
approximately 4.2%, while significant

As a significant joint venture in Turkey is not covered separately by the Austrian supervisory reporting framework,

its results are not included in the analysis of subsidiaries. See also Wittenberger et al. 2014. Macrofinancial
Developments in Ukraine, Russia and Turlee)/from an Austrian Financial Stability Perspective, in this issue.

an unconsolidated basis.

In this context, we define small and locally active banks as banks with total assets of less than EUR 2 billion on

34

OESTERREICHISCHE NATIONALBANK



Austrian Financial Intermediaries:
Regaining Profitability to Increase Resilience of Crucial Importance

Chart 17 Chart 18
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Austrian banks® experienced a very
strong increase in provisioning in recent
years.

Bank lending to nonbanks in Austria
declined slightly in 2013 (—0.4% year
on year). This decline was driven by
reduced lending to nonbank financial
intermediaries and the government,
while the volume of loans to households
and corporates was slightly higher than
the corresponding prior-year figure. In
the first quarter of 2014, the volume of
loans to domestic customers declined
by 0.2% (year on year), driven by an
upswing in lending to households com-
pared to end-2013.

Regarding lending to households,
lending for housing and home improve-
ment continued to outpace general

5

lending growth, but the share of housing
loans to total loans is still below the
European average. Nevertheless, the
recent strong increase in residential
property prices, particularly in Vienna,
coupled with continued mortgage lend-
ing growth may entail a higher risk of
credit losses for banks compared with
previous periods. Therefore, what is
called for is great vigilance and strict
monitoring by the supervisory authori-
ties to assess whether sufficiently con-
servative credit standards and adequate
risk pricing are applied.

In 2013, the share of foreign cur-
rency loans (FCLs) in Austria declined
further. By the end of the year, 12.3%
of all loans to customers were denomi-
nated in a foreign currency. In the first

Positive loan growth
in Austria in 2013
limited to lending to
households and
corporations

Share of foreign
currency loans in
total loans
continues to fall

The following Austrian banks are deemed “significant” according to the Single Supervisory Mechanism (SSM)

regime and are participating in the comprehensive assessment and the stress test: BAWAG P.S.K. Bank fiir Arbeit
und Wirtschaft und Osterreichische Postsparkasse AG, Erste Group Bank AG, Ralffeisenlandesbank Qberb'sterreich
AG, Rag’ﬁreisenlandesbank Niederosterreich-Wien AG, Raiffeisen Zentralbank Osterreich AG and Osterreichische
Volksbanken-Aktiengesellschaft as well as Unicredit Bank Austria (which participates in the SSM as part of its

Italian parent).
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NPLs of Austrian
subsidiaries in
CESEE still rising in
several countries

Coverage ratios of
Austrian subsidiaries
in CESEE improved
in recent years

quarter of 2014, this share decreased
further (12.1%). Despite the 2.2 percent-
age point drop in outstanding FCLs
compared to end-2012 and limited new
foreign currency lending to Austrian
borrowers, legacy assets continue to
be a relevant issue for the Austrian
banking system. The maturity profile
of FCLs shows that most of these loans
will mature from 2017 onward; a
particular challenge is related to the
fact that 70% of FCLs to households
are bullet loans, more than 90% of
which are linked to repayment vehicles.

Therefore, strict compliance with
the supervisory foreign currency mini-
mum lending standards (as of January
2013) will be an important element
in containing the various risks related
to this type of lending (credit risk,
currency risk, market risk).

The total loan volume of Austria’s
top CESEE
subsidiaries declined moderately in
2013, mainly due to the planned sale of
a subsidiary of UniCredit Bank Austria
in Ukraine,’ resulting in a discontinua-
tion of the reporting of the respective
exposure. Without this planned sale, the
overall exposure would have remained
broadly stable. However, regional het-
erogeneity is on the rise: Banks have
been increasingly focusing on their core
markets, reducing their business in
countries which are defined as non-core
or display macroeconomic and/or
political vulnerabilities. Declines in
exposures were reported in Ukraine
and Hungary, while growth was still
strong in Russia, Belarus and Slovakia
in the first half of 2013, but slowing
down in the second half of the year.
The share of loans to households in the
overall loan portfolio amounted to

six credit institutions’

43.3% at end-2013, while loans to non-
financial corporations accounted for
the remaining 56.7%.

Supervisory initiatives that have been
launched to restrict foreign currency
lending in CESEE can be considered
effective, as these loans declined by
7.1% year on year (amounting to EUR
74.2 billion at end-2013), taking into
account exchange rate effects, and thus
more strongly than the overall loan
portfolio. As a result, the aggregate
share of foreign currency loans — the
bulk of which is denominated in euro
— in total loans decreased from 45.7%
to 43.2%.

Turning to nonperforming loans
(NPLs), the NPL ratio of Austrian sub-
sidiaries in CESEE remained broadly
stable in 2013, standing at 14.9% at year-
end (chart 19). The NPL ratio for foreign
currency loans increased from 19.4%
to 20.2%. Due to different definitions
of NPLs and heterogeneous economic
and foreign exchange developments in
CESEE, cross-country differences in
NPL ratios are still high. While the ratio
remained below or close to 5% in some
of the most important host countries of
Austrian banks (e.g. the Czech Repub-
lic, Russia, Slovakia), the NPL ratios of
subsidiaries in other countries (Hun-
gary, Serbia, Bosnia and Herzegovina,
Croatia) increased markedly in recent
years, reaching levels of close to or
more than 25%. Regarding other trou-
bled loans, the share of restructured
loans amounted to 6.5% of total loans
at end-2013, which is a slight decline
compared to end-2012, and renegotiated
loans were only of minor importance
(3.3% compared with 4.1% in 2012).

NPL coverage ratios I (ratio of loan
loss provisions for NPLs to NPLs) in

® This subsidiary was therefore classified as a disposal group held for sale in the 2013 financial statement; in the

income statement, it was included in the item “Total profit or loss after tax from discontinued operations.”
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Chart 19

Loan Quality of Austrian Subsidiaries in CESEE
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Europe have been increasingly diverging,
with some European banks tending to
show levels of below 25%. This does
not hold true for Austrian banks, whose
ratios were approximately 56% on a
group level and nearly 53% at CESEE
subsidiaries. For foreign currency loans
in CESEE, the ratio improved from
42.5% to 49.6% in the course of the
year 2013. The NPL coverage ratio II,
which also includes eligible collateral
according to Basel II for NPLs in the
numerator and which is substantially
higher due to a high share of mortgage
loans, improved from 68.7% at end-
2012 to 71.4% at end-2013 (again at
CESEE subsidiaries); the respective
figures for the foreign currency loan
portfolio are 66.9% and 69.8%, re-
spectively.

The leasing portfolio of large Aus-
trian banks in CESEE declined signifi-
Cantly in 2013 (—11.3% to EUR 11.2 bil-
lion), mainly due to a decrease in
the leasing volume of Hypo Alpe-
Adria-Bank International AG. At the
same time, the foreign currency leasing
portfolio dropped by 12.5% year on
year, amounting to EUR 4.8 billion at
end-2013. The ratio of nonperforming
leasing contracts fell from 24.8% to

22.6% for all contracts and from 35.1%
to 24.7% for contracts denominated in
foreign currency.

Swiss Franc and U.S. Dollar Liquidity
Situation Now Satisfactory

As macroeconomic uncertainties de-
creased in 2013 and market partici-
pants’ confidence in the banking system’s
stability improved, funding markets
became less volatile and funding costs
generally decreased in Europe. In this

Chart 20

Austrian Financial Stress Index (AFSI)
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Box 1

The European Asset Quality Review and Stress Test from an Austrian
Perspective

The ECB is currently performing a comprehensive assessment of 128 significant
banks in the euro area, which comprises an asset quality review (AQR) based on year-end
2013 data and a stress test covering the years 2014 to 2016. Six significant Austrian banking
groups participate in this assessment. The comprehensive assessment is carried out by the
ECB with close involvement of the national authorities, including in Austria the FMA and OeNB.
The overall goal of the exercise is to achieve more transparency about banks’ balance sheets
and, where needed, to speed up balance sheet repair by demanding adequate corrective action.

The AQR is currently in phase 2, which covers the on-site review. Phase 1, the
selection of portfolios, was completed in February 2014. Phase 2 consists of ten overlapping
work blocks, which are currently executed in line with the project schedule. The central
element is the review of credit files and collateral values based on samples that are drawn
from the selected portfolios. Since these activities require an extensive workload that has to
be conducted on site in line with ECB methodology, several international auditing firms were
commissioned to perform these tasks in Austria. Furthermore, a wide-ranging quality assurance
process has been established at the European and national levels to ensure the consistent
application of the methodology across participating banks and geographies, and considerable
staff resources of national authorities (including the OeNB) have been allocated to these
tasks.

As regards the EU-wide stress test, the scenarios and methodology were
published at the end of April 2014 by the relevant European bodies (EBA, ECB).
The exercise will assess banks’ resilience to an adverse scenario that was designed based on
the current systemic risk assessment at the European level. It assumes, inter alia, a cumulative
deviation of 7 percentage points from the baseline real GDP growth path for the entire EU
from 2014 to 2016 (6.7 percentage points for Austria), a foreign exchange shock and a global
reassessment of risks in equity and bond markets. The publication of the common methodology
and scenarios in April 2014 marked the operative start of the bottom-up stress test calculation
by the participating banks; national authorities and the ECB are closely involved in preparations,
management and quality assurance.

The results of the AQR and the stress test will be published jointly in fall 2014.
The current timeline foresees the publication of results before the ECB’s assumption of super-
visory tasks for significant banks in the countries participating in the SSM, which is scheduled
for November 2014. Given the current stage of the comprehensive assessment and the agreed
publication strategy among SSM countries, no indication on the likely results for participating
Austrian banks can be given prior to the publication of the results.

benign environment, the Austrian Finan-
cial Stress Index — introduced in the

off date), the liquidity situation of the
Austrian banking system has improved

previous Financial Stability Report —
remained low (chart 20),” and capital
market conditions are supportive of
funding and capital raisings.

Since the end of September 2013
(the Financial Stability Report 26 cut-

from an already comfortable position.
This macroprudential assessment is
based on the weekly liquidity report,
which is submitted by the 29 largest
Austrian banks on a consolidated level
(latest data as of May 30, 2014). It

7 Details of the methodology of the Austrian Financial Stress Index (AFSI) can be found in Financial Stability
Report 26 (December 2013). In general, an AFSI below zero is an indication of no current financial stress in

Austria.
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covers about 80% of total assets of the
Austrian banking sector. The cumu-
lated net funding gap (maturities up to
12 months without money market
operations and foreign exchange swaps,
aggregated across all currencies) amounts
to about —EUR 34 billion and has been
basically unchanged since the end of
September 2013. The aggregate liquid-
ity risk exposure is sufficiently covered
by substantial liquidity risk-bearing
capacity; the respective cumulated
counterbalancing capacity stands at
about EUR 109 billion (+10% since the
end of September 2013).

Due to tightened supervision by the
Austrian authorities and lessons learned
from the crisis, Austrian banks have
substantially improved their liquidity
situation in Swiss francs and U.S.
dollars compared to 2009. After years
of gradual adjustment, Austrian banks’
liquidity situation is sound in both
currencies. Since the end of September
2013, domestic banks have managed to
turn a U.S. dollar cumulated net fund-
ing gap into a surplus. This improve-
ment was driven by a reduction of
assets in foreign currency through
the sale of subsidiaries and successful
supervisory action in the area of foreign
currency lending, while banks also
improved the funding structure and
counterbalancing capacity for their
remaining foreign currency assets. The
Swiss franc cumulated net funding gap
continued to improve as well (—25%
since the end of September 2013). In
addition, liquidity buffers increased, so
that the cumulated counterbalancing
capacity improved by 60% to —EUR
3.2 billion compared with the end of
September 2013.

Despite these encouraging develop-
ments, pockets of vulnerability remain.

Austrian Financial Intermediaries:
Regaining Profitability to Increase Resilience of Crucial Importance

Especially smaller banks are faced with
substantial concentration risk regarding
their high quality liquid assets (HQLA).
They need to diversify across counter-
parties and funding instruments and
also ensure sufficient diversification
across assets, asset classes and issuers
in their counterbalancing capacity. In
addition, it remains banks’ responsibility
to ensure that their HQLA composition
reflects changes in market liquidity.
Adapting liquidity risk management to
properly reflect the market-based indi-
cators of HQLA is highly recommended.®

Market pressure to reduce liquidity
risk and improve liquidity risk disclo-
sure will increase with the European
Commission’s delegated act pursuant to
Article 460 of the Capital Require-
ments Regulation (CRR) entering into
force and the publication of the final
requirements for disclosure related to
the Liquidity Coverage Ratio (LCR).
The delegated act is scheduled to enter
into force by end-2014; it will be based
on the results of the EBA report on the
LCR impact assessment. This report
showed that the average LCR of EU
banks was 115% at the end of 2012 (five
years ahead of the implementation of
the envisaged 100% LCR requirement).
Two-thirds of the bank sample already
had an LCR above 100% and only
one-sixth an LCR below 60%. The
report also included unweighted data of
net cash outflows and liquidity buffers
and revealed that for Austrian banks
in the sample, contractual net outflows
over the following 30 days are six
times higher than their HQLA, while
for other banks the ratio is above eight.

The recalibration of the LCR in
January 2013 increased the average
LCR in the sample by 15 percentage
points and reduced the liquidity short-

& See also Guidance for Supervisors on Market-Based Indicators of Liquidity published by the Basel Committee on

Banking Supervision in January 2014.

Market pressure for
LCR disclosure
expected
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fall by about EUR 550 billion to EUR
264 billion (or 0.8% of total assets in
the sample). The lowering of the bar
increases the role of disclosure and
market discipline. In January 2014, the
Basel Committee on Banking Super-

vision (BCBS) published its final require-

ments for LCR-related disclosures, which
have to be implemented by national
authorities no later than January 1,
2015. The BCBS compromise focuses
on the quarterly disclosure of simple
averages for a number of LCR compo-
nents based on 90 daily observations.

Box 2

Deposit Guarantee Schemes and Bank Recovery and Resolution Directives
Adopted

On April 15, 2014, the European Parliament adopted the Directive on Deposit Guarantee
Schemes (DGSD). The DGSD, designed to further strengthen depositor confidence, recasts
Directive 94/19/EC and its subsequent amendments and will enter into force at the beginning
of July 2014 at the latest. Within one year after entry into force, the DGSD needs to be trans-
posed into national law. Harmonized deposit guarantee schemes are complements to the
Single Supervisory Mechanism (SSM) and the Single Resolution Mechanism (SRM), both key
pillars of the future banking union.

However, the DGSD does not represent a system change toward a common DGS, as in
some aspects it maintains the diversity in national systems; rather, it is a further harmonization
of existing rules. The aim of the DGSD is to ensure sufficient financial means in DGSs by
introducing ex-ante financing arrangements with a minimum target level of 0.8% of covered
deposits to be reached within a ten-year period and collected from banks’ contributions. In
the event of bank deposits becoming unavailable, DGSs under the new regime are to ensure
faster payouts to depositors: by 2024 within 7 working days compared with currently
20 working days. Moreover, according to the directive, DGSs must be supervised on an ongoing
basis and regular stress tests of the systems must be performed. Depositors will no longer
have to submit an application for repayment if their deposits become unavailable. The
determination of their eligibility for repayment will be further simplified and harmonized. The
coverage level will remain at EUR 100,000 per depositor and per institution.

In Austria, the DGSD requires a change from the current ex-post funded system
to an ex-ante funded system. The estimated Austrian target level will amount to around EUR
1.5 billion, requiring annual contributions of EUR 150 million. Contributions will be calculated
on the basis of covered deposits and the risk profiles of individual banks.

The Directive establishing a framework for the recovery and resolution of credit institutions
and investment firms (Bank Recovery and Resolution Directive — BRRD) was adopted by the
EU Council on May 6, 2014." It provides capabilities to tackle potential bank problems at
three stages: preparatory and preventative, early intervention, and resolution. Early intervention
in unsound or failing institutions should ensure the continuity of the institution's critical
functions, while minimizing the impact of an institution’s failure on the economy and financial
system.

As a further key element, the BRRD requires credit institutions to set up recovery plans.
National resolution authorities will be set up and draft resolution plans for institutions.
Credible resolution instruments, including the write-down of shareholders’ capital and bail-in
of creditors,? complete the toolbox. Certain liabilities, including deposits covered by the DGS,
will be excluded from write-downs.

While one aim of the BRRD is to minimize the need for public support for failing banks,
the application of government financial stabilization tools, including temporary public owner-

! See also OeNB. 2013. Box 3 — Preparations for a European Banking Union. Financial Stability Report 26.
2 The bail-in tool shall be available from January 1, 2016, at the latest.
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ship of an institution as a last resort, is not precluded, if financial stability would otherwise be
jeopardized. However, such public support may only be provided under strict conditions.

The BRRD requires Member States to set up national ex-ante resolution financing arrange-
ments (funds) to support the application of resolution tools. Banks will have to make annual
contributions to enable the financing arrangement to reach within ten years a target level of
at least 1% of covered deposits of all the credit institutions authorized in the respective country.
According to current estimates, annual ex-ante contributions of credit institutions authorized
in Austria will amount to about EUR 180 million, with the target level being EUR 1.8 billion.?

Banks’ capacity to absorb losses will be further strengthened by new minimum requirements
for own funds and eligible liabilities, which authorities will set for each institution based on
size, risk and business model.

In Austria, the Banking Intervention and Restructuring Act* currently provides for preventive
and early intervention measures. The transposition of the BRRD into Austrian law requires
certain amendments, including the establishment of a resolution authority’ and a resolution
fund. Also, the new resolution tools have to be incorporated into national law.

3 These funds will be transferred to the Single Resolution Fund within the SRM once the SRM becomes operational and
the Intergovernmental Agreement on the transfer and mutualisation of contributions to the Single Resolution Fund
enters into force (by January 1, 2016, as currently envisaged; the target level is to be reached by January 1, 2024).
Under the SRM, the time span to reach the target level may decrease by one year compared to the BRRD regime. In
that case, the respective annual contributions would increase accordingly.

* Bankeninterventions- und Restrukturierungsgesetz (BGBI. | Nr. 160/2013).

* This authority will also set up resolution plans, which, according to the current law, are drafted by the institutions them-
selves.
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® FMA and OeNB. 2012. Supervisory guidance on the strengthening of the sustainability of the business models of
large internationally active Austrian banks. http://www.oenb.at/en/Financial-Stability/Systemic-Risk-Analysis/
Sustainability-of-large- Austrian-banks-Business- Models. html
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Small and locally
active Austrian
banks have
above-average
capital ratios

FMA in 2012 stipulates that the stock
and flow loan-to-local stable funding
ratios (LLSFRs) at the CESEE subsid-
iaries of Austria’s three largest banks
and the risk-adequate pricing of intra-
group liquidity transfers to subsidiaries
be monitored. These measures are based
on the Austrian supervisors’ experience
that banking subsidiaries which entered
the recent financial crisis with high (i.e.
above 110% stock) LLSFRs were sig-
nificantly more likely to exhibit higher
loan loss provisioning rates than subsid-
iaries that had been following a more
conservative and balanced business
and growth model. Therefore, banking
subsidiaries with stock LLSFRs above
110% are considered to be “exposed,”
and the sustainability of their new busi-
ness is monitored more closely. All super-
visory findings are regularly shared and
discussed with the respective banks as
well as their host and home supervisors.

By end-2013, more than 80% of
monitored subsidiaries were considered
not to be exposed since their stock
LLSFRs were below 110%. Only one
exposed subsidiary was also found to
exhibit an unsustainable trend in its
new (year-on-year) business. Besides
these results, monitoring also focuses
on intragroup liquidity transfer volumes
and the fund transfer pricing (FTP)
models applied, which helps assess the
dependency of foreign subsidiaries on
parent bank funding and the adequacy of

banks’ internal risk and pricing models.

Higher Capitalization Remains
Priority

In the euro area, banks strengthened
their capital positions amid ongoing
deleveraging in 2013. In Austria, im-
provements have been achieved through
a combination of capital increases, e.g.
via rights issues and retained earnings,

0 Leverage ratio defined as tier I capital to total assets.

and reductions in risk-weighted assets.
Though recent external capital raisings
have been successful and helped repay
state participation capital at some banks,
there is still market pressure for higher
capital ratios. However, weak profit-
ability makes internal capital generation
more difficult.

After their low in the second quar-
ter of 2008, the aggregate tier 1 capital
ratio and the capital adequacy ratio
of all Austrian banks continued to
improve, reaching 11.9% and 15.4%,
respectively, by end-2013. The OeNB
acknowledges banks’ positive progress
to date, but there is more to be done,
since the capitalization of Austrian
banks remains below that of their
European peer group. In particular,
the gap between the capitalization of
Austria’s top three banks (11.4%) and
their European peers (13.6%) and
CESEE peers (12.7%) is still significant.
At the same time, however, the top
three Austrian banks have a higher (bet-
ter) leverage ratio'” than their European
peers. This can be attributed to the fact
that in contrast to the tier 1 capital
ratio, the leverage ratio does not take
into account the risk weighting of assets.

Chart 22
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The distribution of capital ratios
among Austrian banks highlights the
solid capitalization of small and locally
active banks compared to larger banks.
At the end of 2013, the median tier 1
capital ratio of all Austrian banks stood
at 14.9%, 3.4 percentage points above
the aggregate mean (chart 23). The
higher median ratio essentially reflects
the large number of locally active banks

Austrian Financial Intermediaries:
Regaining Profitability to Increase Resilience of Crucial Importance

with above-average capitalization: Half
of all Austrian banks around the median
(i.e. the second and third quartiles)
post tier 1 capital ratios between 11.4%
and 19.7%. But the chart also shows
that the total range of ratios has in-
creased over time, indicating a growing
heterogeneity among those small banks.

The allocation of bank capital
within the Austrian banking system
mirrors banks’ sustained commitment

to foreign business. Roughly 40% of

Nearly 40% of
capital is allocated
abroad

Chart 23
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of countries are going to use macro-
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Box 3

Overview of Macroprudential Measures in the EU

The new European banking legislation’ (Capital Requirements Regulation and Capital Require-
ments Directive — CRR/CRD) has established a legal framework for macroprudential super-
vision. Based on this new framework, since the beginning of 2014 a number of supervisory
authorities in EU Member States have notified the European Systemic Risk Board (ESRB) of
macroprudential policy measures to address specific risks to financial stability in their jurisdictions
or have announced their intention to do so in the near future.

Belgium: The Belgian central bank (NBB) notified the ESRB and the European Banking
Authority (EBA) of a measure based on Article 458 CRR to increase risk weights for retail
exposures secured by Belgian residential immovable property by a linear add-on of 5 percentage
points for all banks using an internal ratings-based approach for this type of credit risk. The
macroprudential measure is intended to increase the resilience of the banking system against
potential adverse developments in parts of the Belgian real estate market and is scheduled to
apply as of July 1, 2014. This measure is subject to a “European safeguard procedure” involving

! Regulation (EU) No. 575/2013 on prudential requirements for credit institutions and investment firms of 26 June 2013
(CRR) and Directive No. 2013/36/EU on access to the activity of credit institutions and the prudential supervision of
credit institutions and investment firms of 26 June 2013 (CRD).
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Profitability is the
main challenge
for insurance
undertakings

assessments and opinions by the EBA and the ESRB and the option for the European
Commission to propose to the EU Council an implementing act rejecting the measure.

Croatia: The Croatian central bank (HNB) notified the ESRB and the EBA of the
application of a systemic risk buffer of additional common equity tier (CET) 1 capital of 1.5%
for all banks and of 3% for large banks in Croatia in accordance with Article 133 CRD. Based
on Article 124 CRR, the HNB also sets stricter criteria for the application of the 35% risk
weight to exposures secured by mortgages on residential property in the standardized
approach regarding credit risk. These measures are to address structural systemic risks
prevailing in the real economy and the financial sector in Croatia.

Netherlands: The Dutch central bank (DNB) notified the ESRB and the EBA of its
decision to impose an additional CET 1 capital requirement of 3% on the three largest Dutch
banks and of 1% on another bank that is also deemed systemically relevant. The measure is
based on the CRD capital buffer framework regarding systemically important banks and
long-term structural risks to financial stability. This policy complements macroprudential
measures previously adopted by the DNB to address systemic risks emanating from the real
estate sector.

Sweden: The Swedish Financial Supervisory Authority (FI) decided that the four largest
banks must hold additional CET 1 capital of 3% in the form of a systemic risk buffer (Article
133 CRD) as of 2015 and a further 2% within the framework of pillar 2. In order to strengthen
the resilience of the banking system, the Fl also increased the risk weight floor for Swedish
mortgages from 15% to 25%. Furthermore, FI has announced its intention to activate the
counter-cyclical capital buffer, which is part of the CRD buffer framework. A decision about
the level of this tool, which is designed to address the procyclical dimension of risks to financial

stability, is expected to be made in fall 2014.

Low Interest Rate Environment
Remains Main Risk to Austrian
Insurance Sector
Better market conditions in 2013 led to
a stable investment performance of
Austrian mutual funds, pension funds
and insurance undertakings, but there
are still uncertainties regarding a
potential resurgence of the sovereign
debt crisis or an increase in risk appetite
given the intensified search for yield in
a prolonged period of low interest rates.
Generating adequate investment
earnings remains the main challenge
for the Austrian insurance sector.
Given that only new premiums and
expired investments are reinvested at
the
effects of the low interest rate environ-
ment materialize rather slowly. Still,
insurers need to adjust to this challeng-
ing environment and reconsider their
investment strategies. From a macro-
prudential perspective, it is crucial to
monitor investment portfolios of insur-

current market interest rates,

ance undertakings to detect a potential
shift to riskier assets early.

The asset allocation of Austrian
insurers has already changed noticeably
over the past five years: Whereas in
2009, almost 50% of all assets were
invested in bank securities, the share
came down to 38% in 2013. The stron-
gest growth in this time period was
recorded for securities of nonfinancial
corporations. Although the importance
of investments in banks decreased, in-
surers’ exposure to the financial sector
is still substantial (60% of total securi-
ties holdings). Therefore, the contagion
risks between Austrian financial inter-
mediaries also remain high. Although
direct lending by insurance under-
takings is permitted, the exposure
through loans to corporates remained
at a low level.

The profitability (measured as the
return on investment) of Austrian life
insurance undertakings in 2013 was
well above the guaranteed interest rate
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Chart 25
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2013

on new business and also still above the
guaranteed rate on the stock of 2.7%.
Austrian and European supervisors
already responded to the risk of a
prolonged period of low interest rates:
At the national level, the FMA intro-
duced additional provisioning require-
ments, which will have to be built up
over the next ten years, depending
on the individual company’s (stock)
guaranteed interest rate and a benchmark
interest rate. At the European level,
the European Insurance and Occupa-
tional Pensions Authority (EIOPA) will
include scenarios of a prolonged period
of low interest rates in its 2014 insur-
ance stress test. The participation of
Austrian insurance undertakings in this
exercise is rather high: More compa-
nies than required by EIOPA are set to
take part.

The amendment of the Austrian
Insurance Contract Act, which is ex-
pected for mid-2014, will mark the
implementation of the first phase of
Solvency II. It will define the systems of

governance and prescribe a forward-
looking assessment of undertakings’
own risk, the submission of additional
information to the supervisor and the
pre-application of internal models.

The net asset value of mutual funds
reached EUR 150 billion in 2013
(+1.1% year on year), but was still
below its precrisis level (EUR 170 billion
in early 2007). The main challenge
of mutual funds is to regain the confi-
dence of (retail) investors; at the same
time, the share of specialized funds
(institutional investors) continued to
grow, accounting for about 44% of
total net asset value at end-2013. The
overall investment performance of
funds was moderate in 2013 (2.7%
return on investment) and hetero-
geneous across asset classes: While the
performance of equity funds was the
main positive driver (accounting for
more than 10%), bond funds only
yielded 0.2%.

The fund industry is preparing for
the implementation of the Alternative

Fund industry only
slowly regains
confidence of retail
investors
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Liquidity
management crucial
for severance funds

Chart 26
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Investment Fund Managers (AIFM)
Directive, which puts institutional funds,
hedge funds, real estate funds and
private equity funds for the first time
under a common European regulatory
framework. Most of the licensing and
registrations of AIFMs in Austria was
completed in the first half of 2014.

Since their establishment in 2006,
Austrian severance funds have built up
funds by an average 20% p.a. At the
end of 2013, the sum of accrued sever-
ance benefits came to EUR 6.2 billion,
and asset volumes will continue to grow
for the next five to ten years. After that,
outflows due to claims will gain in im-
portance relative to inflows and volume
growth will be restricted, requiring
adequate liquidity management. Sever-
ance funds’ historical returns on assets
were rather heterogeneous both within
the sector and over time (chart 26).

The Market’s View - Geopolitical
Risks Related to Ukraine Contrast
Generally Benign Financial Market
Developments

International financial market condi-
tions have remained generally positive.
Austrian listed banks performed very

well into the first months of 2014, and
Raiffeisen Bank International has taken
the opportunity to issue new equity
to increase capitalization. However, in-
creased tensions in Ukraine, economic
risks in Russia and potential spillover
effects have had a negative impact on
Austrian banks’ equity prices there-
after. In this environment, the lagging
performance of Austrian bank equities
in 2014 so far (compared to that of
other European banks) can also be
attributed to a renewed interest in bank
equities from weaker euro area coun-
tries; more generally, the subdued prof-
itability outlook for Austrian banks as
a result of the weak business environ-
ment, elevated credit risk costs, adverse
economic policy decisions and (in some
cases) expectations that highly profit-
able markets such as Russia are prone to
a turn in their benign credit cycle may
also have played a role.

Research analysts and credit rating
agencies point to the improvements in
Austrian banks’ capitalization since
2007. However, they also note that
internationally active Austrian banks
still have below-average capitalization
levels and consider it as one of their key
weaknesses. Further, the prevailing
low interest rate margins are consid-
ered as a factor leaving little room for
maneuver. Developments in Ukraine,
Russia and Turkey are increasingly seen
as challenges for Austrian banks." On a
positive note, Austrian banks’ generally
sound business model (retail banking)
and their solid liquidity position are
seen as strengths. As a consequence of
the recent adoption of the EU Bank
Recovery and Resolution Directive
(BRRD), rating agencies are about to
review government support for banks,
which may, in turn, lead to lower

1 See also Wittenberger et al. 2014. Macrofinancial Developments in Ukraine, Russia and Turkey from an Austrian

Financial Stabilit}/ Perspective, in this issue.
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ratings, in particular for Austrian banks,
which benefit from an average uplift
by 3 to 4 notches due to the implicit
assumption of government support.

OeNB Assessment and
Recommendations

The reverberations of the recent finan-
cial, economic and sovereign debt cri-
sis, including loan quality issues and the
low interest rate environment, are still
challenging the earnings potential of
the Austrian financial sector. While
the OeNB acknowledges the Austrian
financial sector’s progress toward im-
proving financial stability at home and
in host markets, it recommends further
strengthening the sustainability of busi-
ness models by taking the following
actions:

* Banks should continue strengthening
their capital levels — by retaining ear-
nings and/or tapping capital markets —
to close the capitalization gap between
them and their international peers.

* Given persistent pressure on profita—
bility, banks should strive to address

Austrian Financial Intermediaries:
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structural issues and improve their
cost efficiency.

Risk-adequate provisioning and cover-
age policies should be further pursued
to deal with loan quality issues.
Banks should continue fulfilling super-
visory minimum standards relating
to foreign currency loans and loans
with repayment vehicles.

Banks should strive for sustainable
loan-to-local stable funding ratios
at the subsidiary level and for risk-
adequate pricing of liquidity transfers.
Banks should prepare for increased
market pressure for disclosure of LCR
data; both investor communications
and liquidity risk management, espe-
cially at smaller banks, need to
be adapted.

Banks and insurance undertakings
should ensure high standards of risk
management so that risks are pro-
perly addressed and effectively con-
trolled; they should also proactively
prepare for contingency situations.
Insurance undertakings should pro-
actively prepare for Solvency II.
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The Priorities of Deleveraging in the Euro

Area and Austria and Its Implications for
CESEE

Bank deleveraging is often used synonymously for a reduction in the supply of credit to the
real economy, which hampers economic growth. In this paper, we investigate this hypothesis
empirically. We define deleveraging as the increasing ratio of capital to total assets and aim at
identifying the priorities of recent deleveraging in the euro area and Austria and its implications
for Central, Eastern and Southeastern Europe (CESEE). The data analysis utilizes ECB balance
sheet data for monetary financial institutions (MFls) for the euro area and Austria; reporting
data of Austrian banks at the consolidated level and BIS locational statistics are employed to
study the impact of deleveraging on credit to the real economy in CESEE. We focus on the
crisis and postcrisis period from October 2008 to February 2014 (latest available data). In
addition, we study developments in the precrisis period from June 2003 to October 2008.

The data reveal that banks in the euro area and Austria did in fact deleverage. In the
crisis and postcrisis period, the priorities of deleveraging are similar in the euro area and in
Austria. The process was predominantly driven by the numerator (capital), which contributed
88% to deleveraging in the euro area and 73% in Austria.

The denominator of leverage (total assets) contributed the remaining shares. In both
samples, the decrease in total assets was driven by reductions in interbank lending and external
assets. Funding for the real economy increased in the euro area and in Austria.

As external asset reductions play a major role in deleveraging in both the euro area and
Austria, we analyze the relevant developments in CESEE in detail. The priorities of Austrian
banks’ deleveraging in CESEE are similar to those of banks in the euro area and Austria: They
were driven by capital increases (99%). The small reduction of total assets in the sample was
due to reductions of interbank lending, cash and central bank reserves; funding for households
and nonfinancial corporations slightly increased. In line with developments in the euro area
and in Austria, banks’ sovereign exposure in CESEE increased, too. However, at the disaggregate
level, Austrian banks reduced their activities in some countries during the past five years. But
these reductions did not translate into decreasing funding for households and nonfinancial
corporations in these countries.

We conclude that from a macroprudential perspective, euro area and Austrian banks as
well as their subsidiaries in CESEE have set the right priorities in deleveraging since October
2008.

JEL classification: G21, F36
Keywords: Deleveraging, excessive deleveraging, balance sheet growth, economic growth

Popular perception holds that bank
deleveraging implies a reduction of
loans to the real economy (houscholds
and nonfinancial corporations).” Many
commentators fear that deleveraging
would restrict economic growth in the
euro area, Austria and CESEE: The
paralysis of the euro area unsecured

interbank market and higher capital
and liquidity requirements have caused
a reduction of outstanding loans to small
and medium-sized enterprises (SMEs)
(e.g. Infelise, 2014), which is believed
to hamper economic growth. While
larger corporations can directly access
capital markets as alternative financing

I Qesterreichische Nationalbank, Financial Stability and Macroprudential Supervision Division,
judith.eidenberger@oenb.at, stefan.schmitz@oenb.at (corresponding author) and katharina.steiner@oenb.at.
The authors would like to thank Andreas Greiner and Tina Wittenberger for valuable comments and data support.

? See, inter alia, IMF (2010, pp. 18), Cohen-Setton and Vallée (2011) and Ceeuré (2013).
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sources, SMEs are assumed to be par-
ticularly hard hit by deleveraging in
the euro area. They have limited access
to capital markets and are more depen-
dent on bank loans.

In this article we aim at taking
a differentiated approach to analyzing
deleveraging by focusing on the empirics
of postcrisis balance sheet develop-
ments. Although the term deleveraging
is widely used, it is rarely carefully
defined. Similar to Puhr et al. (2012),
we define deleveraging as the reduction
of leverage, i.e. the increase in the ratio
of bank capital to total assets. Based on
empirical evidence for the euro area
and Austria, we derive the priorities of
deleveraging. We then study the impact
of these findings on CESEE.

Chart 1 provides a bird’s-eye view
of MFI® balance sheet developments in
the euro area and Austria since 1999. It
shows very strong MFI balance sheet
growth in the euro area and in Austria
prior to the collapse of Lehman broth-
ers in September 2008.

The Priorities of Deleveraging in the Euro Area and Austria
and Its Implications for CESEE

Euro area total assets (unconsoli-
dated) first peaked in November 2008
at EUR 32.5 trillion.* But the euro area
balance sheet total has not been con-
stantly decreasing since then. Rather,
after contracting until end-2009, total
assets started to rise again in 2010,
reaching another peak in May 2012
(EUR 32.9 trillion). However, since
then, euro area aggregate MFI total
assets have been shrinking, reaching
EUR 30.7 trillion in February 2014.
Despite this decrease, aggregate total
assets still are three times euro area
GDP, illustrating the significant size of
the banking sector in the euro area.

Although we focus on euro area
aggregates, some country-specific devel-
opments are noteworthy. For example,
Greek banks’ balance sheet grew by
more than 220% between mid-1999
and mid-2010, when the sovereign debt
crisis started. However, Greek MFI
total assets decreased by 26% — much
more strongly than the euro area aver-
age — from June 2010 to February 2014,

Chart 1

Bank Balance Sheet Developments in the Euro Area and in Austria
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Note: Correcting for the changing composition of the euro area aggregate does not materially affect the shown development.

’ In the following MFIs (monetary financial institutions) and banks are used synonymously.

4 Aggregate total assets in the euro area stood at EUR 31.1 trillion by the end of 2009.
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Chart 2

MFI Leverage Ratios in the Euro Area and in Austria

Capital in 9% of total assets

1999 2000 2001 2002 2003 2004 2005

== Euro area (changing composition) = Austria

Source: ECB.

I
I
I
1 collapse of Lehman Brothers
I
I
I

2006 2007 2008 2009 2010 2011 2012 2013

when it stood at the level of March
2008. Banks’ balance sheet size in
Spain almost tripled between 1999 and
early 2012, when it reached its peak.
During the last two years, total assets
fell by around 16% in Spain to the level
of April 2008. Even in these two coun-
tries, the reductions of total assets are
small compared to their excessive pre-
crisis growth.

The Austrian balance sheet total
(unconsolidated’) reached its highest
level in January 2009 (EUR 1.1 trillion).
Since then, a downward trend has been
observed; at the end of February 2014,
total assets stood at EUR 922 .4 billion
(—14%).

Chart 2 provides an overview of the
leveraging and deleveraging process
that accompanied changes in (uncon-
solidated) total assets® in the euro area
and in Austria.

In the precrisis period, the leverage
ratio (capital in percent of total assets)
of euro area banks remained quite
stable. After an increase from 5.2% in
January 1999 to 5.9% in August 2002,

it decreased again to 5.3% immediately

after the Lehmann collapse (chart 2).
In the postcrisis period, the leverage
ratio rose quite steadily to 8%.

The leverage ratio of Austrian banks
started from a slightly lower level —
4.9% — in January 1999 and had caught
up to the euro area level by July 2003.
It then increased to almost 7.4% in
June 2005 and subsequently reached a
trough in November 2008 at 6.8%. In
the postcrisis period, it has steadily
increased to 10.8%.

What has driven the deleveraging
process? In both the euro area and in
Austria, the numerator (capital) has
contributed the lion’s share to the pro-
cess. In the euro area, 88% of delever-
aging has been due to capital increases,
in Austria the comparable share is
73%.

Although the reduction of total as-
sets has played a relatively minor role in
deleveraging, we investigate its main
drivers. The paper is structured along
the following lines: In section 1 we
analyze the numerator of the leverage
for euro area MFIs in more detail; in
section 2 we conduct the same exercise

* MFI data are collected on an unconsolidated basis. To capture relevant developments in CESEE we will analyze a

different data source in section 2.2.

® MFI data do not contain gﬁr—balance sheet items; but they do contain data on on-balance sheet derivatives.
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for Austrian data. Based thereon, we
investigate the implications of our find-
ings for (de-)leveraging in CESEE.
Section 3 provides an assessment of our
findings from the perspective of macro-
prudential supervision. Section 4 con-
cludes.

1 Deleveraging in the Euro Area

Chart 3 illustrates the pre- and postcrisis
path of different asset and liability cate-
gories based on aggregate balance sheet
data of euro area MFIs.

Between June 2003 and October
2008, both capital and total assets ex-
panded strongly (chart 3, upper panel).
The former grew by 55% (from EUR
1.1 trillion to EUR 1.7 trillion), the latter
by 67% (from EUR 19.5 trillion to EUR
32.5 trillion). About one-third of total
asset growth was due to an increase in
loans to non-MFI corporates and house-
holds (30%). Interbank loans and exter-
nal assets each represent around 20% of
this balance sheet growth. An increase
in all asset categories, except for govern-
ment securities, is observed for this
period of around five years. The devel-
opments on the liability side are similar
(chart 3, lower panel). Deposits of non-
MFI corporates and households repre-
sent the largest share of the liability
increase, followed by interbank deposits
and external liabilities.

The Priorities of Deleveraging in the Euro Area and Austria
and Its Implications for CESEE

Between October 2008 and February
2014, the size of euro area aggregate
bank balance sheets shrank by 6% to
EUR 30.7 trillion; nevertheless, the
volume of aggregate total assets is still
higher than at the beginning of 2008.
We focus on the relative contributions
of various asset classes to the net reduc-
tion of total assets (chart 3, upper
panel). As some asset classes have been
expanding since the onset of the crisis,
while others have been shrinking, the
gross contributions add up to —100%:
* The reduction of interbank loans con-

tributed —75% (—EUR 1.3 trillion) to
the change in total assets.®

* External assets’ accounted for the
second highest contribution (—71%,
—EUR 1.3 trillion).

* Shares and other equities as well as
money market mutual fund shares
contributed another —3.8% (—EUR
67 billion).

* These negative contributions were
partly offset by increased funding for
governments (+38%, +EUR 692 bil-
lion)"* and remaining assets'" (+35%,
+EUR 635 billion).

* Also, the contribution of credit expo-
sures to the real economy (bonds of
non-MFI corporates +3.5% (+EUR
63 billion) and loans to households and
non-MFI corporates +1.2% (+EUR
22 billion)'? was positive at 4.7%.

October 2008 was selected as the rg‘érence point because it provides a snapshot of the situation around the

Lehman bankruptcy in September 2008, when aggregate balance sheets were still growing. To have the same post-
and precrisis period length of 5 years and 4 months, June 2003 was chosen as the starting point for the comparison.

8

change in interbank liabilities in absolut terms.

As interbank transactions mainly take place within the euro area, the change in interbank assets is similar to the

? External assets are holdings qfcash in currencies other than euro, holdings zyrsecurities issued by nonresidents of

the euro area, loans to nonresidents of the euro area (including banks), and gold and receivables from the IMF

(including special drawing rights (SDRs)). They represent claims on nonresidents of the euro area (ECB Manual of

MFI balance sheet statistics).

' Funding for governments consists of holdings of government securities (+32%, +EUR 581 billion) and loans to

general government (+6%, +EUR 111 billion).

1 Remaining assets consist of, inter alia, derivatives with a positive gross market value, interim account receivables
and other assets not accounted for in the other eleven asset categories.

12 In public discourse, funding for the real economy does not include funding for governments. For consistency

reasons we stick to this convention, although funding for governments includes funding of real activities like
government services, public investments, and transfers which increase private consumption.
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Chart 3

Euro Area Banks: Contribution of Asset and Liability Categories to Changes in the Balance Sheet
before and after October 2008
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Source: ECB and authors’ calculations.

Note: For example, interbank loans accounted for about 19% of total balance sheet growth in the precrisis period (June 2003 to October 2008). From October 2008 to February 2014,
around 75% of the balance sheet decline were caused by reduced interbank lending. The contributions of asset categories to the change of the total balance sheet shown in the chart
add up to 100%.

! Adjustments of loans to non-MFIs.
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Chart 3 (lower panel) also provides
details regarding the contribution of
various liability classes to the reduction
of total assets. The data reveal the
following contributions from October
2008 to February 2014 (as some liability
classes have been expanding since the
onset of the crisis, while others have
been shrinking, the gross contributions
add up to —100%):

* The largest contribution to the reduc-
tion of total liabilities stemmed from
external liabilities (-91%, —EUR
1.6 trillion).

* Interbank liabilities made a similar
contribution (—91%).

* Debt securities issued and money
market mutual funds added another
—29% (—EUR 513 billion) and —19%
(—EUR 345 billion), respectively.

* Deposit liabilities to general govern-
ments made a neutral contribution
(£0%).

* The strong reduction of external and
interbank liabilities was partly counter-
balanced by increases in remaining
liabilities (+14%, +EUR 257 billion).

* Deposit liabilities of non-MFIs and
capital added +78% (+EUR 1.4 tril-
lion) and 38% (+EUR 684 billion),
respectively.

The data show that capital increases

rank highest in the priorities of delever-

aging, followed by the reduction of
interbank and external assets. Contrary
to popular opinion, bank funding for
the real economy has actually increased
after the crisis, despite substantial recap-
italizations. To find out how this devia-
tion from popular perception can be
explained, we first correct loan data
for write-offs, reclassifications and ex-
change rate adjustments, which cause
substantial deviations of changes in loan
stocks from loan flows in the data set
and are often not adjusted for. Second,
we focus on bank funding to the real
economy rather than loans; in this way,

The Priorities of Deleveraging in the Euro Area and Austria
and Its Implications for CESEE

we can capture banks’ role in large
nonfinancial corporations’ increasing
reliance on market funding. Overall,
we find that since the outbreak of the
crisis (1) funding for governments by
euro area banks has increased strongly
and (2) funding for the real economy
has risen somewhat. Given the overall
reduction of total assets, this implies
that euro area banks’ asset mix has
shifted toward funding for governments
and the real economy at the expense of
external assets and interbank assets.
Total funding for the real economy
(bank loans plus nonfinancial corpora-
tions” bond holdings) has increased by
about 5% of the October 2008 stock.

The funding mix of euro area banks
has also undergone substantial changes
since October 2008; deposit liabilities
and capital have increased at the expense
of external and interbank liabilities.
Two additional observations are note-
worthy: First, external liabilities are
mainly denominated in U.S. dollars.
Euro area banks witnessed a wholesale
run on their U.S. dollar liabilities,
which was particularly disruptive in the
carly phase of the crisis (as evidenced
by high demand for U.S. dollar funding
from the Eurosystem via the U.S. dollar
swap facility) and in the second half
of 2011 (as evidenced by the data on
the largest U.S. money market fund
exposures). These funding shocks led
to the reduction of external U.S. dollar
assets. Second, euro area banks’ substan-
tial reduction of debt issued suggests
that, in aggregate, euro area banks are
not funding constrained.

2 Deleveraging in Austria

At Austrian banks, the contribution of
the reduction of total assets to delever-
aging (27%) has been higher than at
their euro area peers (12%). In addition,
Austrian banks have been key players in
CESEE for more than 20 years, with
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almost 70% of their total international
exposure being located in the region."”
Hence, they have often been in the midst
of the European deleveraging debate.
The European Banking Coordination
(“Vienna”) Initiative was founded be-
cause there were fears that foreign banks
in CESEE in general, and Austrian banks
in particular, would reduce their financ-
ing of the real economy in the region.
In the following sections we study the
priorities of deleveraging for Austrian
banks (2.1.) and their impact on loans
to the real economy in CESEE (2.2.).

2.1 Austria: Small Balance Sheet
Decline Relative to Precrisis
Growth

The structure of the aggregate balance
sheet of Austrian banks at the uncon-
solidated level largely resembles the one
of euro area banks, although lending
to the nonfinancial private sector in
Austria is substantially higher, account-
ing for one-third of total assets." Inter-
bank loans are the second largest asset
category, accounting for 20% of total
assets, followed by external assets
with a share of 17% in total assets in
February 2014.

In the precrisis period, these asset
categories were the main drivers of
Austrian banks’ balance sheet growth,
which increased by 85% from mid-
2003 to its peak at the beginning of
the financial crisis in October 2008. In
particular, interbank lending was a
major driver, accounting for one-third
of precrisis balance sheet growth, fol-
lowed by external assets (26%) and
loans to households and nonfinancial
corporations (22%), as shown in chart 4
(upper panel). Government securities
and loans as well as money market

fund shares and fixed assets hardly con-

tributed to the increase in total assets

to about EUR 1 trillion in October

2008.

In the postcrisis period, the aggre-
gate balance sheet dropped to EUR
922 billion (about —8%) until February
2014, which corresponds to the precrisis
level of the first quarter of 2008.

Which asset categories contributed
to the decline of total assets? To find
out, we focus again on the relative
contributions of various asset classes to
the net reduction of total assets (chart 4,
upper panel). As some asset classes
have been expanding since the onset of
the crisis, while others have been
shrinking, the gross contributions add
up to —100%:

* The reduction of interbank loans
contributed —68% (~EUR 94 billion)
to the reduction of total assets.

* External assets accounted for the
second highest contribution (—45%,
—EUR 63 billion).

* Securities of MFIs added —15%
(~EUR 21 billion) and remaining
assets —3% (—EUR 4.5 billion).

* These negative contributions were
partly offset by funding for govern-
ments (+14%, +EUR 19 billion) and
shares and other equity (+4%, +EUR
6 billion).

* Also, the contribution of credit expo-
sure to the real economy, which
includes bonds of non-MFIs (—0.9%,
—EUR 1.2 billion) and loans to house-
holds as well as loans to the real eco-
nomy (+10%, +EUR 20 billion), was
positive at 9.1%.

The relative contributions of various

liability categories to the reduction of

total liabilities are also depicted in
chart 4 (lower panel):

13 In absolute terms, the exposure of Austrian banks to CESEE amounted to about EUR 202 billion at end-2013.

* When not only loans to non-MFIs but also loans to the general government as well as securities of non-MFIs and
the general government are taken into account, the share rises to 42% oftotal assets.
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Chart 4

Austrian Banks: Contribution of Asset and Liability Categories to Changes in the Balance Sheet
before and after October 2008
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Source: ECB, OeNB and authors’ calculations.

Note: For example, interbank loans accounted for one-third of total balance sheet growth in the precrisis period (June 2003 to October 2008). After October 2008, two-thirds of the balance
sheet decline were caused by declining interbank lending. The contributions of asset categories to the change of the total balance sheet shown in the chart add up to 100%.

" Adjustment to loans non-MFls.
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* The largest contribution to the reduc-
tion of total liabilities stemmed from
interbank deposits (—87%, —EUR
121 billion).

* Debt securities issued constituted the
second largest contribution (—33%,
—EUR 46 billion).

* External liabilities accounted for —19%
(—EUR 27 billion), general govern-
ment deposits accounted for —3.4%
(—EUR 5 billion) and remaining lia-
bilities for —3% (—EUR 4 billion).

* Money market mutual funds remained
neutral (£0 %).

* Deposit liabilities of non-MFIs and
capital added +27% (+EUR 37 billion)
and +19% (+EUR 26 billion), respec-
tively.

The priorities of deleveraging in Austria

are very similar to those in the euro

area: Capital increases rank highest,
followed by decreases in interbank loans
and external assets. Banks’ exposure
shifted toward funding for governments
and the real economy, which actually
increased. The latter (bank loans plus
holdings of nonfinancial corporations’
bonds) has increased by 9.1% since
October 2008.

2.2 CESEE: Shift in the Funding
Structure Supports Sustainable
Lending

At the beginning of the financial and
economic crisis in 2008, concerns about
widespread deleveraging in the CESEE

region15 emerged. There were fears that

5 EMA (2010).

Austrian banks’ exposure to CESEE
would feature prominently in the pri-
orities of deleveraging. In section 2.1
we find that external assets have indeed
contributed substantially to the reduc-
tion of total assets. In line with develop-
ments in the euro area and in Austria,
Austrian banks’ subsidiaries operating
in CESEE increased their leverage ratio
at the aggregated sub-consolidated level
from 9.5% at the end of 2008 to
12.4% at end-2013."* Two questions
arise: (1) Have Austrian banks reduced
funding for their CESEE subsidiaries?
(2) What are the priorities of delever-
aging of Austrian banks’ subsidiaries in
CESEE?

To answer these questions, we
first investigate Austrian parent banks’
exposure vis-a-vis their CESEE subsid-
iaries based on the locational statistics
provided by the BIS." These data point
to a decline of aggregate cross-border
capital flows from Austrian banks' to
CESEE by about 25% from end-2008
to end-2013. On the one hand, this was
due to the supervisory measures to limit
the risk arising from foreign currency
loans."” The foreign currency loan busi-
ness model had been based on parent
banks’ market access to foreign currency
funding (predominantly in euro, Swiss
francs and U.S. dollars). The Austrian
parent would channel the funds to
CESEE subsidiaries to refinance local
foreign currency loans, which at the
end of 2008 amounted to more than

16 Source: Reporting data of Austrian banks. The data are adjusted for the sale of UniCredit Bank Austria’s operations
in Kazakhstan and Erste Bank’s subsidiary in Ukraine as well as the purchase of Polbank by Rayffeis_e_n Bank
International in April 2012 (equal to total assets of EUR 6 billion). The change in ownership from OVAG to
Sherbank is included in the data as Sberbank continues to report the subsidiaries’data because the CESEE head-

quarters is located in Austria.

7 We subsume 28 countries under the acronym CESEE, including the country groups CIS, Southeastern Europe and
the Central and Eastern European countries that joined the EU in 2004 and 2007, respectively.

I8 The locational BIS statistics measure aggregate international claims and liabilities vis-a-vis nonresidents of
banks’ qffices located in Austria at the unconsolidated level.

!9 See, inter alia, FMA (2010) and ESRB (2011).
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51% of the stock of total lending to the
private sector in CESEE. In the course
of the crisis, many CESEE currencies
depreciated and foreign currency loan
obligations and debt servicing costs in-
creased. In addition, supervisory author-
ities in Austria and CESEE introduced
measures to restrict further foreign
currency lending. From end-2008 to
end-2013, foreign currency loans in
CESEE declined by about 16% (adjusted
for foreign currency effects) to about
EUR 74 billion.”® As a consequence,
cross-border liquidity ~provision by
Austrian parent banks required to fund
these loans dropped as well. Liquidity
transfers from Austrian parent banks to
CESEE subsidiaries declined by EUR
12 billion (34%) from end-2008 to end-
2013 according to the Austrian central
credit register. At the same time, the

The Priorities of Deleveraging in the Euro Area and Austria
and Its Implications for CESEE

funding structure of Austrian banks’
CESEE subsidiaries shifted toward
local funding. Chart 5 shows that
deposits of nonbanks at Austrian sub-
sidiaries in CESEE increased by about
16% from end-2008 to end-2013. This
rebalancing constituted an explicit
objective of the Austrian “sustainability
package™' aimed at improving the
funding mix of “exposed” subsidiaries
(with loan-to-local stable funding ratios
(LLSFR) of more than 110%) and
at increasing their capital buffers.??
Chart 5 also displays the decline of the
loan-to-deposit ratio (LDR) of Austrian
banks in CESEE from the beginning of
2009 to end-2013 in line with the
policy objective. On the other hand,
the reduction of cross-border liquidity
transfers to CESEE subsidiaries also
reflects a reduction of current account

Chart 5
Loans, Deposits and Loan-to-Deposit Ratio of Austrian Banks’ Subsidiaries
in CESEE
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Note: The data shown in this chart include all Austrian banks’ subsidiaries.

20 The reported figure is based on the additional data request, a biannual survey among Austrian banks on their
operations in CESEE.

2l The Austrian “sustainability package” is a set of measures implemented by the OeNB and the FMA. For details, see
FMA and OeNB (2012).
22 The latest available results of the sustainability monitoring are described in the Reports section of this Financial

Stability Report.
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deficits of CESEE countries”® in the
course of the crisis. Before the crisis,
these current account deficits had been
funded to a large extent via short-term
interbank funding. In the postcrisis pe-
riod, they declined substantially — by
about EUR 8 billion — from end-2008
to —0.6 billion at end-2013.

Second, we study changes in the
composition of the balance sheets of
Austrian banks’ subsidiaries. Again, we
focus on lending to the real economy.
In a first step, we observe that the
leverage ratio (capital to total assets)
increased from 9.5% to 12.4% (end-
2008 to end-2013). The increase has
almost entirely been driven by the rise in
capital, contributing 99% to the change
in the ratio. Although the reduction of
total assets has played a minor role, we
investigate its main drivers.

Overall, the size of the aggregate
balance sheet of Austrian banks’ sub-
sidiaries in CESEE at the sub-consoli-
dated level has decreased by about 2.6%
since October 2008. However, these
figures also include asset disposals, which
were substantial in the region.24 Account-
ing for these asset disposals allows to
uncover organic changes and shows
that the aggregate balance sheet at the
sub-consolidated level decreased by

0.3% (EUR 0.8 billion) from end-2008

to end-2013.”° The major categories in

total assets are loans to the real econ-

omy (60% of total assets), followed
by debt securities to nonfinancial cor-

porations, non-MFIs and MFIs (18%)

at end-2013. Again, we focus on the

relative contributions of the major
asset classes to the net decrease in
total assets. As some asset classes have
been expanding since the onset of the
crisis, while others have been shrink-
ing, the gross contributions add up to

—100%:%

* The reduction of interbank loans
(—542% or —EUR 4.2 billion) and
cash and cash reserves with central
banks (-533%, —EUR 4.1 billion)
contributed most to the reduction of
total assets. Also, the contribution of
the loan exposure to the real economy
(households, nonfinancial corporations
and non-MFIs) was negative (—432%,
—EUR 3.3 billion). This decline was
driven by financing for non-MFlIs,
which decreased by —14% (—EUR
4.2 billion). By contrast, loans to
households and nonfinancial corpora-
tions increased slightly by 1% (+EUR
0.8 billion). Taking into account
foreign currency effects, lending to
households and nonfinancial corpora-
tions even increased by 5% from end-
2008 to end-2013.”

23 The current account data are based on the following sample of CESEE countries where Austrian banks are active:
CESEE EU Member States (Czech Republic, Slovakia, Slovenia, Croatia, Hungary, Poland, Bulgaria and Romania)
as well as the following Southeastern European countries: Albania, Bosnia and Herzegovina, Montenegro, former

Yugoslav Republic of Macedonia, Serbia and Kosovo.

*! These asset disposals include the sale of most qfOVAG’S CESEE subsidiaries in 2011 (equal to total assets of about
EUR 9.4 billion), the sale of UniCredit Bank Austria’s operations in Kazakhstan (total assets of about EUR 5
billion) at end-2012, and the sale of Erste Bank’s subsidiary in Ukraine (total assets of about EUR 600 million)
in April 2013.

The data are adjusted for the sale of UniCredit Bank Austria’s operations in Kazakhstan and Erste Bank’s subsidiary
in Ukraine as well as the purchase of Polbank by Rayﬁ%ifen Bank International in April 2012 (equal to total
assets of EUR 6 billion). The change in ownership from OVAG to Sberbank is included in the data as Sberbank
continues to report the subsidiaries’data because the CESEE headquarters is located in Austria.

25

o

Tbefo]]owing list includes a selection thbe most important asset categories in terms of their contribution to the
change in the total balance sheet. As the change in the total balance sheet is relatively small, the contributions of
the respective balance sheet positions are relatively big in terms of percentages.

27 The reported figure is based on the additional data request, a biannual survey among Austrian banks on their
operations in CESEE and is adjusted as outlined in footnote 25.
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* These negative contributions were
mostly offset by holdings of securities
of nonfinancial corporations, non-
MFIs and MFIs, which contributed
most to the balance sheet increase
(+2,000%, +EUR 15.4 billion).

* Also the sovereign exposure via loans
to the central government and public
debt instruments added +308%
(+EUR 2.4 billion).

These priorities of deleveraging refute

common claims of decreasing funding

for the real economy: Lending to the
real economy has remained broadly
stable when adjusted for loan loss pro-
visioning. The decline in loans to non-
banks shown in chart 5 has been mainly
driven by loans to non-MFIs as well as
the surge in loan loss provisioning

(+190%) and foreign currency effects.

Yet, Austrian banks have reduced
their total exposure (adjusted for foreign
currency effects) to some countries — in
particular, to Hungary (—31%), Ukraine

(—32%) and Slovenia (~19%) — during

the past five years. These strategic

portfolio adjustments show that credit
demand and economic conditions differ
across CESEE and that Austrian banks
have somewhat shifted their regional
focus; but overall, their funding for
households and nonfinancial corporations
in CESEE has remained broadly stable.

3 Interpretation of Our Findings
from a Macroprudential
Perspective

The dominant role of capital increases
in the priorities of deleveraging in the
euro area, in Austria and at CESEE
subsidiaries of Austrian banks is very
welcome from a macroprudential per-
spective. Also, the composition of the
relatively small contribution of the

The Priorities of Deleveraging in the Euro Area and Austria
and Its Implications for CESEE

reduction of total asset/liabilities can
be considered positive.

The reduction of banks’ reliance on
short-term unsecured interbank funding
for long-term illiquid assets in the euro
area, in Austria and in CESEE is in line
with macroprudential objectives.

First, it contributes to a reduction
of interconnectivity and, consequently,
a decrease in potential contagion and
the propagation of shocks within the
banking systems of the euro area,
Austria and CESEE.

Second, before the crisis, excessive
loan growth in some euro area and
CESEE countries had been funded by
short-term unsecured interbank depos-
its. This had led to excessive maturity
transformation. Macroprudential super-
vision aims at preventing both develop-
ments. The shift of the funding mix
from interbank loans toward deposits
contributes to financial stability.*®

Third, the decline in interbank flows
reflects macroeconomic rebalancing in
the euro area and in CESEE. Countries
that have experienced liquidity shocks
after 2008 are those that had relied sub-
stantially on short-term interbank fund-
ing of their significant current account
deficits before 2008 (Constancio, 2014).
These countries have reduced their
current account deficits. Consequently,
the corresponding inflows to fund these
deficits have dropped as well. From a
macroprudential perspective, the reduc-
tion of balance of payment deficits
which had been funded by
interbank capital inflows supports finan-
cial stability in the euro area and in
CESEE.

Fourth, when the EONIA is very
low, interbank deposits are not profit-
able for lenders.” Since mid-2012, mar-

short-term

28 For a discussion thhe impact ofmicroprudential regulation on the unsecured interbank market, see Schmitz

(2012).
2 For details, see Schmitz (2013).
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ket rates have been so low that they
merely cover the cost of providing
interbank funding. The latter includes
counterparty credit risk costs, idiosyn-
cratic liquidity risk costs and capital
costs. Holding excess liquidity in the
Eurosystem’s deposit facility does not
carry any of these risks. With the spread
between EONIA and the deposit facility
rate declining, lending in the interbank
market became increasingly unattractive.
From a macroprudential perspective,
banks should not be pressured to invest
in assets that yield a negative return
after credit and liquidity risk charges
and cost of capital.

Assessing the prominent role of
external assets in the priorities of
deleveraging is less straightforward
from a macroprudential perspective. In
the euro area, the decrease in external
assets reflects a more difficult U.S.
dollar funding environment. From a
macroprudential perspective, it is ex-
posure for which funding diminishes
or becomes more fragile that should
be reduced. In addition, external assets
in many cases do not constitute core
assets of euro area banks. These assets
are more likely to be subject to a
negative selection bias. Borrowers who
are denied credit by their local banks,
say, in Asia, turn to foreign banks.
From a macroprudential perspective,
the reduction in such assets is not a con-
cern. Finally, the reduction in external
assets was due to sales of foreign sub-
sidiaries, loan portfolios and write-
downs (including subprime related
asset-backed securities). Macropruden-
tial supervision supports balance sheet
repair.’

The decrease in short-term intra-
group funding of CESEE subsidiaries
by Austrian banks was predominantly
due to three drivers: (1) the reduction

30 See, inter alia, ECB (2014) and IMF (2014).

in foreign currency loans in CESEE
(a consequence of measures taken by
Austrian and CESEE supervisory author-
ities to limit the risk arising from foreign
currency loans), (2) the improvement
of the funding mix of CESEE subsidiaries
toward local deposits and (3) the im-
provement of current account balances
in the region. From a macroprudential
perspective, all three developments
are, in principle, welcome.

We find that despite reductions in
total assets in the euro area and in
Austria, bank funding for the real econ-
omy has increased. Nevertheless, calls
for policies that incentivize banks to
increase loans feature prominently on
the agenda of politicians and economic
commentators. From a macroprudential
perspective, however, high loan growth
at interest rates that do not cover credit,
liquidity and systemic risk costs is not
a sustainable policy objective. It leads
to the misallocation of capital and risk
in the economy. Both are disruptive to
financial stability and sustainable eco-
nomic growth.

4 Conclusions

Analyzing euro area and Austrian MFI
data and Austrian reporting data, we
find that postcrisis deleveraging was
significant in the euro area, in Austria
and in CESEE. Capital increases ranked
highest in the priorities of deleveraging,
followed by reductions of interbank
and external assets. At euro area banks,
capital increases contributed 88% to
deleveraging, at Austrian banks this
share was 73% and at Austrian banks’
CESEE subsidiaries it was 99%. The
small reductions in total assets were
driven by interbank and external
assets. The asset mixes of euro area
banks, Austrian banks and their CESEE
subsidiaries shifted toward funding for
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governments and the real economy. ing sources, such as capital and deposits
Banks have also rebalanced their liabil- by non-MFIs. Our assessment of these
ity compositions from interbank and developments from a macroprudential
external liabilities to more stable fund-  perspective is, in general, positive.

5 References

Cceuré, B. 2013. Reviving credit growth in the euro area. Speech at the Paris Europlace Inter-
national Financial Forum “Growth and Investment Opportunities in Europe” on July 11, 2013.

Cohen, B. H. and M. Scatigna. 2014. Banks and capital requirements: channels of adjustment.
BIS Working Papers No 443.

Cohen-Setton, }J. and S. Vallée. 2011. Banks deleveraging in a liquidity crisis.
http://www.bruegel.org/nc/blog/detail/article/290-banks-deleveraging-in-a-liquidity-crisis/

(retrieved on June 2, 2014).

Constancio, V. 2014. Banking Union —meaning and implications for the future of banking. Speech
at the Banking Union Conference at Navarra University, Madrid, on April 24, 2014.

European Banking Authority. 2013. Report on impact assessment for liquidity measures
under Article 509(1) of the CRR. December.

European Banking Coordination “Vienna” Initiative. 2012. Working Group on NPLs in
Central, Eastern and Southeastern Europe. March.

European Banking Coordination “Vienna” Initiative. 2014. CESEE Deleveraging and
credit monitor. May.

ECB. 2013. Financial Stability Review. November.

European Systemic Risk Board. 2011. Recommendation of the European Systemic Risk
Board of 21 September 2011 on lending in foreign currencies.

FMA. 2010. Extension of the FMA Minimum Standards for Granting and Managing Foreign
Currency Loans and Loans with Repayment Vehicles of 16 Ocotber 2003.

FMA and OeNB. 2012. Supervisory guidance on the strengthening of the sustainability of the
business models of large internationally active Austrian banks. March 14.

IMF. 2010. Global Financial Stability Report. October.

IMF. 2013. Financial Sector Assessment Program European Union — Financial Integration and
Fragmentation in the European Union. Technical Note.

IMF. 2014. Global Financial Stability Report. April.

Infelise, F. 2014. Supporting access to finance by SMEs: Mapping the initiatives in five EU countries.
ECMI Research Report 9.

J.P. Morgan. 2013. Flows & Liquidity — severe balance sheet shrinkage. November 22.

Laeven, L., L. Ratnovski and H. Tong. 2014. Bank Size and Systemic Risk. IMF Staff Discussion
Note SDN/14/04.

Puhr, C., S. W. Schmitz, R. Spitzer and H. Hesse. 2012. Room for manoeuvre: The
deleveraging story of Eurozone banks since 2008. VoxEU. 14 June.
http://www.voxeu.org/index.php!q=node/8090 (retrieved on June 2, 2014).

Schmitz, S. W. 2012. The Liquidity Coverage Ratio Under Siege. July 25.
http://www.economonitor.com/blog/2012/07/the-liquidity-coverage-ratio-under-siege/
(retrieved on June 2, 2014).

Schmitz, S. W. 2013. The Impact of the Liquidity Coverage Ratio (LCR) on the Implementation
of Monetary Policy. Economic Notes 42 (2). 135—/0.

Takats, E. and C. Upper. 2013. Credit and growth after financial crises. BIS Working Papers
No 416.

FINANCIAL STABILITY REPORT 27 — JUNE 2014 63



Tina Wittenberger,

Daniela Widhalm,

Mathias Lahnsteiner,

Stephan Barisitz'

Macrofinancial Developments in Ukraine,
Russia and Turkey from an Austrian Financial
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Recent bouts of international financial market volatility and adverse geopolitical developments
have put the spotlight on Ukraine, Russia and Turkey. While Austrian banks benefited from a
benign macrofinancial environment in Russia and Turkey, in particular with regard to the swift
recovery from the 2008—09 crisis period, they are burdened by legacy issues of the last credit
boom in Ukraine. By discussing macrofinancial developments in Ukraine, Russia and Turkey,
this study sets the scene for a more in-depth analysis of Austrian banks’ activities in these

countries.
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Austrian banks have early taken advan-
tage of Austria’s geographical proximity
to the Central, Eastern and Southeast-
ern European (CESEE) economies and
expanded into the region over the past
two decades. CESEE has been the key
growth market for Austrian banks,
which benefited strongly from the
catching-up process in financial services.
Having steadily reinforced their foreign
business focus on the CESEE region,
Austrian banks operated 63 fully con-
solidated retail-oriented subsidiaries in
18 countries in CESEE with total assets
of EUR 265 billion at year-end 2013.
Compared with other Western Euro-
pean banks, Austrian banks are among
the biggest players, holding a market
share of about 20% in CESEE, while
Italian, French and German banks hold
shares of 17%, 15% and 11%, respec-
tively. Austrian banks’ claims are larg-
est on the Czech Republic, Croatia,
Romania, Russia, Slovakia and Hungary.
Turkey is also among the largest obligors
when the estimated total exposure of

Austrian banks in domestic and foreign
ownership is taken into consideration.’
The aggregate exposure to CESEE has
grown moderately since 2009, but there
have been large differences in how
exposures to individual countries devel-
oped. While Austrian banks’ foreign
claims on Ukraine have decreased mark-

Chart 1

Austrian Banks’ Exposure in CESEE
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' Qesterreichische Nationalbank, Financial Stability and Macroprudential Supervision Division,
tina.wittenberger@oenb.at and daniela.widhalm@oenb.at, and Foreign Research Division,
mathias.lahnsteiner@oenb.at and stephan.barisitz@oenb.at. The authors are grateful to Gernot Ebner (OeNB)

for valuable comments and suggestions.

2 Some of the data used for the analysis of Austrian banks’ activities in Turkey were estimated on the basis of publicly
available data as parts of these business figures are not fully covered by the Austrian supervisory reporting framework.
This is due to the fact that the banks concerned do not run fully consolidated subsidiaries (but hold, e.g., equity

interests in a joint venture).
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edly by 15%, exposures to Russia and
Turkey have grown briskly by around
70% and 80%, respectively, since
2009. The following analysis will shed
light on banking activities in Ukraine,
Russia and Turkey.

Profitability of Austrian Banks’
Subsidiaries Marked by
Heterogeneous Developments
in CESEE - Profits Increasingly
Stem from Russia and Turkey

Austrian banks’ activities in CESEE are
important drivers of the domestic bank-
ing sector’s profitability.’ The higher
profitability comes with higher risks,
though. This becomes evident espe-
cially when comparing operations in
individual countries. In the run-up to
the crisis that started in 2008, the
business of Austrian banks’ subsidiaries
was profitable in almost all CESEE
countries. However, since the outbreak
of the crisis, developments in the coun-
tries of the region have been hetero-
geneous. For example, macroeconomic
as well as banking indicators such as
credit quality and profitability deterio-
rated markedly
banks’ subsidiaries operating in Ukraine
posted outright losses of EUR 182 mil-
lion in 2009, compared with precrisis
profits of EUR 236 million (i.e. 2.5%
RoA) in 2008. Although business recov-
ered modestly in the following years
(with a net loss of EUR 11 million and
an RoA of —0.1% in 2013), banks are
still faced with challenges related to the
precrisis boom and the strong crisis
impact; the amount of nonperforming
loans is high and private sector credit
demand is subdued due to already rela-
tively elevated indebtedness and weaker
macroeconomic conditions since the
outbreak of the crisis. More recently,
geopolitical risks arising from political

in Ukraine. Austrian

Macrofinancial Developments in Ukraine, Russia and Turkey
from an Austrian Financial Stability Perspective

developments in Ukraine may further
weigh on banks’ operating environment
and hence on their activities.

The heterogeneity in CESEE be-
comes even more apparent when com-
paring developments in Ukraine with
developments in Russia and Turkey.
The latter two countries became more
attractive to banks due to differing
business cycles, a lower level of market
penetration in some loan segments and
a relatively lower level of private sector
indebtedness. As a consequence, the
main contributions to Austrian banks’
profitability have increasingly stemmed
from subsidiaries in Russia and from
activities in Turkey. In both countries,
profit growth is primarily linked to loan
growth, with consumer loans playing
an increasing part. The profitability of
Austrian banks in Russia and in Turkey
is markedly above the CESEE subsidiar-
ies’ average. Austrian banks’ subsidiaries
in Russia registered an RoA of 2.9% in
the fourth quarter of 2013 compared to
the Austrian subsidiaries’ CESEE average
of 0.8%. Accordingly, more than 40%
of net profits of Austrian subsidiaries in
CESEE stemmed from business in Russia
at year-end 2013 (up from 14% in 2009)
and an estimated profit share of probably
more than 10% stemmed from activities
in Turkey. These figures illustrate that
Austrian banks rely quite strongly on
profits from these two countries; as a
result, they are particularly vulnerable
to adverse local developments.

Austrian Banks Withdraw from
Ukraine as the Macrofinancial
and Political Environment
Remains Challenging

Ukraine’s banking sector was strongly
hit by the crisis in 2008—09 and has not
fully recovered since then; credit quality
has remained very weak and profitability

3 See the Reports section for more information on the profitability of Austrian banks active in CESEE.
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low. There is continued deleveraging and
derisking by Western European banks.
In 2008, non-Russian foreign banks
accounted for 40% of bank assets while
in 2013 the corresponding figure was
16%; however, the respective share of
Russian banks increased from 8% to
11%. Over the same period, Ukrainian
state-owned banks increased their
market share to 18%. Austrian subsid-
iaries’ market share fell to 7% in 2013
from 14% in 2008 due to deleveraging
and the sale of subsidiaries, which was
in line with the withdrawal of other
European banks from Ukraine. Cur-
rently, three Austrian subsidiaries are
still active in Ukraine, their total assets
amounting to EUR 8.2 billion in the
fourth quarter of 2013 (down from
EUR 11.8 billion in 2008). One of the
three remaining subsidiaries is intended
to be sold, however.

The loan portfolio of the Ukrainian
banking system is dominated by cor-
porate loans. The proportion of loans
denominated in foreign currency —
mainly in U.S. dollars and, to a lesser
extent, in euro — has declined since

2009 but still accounted for 34% at

end-2013. Foreign-owned banks oper-
ating in Ukraine still report the highest
shares in foreign currency loans (FCLs).

Austrian banks’ subsidiaries (exclud-
ing the aforementioned one that was
put on sale) had outstanding loans of
EUR 3.6 billion in 2013, more than
two-thirds of which are corporate
loans. In the household loan segment,
mortgage loans represented 68%,
whereas the share of consumer loans
came to 16%. FCLs accounted for 45%
of total loans. 59% of FCLs by Austrian
banks were loans to corporations and
41% were loans to households. Moderate
credit growth of 2% was registered in
2013 (year on year, exchange rate-
adjusted), which was driven by corporate
lending, whereas retail loans decreased.
In general, loan growth in the Ukrainian
banking sector has been rather low
since end-2011 against the background
of overall macroeconomic trends. New
lending in the corporate segment was
mostly supported by banks in Ukrainian
ownership.

Due to the severe economic crisis,
asset quality has deteriorated sharply since
2008. Nonperforming loans (NPLs),

Box 1

Macroeconomic Developments in Ukraine

Ukraine experienced one of the sharpest downturns in CESEE during the crisis period, with
GDP plummeting by 14.8% in 2009. The subsequent, mainly private consumption-driven
recovery in 2010 and 2011 was followed by stagnation in 2012 and 2013. After dropping to
1.5% in 2009, Ukraine’s current account deficit widened continuously. In 2013, the current
account gap reached 8.9% of GDP, and — together with considerable external debt service
needs — contributed to an overall high level of external vulnerability. Following a sharp depre-
ciation of the hryvnia from September 2008 to March 2009, the National Bank of Ukraine
(NBU) pursued a relatively tight de facto peg against the U.S. dollar from early 2009 until
early 2014. The NBU ran down its foreign currency reserves to very low levels (USD 15.4 billion
in February 2014, covering only two months of imports) to keep the exchange rate stable, as
the hryvnia repeatedly came under pressure. As pressures intensified further in January and
February 2014, the NBU finally let the exchange rate float. From end-2013 to mid-April 2014,
the currency lost more than 30% against the U.S. dollar. Against this background and pointing
to the exchange rate pass-through on inflation, the NBU raised the discount rate by 300 basis
points to 9.5% in mid-April. Since then the hryvnia has stabilized, also thanks to the IMF-led
international support package.
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according to the definition of the IMF
(including substandard, doubtful and
loss loans), reached about 40% of total
loans in 2012. The NPL ratio of Aus-
trian banks’ subsidiaries is above that of
other CESEE subsidiaries.

On the back of deleveraging, the
system-wide loan-to-deposit ratio (LDR)
came down from an extraordinarily
high 223% in mid-2009 to 136% in
2013. The banking sector’s net external
liabilities declined from 16% to 5% of
GDP, but both figures started to rise
again in the course of 2013. Austrian
subsidiaries’ LDR came to 112% in
September 2013.

The Ukrainian banking system re-
ported a capital adequacy ratio of 18.3%
in 2013, which is above the local regu-
latory minimum requirement of 10%.
Austrian subsidiaries’ capitalization re-
mained stable in 2013 (18.7%) and is
above the average of Austrian subsidiar-
ies in CESEE (17.7%).

Recent political developments in
Ukraine pose new challenges to banks
in the country. There is a risk of deposit
outflows as the current political and
economic situation is very fragile and
confidence in the banking sector is
diminishing. During the times of violent
clashes between the police and protest-
ers in Kiev in early 2014, depositor
confidence showed signs of erosion, as
reflected by considerable deposit out-
flows in the first quarter of 2014 (—12%
in exchange rate-adjusted terms). A
larger deposit run was avoided by the
National Bank of Ukraine restricting
the withdrawal of foreign currency
deposits and banks limiting cash with-
drawals at ATMs. In April, the deposit
market showed some signs of stabiliza-
tion, but banks experienced continued
deposit withdrawals in some eastern
regions of Ukraine due to political

Macrofinancial Developments in Ukraine, Russia and Turkey
from an Austrian Financial Stability Perspective

unrest. A recurrent or further erosion of
depositor confidence potentially limits
the funding opportunities of Ukrainian
banks and may eventually lead to a
rise of committed intragroup funding
by parent banks to their Ukrainian
subsidiaries. Moreover, the Ukrainian
central bank may act as a lender of last
resort. Deteriorating asset quality due
to further adverse developments would
lead to growing credit provisioning,
which in turn could weigh on the
profitability of banks in Ukraine and,
eventually, put a strain on their capital
adequacy ratio.

Austrian Banks Stepped Up
Activities in Russia, Benefiting
from the Credit Boom

Since the crisis of 200809, the Russian
banking sector has fared quite well.
From 2011 on, lending has been a driving
force of GDP growth. Retail lending,
while still rather modest, grew most
dynamically. The driving forces of the
Russian credit boom have been the oil
price recovery (from early 2009 to
early 2012), relatively brisk domestic
demand growth (partly driven by public
wage adjustments) and financial deepen-
ing in the highly profitable retail sector
on the demand side and the “deposit
boom,” increasing or high profits of
natural resources enterprises and offi-
cial liquidity assistance on the supply
side.*

Austrian banks’ subsidiaries in Rus-
sia held total assets of EUR 35 billion in
2013, corresponding to 13.2% of Aus-
trian CESEE subsidiaries’ total assets.
This makes Russia the third most im-
portant market for Austrian banks (in
terms of total assets), followed by the
Czech Republic (24.5%) and Croatia
(13.3%). Total assets of Austrian banks

in Russia have grown by more than

* For more details see Barisitz and Lahnsteiner (2010) as well as Barisitz (2013).
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50% since 2009 (compared to a growth
rate of more than 70% for the entire
Russian banking sector). Austrian banks
commanded a market share of around
3% in 2013.

The loan portfolio of the Russian
banking system is dominated by loans
to nonfinancial corporations (around
70%), whereas retail loans make up
about 30% (i.e. mortgage and consumer
loans). The outstanding loans of Austrian
banks’ subsidiaries amounted to EUR
22.4 billion. Again, corporate loans
represent the largest part (68%), fol-
lowed by retail loans, accounting for
around one-third. FCLs made by Aus-
trian banks amounted to EUR 8.1 bil-
lion, 90% of which are denominated in
U.S. dollars. 95% of FCLs were taken
out by nonfinancial corporations. Com-
pared to total loans, about half of the

loans extended by Austrian subsidiaries
to nonfinancial corporations are denom-
inated in foreign currency. In compari-
son with Russian banks, Austrian sub-
sidiaries have a significantly higher share
of FCLs in total loans (36% vs. 18%).

The Russian banking system regis-
tered credit growth of 19% during
2013, mainly driven by retail loan
growth (over 30% in 2013). Corporate
loans increased by nearly 13% in 2013.
Total loans of Austrian banks’ subsid-
iaries in Russia grew by 8.1% to EUR
22.4 billion in 2013 (year on year),
mainly driven by retail lending (+35%
year on year), whereas corporate lending
slightly decreased (—1%). Growth in
the retail segment was to a large extent
driven by consumer lending, whereas
mortgage loans increased at a slower

pace. 77% of retail loans (and 25% of

Box 2

Macroeconomic Developments in Russia

Since the global financial crisis of 2008—09, the Russian economy has benefited from slowly
improving international economic activity, particularly from the strong recovery of the oil price
and the improvement of the country’s terms of trade. While Russian GDP had declined sharply
in 2009 (—7.8%), it rebounded rather swiftly and in 2011 exceeded the precrisis level. Over
time, growth was increasingly driven by domestic demand, particularly household consumption.
The latter was stimulated by years of generous increases of public salaries and pensions as
well as by lending activity, notably credit to households, which gathered momentum and from
2011 expanded in double-digit rates (in real terms). Large current account surpluses were
achieved on the back of high oil prices. Although having risen recently, Russia’s gross external
debt remains at a relatively modest level (33.5% of GDP at end-2013), but considerably
exceeds the amount of its still large foreign exchange reserves (EUR 355 billion or about 23%
of GDP in mid-March 2014). The impact of the Ukrainian crisis and of Western sanctions
have increased uncertainty, which further dampens the investment and growth outlook for
Russia, at least in the short term.

Increased uncertainty was reflected in surging net private capital outflows from Russia
(USD 50.6 billion in the first quarter of 2014) and an accelerated depreciation of the ruble in
early 2014. As European banks are more active in Russia than in Ukraine, to them spillover
effects from Russia are more relevant than spillover effects from Ukraine. Compared to other
European banks, Austrian banks have the largest exposure (as a percentage of GDP) to Russia.

The impact of an accelerated depreciation of the ruble on the back of geopolitical risks
has to be closely monitored. However, the shock-absorbing factors at the systemic level remain
considerable, including a high level of deposits. Profitability is still high and the banking sector
has a net external creditor position. The authorities still have room for maneuver: Russia
boasts an almost balanced budget, very low public debt and still substantial (if shrinking) gross
international reserves.
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total loans) that Austrian banks’ subsid-
iaries have made in Russia are consumer
loans. Apart from the surge in consumer
loans and the increase in personal in-
debtedness, the credit boom-related
risks to the Russian banking sector are
widespread connected lending and weak
risk management capacities as well as
potentially higher levels of nonper-
forming loans, modest provisioning
and eroding capital adequacy. Starting
from 2012, lending growth decelerated,
which can be attributed to the general
economic slowdown, but also to moral
suasion and some prudential measures
taken by the Central Bank of the
Russian Federation (CBR).

Credit quality indicators look favor-
able but should be treated with caution
during a credit boom, as they are lag-
ging indicators and could deteriorate
quickly. Austrian banks’ loan loss pro-
vision ratio even improved since the
outbreak of the crisis (by —3.0 percent-
age points to 3.3% between 2009 and
2013) due to strong credit growth and
a reduction in the stock of loan loss
provisions. The NPL ratio at Austrian
banks’ Russian subsidiaries was about
4% in 2013.

Loan growth appears to be largely
funded by deposits, as indicated by the
system-wide LDR amounting to about
100% in 2013. The Russian banking
sectors’ main funding sources are cus-
tomer deposits of households (around
29% of total liabilities in 2013) and
corporates (around 32%). Competition
for deposits increased and put pressure
on interest margins. Moreover, reliance
on funding from government-related
institutions — the largest part came from
the CBR — rose to 11% of liabilities in
2013 from 9.2% in 2012. Russian state-
owned banks attracted 79% of funding

Macrofinancial Developments in Ukraine, Russia and Turkey
from an Austrian Financial Stability Perspective

from government related sources in
2013. The LDR of Austrian subsidiaries
amounted to almost 100% in 2013.
Deposits at Austrian banks’ subsidiaries
in Russia made up 62% of total liabili-
ties in 2013 and have increased by 73%
since 2009. Loan growth funded by
local stable funding sources is in line
with the Austrian supervisory guidance’
implemented in March 2012, which is
aimed at strengthening the sustainability
of the business models of large inter-
nationally active Austrian banks.

Aside from profitability and funding,
capitalization serves as an important
risk buffer. At the sector level, the capi-
talization of Russian banks declined. As
of January 2014, the capital adequacy
ratio was 12.9%, down from 13.7% at
the beginning of 2013. According to
estimates of the CBR, two-thirds of
banking assets growth is attributable to
credit growth, and one-third of the
increase is related to regulatory changes.
The capitalization of Austrian subsid-
iaries in Russia declined to 14.5% in
2013, from 16.1% in 2009, and was
lower than the Austrian CESEE subsid-
iaries’ average (17.7% in 2013). Like-
wise, the tier 1 ratio of Austrian sub-
sidiaries in Russia was 12.8% in 2013
compared to the respective CESEE
average of 15.5%.

Austrian Banks Increased
Activities in Turkey and Benefit
from the Credit Boom

Austrian banks have significant business
interests in Turkey: On the one hand,
there are cross-border direct lending
and interbank credit lines, on the
other hand, and more importantly, one
Austrian bank operates a joint venture
with a share in total assets amounting

to EUR 22.1 billion in 2013. The joint

g For further information see http://www.fma.gv.at/de/ueber-die-fma/presse/pressemitteilungen/pressemitteilungen-
detail/article/nachhaltigkeitspaket-fuer-oesterreichs-banken-soll-finanzmarktstabilitaet-staerken. html.
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venture is the fourth largest bank in
Turkey and has a market share of
roughly 10%.

The system-wide loan portfolio in
Turkey is dominated by loans to large
nonfinancial corporations (42% in 2013),
followed by retail loans with a share of
around one-third and loans to SMEs
(26%). The share of FCLs in total loans
amounted to roughly 30% in 2013,
which is lower than in other CESEE
countries. Foreign currency lending has
been strictly regulated in Turkey since
2009.° The majority of outstanding
FCLs — which are mostly denominated
in U.S. dollars — was extended to non-
financial corporations. Overall, approx-
imately half of the outstanding volume
of corporate loans is denominated in
foreign currency. Austrian banks’ loan
portfolio in Turkey broadly mirrors
these patterns.

Next to high GDP growth, Turkey
has experienced a credit boom since
2010. Annual credit growth averaged
24% (exchange rate-adjusted) between

2010 and 2013. Throughout the boom,
credit terms were loosened, as banks
were increasingly willing to lend to less
creditworthy borrowers. According to
Moody’s, unsecured personal consumer
credit has expanded by around 105%
and credit card debt by 87% since 2010.
At 113%, loans to SMEs also spurred
credit growth during this period.
Clearly, the unsecured consumer and
SME segments are particularly vulner-
able to a less benign economic environ-
ment. Austrian banks’ activities in
Turkey also involve high loan growth
rates in the retail and in the nonfinan-
cial corporate segments. Moreover, the
Austrian joint venture bank has a
significant market share in the fast-
growing credit card business. Given the
high credit growth rates, the Central
Bank of the Republic of Turkey took a
number of macroprudential measures,
in particular to curb the growth of
consumer loans (e.g. introduction of
higher risk weights, higher provisioning

requirements, credit card limits in

Box 3

Macroeconomic Developments in Turkey

Turkey’s economy rebounded swiftly from the 2008—09 crisis period. Following a recession in
2009 (—4.8%), economic growth was buoyant in 2010 and 2011 (averaging 9%) before slowing
down in 2012 and 2013 (averaging 3.3%). In 2013, the growth structure became increasingly
unbalanced, as economic activity was driven by partly credit-financed domestic demand, while
the contribution of net exports turned increasingly negative. Turkey’s strong growth also
helped keep the fiscal deficit (1.6% of GDP in 2013) and public debt (36% of GDP) at low
levels. However, the current account deficit widened from 2.2% in 2009 to 8% of GDP in
2013. Turkey has become vulnerable to external shocks also due to the fact that the financing
of the considerable current account gap has been fragile and strongly reliant on short-term
capital inflows since 2009. In 2013, the lira repeatedly came under considerable pressure
(mainly due to the U.S. Federal Reserve’s first tapering announcement and rising political
risks). The cumulative depreciation between mid-May 2013 and January 2014 amounted to
28.2% against the U.S. dollar and to 36.1% against the euro. On January 28, 2014, the
Central Bank of the Republic of Turkey (CBRT) decided to raise the main policy rate from
4.5% to 10% p.a. Following this step, the lira stabilized and recovered a small part of its
earlier losses until end-March.

® There is a ban onforei(qn currency lending to households. Corporates, whether they are hedged or not, are allowed

to borrow in foreign cunencyfrom local banks, provided that the foreign currency loan amount is greater than
USD 5 million and that the maturity is longer than one year.

70

OESTERREICHISCHE NATIONALBANK



Macrofinancial Developments in Ukraine, Russia and Turkey
from an Austrian Financial Stability Perspective

Table 1

Selected Macrofinancial Indicators

Russia

Ukraine Turkey

2011 ‘2012 ‘2013 2011

%

Real GDP growth 4.3 34
Inflation rate (average, year on year) 8.5 51
% of GDP
Budget balance 1.5 04
Public debt 1.7 12.7
Current account balance 5.2 2.8
External debt 30.5 31.0
Foreign currency reserves 282 26.2
Domestic private sector deposits 40.5 414
Domestic private sector credit 46.9 50.5
Banks' net external assets 2.8 2.0
BIS total consolidated claims? 11.2 11.6
%
Banks' capital adequacy ratio 14.7 13.7
Banks' return on assets 2.3 2.3

Source: National statistical institutes, national central banks, IMF, BIS.

! Last observation for external debt: Q3 13.
? Last observation: Q3 13.

2012 ‘20’]3 20M ‘2012 ‘2013“

1.3 52 03 -00 4.3 34 13
6.8 8.0 06 03 6.5 9.0 7.5

.3 || 28| 45| 5| 07| =8 -1.5
134 | 36.8 374 41.0 391 36.2 35.8

16| -63 82 -89 97 -6 -8.0
33.5 83.3 753 770 | 423 41.8 441
23.5 21.0 13.7 11.0 12.3 14.7 154
45.2 37.5 401 45.8 490 500 55.0
553 62.5 59.3 64.9 49.3 54.2 65.6

27| —65 32 || 5.0 | -85 109 | 174
1.8 | 222 1741 14.6 259 26.6 259

13.5 189 181 18.3 15.5 172 14.6
19| -06 0.5 0.3 22 24 2.0

relation to income), which meanwhile
started to show effects.

The banking system’s NPL ratio is
around 3%; Austrian banks active in
Turkey report about the same NPL
ratio. The relatively low ratio partly
reflects rapid loan growth. In absolute
terms, however, nonperforming loans
have significantly risen — also at Aus-
trian banks active in Turkey.

With loan growth outpacing deposit
growth, the funding and liquidity situa-
tion in the Turkish banking sector has
deteriorated over time. The system-wide
LDR was 72% in 2009 but briskly rose
to 119% in 2013. The banking systems’
main funding source are deposits,
representing 54% of total liabilities in
2013 (down from 61% in 2009). Cor-
porate deposits, which accounted for
36% of total deposits in 2013, may be
most sensitive to confidence-driven
fluctuations. Turkish banks’ funding
profile, while still sound, has become
less robust with loan growth outpacing

deposit growth as banks have increas-
ingly turned to wholesale markets,
which renders them more vulnerable to
international markets’ volatility. Also,
some banks shifted parts of their liquid
assets such as government securities into
loans. Net external liabilities amounted
to 17.4% of GDP at end-2013, after the
banking sector’s external position had
been almost balanced in 2008 and
2009. In addition, Turkey has a com-
paratively low national saving rate,
therefore competition for deposits is
fierce.

Beside profitability and funding,
capitalization is an integral part of banks’
risk-bearing capacity. The trend of
decreasing capitalization in Turkey seems
to be similar to that registered in Russia
due to generally high loan growth and
the fact that banks have started to focus
on more profitable, but also riskier loan
segments. Further regulatory initiatives
of the Turkish supervisory authorities
in terms of consumer loans (e.g. higher
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RWAs) may translate into lower capital
ratios. Also, in the light of unfavorable
internal and external developments,
such as political turmoil and diminish-
ing liquidity in emerging markets
worldwide, a slowdown in economic
growth, deteriorations in credit quality
and reductions in credit demand, the
operating environment will become
increasingly challenging for banks in

Turkey.

Conclusions

Austrian banks are important players in
CESEE and have benefited from diver-
sified exposures in an increasingly het-
erogeneous region. Over the last years,
a benign credit cycle in Russia and
Turkey led to increased profits from
these two economies; however, this
makes the banks active in these two
countries vulnerable to adverse local
developments. Furthermore, in the
recent past, profits have increasingly
come from fast credit growth, mainly
in consumer finance (including the
credit card business, especially in
Turkey). As this segment is particularly
vulnerable to a less benign economic
environment, it could be a drag on
banks’ profitability and weaken their
capacity to improve capitalization. And
although NPL ratios seem favorable,

NPLs have started to deteriorate in
absolute volumes.

Since the outbreak of the crisis in
2008, Austrian banks have reduced
their exposure to Ukraine. Banks have
faced severe headwinds in Ukraine due
to the legacy of the past credit boom,
weak macrofinancial conditions, the
unstable political situation and geopo-
litical tensions. A further destabilization
in Ukraine would put pressure on banks’
funding, profitability and capitalization.

On top of the aforementioned vul-
nerabilities, increased geopolitical risks
in Ukraine and Russia as well as domes-
tic political turmoil in Turkey, macro-
economic imbalances, the general reduc-
tion in liquidity in emerging markets
worldwide and deteriorating economic
conditions will further affect banks’
operating environment and activities.
Banks should step up their risk buffers;
although Austrian banks’ risk-bearing
capacity is higher than in 2008, capital-
ization needs to be improved further,
given banks’ risk profile and heightened
external risks. Moreover, Austrian
banks should further enhance their risk
management practices. The develop-
ments in Ukraine, Russia and Turkey
need to be monitored carefully and
banks should proactively prepare for
contingency situations.
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Capital Market Development in CESEE and
the Need for Further Reform

Domestic capital markets in Central, Eastern and Southeastern Europe (CESEE) are still less
developed than capital markets in more advanced economies. Unhedged foreign currency
borrowing and dependence on external funding have been among the key vulnerabilities in
CESEE during the global economic crisis. Therefore, there is a need for better developed local
capital markets in the region, additional sources of domestic funding, and a reduction in
foreign exchange exposure in domestic financial markets. International initiatives, such as the
Vienna Initiative or the EBRD Local Currency and Capital Markets Development Initiative,
support local capital market development in the region. Well-developed capital markets are
not only a crucial component for generating economic output, but also foster more stable
growth through the ability of diversified financial sources to offset a slowdown of economic
activity caused by a credit crunch.

JEL classification: 016, E22, G3, F36
Keywords: Central, Eastern and Southeastern Europe, CESEE, capital market, local currency,
bond market, corporate bond market, government bond market, stock market, capital market

development

Before the crisis, cross-border funding
in foreign currencies strongly acceler-
ated. Foreign currency lending to house-
holds and to other unhedged borrowers
was prevalent, implying significant
currency risks for the borrowers as
well as credit and funding risks for
the lenders. When the crisis erupted in
2008, large vulnerabilities in the form
of excessive leverage and foreign cur-
rency loans were exposed. On the one
hand, cross-border net lending turned
negative and new loan syndications
dropped sharply. On the other hand,
weakening currencies inflated loan
instalments and caused financial diffi-
culties for unhedged borrowers. These
problems have stressed the necessity for
measures to strengthen local currency
funding and lending by developing
domestic capital markets as well as
by encouraging long-term savings and
investments.

This paper is structured as follows:
Section 1 summarizes the benefits of
developed capital markets. In section 2
the main characteristics of capital
markets in CESEE are presented, while

section 3 identifies necessary conditions
for a developed capital market and
subsequently explores to what extent
CESEE countries fulfill these conditions.
Some international initiatives support-
ing local capital market development in
CESEE are dealt with in section 4 and,
finally, section 5 concludes.

1 Benefits of Developed Capital
Markets

Developed capital markets complement
the financial intermediation role of banks
and support the efficient allocation of
financial resources. In the presence of
well-functioning stock and corporate
bond markets the corporate sector is
less dependent on bank financing. Thus,
firms can raise capital at a lower cost,
expand their size and achieve econo-
mies of scale. The intensified financial
flows in a developed capital market
result in an increase in capacity and
flexibility to react to unexpected mar-
ket shocks, further leading to a reduc-
tion of credit crunch risk. Consequently,
the development of capital markets
accelerates economic growth and the

I Qesterreichische Nationalbank, Foreign Research Division, krisztina.jaeger-gyovai@oenb.at.
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further enhancement of the financial
sector by increasing the quantity and
the quality of investment as well as by
fostering competition (see Rojas-Suarez,
2014; Yartey, 2008; and Mminele,
2013).

The development of local currency
and local capital markets can help to
reduce unhedged foreign currency
borrowing, rendering a country less
dependent on capital inflows and less
vulnerable to their potential reversal,
both having emerged as key vulnerabili-
ties in CESEE during the global eco-
nomic crisis. However, developing local
currency finance and capital markets is
a long-term and complex process.

2 The Main Characteristics of
Capital Markets in CESEE?

One of the main indicators of capital
market development is market capital-
ization. The capitalization ratio is de-
fined as the share price of listed compa-
nies times the number of shares out-
standing relative to GDP. To measure
the activity of the market, two World
Bank indicators are used. The first is
the total value traded as a share of

Capital Market Development in CESEE and the Need for Further Reform

GDP; the second is the turnover ratio,
which represents the total value of
shares traded during a given period
divided by the average market capital-
ization for that period. A high turnover
ratio implies lower transaction costs
and consequently higher market effi-
ciency.

These indicators show that, with
the exception of some countries, the
stock markets in the CESEE region are
still underdeveloped, both in terms of
size and liquidity. The region can be
divided into three groups. The first
group includes Russia, Turkey, Croatia
and Poland, where stock exchanges
show a relatively advanced development
by regional standards. On the other
side of the scale is the second group,
which consists of Slovakia, Romania
and the Baltic states. In these countries
stock markets are relatively small. The
remaining countries, i.e. the third group,
exhibit medium-sized stock markets
(between 10% and 20% of GDP; see
chart 1). Overall, the liquidity of the
stock markets in the CESEE region is
rather limited, except in Russia and

Turkey (see charts 2 and 3).

Chart1

Market Capitalization
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Source: World Bank, ECB.

Note: EA = euro area.
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2 As the indicators used do not change significantly over short time, the latest available World Bank data on stock
markets and Eurostat data on government bond markets from 2012 can be considered as representative.
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Chart 2
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Chart 3
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2.1 Government Bond Markets

In the CESEE region the share of govern-
ment bonds in total government debt is
over 80% (chart 4). There are only a
few exceptions but two of them are
significant: In the case of Latvia this
ratio is around 43% and in Estonia it is
even lower with 14%. Looking at the
development of this ratio over time,
Latvian government bonds’ share in

total debt has decreased significantly
since the crisis due to the emergency
bailout loan received from the IMF and
the EU. In Estonia it has never gone
above 40% in the last years.

Apart from these exceptions, it can
be stated that differences in the size
of government bond markets across
CESEE countries can be explained by
the size rather than the structure of
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Chart 4

Government Bonds in CESEE
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government debt. Hungarian govern-
ment bonds make up over 60% of
GDP. Hungary is followed by Poland,
Slovakia and Slovenia with around
45%. The lowest levels both in terms of
general government debt and bond size
can be found in Estonia, with signifi-
cantly lower numbers than in other
CESEE countries. The maturity struc-

ture of government bonds does not
differ across countries; the share of
long term bonds varies around 75%.
However, in Romania only 32% of
government bonds have an original
maturity of over 5 years and around
half of the bonds mature after 1 to
5 years. Looking at the breakdown
by holding sectors, Czech government
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Chart 5
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bonds are held mainly by domestic
financial corporations, and less than
one-fourth belongs to nonresidents. By
contrast, Lithuanian or Slovenian gov-
ernment bonds are mainly held by
foreign investors (chart 4).

2.2 Corporate Bond Markets

In most CESEE countries corporate
bond markets remain small, or even
nonexistent, like in Romania, Belarus,
Lithuania, Serbia, and Bosnia and Her-
zegovina (chart 5). One exception is the
Czech Republic, where the late banking
system reform combined with a signifi-
cant fall in local interest rates might
have supported the growth of the cor-
porate bond market. As a consequence,
the country has the deepest corporate
bond market, accounting for over 20%
of GDP (which is still a relatively low
share compared to the euro area value
of around 90%). Corporate bond mar-
ket development and average maturity
show a strong correlation; the bigger
the corporate bond market, the longer
the bond maturity observed (chart 6).
While in the most developed corporate
bond market in CESEE (i.e. in the
Czech Republic) the average maturity is
close to 12 years, in the least developed
markets, the few bonds available
mature within 2 to 3 years. Looking at

the currency structure, large variations
across countries can be observed. In
some countries corporate bonds are
primarily issued in foreign currencies,
e.g. in Bulgaria, Croatia and Turkey,
whereas other countries show more or
less equal shares of local and foreign
currency bonds, e.g. the Czech Republic,
Hungary and Latvia. In the remaining
countries corporate bonds are issued
merely in local currencies. From the
issuer’s point of view it shows that, in the
relatively higher-developed markets,
bonds are predominantly issued by
financial issuers, and conversely, in

Chart 6
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Chart 7

Corporate Bonds by Issuer and Currency
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countries with a less developed corpo-
rate bond market, nonfinancial issuers
dominate. Furthermore, Czech corpo-
rate bonds issued by the financial sector
are mainly in local currency, but indus-
trial bonds tend to be issued in foreign
currency. The latter is valid also for
Hungary, but here also financial insti-
tutions issue substantial amounts of
foreign currency bonds. In Croatia and
Bulgaria a small part of bonds is issued
in local currency and/or by the financial
sector, whereas the industrial bonds
dominating the market are in foreign
currency (chart 7).

3 Local Capital Market
Development Needs Substantial
Further Strengthening

It is evident from the data that local
capital markets in CESEE need sub-
stantial further strengthening. Against
this background, necessary conditions
for a developed capital market usually
can be grouped into several pillars,
namely (1) macroeconomic stability, (2)
a deep banking sector, (3) high institu-
tional quality, (4) an adequate regula-
tory and supervisory framework, as
well as (5) large domestic savings and
investments along with private capital
flows. All of these are interrelated
and complementary at the same time

(see Rojas-Suarez, 2014; and Yartey,
2008).

To what extent do countries in the
CESEE region fulfill these conditions?
To approximate this question we may
look at the 2014 Index of Economic
Freedom published by the Heritage
Foundation. It can provide an idea about
corruption, price stability and controls,
private property protection by rights
and law enforcement, as well as invest-
ment and financial freedom in CESEE.
The countries that scored highest
according to the Index are Estonia,
Lithuania and the Czech Republic,
whereas Russia, Belarus and Ukraine
got the lowest points (chart 8). In the
latter countries, many of the necessary
characteristics of an appropriate envi-
ronment for fostering a developed
capital market are absent. The highest
level of heterogeneity across countries
is evident in the “rule of law” category,
which is an average of the measure
of corruption and property rights. By
contrast, the development level in terms
of regulatory efficiency and open mar-
kets does not show significant differ-
ences among the countries, except the
relatively low score for Russia, Belarus
and Ukraine in the latter category.

Governments and central banks can
also influence local capital market
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Chart 8
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development with administrative tools
and measures. Governments, as main
participants in the bond market, also
indirectly influence corporate bond
market development as they create the
risk-free benchmark by issuing govern-
ment securities in local currency across
various maturities. This benchmark
supports the pricing and therefore also
the issuance of corporate debt. Capital
market development can also be shaped
by high-level policy measures (e.g.
policies that encourage the private sec-
tor to increase investment or broaden
its investor base) or more technical
and/or operational reforms (e.g. in-
crease in price transparency), as well
as regulatory or legal frameworks (e.g.
new forms of taxation and controls).
Furthermore, measures related to in-
frastructure environment (e.g. clearing
and settlement) affect capital market
development, too (see IMF et al,
2013).

For instance, as of August 1, 2014,
Magyar Nemzeti Bank (MNB), Hunga-
ry’s central bank, will replace its two-
week MNB bill with a two-week

deposit facility which will be available
only to counterparties and not to for-
eign or nonbank depositors. One of the
objectives is to raise demand for
government securities denominated in
local currency. However, the long-term
impact strongly depends on excluded
investors’ reallocation of assets into
government securities, where the short-
est maturity is for three months as
compared to the central bank facility’s
two-week maturity period (see Magyar
Nemzeti Bank, 2014). Another example
is the ongoing covered bond reform in
Poland, which makes it easier for
specialized mortgage banks to issue
covered bonds. Further examples would
be the Bulgarian, Macedonian and
Zagreb stock exchanges, which have
just started a project promoting the
integration of securities markets in
order to improve the visibility and effi-
ciency of these markets. The list of
government activities designed to fur-
ther develop local capital markets is
long. However, further efforts are
needed to achieve deeper and broader
capital markets.
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4 International Initiatives
Supporting Local Capital
Market Development in CESEE

Further local capital market develop-

ment in the CESEE region has recently

become an increasingly important issue
addressed by international initiatives
and institutions, such as the Vienna

Initiative or the EBRD’s Local Currency

and Capital Markets (LC2) Develop-

ment Initiative.

In the context of the European
Bank Coordination (“Vienna”) Initiative
(EBCI), a Public-Private Sector Working
Group on Local Currency and Capital
Market Development was established at
the Athens Meeting of the EBCI Full
Forum in March 2010. At its first
meeting in May 2010, the Working
Group set up a number of subgroups:
one to look at general principles to
support local currency lending and
capital market development and three
country-specific subgroups covering
Hungary, Romania and Serbia. One
year later the Working Group published
a report summarizing results and rec-
ommendations. As the reasons under-
lying undeveloped or less developed
local currency and local capital markets
can vary significantly across countries,
the report suggests that a country-by-
country approach is needed to address
this issue, which will also require coor-
dination between the home and host
authorities of cross-border groups. It is
further noted that such coordination
should complement ongoing efforts in
home and host countries as well as the
LC2 Initiative launched by the EBRD
(for more details see below). The EBCI
would be an appropriate platform for
promoting this process but it has not
effectively taken advantage of this fact
yet. However, there are positive signs
for the future, as the Vienna Initiative
set priorities for 2014, among others
the development of faster local funding
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sources in CESEE countries (see Vienna
Initiative, 2011; and IMF, 2014).

The EBRD has started an attempt
to move forward under the Local
Currency and Capital Markets (LC2)
Development Initiative. The LC2 Ini-
tiative was launched in May 2010 and
became one of the EBRD’s key strate-
gic initiatives. The initiative aims to
support and complement the actions of
governments in the CESEE region with
the purpose of building up local sources
of domestic funding and reducing the
use of foreign currency in the domestic
financial system. The EBRD contrib-
utes to this effort (1) through policy
dialogue in coordination with other
International Financial Institutions, (2)
through knowledge transfer and tech-
nical cooperationaimingat development
of domestic market infrastructure and
(3) through local currency funding,
lending, as well as debt and equity invest-
ments. The aim is to strengthen the
local investor base, especially by sup-
porting pension funds and the insur-
ance sector (see EBRD, 2013).

5 Conclusions

It is evident that domestic capital mar-
kets in CESEE are still less developed
than in more advanced economies. As
a consequence, banks are still by far
the dominating financial intermediar-
ies throughout the region. Developing
domestic capital markets as an alter-
native next to a bank-based financial
system is a long—term process. Macro-
economic stability plays an important
role in this. The greater macroeco-
nomic stability is, the more participants
are present in the capital market,
enhancing market liquidity. More liquid
markets and larger amounts of savings
present in the market improve capital
allocation and therefore also contribute
to capital market development. Overall,
there is a need for better economic
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policies and for legal and regulatory markets need more local (institutional)
reforms. Moreover, it is necessary to investors with demand for domestic
develop capital market products and long-term instruments in local cur-
the investor base domestically. The rency.
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Macroprudential Supervision: A Key Lesson
from the Financial Crisis

In this paper we argue that the introduction of macroprudential supervision constitutes the
key lesson from the crisis for financial regulation and supervision. We discuss the complex
legal and institutional frameworks of macroprudential supervision in Austria and in the EU. In
Austria, we identify room for improving the current institutional setup, e.g. by enhancing the
role of the supervisory authority and the central bank, defining a comprehensive macro-
prudential strategy (including a communication strategy) and implementing an internal gover-
nance structure that avoids blameshifting among the relevant institutions. At the EU level, we
find that the ongoing macroprudential review should address the politico-economic challenges
posed by the wide-ranging macroprudential powers of the Single Supervisory Mechanism
(SSM) to ensure adequate political control. Moreover, we show that traditional microprudential
instruments (e.g. Pillar 2) are conceptually ill-suited to pursue macroprudential objectives. We
therefore suggest prioritizing macroprudential measures over Pillar 2 measures in the ongoing

macroprudential review.

JEL classification: E58, E61, G28

Keywords: Financial stability, systemic risks, macroprudential supervision, regulation, super-

vision, policymaking

Banking crises such as the latest finan-
cial crisis of 2008—09 have a major
impact on the real economy, reveal
fragilities in financial markets and shed
light on (often severe) gaps in banking
regulation and supervision. Obviously,
during the current crisis, banks had
inadequate capital and liquidity buffers
to absorb shocks. At the moment, a
reform of microprudential regulation is
well under way within the framework
first established more than 25 years ago
by the Basel Capital Accord. However,
recent literature on the economics of
banking regulation highlights that a
more innovative approach is required
to deal with the three main crisis cata-
lysts as revealed by the current finan-
cial crisis:’

* The financial system has become sub-
stantially more interconnected and
complex over the last twenty years.
In addition, more complex contagion

channels have emerged (e.g. derivative
exposures), and shocks can now spread
throughout the global financial system
almost immediately.

* The adverse impact of the financial
system’s inherent cyclicality on finan-
cial stability was severely underesti-
mated.

* Many banks today are too big to fail.
They cannot exit the market without
causing substantial negative externa-
lities for other financial institutions
and the real economy. As a conse-
quence, they are bailed out by the
public sector if necessary.’ This implicit
government guarantee leads to severe
incentive problems, which in turn
result in an inefficient allocation of
capital and risk within the economy.

At the European level, these issues are

addressed i.a. by the Bank Recovery

and Resolution Directive (BRRD), the

Single Resolution Mechanism (SRM), the
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See High Level Group on Financial Supervision in the EU (2009) and Nowotny (2013).

® For an analysis of the negative long-term financial stability effects of EU bailouts, see Posch et al. (2009).
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Single Supervisory Mechanism (SSM),
the Capital Requirements Directive IV
(CRD 1V) and the Capital Requirements
Regulation (CRR).* The CRD IV and
the CRR are of particular importance
as they introduce EU-wide macropru-
dential supervision by offering a new
set of instruments and an elaborate
institutional framework to proactively
address system-wide risks in the banking
sector.

The objective of macroprudential
supervision is to contribute to the
stability of the financial system as a
whole, which requires strengthening
the resilience of financial intermediaries
and of the financial infrastructure, and
limiting the buildup of systemic risks in
the economy (e.g. house price bubbles).
Ultimately, macroprudential supervision
aims at safeguarding the sustainable
contribution of the financial sector to
economic growth (ESRB, 2011). Macro-
prudential supervision complements
microprudential supervision, monetary
policy and fiscal policy.’

This paper is structured along the
following lines. First, we analyze the
costs of banking crises. Second, we
present the legal and institutional frame-
work of macroprudential supervision in
Austria and the EU. The third section
summarizes the available policy instru-
ments, and the forth section addresses
the main challenges of macroprudential
impact assessments. The final section
concludes.

For an overview, see European Commission (2014a).

1 Macroprudential Supervision:
An Indispensable Counterpart
to Microprudential Supervision

Financial crises usually entail substantial

costs for the economy — in terms of

both output losses and fiscal costs.

Banking crises that follow excessive

credit growth tend to last longer and

have bigger (negative) real and fiscal
impacts (Claessens and Kose, 2013) than
other banking crises. Using data pro-

vided by Laeven and Valencia (2012),

we derive that, on average, banking

crises® cause an output loss of 32% of

GDP and fiscal costs of 8% of GDP

in the first three crisis years (see the

left-hand bars in chart 1). But banking
crises following excessive credit growth
are even more costly: They entail
output losses that are more than twice
as high and fiscal costs that are even
three times as high (see middle bars of
chart 1) as the comparable losses and
costs caused by banking crises that do
not follow a credit boom (right-hand
bars)’.

With its focus on individual banks,

a pure microprudential policy frame-

work is not able to address systemic

risk adequately as it only allows super-
visors to tackle idiosyncratic risk at the

level of individual banks (via Pillar 2

measures)®. To deal with the increasing

risk exposure in the entire banking
system, supervisors would have to turn
to the legislator to adapt micropruden-
tial regulation. In general, however, the

For more details on complementarity and conflicts with other policy areas, see e.g. Liebeg and Posch (2011).

The selected sample consists of 35 systemic banking crises in EFTA countries_from 1977 to 2008, which is a
subsample of the data provided by Laeven and Valencia (2012). The authors define a systemic banking crisis as
a situation that meets two conditions: (1) the banking system shows signs of significant financial distress (as
indicated by significant bank runs, losses in the banking system and/or bank liquidations) and (2) significant
banking policy intervention measures are taken in response to significant losses in the banking system.

Laeven and Valencia (2012) define credit boom years as years in which the deviation of the credit-to-GDP ratio
relative to its trend is greater than 1.5 times its historical standard deviation and its annual growth rate exceeds
10%, or as years in which the annual growth rate of the credit-to-GDP ratio exceeds 20%.

Pillar 2 refers to the supervisory review that links a bank’s risk profile, risk management and risk mitigation
systems to its internal capital planning.
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Chart 1

The Cost of Banking Crises
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Source: Laeven and Valencia (2012), OeNB.

Note: Output loss is computed as the cumulative sum of the differences
between actual and trend real GDP during the first three years of
a crisis, expressed as a percentage of trend real GDP.
Fiscal costs are defined as the component of gross fiscal outlays
related to financial sector restructuring. They include fiscal costs
associated with bank recapitalizations but exclude asset
purchases and direct liquidity assistance from the Treasury.

legislative process takes too long for any
such adaptations to be effective in due
time, e.g. against a house price bubble.

With the full harmonization of EU
banking regulation required under the
CRD IV and the CRR, adapting national
microprudential regulation to address
temporary systemic risk within a Mem-
ber State has become even less of an
option. Macroprudential supervision,
by contrast, provides some national
discretion to allow Member States to
identify potential systemic risk at the
national level and to intervene well
before it materializes. The macropru-
dential toolbox contains measures that
reduce the probability and the impact
of future banking crises.

2 Macroprudential Supervision as
a Fundamental Innovation in
Financial Supervision

Considering the introduction of the
SSM, which aims to centralize banking

Macroprudential Supervision: A Key Lesson from the Financial Crisis

supervision at the supranational level, it
might seem somewhat surprising that the
primary competence in macroprudential
supervision rests with the Member States.
Financial cycles vary between Member
States, as the crisis aptly demonstrated,
and the full harmonization of EU micro-
prudential regulation under the CRR
restricts Member States’ ability to deal
with this heterogeneity. This, in turn,
gives rise to politico-economic tensions
at the EU level: On the one hand,
Member States should be equipped with
the appropriate tools to address coun-
try-specific systemic risk (e.g. national
house price bubbles); on the other hand,
such national peculiarities must not be
misused to undermine the full harmo-
nization of banking regulation across
the EU. Therefore, national macropru-
dential supervision is embedded in a
complex institutional framework at the
EU level: Under certain conditions, the
European Systemic Risk Board (ESRB)’,
the European Banking Authority (EBA),
the European Parliament, the European
Commission and/or the Council have
to be notified of individual macropru-
dential measures taken by the Member
States. In some cases, these institutions
have the right to object to national
measures. In addition, any potential
national inaction bias could be mitigated
by the powers of the SSM, which, in
case of inaction or insufficient action at
the national level, may top up measures
taken by, or even take measures in lieu
of, the national designated authorities
(NDAs). Moreover, the ESRB may also
intervene in case of inaction by issuing
recommendations and warnings.

This new legal framework has been
set up to provide financial supervisors
with the power and tools to address

’ The ESRB is part of the European System of Financial Supervision (ESFS). Its purpose is to oversee financial

system stability in the EU. For more details on the institutional setup in Austria and the EU, see e.g. Liebeg and

Trachta (2013).
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systemic risk in a timely and effective
manner. The NDA, for instance, may
increase capital requirements for all
banks within its jurisdiction — a right
that has so far been reserved to national
and EU legislation. Within the frame-
work of macroprudential supervision,
public sector officials are granted the
power to infringe individual property
rights. As such, the new framework
represents a major politico-economic
innovation in financial supervision at
the national level. Prior to the intro-
duction of macroprudential supervision,
the right to increase minimum capital
requirements (and similar minimum
regulatory requirements) was strictly
reserved to national legislation (within
EU law). To reconcile the need for
timely and effective intervention in the
buildup of systemic risk and the protec-
tion of property rights, the Member
States developed institutional frame-
works that aim at ensuring the political
control of macroprudential supervision.

In this context, Austria established
the Financial Market Stability Board
(FMSB) in 2014. All relevant national
financial stability stakeholders are rep-
resented on the FMSB: the Federal
Ministry of Finance, the Austrian Fiscal
Advisory Council, the Austrian Finan-
cial Market Authority (FMA) and the
Oesterreichische Nationalbank (OeNB).
The FMSB may issue recommendations
to the FMA, release warnings on
questions of systemic risk and publish
its decisions and warnings. The FMA is
the Austrian NDA, but the Ministry of
Finance has to formally approve most
macroprudential measures the FMA
takes. The OeNB plays a pivotal role
within the Austrian macroprudential
supervision framework. It is responsible

10 See IMF (2013).

for identifying prospective systemic risk
and for providing the analytical under-
pinning of macroprudential measures
(including impact assessments of policy
measures). In addition, it provides the
secretariat to the FMSB.

These rather complex decision-mak-
ing structures aim at ensuring account-
ability, legitimacy and transparency in
the face of such extensive powers."
The dominant role of the Ministry of
Finance is intended to ensure the politi-
cal control of independent institutions
like the OeNB and the FMA. Account-
ability and transparency are increased
by the fact that the FMSB reports to
Parliament. However, we regard these
safeguards as incomplete. To become
more transparent and effective, the
FMSB should develop a comprehensive
communication strategy. This includes
making its deliberations public by issu-
ing regular press statements and the
minutes of its meetings, providing infor-
mation about its regular assessments of
key risks and giving reasons for or
against taking action. Even then, the
FMSB’s complex structure and compo-
sition might induce an additional inac-
tion bias and allow for blameshifting
among the relevant players. To mitigate
this risk, a clear internal governance
structure including the aforementioned
communication strategy is called for."
Finally, assigning a more prominent
role to the central bank and the super-
visory authority would align Austria’s
institutional framework for macro-
prudential supervision with the respec-
tive ESRB recommendation and inter-
national best practice. Currently, the
FMA and the OeNB each nominate
only one of six members to the FMSB,
while the Ministry of Finance nomi-

" Here we draw on the recommendations the Financial Stability Board (FSB) made in its peer review on macro-
prudential supervision in Germany, which has a very similar institutional structure (FSB, 2013).
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nates two, which are the FMSB chair
and vice-chair (with a casting vote).
The Ministry of Finance also nominates
one member of the Fiscal Advisory
Council to participate in the FMSB,
while the sixth FMSB member is the
chair of the Fiscal Advisory Council.

3 Challenging Objective Requires
Comprehensive Set of
Instruments

Macroprudential supervision is still in
the early stages of developmen‘c.12 Cur-
rently, its main focus is on the banking
sector, although its scope is wider. Its
ultimate objective of ensuring financial
stability is to be reached via five inter-

mediate objectives (ESRB, 2013):

* mitigating excessive credit growth,
which is a key driver of financial crises,
and reducing leverage, which is a
crisis amplifier,

* avoiding excessive maturity mismat-
ches that cause unstable funding,

* preventing direct and indirect expo-
sure concentrations to reduce vulne-
rabilities to common shocks,

* addressing negative incentives that
lead to moral hazard, and

* strengthening the resilience of finan-
cial market infrastructures.

To avoid situations in which individual

instruments become subject to conflict-

ing intermediate objectives, macropru-
dential supervisors aim at having at
least one instrument at their disposal to
tackle each of these intermediate objec-
tives. Consequently, effective macro-

prudential supervision is based on a

comprehensive and complementary set

of instruments. Some of these e.g.

address banks’ balance sheet structure

by requiring higher capital buffers. Oth-
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ers put limits on the terms and condi-
tions governing new loans, e.g. by
defining maximum values for loan-to-
value and loan-to-income ratios. Finally,
macroprudential supervisors may address
inappropriate incentive structures by
capital surcharges and stricter public
disclosure requirements.

The key instruments in this context
are probably the different types of capi-
tal buffers specified in the CRD IV: the
countercyclical capital buffer (CCB),
the global systemically important insti-
tutions (G-SII) buffer, the other systemi-
cally important institutions (O-SII)
buffer and the systemic risk buffer
(SRB). In Austria, this capital buffer
regime is transposed into national law
by Articles 23 to 23d Austrian Banking
Act. What these capital buffers have in
common is that they are applied on top
of the minimum capital requirements
and that they must be held in core
equity tier 1 (CETT1) capital. In principle,
they can also be combined; however,
there are certain limitations to such
combinations to ensure a floor or cap
on the aggregate impact of macropru-
dential measures on specific credit
institutions, both at the consolidated
and subsidiary levels.” If a credit insti-
tution fails to meet its combined buffer
requirement, restrictions on dividend
payouts will apply and a capital conser-
vation plan has to be prepared.

The CCB (Article 130 CRD IV) is
designed to smooth the pronounced
cyclicality in the financial system. During
a phase of excessive credit growth,
additional capital requirements can be
imposed on banks, which are then
released again during a phase of weak

credit supply. The CCB aims at damp-

2 Nevertheless, a number of Member States have already announced or imposed measures of macroprudential super-
vision (e.g. Belgium, Croatia, the Netherlands and Sweden). See Box 3 — Overview of Macroprudential Measures

in the EU, in this issue.

"3 See ESRB (2014b) for more details on tools addressing systemically important banks and structural systemic risks.
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ening excessive credit growth during
an upturn and at avoiding excessive
credit supply restrictions during a down-
turn. The competent authorities have
to follow a set of principles and calcu-
late a reference rate as a benchmark to
guide their judgment in determining
whether credit growth is excessive.
According to this benchmark, the CCB
will usually be set at a rate of between
0% and 2.5% of risk-weighted assets,
but it could be higher than that under
certain circumstances.

The G-SII and the O-SII buffers
(Article 131 CRD IV) apply to credit
institutions which are systemically im-
portant at the global or domestic level,
respectively. Shocks to such institutions
are likely to cause contagion within
the respective financial system and to
produce serious negative consequences
for the real economy. As of 2016, it will
be possible to set the capital surcharge
for G-SIIs at between 1% and 3.5% of
risk-weighted assets. The introduction
of the O-SII buffer empowers authori-
ties to impose capital charges of up to
2% on systemically important institu-
tions that are not identified as G-SIIs.
To promote common supervisory prac-
tice, the EBA will publish guidelines on
how to identify O-SIIs.

The SRB (Article 133 CRD 1V)
addresses structural systemic risks. It can
be applied to all banks or to a subset of
banks starting from 2014. It does not
have a cap. If imposed, its capital sur-
charge is at least 1% of risk-weighted
assets. Capital surcharges that exceed
3% need to be authorized by the Euro-
pean Commission, however.

Finally, Article 458 CRR empowers
NDAs to raise microprudential require-
ments if systemic risk increases and is
found to have the potential to seriously
damage the real economy. However,
Article 458 CRR requires an explanation
as to why such measures are deemed to

be suitable, effective and proportionate.
Microprudential requirements may only
be raised if all other available measures
are found to inadequately address the
specific source of systemic risk. Strict
notification, consultation and nonobjec-
tion procedures apply, depending on the
nature and calibration of the respective
measure, and involving authorities such
as the EU Council, the EBA, the ESRB,
the European Parliament and the Euro-
pean Commission. Moreover, Articles
124 and 164 CRR allow macropru-
dential supervisors to set higher risk
weights (up to 150%) in the standard-
ized approach and stricter loss given
default (LGD) parameters in internal
ratings-based (IRB) models for expo-
sures secured by mortgages on immov-
able property.

In addition to the above measures,
the Pillar 2 instruments under Basel III
may be tightened if a credit institution
is found to pose systemic risks. Pillar 2
should ensure that banks prudently
model their capital requirements on the
basis of the risks they face; but no matter
how prudent banks” models are, they
will not be able to capture the systemic
risk that emanates from banks them-
selves. To address systemic risks via
Pillar 2 measures, a thorough Pillar 2
assessment would have to be conducted
for each bank individually; this causes
“red tape” (high administrative cost
for both banks and supervisors). The
politico-economic checks and balances
required for macroprudential super-
vision are not in place for Pillar 2 mea-
sures, however. Pillar 2 measures are
imposed by banking supervisors for
individual banks.

The communication of macropru-
dential policy to the public is an impor-
tant tool in itself. In fact, most macro-
prudential measures are announced
publicly, while the reasoning behind

Pillar 2 measures and the underlying
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individual bank data are confidential.

Still, the ongoing macroprudential

review (Article 513 CRR) should, in

principle, aim at maintaining the avail-
ability of Pillar 2 measures for reaching
macroprudential objectives. But it should
be ensured that Pillar 2 does not re-
strict the implementation of other
macroprudential instruments (i.e. SRB,

Article 458 CRR).

In addition to the macroprudential
instruments covered by EU law, Mem-
ber States may implement macropru-
dential instruments under national law
(ESRB, 2014a). These include instru-
ments such as defining maximum loan-
to-value (LTV) and loan-to-income
(LTT) ratios as well as imposing lever-
age ratio restrictions. At the current
juncture, however, Austrian law does
not provide for such instruments — a
major shortcoming in Austria’s macro-
prudential framework. A differentiated
macroprudential toolbox would have
the major advantage of making macro-
prudential policy efficient because these
tools are flexible and allow targeted
application.

Notwithstanding all of the above,
macroprudential supervision faces the
following challenges:

* Forward-looking risk identification is
methodologically difficult.

* Some of the data necessary for pro-
spective risk identification are not
available, and some of the available
time series are relatively short. In
Austria, for instance, LTV and LTI
data have not been collected so far;
the collection of these data should be
started as soon as possible.

* Macroprudential measures might
potentially be circumvented via the
shadow banking sector.

4 See Mooslechner et al. (2007).
'S See Elliot et al. (2013), IMF (2013).
16 See White (2013).
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Historical experience with previous
instruments targeting systemic risk is
mixed. In Austria, traditional instru-
ments aimed at allocating loans to pro-
ductive investment rather than con-
sumption were quite successful in the
1970s and 1980s."* Experience in other
countries is more mixed."” In the early
stages of the present crisis the Spanish
approach, which relied on dynamic
provisioning, was first hailed as a success
story. A few years later, the collapse of
the Spanish banking sector led to a
sovereign debt crisis.'® Given the above-
mentioned challenges and historical
experience, we would advise against
considering macroprudential supervision
a cure-all; it adds important instruments
to responsible financial supervision,
however.

Macroprudential measures are flex-
ible and efficient in the sense that they
are applied only if and as long as neces-
sary, i.e. if a specific systemic risk is
identified. Their calibration aims at
reflecting the degree of systemic risk.
They can be targeted at banks and/or
on- and off-balance sheet positions ex-
posed to the identified systemic risk.

4 The Costs and Benefits of
Macroprudential Regulation

Even if a threat to systemic risk is
identified, a comprehensive impact as-
sessment is required to ensure that the
benefits of any risk-mitigating measure
outweigh its costs. Evaluating the impact
of potential macroprudential measures
is a demanding task, which requires
sophisticated models, reliable data and
expert judgment. It is essential that the
methodology, assumptions and data
used in an impact assessment are made
transparent to allow for evidence-based
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decision-making (Kopp et al., 2010;
Ittner and Schmitz, 2013).

Assessing Costs

Assessing the cost of macroprudential
measures aims not only at quantifying
the direct cost of these measures for
banks, but also at gauging their macro-
economic impact. The following section
discusses issues that play a role when
assessing the costs of raising the capital
requirements for banks — a key macro-
prudential measure.

First of all, the term “costs” requires
a careful definition. It is crucial to
distinguish between private costs (of
refinancing incurred by banks) and social
costs (the sum of private costs plus exter-
nalities). The redistribution of costs
within society does not constitute addi-
tional social costs. For instance, if the
too-big-to-fail (TBTF) problem is ad-
dressed effectively, banks’ debt financing
costs increase.'” From the point of view of
banks, their private costs go up. But
social costs do not increase because the
government’s contingent liability is
reduced accordingly. They might even
decrease as the welfare loss caused by
the TBTF-related moral hazard prob-
lem is addressed.

Another example draws on the im-
pact of taxation on leverage and private
costs. Higher capital requirements aim
at reducing banks’ leverage. Banks will
have to replace debt by capital (assuming
constant risk-weighted assets). On the

one hand, this raises banks’ private costs,
part of which consist of higher tax pay-
ments as the costs of capital — unlike
the costs of debt — are not tax deductible.
On the other hand, these higher tax
payments constitute budget revenues
and as such do not increase social costs.
Second, an economic impact assess-
ment has to distinguish carefully between
those adjustments in banks’ balance
sheets that are merely a response to
market expectations and those that ac-
tually result from regulatory reform.'
Third, substitution effects in the
financing of the real economy should be
considered. Higher credit cost for cor-
porates and private households may be
a consequence of banks’ increasing fund-
ing cost. However, banks’ rising interest
margins should not be translated directly
into higher long-term interest rates for
the real economy because the real econ-
omy might be able to substitute bank
loans by other sources of finance (e.g.
direct access to debt and equity markets,
internal funding and supplier credit)."”
Fourth, second-round effects of
regulatory reform need to be taken into
consideration, e.g. the reaction of
banks’ debt financing costs to lower le-
verage and banks’ behavioral adjust-
ment to regulation are further aspects
which impact macroeconomic cost es-
timates. Both need to be based on care-
ful empirical analysis.
After identifying banks’ private costs
of higher capital requirements, we esti-

7 The TBTF problem arises if bond holders of a TBTF bank expect the government to bail out this bank if it is
insolvent or illiquid. For the bank in question, this implicit government guarantee translates into lower debt

financing costs at any given level of capitalization. As the bank is considered TBTF, the government would be
expected to bail it out in case the bank runs into trouble, which constitutes a contingent ]iabi]it)/for the govern-
ment (see the experience of Ireland and Spain during the crisis).

' Before the current financial crisis, e.g., banks with a core tier 1 (CT1) ratio of 6% were considered well capitalized.
With the beginning of the crisis in late 2008 — i.e. even before Basel 11l became effective — market expectations of

an adequate CT1 ratio rose to ratios closer to 10%.

" From a macroprudential perspective, high credit growth associated with interest rates that do not cover credit and
liquidity risk is not an economic policy objective. For a discussion qfdeleveraging, see Eidenberger, J., S. W.
Schmitz and K. Steiner. 2014. The Priorities of Deleveraging in the Euro Area and Austria and Its Implications

for CESEE, in this issue.
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mate their macroeconomic impact on
the basis of the OeNB’s macroeconomic
model. To avoid misrepresenting rises
in banks’ private cost as rises in social
cost, we incorporate the offsetting
effects discussed above into our macro-
economic model. As a result, the im-
pact of individual macroprudential mea-
sures on macroeconomic variables like
economic growth, employment and
budget revenue can be quantified.

Assessing Benefits

The social cost of macroprudential
measures is then compared to their so-
cial benefits, which are quantified by
estimating the reduced likelihood and
magnitude of financial crises. The po-
tential negative impact on economic
growth caused by the higher cost of
credit can then be set in relation to the
benefits of a more stable financial sys-
tem, more sustainable funding for the
real economy and more sustainable
growth.

Macroprudential Supervision: A Key Lesson from the Financial Crisis

Chart 2 illustrates the principles of
an impact assessment by drawing on
the example of a hypothetical activation
of the CCB in 2005. The straight dotted
line depicts the precrisis Austrian GDP
trend projection (based on quarterly
data from 1995 to 2005). The solid line
depicts the actual GDP path. It shows
that as from the beginning of 2005,
economic growth exceeded trend
growth. However, at the end of 2008,
quarterly GDP went down sharply
following the collapse of Lehman
Brothers. Since then, economic growth
in Austria has remained significantly
below its precrisis trend. For illustra-
tive purposes, we engage in a thought
experiment: We assume the CCB had
been available and activated prior to
2005 and released again in December
2008. We further assume that it would
have effectively increased loan margins,
reduced loan growth and economic
growth before the outbreak of the crisis
and improved economic performance

Chart 2

Hypothetical CCB Activation in 2005: Stylized Cost-Benefit Analysis for Austria
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Note: The precrisis trend from which the projection for Austrian GDP was derived was calculated using a Hodrick-Prescott filter. The trend estimate
is based on quarterly GDP data for the period from the first quarter of 1995 to the first quarter of 2005.

FINANCIAL STABILITY REPORT 27 — JUNE 2014



Macroprudential Supervision: A Key Lesson from the Financial Crisis

afterward.”® The outcome of our as-
sumption is depicted by the dotted
curve in chart 2. We chose an approxi-
mation of a “normal” Austrian business
cycle (i.e. without a banking crisis)”’,
because macroprudential supervision
does not aim at eliminating business
cycles. By doing so, we derive the costs
and benefits of macroprudential policy
measures. Their short-term costs com-
prise the loss of unsustainable economic
growth during the precrisis credit
boom (green area in chart 2); their
benefits are that the probability of a
banking crisis and its potential impact
are reduced and that the resilience of
the financial system is increased (red
area in chart 2).

Benefits Outweigh Costs

A comprehensive impact assessment
compares the estimates of the costs and
benefits of proposed measures to quan-
tify their net effect. Kopp et al. (2010)
conclude that the benefits of banking
regulation in Austria outweigh its
costs. In a metastudy on this issue, the
Basel Committee on Banking Super-
vision concludes that, on average, a
1 percentage point increase in the
capital adequacy ratio reduces GDP
growth by 0.04 percentage points
(MAG, 2010). Moreover, it estimates
that (under the assumption of perma-
nent welfare losses induced by crises)
reducing the probability of a crisis by
1 percentage point increases long—term
economic growth by 0.6 percentage
points (BCBS, 2010).

Furthermore, Kopp et al. (2010)
demonstrate that the cost of banking
regulation is lower for banks whose

liquidity situation is more solid and
which are better capitalized, have lower
return—on—equity targets and are more
flexible in adjusting their operative cost
base to changing environments.

5 Conclusions
The introduction of macroprudential
supervision constitutes a key lesson from
the crisis for financial regulation and
supervision. Macroprudential super-
vision offers a new set of instruments
and an elaborate institutional framework
to proactively address systemic risk
within the financial system. The new
instruments specified in the CRD IV
and the CRR constitute the corner-
stones of macroprudential supervision.
Great supervisory powers require
democratic checks and balances. The
respective institutional framework in
Austria aims at balancing the need for
timely action and that for accountabil-
ity, transparency and legitimacy. This
requires a cornprehensive communica-
tion strategy that provides for infor-
mation on regular assessments of key
risks and explains the reasons for or
against taking action. The Financial
Market Stability Board (FMSB) should
have a clear internal governance struc-
ture to reduce the risk that blameshifting
may take place among the players
involved on the back of complex deci-
sion—making structures. Moreover, the
dominance of the Ministry of Finance
in macroprudential supervision is at
odds with the respective ESRB and
IMF recommendations and with inter-
national best practice. A more promi-
nent role of the supervisory authority
and central bank should be ensured.

20 At least, these are the objectives of the CCB. Nevertheless, the impact of higher capital requirements on the
weighted average cost of capital is subject to controversy; similarly, their effects on loan margins, loan demand
and economic growth are hard to prove empirically (e.g. SNB, 2014). For the purpose of this illustration, how-

ever, we sim dassume ese effects.
ply th t

2L Our approximation is based on the average duration and magnitude of the last three business cycles.
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Pillar 2 of the Basel capital accord is
found to be ill-suited for macropruden-
tial supervision. It is designed to cap-
ture the risks banks are exposed to, but
not the systemic risk that emanates
from banks themselves. To effectively
address systemic risk, a thorough Pillar
2 assessment would have to be con-
ducted for each bank individually; such
assessments cause high administrative
costs for both banks and supervisors. The
politico-economic safeguards required
for macroprudential supervision are not
in place for Pillar 2 measures.

Macroprudential supervision is flex-
ible and efficient in the sense that it

is applied only if, and for as long as,

Macroprudential Supervision: A Key Lesson from the Financial Crisis

necessary, i.e. when a systemic risk is
identified. The calibration of macro-
prudential measures aims at reflecting
the degree of systemic risk. They can
target banks and/or on- and off-balance
sheet positions that are exposed to spe-
cific risks. Despite adding substantial
new powers and instruments to the
supervisory toolbox, macroprudential
supervision also faces substantial chal-
lenges and should not be considered a
cure-all.

Finally, this paper discusses a num-
ber of challenges related to regulatory
impact assessments that can have a
substantial influence on assessment
results.
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Risk-Bearing Capacity of Households —
Linking Micro-Level Data to the
Macroprudential Toolkit

This paper aims to enhance the macroprudential risk assessment of households by integrating
micro-level data, namely data from the Household Finance and Consumption Survey (HFCS),
into the assessment. As opposed to data reported under the supervisory framework, HFCS
data include detailed information on the debt and wealth of Austrian households. This paper
outlines three examples of how HFCS data can improve the macroprudential toolkit.

(1) We improve the credit risk parameters in retail models used in OeNB macroeconomic
stress tests by incorporating household vulnerability simulations. Vulnerability is modeled
based on a combination of four macroeconomic shocks (changes in the unemployment rate,
changes in income, changes in short- and long-term interest rates and appreciations of foreign
currencies). In the most severe stress scenario, the probability of default (PD) of performing
household exposures increases by 2.3 percentage points. (2) We analyze the debt-to-income
(D/1) ratio of foreign currency debt holders as a measure of risk-bearing capacity and find that
D/l ratios are unevenly distributed among these households. About 20% of foreign currency debt
holders have a rather poor risk-bearing capacity in terms of income reserves and carry more
than 80% of the loss potential of Swiss franc-denominated loans. (3) We use the HFCS data’s
singular quality of allowing the calculation and presentation of initial and current loan-to-value
(LTV) ratios to show that initial LTV ratios have a positive relation with debt service-to-income

ratios and with the term of a loan, but a negative relation with income.

JEL classification: D10, D14, E44, G10, G21

Keywords: Macroprudential risk assessment, household vulnerability, stress tests, loan-to-

value ratio, HFCS

The financial and economic crisis that
started in summer 2007 has shown that
macroprudential supervision and regu-
lation need to be significantly expanded.
As a consequence, national and supra-
national authorities have reinforced their
efforts in macroprudential supervision.
However, considerable gaps remain in
the analytical underpinnings of macro-
prudential supervision and regulation
(see ECB, 2012).

In Austria, for instance, supervisory
data reported by banks fail to capture
the risk-bearing capacity of households
and, as a consequence, of the banking
system, as these data lack in-depth in-

formation on mortgage and consump-
tion loans taken out by houscholds.
Therefore, using data from the House-
hold Finance and Consumption Survey
(HFCS) in macroprudential analysis
represents an opportunity for gaining a
comprehensive understanding of the
vulnerabilities of Austrian households
and banks. Coordinated by the Euro-
pean Central Bank (ECB), the HFCS
is the first euro area-wide household
survey that covers the entire balance
sheet of households. In particular, it
includes detailed information on all
types of assets and debt (ECB, 2013a;
ECB, 2013b).
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Risk-Bearing Capacity of Households —
Linking Micro-Level Data to the Macroprudential Toolkit

This paper contributes to the lit-
erature by integrating two research
fields: (1) the micro- (survey-) based
analysis of household vulnerability on
the one hand and (2) macroprudential
analysis based on supervisory data on
the other. As the two fields tend to
use the same terminology but apply it
differently, it is necessary to present
the differences in terminology first
(section 1). This paper aims to improve
the estimation of credit risk parameters
in retail models used in the OeNB’s
macroeconomic stress tests by includ-
ing HFCS-based simulations. These
simulations rest upon the scenarios
defined in the stress test run under the
Financial Sector Assessment Program
(FSAP) conducted by the IMF in Austria
in 2013 (see IMF, 2014, and Feldkircher
et al., 2013). These scenarios are also
presented in section 1.

In section 2 we focus on the micro
side of our analysis, i.e. the modeling
of household vulnerability and changes
therein due to macroeconomic devel-
opments. In particular, the simulation
includes the effect of four different
shocks — changes in the unemployment
rate, income changes, changes in short-
and long-term interest rates and appre-

ciations of foreign currencies — on
households’ financial margin.
Section 3 gives an overview of

where HFCS data can be used for
macroprudential analysis. First of all,
we present the integration of micro
simulation output into macroeconomic
stress tests. Second, we analyze the
risk-bearing capacity of foreign cur-
rency loan holders based on HFCS
data. Third, we derive loan-to-value
(LTV) information of mortgage hold-
ers from HFCS data. Section 4 con-
cludes.

1 Terminology and Scenarios

In this section we introduce definitions
of the basic terminology and discuss
stress test scenarios.

1.1 Comparison of Basic
Terminology

There are key differences in the termi-
nology used in the supervisory frame-
work (SF) and the terminology in the
literature on houschold vulnerability
(HH).” To avoid ambiguities and misin-
terpretations, this section gives an
overview of some widely used concepts
and provides clear definitions of how
technical terms (probability of default,
share of exposure to vulnerable house-
holds, loss given default) are used fur-
ther down.

Setting up our methodological frame-
work, we define four sets of households
that are observed in the survey. The set
of all households is denoted by 7. All
indebted households are contained in set
D. All vulnerable indebted households
are in set V. And all vulnerable indebted
households with debt exceeding their
assets are in set 4. Thus, AcVcDcT.

First we need a concept to measure
the vulnerability of households. The
standard in the literature is a probabi-
listic framework (e.g. probability of
default, PD). In the HH framework, the
following binary classification is used.
PD(HH) can be defined as follows: PD. = 1
if household i is classified as vulnera-
ble.? These households are summarized
in set V. For all indebted households
that are not in ¥, PD, = 0.

In the supervisory framework, the
PD of a household refers to the proba-
bility that a houschold defaults within
one year. A loan is defaulted if one of
the default criteria under Basel II are
met: full repayment unlikely and/or

? These vulnerability analyses and micro simulations are based on household-level information.

> The definition of vulnerable households is given in section 2.
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interest or principal payments on a
material exposure more than 90 days
past due. If PD. = I, the houschold has
already defaulted. For nondefaulted
households the PD lies in the open
interval (0,1) and is assigned to all
households in set D.

In the literature on household vul-
nerability, exposure at risk is a very
important term. It gives an estimate of
the aggregate level of household liabilities
that may turn into loans that cannot be
repaid. However, to avoid any mix-up
with the supervisory term “exposure at
default” we introduce a different term:
share of exposure to vulnerable house-

holds (SEvH),

Y, Debt,

SEvH = — =<
Z[EDT otal Debt,

In the supervisory context, loans belong-
ing to the SEvH will most likely be
classified in the bad rating categories
(i.e. have high PDs) of banks.

Finally, the micro data-based litera-
ture on vulnerable households defines
loss given default (LGD) as follows: For
all households i in set 4 the following
ratio is calculated to approximate the
losses of banks caused by vulnerable

households:*

ZEA ( Debt, — Assets, )

LGD =
2_ DT otal Debt,

The LGD in the supervisory context
specifies the proportion of a loan expo-

Risk-Bearing Capacity of Households —
Linking Micro-Level Data to the Macroprudential Toolkit

sure that will be lost (i.e. will not be
recoverable) under the assumption that
the borrower defaults. The LGD repre-
sents a credit risk parameter that is
used for determining a bank’s capital
requirement under the internal ratings-

based (IRB) approach of Basel II.

1.2 Scenarios

The input for the different scenarios
in the stress testing exercise is a combi-
nation of international benchmarks and
the OeNB forecasting model. We take
the following real-world example from
previous rounds of stress tests in Austria
(table 1) to achieve a clear understanding
of the differences in the use of informa-
tion at the micro level. All the scenarios
are hypothetical and no probabilities
are attached to the changes of each
indicator.

The various scenarios are based on
different time frames. For scenarios 1
and 2 (which were used in the FSAP in
2013) the last observed data are from
the fourth quarter of 2012, so the first
and second years of the scenario refer
to 2013—-2014. We include scenario 3
in order to see the changes resulting
from a more severe recession given by a
larger assumed reduction of GDP. This
scenario is based on the assumptions of
the macro stress testing model in 2010,
so that the last observed data are from
the fourth quarter of 2009, and the
first and second year changes refer to
2010 and 2011.°

In the baseline scenario (scenario 1),
the GDP growth rate in year one is
assumed to be 1.1% and increases in

Depending on which assets are taken into account, one can define alternative LGD measures. In addition to the

LGD measure presented here (where all assets of each household are taken into account), for the micro simulations

below we additionally use an alternative LGD measure that only takes into account housing wealth:

z Debt,— Housing wealth,
LGD = ied

z DTm‘al Debt,

The forecast path of the exchange rate does not change from scenario 2 to scenario 3 since the scenario at the time

it was used in the stress test model in 2010 did not include the modeling of exchange rate developments. Here we

use the development shown in scenario 2.
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Table 1

Scenarios for Changes in Households’ Vulnerability

GDP ‘ STIR EX SFr EXJPY

Annual growth rates in %
Scenario 1: baseline
First year 11 2.5 19 411 184 0.0 0.0
Second year 2.0 -0 13 86.5 15.6 0.0 0.0
Scenario 2: stress scenario |
First year -0.8 7.5 1.6 304.2 231 79 174
Second year 11 4.0 13 30.2 15.0 =3 7.6
Scenario 3: stress scenario ||
First year 27 79 -23 577 10.7 79 174
Second year 0.2 121 1.6 45.5 6.8 =3a 7.6

Source: OeNB.

Note: This table shows the growth rates of specific indicators in various scenarios used in stress tests. The columns display the growth rates of GDP
(real), the unemployment rate (URX), private sector disposable income (PYR), short- and long-term nominal interest rates (STIR and LTIR,
respectively) and the euro exchange rates against the Swiss franc (EX SFr) and the Japanese yen (EX JPY).

the following year to 2%. Exchange
rates are assumed to stay the same.
Unemployment (URX) increases in the
first year and decreases slightly after-
wards, disposable income of the house-
hold sector increases slightly and interest
rates increase strongly. This scenario
provides the most optimistic path of the
economy among the three scenarios
displayed in table 1. Scenario 2 provides
amild stress scenario. Scenario 3 defines
a severe but plausible stress scenario,
which is comparable to the economic
downturn in Austria in 2009. Note that
in scenarios 2 and 3, we assume that the
exchange rates of the euro against the
Swiss franc (EX SFr) and the Japanese
yen (EX JPY) decrease.

Furthermore, the increase in dispos-
able income (PYR) is slower in scenario
2 compared to scenario 1; disposable
income decreases in year one in the most
pessimistic scenario (3). The increase
of short- and long-term interest rates
(LTIR) is more severe in scenario 2
than in scenario 3. However, the abso-

lute interest rate level is higher in
scenario 3 than in scenario 2 due to a
lower observed starting level for the
simulation forecast.

2 Modeling Household
Vulnerability at the Micro Level

The following section lays out in detail
the set-up of the micro-level simulation
of households. Starting with some in-
formation on the literature, we explain
the methodology, introduce the under-
lying data and finally discuss the out-
put.

2.1 Literature

An overview of the literature focusing
on econometric analyses documenting
household debt and vulnerabilities at
the micro level is provided by Albacete
and Lindner (2013) and Albacete and
Fessler (2010). Most of these studies®
concentrate on the discussion and iden-
tification of weaknesses of households
alone, without establishing a specific
connection with the work of macro

¢ Seee.g. Costa and Farinha (2012) for Portugal. The most recent articles, which are not included in the literature
survey in Albacete and Lindner (2013) due to their late publication date, i.e. Hlavdc” (2013) for the Czech Republic
and Bilston and Rodgers (2013)f0r Australia, are no exception.

98

OESTERREICHISCHE NATIONALBANK



models or other sectors of the economy.
One noticeable exception is Andersen
et al. (2008), who elaborate a potential
set-up for the integration of micro-level
information into the macro stress
testing model. On the household side
they use — similar to the approach in
this paper — information from macro-
model forecasts together with micro-
level information (survey and register
data) for households in order to esti-
mate the rate of vulnerable households
and debt at risk, which feed back into
the banking model.” In what follows we
propose a methodology for using avail-
able micro-level information for macro
stress testing models in macropruden-
tial analyses for Austria.

2.2 Methodology

Following Albacete and Fessler (2010),
we define the financial margin FM, of a
household i as

FM,=Y - BC,- DS, (1)

where 7, is disposable household income,
BC, is basic consumption and DS, is debt
service. Financial margins are therefore
a continuous measure of how well a
household is able to make ends meet.

In order to focus on potentially vul-
nerable households and to see whether
they can pose a threat to the stability
of the Austrian financial market, we
define a household as vulnerable if it has
a negative financial margin (FM,<0) and
as not vulnerable otherwise (FM,>0).
The probability of default PD, is then
defined as:

1 if FM, <0

PD, =
"o if FM >0

Risk-Bearing Capacity of Households —
Linking Micro-Level Data to the Macroprudential Toolkit

Thus, PD, is a binary variable that can
take only the values O or 1 and, there-
fore, in our model the percentage of
vulnerable households equals the mean
probability of default, which is the key
measure to monitor the resilience of
households under different shocks.

Four types of shocks are modeled:
changes in the unemployment rate, in-
come changes, changes in the short-term
and long-term interest rates and appre-
ciations of foreign currencies.

The unemployment shock is simu-
lated using the same model as Albacete
and Fessler (2010). We use a method
that ensures that those employed indi-
viduals that have a higher probability of
becoming unemployed have a higher
chance of being drawn into the sample
of newly unemployed individuals than
those with a lower unemployment
probability (for details, see Albacete
and Fessler, 2010). An employment
shock results in a decrease of disposable
income (Y, in equation (1)) and, conse-
quently, of the financial margins of the
household hit by the shock.

The income shock is modeled via a
reduction of income of all households
(Y, in equation (1)). Unlike the unem-
ployment shock, the income reduction
affects all households equally. We use
this shock to cover the change in the
macro indicator disposable income of
the household sector used in the macro
stress test model.

The interest rate shock is modeled
by an adjustment of the household’s
debt service (DS, in equation (1)). A
household’s debt service consists of two
parts, amortization and interest pay-
ments. Obviously, interest payments
are the part affected by an interest rate
rise. We further distinguish between

7 Andersen et al. (2008) also model micro-level estimations for the corporate and banking sectors, which are not

discussed in the paper at hand since the quality of existing procedures is already more advanced and we _focus
solely on the integration (jhousehold—level iry%rmation into the macro model in Austria.
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short-term and long-term interest
rates, assuming that a rise in the short-
term interest rate will only affect loans
with variable interest rates, while a rise
in the long-term interest rate is going
to affect every loan type.

Finally, the exchange rate shock is
also modeled by a change of the house-
hold’s debt service given that the house-
hold has a foreign currency loan. But
this time, both parts of the debt service
are affected by the appreciation of the
foreign currency: First, amortization
increases as the outstanding amount in
euro has suddenly risen (everything
else staying constant); and second, as
a consequence of the rise of the out-
standing amount, interest payments
also increase.

These shocks and the scenarios laid
out in section 1.2 are modeled at the
micro level. To use the results of this
analysis for comprehensive scenario
analyses in the macro model we have
to combine the shocks of all the com-
ponents of the financial margin and
observe the resulting changes in house-
holds’ vulnerability. We model these
combined shocks by assuming that the
shocks are independent from each
other; therefore we look at the change
in the financial margin resulting from
the sum of each one of the four shocks
described above. In an unstable eco-
nomic environment households that are
exposed to various shocks are the ones
which are hit hardest. This is captured

by the combination of the shocks that
are modeled.

2.3 Data and Definitions

The data for this micro-level analysis
were taken from the Austrian HFCS’s
2010 wave. At the Eurosystem level,
the HFCS is coordinated by the ECB;®
the OeNB is responsible for conducting
the survey in Austria. HFCS data pro-
vide detailed information on the whole
balance sheet as well as several socio-
economic and sociodemographic char-
acteristics of households in the euro
arca.” Additionally, some specific vari-
ables for Austria which are not publicly
available were used in this study (e.g.
information on foreign currency loan
holders).

The results reported in the present
paper pertain to households in Austria
only. All estimates are calculated using
the final household weights and the
survey’s multiple imputations provided
by the data producer (see Albacete et
al., 2012b, for a detailed description of
the survey methodology).

We calculate each household’s
financial margin as follows: For Y, and
BC,, we use total monthly net income
and total monthly consumption (with-
out rent,' taxes and durable goods) as
recorded by the household. For DS, we
use the sum of payments for mortgages
(mortgages on the main residence and
on other real estate properties) and
payments for noncollateralized loans."

The HFCS is envisaged to be conducted about every three years. Hence, an update Qf the data underlying
the micro-level model of household vulnerabilities could be carried out. The HFCS in Austria has no panel
component.

’ In the first wave of the HFCS, 15 out of the 17 euro area countries at the time of the field period collected the
data. Estonia and Ireland will be included in the second wave.
I

Rents are not part ofbasic consumption due to data limitations. We only know how much rent is paid by renters,
but do not know how much homeowners spend on utilities (e.g. electricity and gas). Hence, we decided to leave out
expenditure on rent and utilities from the definition of basic consumption. However, as we are mainly interested
in changes of the probability of default and not in its absolute values after the changes, this data limitation
should not be problematic.

Leasing payments are excluded.
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Furthermore, we define the house-
hold’s debt stock as the sum of the out-
standing balance of mortgage debt and
the outstanding balance of nonmort-
gage debt (including credit line/over-
draft, credit card debt above the
monthly repayment and noncollateral-
ized loans). Finally, gross wealth is
defined as the sum of total real assets
(main residence, other real estate prop-
erty, vehicles, valuables, and self-employ-
ment businesses) and total financial
assets (deposits, mutual funds, bonds,
non-self-employment private businesses,
publicly traded shares, managed ac-
counts, money owed to houscholds,
voluntary pension/whole life insurance
and other financial assets).

There is a total of 2,380 households
in the net sample of the HFCS in Aus-
tria. According to the definition above,
about 64% of the housechold popula-
tion'? do not hold debt, 3% hold debt and
are vulnerable and 33% hold debt but
are not vulnerable. Among those holding
debt, 40% hold only mortgage debt, 48%
hold only nonmortgage debt and 12%
hold both types of debt. For the analysis,
we focus only on indebted households,
as it is evident that households without
debt cannot pose a threat to the stability
of the Austrian financial market.

We empirically implement the shocks
as follows: For the unemployment shock
we model unemployment for the house-
hold’s reference person and assume —
for reasons of simplicity — that the other
working persons in the same household
cannot become unemployed. Each refer-
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ence person’s probability of becoming
unemployed is predicted using a logit
model which includes as regressors
characteristics of the reference person
(age, education and gender) and house-
hold characteristics (income, total num-
ber of members, number of members
in employment, number of members
aged 18 and over, number of members
aged 65 and over and region). The de-
crease of disposable household income
after the shock is estimated by subtract-
ing 45% of the reference person’s net
wage"” from total household income,
which corresponds to the unemploy-
ment benefits according to the current
Austrian unemployment benefit rules
(see e.g. BMASK, 2012). We repeat the
unemployment shock 1,000 times using
a Monte Carlo simulation, calculate PD
and LGD each time and finally take the
mean of each one of these indicators
over all simulated draws.

For the interest and exchange rate
shocks we need to estimate the changes
in debt service after the interest rate
variation and after changes in exchange
rates. Therefore, we use HFCS infor-
mation on the characteristics of credit
contracts. In the case of bullet loans,
for example, the shock transmission is
relatively simple because debt service
only consists of interest payments,
while amortization is zero. In such
cases, debt service R is estimated by
R=S_,-i, where S _, is the amount still
owed (which changes in the exchange
rate shock') and i is the interest rate
(which changes in the interest rate

12 According to the survey literature, one has to apply household weights to estimate population parameters. This
has been done in theﬁgures provided, so that a share #64% qfthe household population in Austria that are not
indebted does not necessarily require 64% of households in the sample not to have debts.

B The reference person’s net wage is estimated by dividing net household income by the number of household members
in employment because net income is not available at the person level.

™ For reasons qfsimp]icit)/, it is assumed that the exchange rate changes qfthe Japanese yen are equal to the
exchange rate changes of the Swiss franc. This assumption is justified by the fact that the vast majority of all
foreign currency loans in Austria is held in Swiss francs. According to the HFCS, 93% of all foreign currency
loans that are a household’s highest mortgage on its main residence are denominated in Swiss francs.
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shock). In the case of loans other than
bullet loans, debt service (interest pay-
ment and amortization) is estimated by

g i-(1+i)'H

R B Gy S
(i) -1

M

where 7 is the term of the loan and ¢ is
the time elapsed since the loan was
taken out.” The change in the debt
service of an indebted household due to
a shock is estimated by the percentage
change of the calculated debt service
(debt service after the shock divided by
debt service before the shock). This
percentage changes are applied to the
debt payment recorded by the house-
hold in order to calculate the absolute
value of the household’s debt service
after the shock.

Finally, we implement the income
shock simply as a relative Change of net
household income for all households.

2.4 Micro-Simulation Output

In order to understand the complete
picture of households’ liabilities in Aus-
tria one needs to estimate and assess
the level as well as the distribution of
debt and vulnerabilities before looking
at the micro simulation investigating
stress scenarios for households. The main
indicators derived from the first wave
of the HFCS 2010 are published and
discussed in Albacete and Lindner (2013)
and are therefore not described here.

Table 2 shows the results of the
micro simulation of the stress scenarios
described above. The PD and two
LGD measures are split into mortgage

Table 2
Micro Simulation of Stress Scenarios Using HFCS Data
PD (HHY)' LGD (HH)? LGD2 (HHY’
All debt | Mortgage | Non- All debt | Mortgage | Non- All debt | Mortgage | Non-
holders | debt mortgage | holders | debt mortgage| holders | debt mortgage
holders | debt holders | debt holders | debt
holders holders holders
%
Current situation
8.99 12.71 739 \ 3.60 3.57 1142 \ 4.98 4.94 18.61
Scenario 1: baseline
First year 9.32 13.27 7.80 4.2 4.28 1145 5.61 5.66 18.64
Second year 9.21 13.08 777 421 4.28 1142 5.60 5.66 18.61
Scenario 2: stress scenario |
First year 9.58 13.72 7.85 4.24 4.30 11.45 5.63 5.69 18.66
Second year 946 1345 7.88 423 430 11.45 5.63 5.69 18.65
Scenario 3: stress scenario |l
First year 11.23 1540 947 429 4.30 11.86 570 5.69 1910
Second year 1149 15.76 9.78 4.31 4.30 1193 572 5.69 19.21

Source: HFCS Austria 2010, OeNB.

" PD (HH) = share of vulnerable households as a percentage of indebted households.
2 LGD (HH) = sum of vulnerable households’ debt that is not covered by their total wealth divided by total debt of all households.
3 LGD2 (HH) = sum of vulnerable households’ debt that is not covered by their housing wedlth divided by total debt of all households.

Note: The number of simulations is 1,000.

5 There are afew cases in which not all tyrtbese parameters were available in the data, either due to nonresponse

(e.g. year when the loan was taken out), the structure of the questionnaire (e.g. loan number 4 or above for each

loan type) or special cases (e.g. loans without a fixed term). In all these cases the missing parameters were multiply

imputed using a Bayesian approach.
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and nonmortgage debt to highlight the
differences between the two debt
markets. We can see that, overall, the
current PD of Austrian indebted house-
holds is about 9%, which is equivalent
to 9% of indebted houscholds being
vulnerable according to our financial
margin measure. The proportion of
total debt held by vulnerable house-
holds that is not covered by these
households’ assets (LGD) equals 3.6%
or, alternatively, about 5% when only
housing wealth is taken into account.
The scenario simulation shows that PD
increases from 9% to up to 11.5% in
the strongest scenario (stress scenario
IT). The increases of LGD are stronger,
ranging from 3.6% to up to 4.3% (or
from 5% to 5.7% according to the
alternative LGD definition).'®

Table 2 also shows that while the
PD of nonmortgage debt holders is
much lower than the one of mortgage
debt holders, LGDs are much higher.
This is because households in the mort-
gage debt market probably have a much
higher debt service than households in
the nonmortgage debt market, but at
the same time they are wealthier and
can provide more collateral than vulner-
able houscholds in the nonmortgage
debt market.

This pattern remains the same
across all stress scenarios, although the
shocks have very different impacts on
the two debt markets. While PD
changes for mortgage debt holders are
similar to PD changes for nonmortgage
debt holders, LGDs change much less
for households in the nonmortgage debt
market than for those in the mortgage
debt market. This is a clear indication
that in the nonmortgage debt market
new vulnerable households, i.e. house-

16
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holds that become vulnerable by the
stress simulation, tend to have lower
nonmortgage debt and higher wealth
than the houscholds that are already
vulnerable before the shocks.

3 Applying Micro-Level Data in
Macroprudential Analysis

This section gives examples of how
HEFCS data can be used in macropru-
dential analysis. Solvency stress tests
based on macroeconomic
constitute an important area of applica-
tion. Here, the framework presented
in section 2 can be used to model
domestic households’ credit risk. More-
over, the data offer an opportunity to
refine the sensitivity analyses used for
assessing the credit risk emanating
from foreign currency shocks to which
domestic borrowers in foreign cur-
rency are exposed. Finally, HFCS data
can be used to derive loan-to-value
(LTV) information of Austrian real
estate household loans.

scenarios

3.1 Integration of Micro-Level
Information into Solvency Stress
Testing

Solvency stress tests analyzing the
banking system’s vulnerability to macro-
economic downturns are a key compo-
nent of the OeNB’s macroprudential
toolkit. An essential element of a sol-
vency stress test is the translation of
the scenarios (baseline and stress) into
the risk parameters PD and LGD (in
the supervisory context). To that end,
econometric models'” are employed that
describe how risk parameters evolve
during the stress test horizon in terms
of relative changes with respect to the
starting point. The relative changes
are then applied to banks’ individual

The SEvH measure (see section 1.1), which is not displayed in the table due to space constraints, ranges from

currently 22.6% to up to 27.4% in the strongest scenario.
"7 For a detailed presentation of the PD models see Kerbl and Sigmund (2011).
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starting values. By applying the resulting
risk parameters to the associated expo-
sures, amounts of expected losses are
derived, which finally represent banks’
credit risk impairments in the scenarios
(see Feldkircher et al., 2013).

The framework for modeling house-
hold vulnerability presented in section
2 can be used as an alternative to
the model currently employed in the
solvency stress test for generating house-
holds’ PDs in the scenarios. Those vari-
ables in table 1 that serve as input to
the domestic household vulnerability
model are readily available as part of
the stressed macro variable set. Table 2
gives the PDs (in the household vulner-
ability model context) under the current
condition and at year-end for the differ-
ent scenarios. The relative changes of
these PDs can be used as a proxy for
the relative changes of the PDs in
the supervisory context. It has to be
borne in mind, however, that changes
in household vulnerability are by defi-
nition calculated for all indebted house-
holds included in the survey sample,
i.e. for both households identified as
being vulnerable and households with-
out financial difficulties. In the stress
testing framework, on the other hand,
we are interested only in the probabil-
ity that performing exposures default.
Therefore, in order to apply the changes
in household vulnerability to the PDs
in the stress testing framework in a
consistent way, we have to include also
nonperforming exposures in the aggre-
gate initial stress test PD value. This
ensures that we base the PD changes on
the same reference population (i.e. on
performing as well as nonperforming
exposures) in both, the housechold
vulnerability and the stress testing con-

Chart 1

Path of PDs in Stress Scenario II'
PD in %
12

Performing
8 exposures

Nonperforming
exposures

End of
first year

End of
second year

Stress test
initiation
Source: OeNB.

" Based on the household vulnerability model, anchored at the uncon-
solidated average retail portfolio PD of IRB banks.

text. From the resulting stressed PDs,
which again pertain to all exposures,
we can finally derive the stressed PDs
of the performing exposures.

In stress scenario II in table 2, for
example, the household vulnerability
model for all debt holders yields a
relative change in PDs of 25% within
the first year (28% within the first two
years). Chart 1 shows the path of the
resulting aggregate PDs in the super-
visory context in stress scenario II.

In the chart, the aggregate PD at
stress test initiation (8.4%; bar on the
left) is given by the volume-weighted
average of the retail portfolio PDs
of those Austrian banks that use the
internal ratings-based (IRB) approach.'
It includes both performing and non-
performing rating classes. If we consider
only performing rating classes, the
corresponding value amounts to 2.9%
(upper part of the bar on the left). The
difference (5.5%; lower part of the
bar on the left) is attributable to non-
performing exposures. The contribution
of the initially nonperforming expo-

!$ Data on PDs are as on December 31, 2010, in order to be consistent with the HFCS in Austria, which was
conducted between Q3 2010 and Q2 2011. They are based on unconsolidated reports in order to reflect domestic

customers’ creditworthiness.
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sures to the overall stressed PDs stays
constant over the stress test horizon.
Therefore the change in total PD by
25% (28%) translates into a change in
the PD of the performing exposures by
73% (81%).

3.2 Foreign Currency Loans

A particularity of the Austrian financial
system is the relatively high share
of household loans denominated in
foreign currency (see e.g. Boss, 2003;
Beer et al., 2008; or Albacete et al.,
2012a). The risks associated with an
appreciation of the currency in which
the loan is denominated — in Austria
usually the Swiss franc — vis-a-vis
the euro have been a cause of concern
with regard to the stability of the
Austrian banking system since more
than a decade.” In the past, various
supervisory measures have proved
effective in substantially reducing new
foreign currency lending, thus gradu-
ally reducing the overall stock of out-
standing foreign currency loans.”

Because these legacy assets will con-
tinue to pose a challenge to the Aus-
trian banking system they are subjected
to sensitivity analyses in the framework
of the OeNB’s macroeconomic stress
tests. The most recent test was run in
the course of the IMF’s FSAP in 2013
(see IMF, 2014). The sensitivity analy-
sis was confined to Swiss franc loans
because, according to supervisory data,
they represent more than 90% of all
foreign currency loans, which is almost
identical to the equivalent estimate
from the HFCS (see footnote 14 in
section 2.3).

Risk-Bearing Capacity of Households —
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In the context of stress testing do-
mestic foreign currency exposures, data
availability is a crucial issue. Although
supervisory reporting provides good
data on volumes and remaining maturi-
ties of these loans at an aggregated
level, information about borrowers’ risk-
bearing capacity is sparse. A crucial
parameter in the sensitivity analysis is
the ratio D/I, defined as a borrower’s
debt repayment obligation D within a
certain period of time (e.g. one year)
over her/his income within the same
period after deducting debt repayment
and total consumption. This ratio rep-
resents a measure of how well a borrower
can cope with an appreciation of the
loan currency. No explicit supervisory
data on this ratio are available. So far,
this parameter was set to a value that
is assumed to be consistent with the
supervisory requirement that foreign
currency loans may only be granted to
customers that can adequately cope with
an appreciation of the loan currency.

In this context, HFCS data can be
used to shed light not only on the
magnitude of the average D/I ratio but
also on its distribution across house-
holds.”" It turns out that the majority of
foreign currency borrowers (about 80%)
possesses sufficient income reserves to
cope even with a substantial apprecia-
tion of the Swiss franc vis-a-vis the euro
(see also Albacete et al., 2012a).”” How-
ever, about 20% of foreign currency
borrowers only show a rather poor risk-
bearing capacity in terms of income
reserves. If these weak borrowers are
concentrated at certain banks or in
certain regions there may exist consid-

" In the stress scenarios (see section 2 above), the impact of changes in the exchange rate is also taken into account.

20 The stock of foreign currency loans to Austrian households amounted to EUR 29.5 billion as at end-September 2013
after having declined by 42% in foreign exchange-adjusted terms within the preceding five years (see OeNB, 2013).

2l When the indirect credit risk of foreign currency loans is treated in a separate sensitivity analysis this has to be
taken into account in the household vulnerability model of section 2 in order to avoid double counting.

22 The appreciation of the Swiss franc vis-d-vis the euro serves as a hypothetical stress scenario. No probability is

attached to this event.
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Chart 2

Share of Estimated Losses across Debt
Repayment Obligation-to-Income
Ratio Quintiles'
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Source: OeNB.

! Loss estimation based on the model used in the FSAP 2013 sensitivity
analysis.

erable concentration risks even when
the respective loans are collateralized
by real estate.

Chart 2 shows the heterogeneity of
Swiss franc loan borrowers as regards
their ability to cope with appreciations of
the Swiss franc. We divided the borrow-
ers covered in the HFCS into quintiles
according to their risk-bearing capacity
as measured by the D/I ratio. For each
quintile the share of losses generated in
the FSAP sensitivity analysis is shown.

Chart 2 points to the fact that —
according to the model used in the FSAP
2013 sensitivity analysis — more than
80% of the loss potential of Swiss franc
loans emanates from only 20% of
foreign currency borrowers (located in

the fifth quintile).

3.3 Loan-to-Value Ratios

A third potential field of application of
micro-level information is loan-to-value
(LTV) ratios. There are different loan-
to-value ratios that are generally moni-
tored. They differ in terms of their dis-
tinct purpose and sometimes also in
terms of data availability. We focus on
(1) initial and (2) current LTV ratios. To
analyze the financial stability of an
economy, both measures have to be
taken into account. However, it seems
obvious that they are different in terms
of focus and use.

The initial LTV ratio is defined by
the initial amount of (mortgage) debt
divided by the value of the specific real
estate at the time the mortgage was
taken out. Although the ratio is not
included in any reporting data in
Austria, it should, in principle, be readily
available for the creditor that grants the
loan. Limits on (initial) LTV ratios
are used as a macroprudential tool”
because they can contribute to making
financial institutions and households
more resilient to shocks to asset prices,
interest rates and income. They can
be set in a time-varying manner (to
mitigate procyclicality) and/or as a static
cap.”* Initial LTV limits are usually
applied with a focus on a medium- to
long-term  stabilization of financial
markets.

By contrast, the current LTV ratio is
defined as the currently outstanding
amount of (mortgage) debt divided by
the current value of the specific real
estate. This measure is used to analyze
the financial stability of an economy
at a specific point in time. The infor-
mation necessary to calculate the

3 Asian emerging countries have set such limits in the aftermath of the 1990s Asian crisis (Hong Kong Monetary
Authority, 2011). But also some European countries like Hungary, Norway and Sweden have recently adopted

such credit-limiting policies (Lim et al., 2013).

? As house prices vary over time, caps on loan-to-income (LTI) or debt-servicing costs-to-income (DTI) may be
stricter than LTV limits during phases of rising house prices.

OESTERREICHISCHE NATIONALBANK



current LTV ratio is not generally avail-
able to the financial intermediary that
granted the loan (except for occasional
re-evaluations) because it is not known
how real estate prices evolve at the
individual level. Hence, the informa-
tion has to come from the debtor.
Having an impact on financial stability,
this indicator provides important infor-
mation that can be used to inform a
regulator, but — contrary to the initial
LTV — it cannot be the target of specific
rules.

For a full picture of LTV ratios a
combination of household-level infor-
mation (from the HFCS) together with
data reported by monetary financial
institutions would be desirable. An
analysis including both sources could
provide a clear understanding of both
the creditor and the debtor side. So far,
however, the HFCS is the only recently
published source that allows an esti-
mation of the LTV ratio of Austrian
household real estate loans. The infor-
mation provided by the HFCS allows
the estimation of both initial and cur-
rent LTV ratios. Albacete and Lindner
(2013) show a cyclical pattern of
median initial LTV ratios in Austria,
with an upward trend since the 1990s
(wWhen LTV ratios ranged from 40% to
50%) and peaking before the beginning
of the financial crisis in 2008 (60%
to 65%). Since then the median LTV
has fallen slightly, to below 60% in the
years after 2008.7

Granting higher loans in relation
to the value of the real estate used as
collateral potentially increases the LGD
for banks. Higher LTV ratios are, how-
ever, only the second line of defense for
banks. Therefore, a high income buffer
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is essential to absorb shocks and in
that way help to prevent default in the
first place. Chart 3 shows the median
initial LTV ratio for debt service-to-
gross income ratio’® quintiles. From
a macroprudential perspective, it is
interesting that households with higher
debt service-to-income ratios have
higher LTV ratios.

The first quintile of the debt service-
to-gross income ratio shows a median
initial LTV of 32% whereas the 20%
showing the highest debt service ratio
have a median LTV ratio of 87%. As a
consequence, a loan default is more
likely for households with a lower risk-
absorbing capacity due to their higher
debt service ratio. However, LTV ratios
are below 100% even in the fifth
quintile. In line with these results,
households with lower gross income

Chart 3

Median Initial LTV Ratio across Debt
Service-to-Gross Income Ratio Quintiles
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Source: OeNB.

% As these are median estimates caution should be applied when comparing them with aggregate macro data, which

can only provide means rather than medians.

%0 In contrast to the debt-to-income (D/I) ratio in section 3.2, the denominator here is gross income; so debt repayment

and total consumption are not deducted.
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(not taking into account debt service)
show higher LTV ratios.

Further analyses reveal a positive
relation between the term of a loan and
the initial LTV ratio. Arguably, mort-
gage holders with higher leverage tend
to opt for a longer payback period in
order to limit the periodic debt service.
Therefore, a LTV cap would not only
affect loans with longer terms but in
that way (and taking into account the
results over income quintiles) would
limit lending to households with a lower
risk-bearing capacity. This analysis sug-
gests that introducing and calibrating
such a cap on LTV ratios is not an easy
task. In order to achieve results that
may feed into a targeted macropruden-
tial policy, not only the overall LTV
development but also differentiated in-
formation such as terms of loans as well
as the risk-bearing capacity of house-
holds has to be considered.

4 Conclusions

This study focuses on how to use
micro-level household information from
the HFCS in macroprudential analysis.
By integrating detailed information
about the liability side of households’
balance sheets into macroprudential
modeling we aim at increasing our
understanding of the ability of house-
holds to absorb shocks. So far, domestic
households have not been a source of
serious risk to the Austrian banking
system. However, many examples from
other countries (e.g. Spain, the U.S.A.
and the U.K.) have shown that indebt-
edness in the household sector can give
rise to problems in the financial sector;
therefore a close monitoring of house-
hold indebtedness seems warranted.
We identify three possibilities for
improving the macroprudential toolkit
and present approaches using HFCS data.
First, building on previous work,
we develop a model of household vul-

nerability. It can be used for deriving
estimates of the change of default prob-
abilities (as well as losses) in stress
scenarios at the micro level. Applying
these results can improve the modeling
of Austrian households’ credit risk in
the OeNB’s stress test tool ARNIE. In
upcoming stress tests the household
vulnerability model will replace the
existing module for stressing domestic
retail portfolios.

Second, we employ HFCS data to
estimate the distribution of a parameter
measuring the risk-bearing capacity of
domestic foreign currency borrowers.
It turns out that the majority of foreign
currency borrowers display a high risk-
bearing capacity. However, about one-
fifth of them show a rather poor risk-
bearing capacity in terms of income
reserves, which could lead to problems
if the currency in which the loan is
denominated appreciates. By using HFCS
information, we enhance the parame-
ter calibration in the OeNB’s sensitivity
analyses for foreign currency lending.
Subsequently, we will analyze whether
the exchange rate effects of the macro-
economic stress scenario on foreign
currency loans can be integrated into
the OeNB’s regular solvency stress test
by means of HFCS data. This would
lead to a more unified application of the
stress scenario.

Third, we use HFCS data to esti-
mate LTV ratios. This way, existing

aps in the supervisory data can be
filled. Although HFCS data shed light
on the debtors’ side of the mort-
gage market, additional information
about the creditors’ side would be
desirable.

This paper shows the potential of
an integrated use of supervisory and
household data. It is aimed at improving
the synergies between micro-level house-
hold data analysis and macroprudential
risk assessment.
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International Financial Market Indicators

Table A1

Short-Term Interest Rates'

2006 ‘ 2007 ‘ 2008 ‘ 2009 ‘ 2010 ‘ 201 ‘ 2012 ‘ 2013

Year

Three-month rates, period average, %
Euro area 3.08 428 4.63 123 0.81 139 0.57 0.21
USA. 519 5.30 291 0.69 0.34 0.34 043 0.28
Japan 0.31 0.73 0.85 0.59 0.39 0.34 0.33 0.26
United Kingdom 4.80 595 549 123 0.74 0.88 0.86 0.51
Switzerland 1.51 2.55 2.58 0.38 019 012 0.07 0.02
Czech Republic 2.30 310 4.04 219 1.31 119 1.00 046
Hungary 7.00 775 8.87 8.64 5.51 6.19 6.98 4.31
Poland 4.21 4.74 6.36 442 392 4.54 4.91 3.02
Source: Bloomberg, Eurostat, Thomson Reuters.
! Average rate at which a prime bank is willing to lend funds to another prime bank for three months.

Table A2

Long-Term Interest Rates'

2006 ‘ 2007 ‘ 2008 ‘ 2009 ‘ 2010 ‘ 2011 ‘ 2012 ‘ 2013

Year

Ten-year rates, period average, %
Euro area 3.84 4.32 4.31 3.82 3.62 441 392 3.00
USA. 4.79 4.63 3.65 3.24 3.20 2.77 1.79 2.34
Japan 173 1.67 149 134 117 112 0.85 0.71
United Kingdom 4.37 5.06 4.50 3.36 3.36 2.87 1.74 2.03
Switzerland 2.52 293 290 2.20 1.63 147 0.65 0.95
Austria 3.80 4.30 436 394 3.23 332 2.37 2.01
Czech Republic 3.80 4.30 4.63 4.84 3.88 3.71 2.78 21
Hungary 712 6.74 8.24 912 7.28 7.64 7.89 592
Poland 523 548 6.07 612 5.78 596 5.00 4.03

Source: ECB, Eurostat, Thomson Reuters, national sources.

! Yields of long-term government bonds.
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Table A3
Stock Indices
2006 ‘ 2007 ‘ 2008 ‘ 2009 ‘ 2010 ‘ 2011 ‘ 2012 ‘ 2013
Year
Annual change in %, period average
Euro area: EURO STOXX 21.6 16.5 —24.7 253 134 3.6 —64 17.5
U.S.A.: S&P 500 8.5 12.7 -17.3 224 20.2 1.3 8.7 191
Japan: Nikkei 225 29.8 53 —28.5 231 72 59 =34 48.8
United Kingdom: FTSE 100 14.8 8.1 —16.2 —14.9 19.8 39 1.0 12.8
Switzerland: SMI 25.0 14 -229 —18.2 14.3 7.0 49 241
Austria: ATX 314 17.3 —27.3 —36.5 199 3.7 —14.8 169
Czech Republic: PX 50 18.0 20.0 —23.5 292 217 5.1 —14.6 2.5
Hungary: BUX 18.6 15.8 243 —18.7 401 -87 -12.0 33
Poland: WIG 45.9 369 -31.0 213 336 44 —6.7 161
Source: Thomson Reuters.
Table A4
Corporate Bond Spreads!
2006 2007 2008 2009 2010 2011 2012 2013
Year
Percentage points, period average
Euro area
AAA 0.39 0.72 2.04 217 133 190 147 0.89
BBB 1.29 134 3.84 523 295 375 3.56 2.25
US.A.
AAA 0.50 0.95 3.03 2.57 132 1.68 1.50 112
BBB 1.02 1.50 416 4.51 2.21 2.34 2.59 217

Source: Thomson Reuters.

" Spreads of 7- to 10-year corporate bonds against 10-year government bonds (euro area: German government bonds).
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Annex of Tables

Table A5
Financial Investment of Households'
2006 ‘ 2007 ‘ 2008 ‘ 2009 ‘ 2010 ‘ 2011 ‘ 2012 ‘ 2013
EUR billion
Currency 0.5 0.6 0.7 0.9 1.0 11 0.6 12
Deposits 8.1 114 11.5 8.0 17 4.7 3.8 2.1
Debt securities? 1.5 3.8 54 -0.2 0.9 1.5 0.0 2.3
Shares and other equity® 24 0.3 1.3 1.0 1.5 0.7 1.0 -0.2
Mutual fund shares 2.1 -03 —4.7 0.9 3.0 —1.7 1.0 3.0
Insurance technical reserves 52 4.0 31 4.8 39 2.0 2.8 24
Other accounts receivable 0.8 1.2 12 0.3 0.6 09 1.6 13
Total financial investment 20.6 21.0 18.5 15.7 126 9.2 10.8 7.5
Source: OeNB (financial accounts).
" Including nonprofit institutions serving households.
? Including financial derivatives.
7 Other than mutual fund shares.
Table A6
Household' Income and Savings
2006 ‘ 2007 ‘ 2008 ‘ 2009 ‘ 2010 ‘ 201 ‘ 2012 ‘ 2013
EUR billion
Net disposable income 155.6 1634 1684 1691 1713 1751 181.7 183.7
Savings 16.2 191 194 191 15.3 11.8 134 12.2
Saving ratio in %’ 104 11.6 11.5 11.2 8.9 6.7 74 6.6
Source: Statistics Austria (national accounts broken down by sectors).
" Including nonprofit institutions serving households.
7 Saving ratio = savings / (disposable income + increase in accrued occupational pension benefits).
Table A7
Financing of Nonfinancial Corporations
2006 ‘ 2007 ‘ 2008 ‘ 2009 ‘ 2010 ‘ 201 ‘ 2012 ‘ 2013
EUR billion
Debt securities™ 2.7 4.6 3.0 59 3.8 8.0 53 31
Loans? 8.6 324 12.7 —16.8 144 13.7 20 —1.2
Shares and other equity? 119 15.7 50 2.5 —2.0 16.3 4.1 77
Other accounts payable 3.7 33 =51 5.2 7.6 32 19 31
Total external financing 269 56.0 15.6 —13.6 23.8 4.2 13.3 127
Source: OeNB (financial accounts).
" Including financial derivatives.
2 Excluding liabilities of domestic special purpose entities held by nonresidents.
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Table A8
Insolvency Indicators
2006 ‘ 2007 ‘ 2008 ‘ 2009 ‘ 2010 ‘ 2011 ‘ 2012 ‘ 2013
Default liabilities (EUR million) 2,569 2,441 2,969 4,035 4,700 2,775 3,206 6,255
Defaults (number) 3,084 3,023 3,270 3,741 3,522 3,260 3,505 3,266
Source: Kreditschutzverband von 1870.
Note: Default liabilities for 2013 include one large insolvency.
Table A9
Housing Market Indicators
2006|2007 2008 2000 [200 [201 |2012 | 2013
Annual percentage change of period averages
Residential Property Price Index (2000=100)
Vienna 1134 119.2 125.5 1335 143.9 1561 180.7 196.3
Austria 109.0 11441 1154 119.8 127.3 132.7 1491 156.0
Austria excl. Vienna 1074 1123 111.6 114.8 1212 124.0 1374 1411
Rent prices’ (2000=100)
Vienna: apartments 106.2 1149 116.8 116.3 177 121.0 126.3 129.5
Austria excl. Vienna: apartments 111.8 1159 122.7 144.7 1459 148.2 1441 162.5
Austria excl. Vienna: single-family homes 101.0 108.5 1129 101.5 101.7 97 94.6 95.5
Rents of apartments excl. utilities, according to CPI 89.5 91.2 924 96.7 100.0 103.3 107.8 11.2
OeNB Fundamental Residential Property Price Indicator?
Vienna —64 —49 1.3 2.3 0.8 64 15.6 199
Austria —9.0 7.6 7.2 —127 -89 53 04 —-0.6

Source: OeNB, Vienna University of Technology.

" Free and controlled rents.
2 Deviation from fundamental price in %.
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Austrian Financial Intermediaries'

Table A10
Total Assets and Off-Balance-Sheet Operations
2006 ‘ 2007 ‘ 2008 ‘ 2009 ‘ 2010 ‘ 201 ‘ 2012 ‘ 2013
End of period, EUR million
Total assets on an unconsolidated basis 797,758 899,542 | 1,069,100 | 1,029,043 978,559 | 1,014,278 982,114 927973
of which: total domestic assets 504,237 548,515 692,566 691,466 659,561 693,394 678,500 645,275
Total assets on a consolidated basis 927751 | 1,073,258 | 1,175,646 1139961 | 1130,853 | 1,166,313 | 1,163,595 | 1,089,713
Total assets of CESEE subsidiaries’ 158,736 231,742 267484 254,356 263,810 270,052 276,352 264,998
of which: NMS-2004? 92,805 115,377 131,809 126,916 130,530 126,737 136,631 130,478
NMS-2007° 26,095 36,776 40,679 40488 41,275 42,316 40,886 39,764
SEE? 26,303 43,876 46,745 48,667 49122 51,489 50,976 50,209
cs® 13,533 35713 48,251 38,285 42,883 49510 47,859 44,547
Leverage Ratio (consolidated in %) 48 | 46 | 45 | 52| 58 | 58 | 61 | 6.5

Source: OeNB.

! Excluding Yapi ve Kredi Bankasi (not fully consolidated by parent bank UniCredit Bank Austria).

? New EU Member States since 2004 (NMS-2004): Czech Republic, Estonia, Latvia, Lithuania, Hungary, Poland, Slovakia, Slovenia.

7 New EU Member States since 2007 (NMS-2007): Bulgaria, Romania.

* Southeastern Europe (SEE): Albania, Bosnia and Herzegovina, Croatia, Kosovo, Montenegro, former Yugoslav Republic of Macedonia, Serbia, Turkey.

> Commonwealth of Independent States (CIS): Armenia, Azerbaijan, Belarus, Kazakhstan, Kyrgyzstan, Moldova, Russia, Tajikistan, Turkmenistan, Ukraine, Uzbekistan, including Georgia.

Note: Data on off-balance-sheet operations refer to nominal values on an unconsolidated basis.

Table A11
Sectoral Distribution of Domestic Loans
2006 ‘ 2007 ‘ 2008 ‘ 2009 ‘ 2010 ‘ 2011 ‘ 2012 ‘ 2013
End of period, EUR million
Al currencies combined
Banks 120,131 126,759 208,218 195,737 169,596 184,789 191,921 172,024
Nonbanks 284,971 293,148 314,399 311,794 321,524 330,057 330,378 326,820
of which: nonfinancial corporations 118,272 123,067 134,897 132,346 135,427 138,930 140,383 140,291
households’ 116,440 121,543 127,828 128,178 135,215 138,355 139,048 139,052
general government 27,003 24,980 24,056 24,923 26,374 29,015 27,972 26,007
other financial intermediaries 22,876 23,154 27,213 26,063 24,324 23,586 22,806 21,244
Foreign currency
Banks 25,375 24,286 54,977 42,780 25,851 25,288 41979 19,704
Nonbanks 53,534 47,776 56,797 56,515 58,746 57,301 47,652 40,108
of which: nonfinancial corporations 12,845 10,023 12,441 11,473 12,550 12,181 9155 6,985
households' 35452 33,185 39138 37,064 40,040 38,718 32,904 28,385
general government 1,892 1,630 1,673 1,628 2,627 3,266 2,827 2477
other financial intermediaries 3,337 2,931 3,514 3,374 3,525 3,133 2,761 2,257

Source: OeNB.
" Including nonprofit institutions serving households.

Note: Figures are based on monetary statistics.

! Since 2007, the International Monetary Fund (IMF) has published Financial Soundness Indicators (FSI) for
Austria (see also www.imf.org). In contrast to some FSIs that take only domestically-owned banks into account,
the Financial Stability Report takes into account all banks operating in Austria. For this reason, some of the

figures presented here may deviate from the figures published by the IMF.
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Table A12

Loan Quality

2006 ‘ 2007 ‘ 2008 ‘ 2009 ‘ 2010 ‘ 2011 ‘ 2012 ‘ 2013

End of period, % of claims on nonbanks
Specific loan loss provisions for loans to nonbanks
(unconsolidated) 29 24 2.2 2.8 32 32 34 3.5
Specific loan loss provisions for loans to nonbanks
(consolidated)’ X 24 24 35 4.1 4.3 4.6 4.8
Specific loan loss provisions for loans to nonbanks
(Austrian subsidiaries in CESEE) X 2.6 29 53 6.5 73 7.6 8.0
Nonperforming loan ratio (unconsolidated)? X X 3.0 4.2 4.7 4.5 4.7 41
Nonperforming loan ratio (consolidated)? X X X 6.7 8.0 8.3 8.7 8.6
Nonperforming loan ratio
(Austrian subsidiaries in CESEE) X X X 9.6 13.5 15.0 14.8 14.9

Source: OeNB.

! Estimate.
? Estimate for loans to corporates and households (introduced in Financial Stability Report 24 to better indicate the loan quality in retail business; not comparable to former ratios).

Table A13
Exposure to CESEE
2006 ‘ 2007 ‘ 2008 ‘ 2009 ‘ 2010 ‘ 2011 ‘ 2012 ‘ 2013
End of period, EUR million
Total exposure according to BIS® X 190,775 199,227 203,975 209,352 216,086 209,818 201,768
of which: NMS-2004' X 96,249 111,064 112,537 116,205 121,145 119,742 115,636
NMS-20072 X 32,608 34,021 33,695 33,905 32,756 30,916 29404
SEE? X 38429 27,728 40,164 39,015 41,105 36,544 34,981
ast X 23489 26414 17,579 20,226 21,079 22,617 21,746
Total indirect lending to nonbanks® 91,749 146,654 170,566 160,248 168,721 171,318 171117 161,439
of which: NMS-2004 53138 71,143 80,774 79,021 81,740 79,101 82,880 79,481
NMS-20072 14,040 22,173 25,954 25433 26,009 26,731 25922 24,024
SEE? 14,805 26,708 30,137 30,441 32,229 34,140 33,290 32,499
ast 9766 26,630 33,701 25353 28,742 31,346 29025 25435
Total direct lending’ X 38,401 49,724 50,665 49,459 52,010 51,539 52,926
of which: NMS-2004' X 18434 21,646 21,902 22419 23,207 22,383 20,886
NMS-2007? X 5766 9103 9546 8484 8177 7,385 6,752
SEE? X 11,665 14,592 15,022 14,348 15,139 16,256 18,293
alst X 2,537 4,383 4,195 4,208 5487 5515 6,996

Source: OeNB.

" New EU Member States since 2004 (NMS-2004): Czech Republic, Estonia, Latvia, Lithuania, Hungary, Poland, Slovakia, Slovenia.

2 New EU Member States since 2007 (NMS-2007): Bulgaria, Romania.

7 Southeastern Europe (SEE): Albania, Bosnia and Herzegovina, Croatia, Kosovo, Montenegro, former Yugoslav Republic of Macedonia, Serbia, Turkey.

* Commonwealth of Independent States (CIS): Armenia, Azerbaijan, Belarus, Kazakhstan, Kyrgyzstan, Moldova, Russia, Tajikistan, Turkmenistan, Ukraine, Uzbekistan, including Georgia.

° Total exposure according to BIS includes only domestically-controlled banks. As Hypo Alpe-Adria-Bank AG was included in the fourth quarter of 2009, comparability with earlier values is
limited.

¢ Lending (net lending after risk provisions) to nonbanks by all fully consolidated subsidiaries in CESEE.

’ Direct lending to CESEE according to monetary statistics.

Note: Due to changes in reporting, the comparability of values as from 2008 with earlier values is limited.
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Table A14
Profitability on an Unconsolidated Basis
2006 ‘ 2007 ‘ 2008 ‘ 2009 ‘ 2010 ‘ 2011 ‘ 2012 ‘ 2013
End of period, EUR million
Operating income 16,606 17,512 20,557 17,850 19,705 19,227 19,115 18,967
of which: net interest income 7,170 7,399 8,248 8,769 9123 9622 8,813 8,814
securities and investment earnings 2,878 3,521 7,193 3,328 4,026 3,662 3,670 3,018
fees and commission income 4,289 4710 4,218 3,605 3,950 3,835 3,848 4,073
trading income 688 290 —812 486 664 325 631 495
other operating income 1,581 1,593 1,710 1,662 1,942 1,784 2153 2,567
Operating expenses 10,789 10,849 1416 11,080 11,547 11,714 12,193 12,835
of which: staff costs 5447 5468 5776 5697 5802 5,998 6,243 6,507
other administrative expenses 3513 3,703 3,952 3,766 3,940 4,028 4124 4,301
other operating expenses 1,828 1,678 1,689 1,617 1,805 1,688 1,827 2,027
Operating profit/loss 5,817 6,663 9141 6,770 8,159 7,513 6,922 6,132
Net profit after taxes 3,957 4,787 1,891 43 4,207 1,211 3,214 -935
Return on assets (%)"2 0.5 0.6 0.2 0 04 01 0.3 -01
Return on equity (%, tier 1 capital)? 103 9.6 3 01 5.8 1.6 43 —1.2
Interest income to gross income (%) 43 42 40 49 46 50 46 46
Cost-to-income ratio (%) 65 62 56 62 59 61 64 68
Source: OeNB.
" Annual surplus in 9% of total assets and tier 1 capital, respectively.
2 Retrospectively modified due to a change of calculation.
Table A15
Profitability of Austrian Subsidiaries' in CESEE
2006 ‘ 2007 ‘ 2008 ‘ 2009 ‘ 2010 ‘ 2011 ‘ 2012 ‘ 2013
End of period, EUR million
Operating income 6,524 10178 14,102 13,396 13,436 13,622 13,268 13,307
of which: net interest income 4,206 6,748 9231 8,693 9333 9402 8,781 8414
securities and investment earnings X X 103 50 47 70 61 63
fee and commission income 1,898 2,847 3432 2916 2,954 3,092 2,992 3,164
trading income X X 46 1,238 368 426 790 749
other income 57 31 1,291 498 735 631 643 917
Operating expenses 3,697 5495 7,056 6,355 6,779 6,893 7,034 7,054
of which: staff costs X X 3,171 2,715 2,841 2,975 2,968 2,908
other administrative expenses X X 3,761 3,529 3,809 3817 3,958 4,087
Operating profit/loss 2,826 4,683 7141 7129 6,757 6,809 6,317 6,298
Net profit after taxes 1,730 3104 4,219 1,775 2,063 1,757 2,093 2,216
Return on assets (%)* 1.2 13 17 0.7 0.8 0.7 0.8 0.8
Return on equity (%, tier 1 capital)? X 159 20.5 8.2 9.2 7.2 8.2 82
Interest income to gross income (%) 64 66 65 65 69 69 66 63
Cost-to-income ratio (%) 57 54 49 47 50 50 52 53

Source: OeNB.

" Excluding Yapi ve Kredi Bankasi (not fully consolidated by parent bank UniCredit Bank Austria).
2 End-of-period result expected for the full year after tax as a percentage of average total assets.

Note: Due to changes in reporting, the comparability of values as from 2008 with earlier values is limited. Furthermore, some positions have been available in detail only since 2008.
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Table A16

Profitability on a Consolidated Basis

Operating income
of which: net interest income
net fee-based income
net profit/loss on financial operations
other operating income
Operating expenses'
of which: staff costs
other administrative expenses
other operating expenses

Operating profit/loss

Net profit after taxes

Return on assets (%)*°

Return on equity (%, tier 1 capital)®®
Interest income to gross income (%)*
Cost-to-income ratio (%)*

Source: OeNB.

2006 ‘ 2007 ‘ 2008 ‘ 2009 ‘ 2010 ‘ 2011 ‘ 2012 ‘ 2013

End of period, EUR million

23,993 28117 33,642 37,850 37,508 37,207 37,673 35,271
14,887 17961 19,308 19451 20,390 20426 19,259 18,598
6,771 8,202 8,469 7,160 7,678 7,592 7,260 7,590
1,207 932 -2,135 2,560 997 845 1,137 670
1,129 1,022 8,000 8,679 8443 8,344 10,016 8413
14,758 17,047 25,788 22,230 24,030 26,839 25,582 27,318
7,857 9145 10,166 9522 9,941 10,279 10,391 10,378
4,976 5849 6,364 5979 6,262 6,316 6,410 6,628
1,925 2,053 9257 6,729 7,827 10,244 8,781 10,311

9,235 11,072 7,855 15,620 13,478 10,369 12,090 7953

7469 6,829 586 1,530 4,577 M 2,966 —1,035
0.98 0.79 0.10 018 0.46 0.10 0.31 -0.04
2397 1818 212 3.59 8.19 171 514 —-0.68
62 64 69 59 64 66 63 63
62 61 72 53 58 66 62 73

" As from 2008, operating expenses refer to staff costs and other administrative expenses only.

2

End-of-period result expected for the full year before minority interests as a percentage of average total assets and average tier 1 capital, respectively.

Al figures represent the ratio of net interest income to total operating income less other operating expenses.
* Al figures represent the ratio of total operating expenses less other operating expenses to total operating income less other operating expenses.
5

Retrospectively modified due to a change of calculation.

Note: Due to changes in reporting, the comparability of consolidated values as from 2008 with earlier values is limited.

Table A17

Solvency

2006 ‘ 2007 ‘ 2008 ‘ 2009 ‘ 2010 ‘ 201 ‘ 2012 ‘ 2013

End of period, EUR million
Own funds 56,124 69,559 74,707 80,574 86,228 88,071 88,204 88,994
Own funds requirements 39,523 47953 54,253 50,665 52,265 51,969 49,754 46,274

End of period, eligible capital and tier 1 capital, respectively, as a percentage of risk-weighted assets
Consolidated capital adequacy ratio 1.3 1.6 1.0 12.8 13.2 13.6 14.2 154
Consolidated tier 1 capital ratio 7.8 8.1 77 9.3 10.0 103 11.0 11.9
Consolidated core tier 1 capital ratio X X 6.9 8.5 94 9.8 10.7 11.6

Source: OeNB.

Note: Owing to the transition to Basel I, the method of calculation of the capital ratio and the tier 1 capital ratio used since Financial Stability Report 16 (December 2008) differs
from the method used previously. The denominator of both ratios is given by the sum of all regulatory capital requirements multiplied by the factor 12.5. The numerator of the
capital ratio is given by tier 1 and tier 2 capital less deduction items (eligible own funds) plus the part of tier 3 capital not exceeding the capital requirement for position risk. The
numerator of the tier 1 capital ratio is given by tier 1 capital less deduction items (eligible tier 1 capital). The sum of all capital requirements consists of the capital requirements for
credit risk, position risk, settlement risk, operational risk and the transition to Basel Il as well as other capital requirements.
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Table A18

Liquidity Risk
2006 ‘ 2007 ‘ 2008 ‘ 2009 ‘ 2010 ‘ 201 ‘ 2012 ‘ 2013
End of period, %

Short-term loans to short-term liabilities 66.2 64.0 67.0 725 64.2 65.9 66.0 59.0
Short-term loans and other liquid assets to

short-term liabilities 115.0 109.9 109.0 124.8 1189 1181 120.6 109.0
Liquid resources of the first degree: 5% quantile of the

ratio between available and required liquidity of degree 1' 1524 140.0 1494 1399 1451 1524 2954 278.2
Liquid resources of the second degree: 5% quantile of the

ratio between available and required liquidity of degree 2 111.5 110.2 113.5 110.8 111.3 1109 11241 1101

Source: OeNB.

" Short-term loans and short-term liabilities (up to three months against banks and nonbanks). Liquid assets (quoted stocks and bonds, government bonds and eligible collateral, cash and
liquidity reserves at apex institutions). 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
liquid resources of the first degree (cash ratio) and of 20% for liquid resources of the second degree (quick ratio). The 5% quantile indicates the ratio between available and required
liquidity of liquidity surpassed by 95% of banks on the respective reporting date.

Table A19

Market Risk!

2006 ‘ 2007 ‘ 2008 ‘ 2009 ‘ 2010 ‘ 2011 ‘ 2012 ‘ 2013

End of period, EUR million and %
Interest rate risk
Basel ratio for interest rate risk, %2 5.6 4.5 39 37 39 50 4.0 3.8
Capital requirement for the position risk of interest
rate instruments in the trading book 7373 | 1,082.6 953.3 780.9 618.3 625.0 4419 3242
Exchange rate risk
Capital requirement for open foreign exchange positions 752 741 103|752 811 | 923|708 | 617
Equity price risk
Capital requirement for the position risk of equities
in the trading book 101.0 180.6 186.9 176.9 1971 1913 151.5 10741

Source: OeNB.

" Based on unconsolidated data. The calculation of capital requirements for market risk combines the standardized approach and internal value-at-risk (VaR) calculations. The latter use
previous day 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.

2 Average of the Basel ratio for interest rate risk (loss of present value following a parallel yield curve shift of all currencies by 200 basis points in relation to regulatory capital) weighted by
total assets of all Austrian credit institutions excluding banks that operate branches in Austria under freedom of establishment. For banks with a large securities trading book, interest rate
instruments of the trading book are not included in the calculation.
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Table A20
Market Indicators of Selected Austrian Financial Instruments
2006 ‘ 2007 ‘ 2008 ‘ 2009 ‘ 2010 ‘ 2011 ‘ 2012 ‘ 2013
Share prices % of mid-2005 prices
Erste Group Bank 139.5 116.4 389 66.4 91.8 35.8 61.2 64.9
Raiffeisen Bank International 2214 198.6 37 75.7 82.5 40.3 60.3 491
EURO STOXX — Banks 142.9 130.2 472 70.3 524 32.8 359 45.2
Uniga 154.9 129.3 111.8 80.3 90.2 57.8 61.2 60
Vienna Insurance Group 119.6 123.7 54.2 81 88.6 7.7 90.8 814
EURO STOXX — Insurance 1454 130.8 68.9 75 71 58.8 764 101.8
Relative valuation Price-to-book value ratio
Erste Group Bank 2.03 174 0.50 0.80 1.30 048 0.88 093
Raiffeisen Bank International 3.05 2.84 0.55 112 115 0.53 0.83 0.68
EURO STOXX — Banks 2.2 1.75 0.57 0.94 0.64 0.36 0.60 0.96
Uniga 2.6 218 194 141 2.25 118 1.05 1.03
Vienna Insurance Group 247 1.79 0.71 1.03 1.21 098 1.07 0.96
EURO STOXX — Insurance 198 1.68 0.84 1.03 094 0.69 0.81 093
Source: Thomson Reuters, Bloomberg.
Table A21
Key Indicators of Austrian Insurance Companies
2006 ‘ 2007 ‘ 2008 ‘ 2009 ‘ 2010 ‘ 2011 ‘ 2012 ‘ 2013

End of period, EUR million

Business and profitability

Premiums X 15,739 16,180 16,381 16,652 16,537 16,341 16,608
Expenses for claims and insurance benefits X 10,797 11,608 12,348 11,882 12,826 12,973 13,150
Underwriting results X 301 119 132 373 295 455 592
Profit from investments X 4168 2,370 2,729 3,203 2964 3,391 3,354
Profit from ordinary activities X 1773 411 744 1,101 1162 1,395 1,524
Acquisition and administrative expenses X 3,259 3,315 3,241 3,382 3,541 3,499 3,528
Total assets X 86,951 93911 99,227 | 105,099 | 105945 | 108374 | 110,391
Investments
Total investments X 81,036 87,698 92,260 98,300 99,776 | 103,272 | 105496
of which: debt securities X 32,989 35,209 36,397 38,223 37,813 37,614 39,560
stocks and other equity securities’ X 11,452 12,531 12,811 12,559 12,363 12,505 12,464
real estate X 4,818 5138 5,246 5,703 5236 5,371 5,689
Investments for unit-linked and index-linked life insurance X 8,894 9,319 12,822 15,325 15,870 18,330 19127
Claims on domestic banks X X 16,079 17168 16,458 16,405 16,872 16,687
Reinsurance receivables X X 1,272 1,218 1,229 1,733 1933 824

X

Risk capacity (solvency ratio), % 3000 | 3000 | 3000| 3560 | 3320 3500| 3680

Source: FMA, OeNB.

" Contains shares, share certificates (listed and not listed) and all equity instruments held by mutual funds.
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Table A22
Assets Held by Austrian Mutual Funds
2006 ‘ 2007 ‘ 2008 ‘ 2009 ‘ 2010 ‘ 2011 ‘ 2012 ‘ 2013
End of period, EUR million

Domestic securities 49,593 58,920 48,777 48,765 51,001 50,046 50,963 49,757
of which: debt securities 17,632 14,938 14,601 16,013 15,884 16,683 17,527 16,203

stocks and other equity securities 31,961 3,812 1,473 2,863 3,696 2,991 3,637 3,610
Foreign securities 109,306 | 106,726 78,655 89,845 96,684 87458 96,854 99,647
of which: debt securities 70,280 66,473 57,598 61,961 61,744 58,695 63,661 62,972

stocks and other equity securities 39026 23,723 8,899 12,663 15,540 12,097 14,208 16,278
Net asset value 168,860 | 165,646 127432 138,610 147,684 137,504 147,817 149,404
of which: retail funds 120,402 117,864 82,804 85,537 88,313 78,299 84,158 83,238

institutional funds 48458 47782 44,628 53,073 59372 59205 63,659 66,167
Consolidated net asset value 140,829 137,092 105,620 115,337 123,794 116,747 126,831 128,444
Source: OeNB.

Table A23
Structure and Profitability of Austrian Fund Management Companies
2006 ‘ 2007 ‘ 2008 ‘ 2009 ‘ 2010 ‘ 2011 ‘ 2012 ‘ 2013
End of period, EUR million

Total assets 537 544 504 642 699 661 644 670
Operating profit 138 178 89 106 142 125 111 131
Net commissions and fees earned 288 354 269 258 302 284 283 310
Administrative expenses' 162 194 196 185 199 195 205 219
Number of fund management companies 27 28 29 30 29 29 29 29
Number of reported funds 2177 2,329 2,308 2,182 2,203 2,171 2,168 2,161

Source: OeNB.

! Administrative expenses are calculated as the sum of personnel and material expenses.
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Table A24
Assets Held by Austrian Pension Funds
2006 ‘ 2007 ‘ 2008 ‘ 2009 ‘ 2010 ‘ 2011 ‘ 2012 ‘ 2013
End of period, EUR million
Total assets 12,496 12,924 11,936 13,734 14,976 14,798 16,335 17,385
of which: direct investment X X X 1,239 968 1,139 1,139 1,640
mutual funds X X X 11,235 13944 13,626 15,278 17,383
foreign currency (without derivatives) X X X X X X 5714 5963
stocks X X X X X X 4,805 5472
debt X X X X X X 8464 7,650
real estate X X X X X X 567 582
cash and deposits X X X X 1,181 1,624 1,488 2,033
Source: OeNB, FMA.
Table A25
Assets Held by Austrian Severance Funds
2006 ‘ 2007 ‘ 2008 ‘ 2009 ‘ 2010 ‘ 2011 ‘ 2012 ‘ 2013
End of period, EUR million
Total direct investment 295.6 5983 1,062.2 884 1,004 1,393 1,442 1,528
of which: euro-denominated 2884 579.6 1,043.4 866 985 1,363 1,415 1,507
foreign currency-denominated X 187 18.8 17 19 30 27 21
accrued income claims from direct investment 4.2 8.6 16.5 15 16 19 22 55
Total indirect investment 832.5 1,023.8 1,076.4 1946 2,569 2,891 3,834 4,701
of which: total of euro-denominated investment in
mutual fund shares 7814 963.8 1,038.7 1,858 2,379 2,741 3,540 4,220
total of foreign currency-denominated
investment in mutual fund shares 51.1 60.0 377 88 190 151 294 481
Total assets assigned to investment groups 11281 1,622.1 2138.6 2,830 3,573 4,284 5,254 6,218

Source: OeNB.

Note: Due to special balance sheet operations, total assets assigned to investment groups deviate from the sum of total indirect investments.
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Table A26

Transactions and System Disturbances in Payment and Securities Settlement Systems

2006 ‘ 2007 ‘ 2008 ‘ 2009 ‘ 2010 ‘ 2011 ‘ 2012 ‘ 2013

Number of transactions in million, value of transactions in EUR billion
HOAM.AT
Number X X 3 1 1 1 1 1
Value X X 6,724 9,305 9447 7,667 9974 5906
System disturbances X X 5 5 4 1 1 3
Securities settlement systems
Number 3 3 2 2 2 2 2 2
Value 449 600 502 365 398 439 418 369
System disturbances 0 0 0 0 0 0 1 5
Retail payment systems
Number 449 492 528 574 617 666 688 1,005
Value 35 37 42 46 49 50 55 72
System disturbances 58 20 16 19 25 4 4 2
Participation in international payment systems
Number 17 21 25 31 31 36 4 53
Value 1,469 1946 1,995 1,225 1164 1,306 1,820 1,643
System disturbances 4 1 0 0 0 0 0 0
Source: OeNB.
Note: Data refer to the respective 12-month period.
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Periodical Publications

See www.oenb.at for further details.

Geschiftsbericht (Nachhaltigkeitsbericht) German | annually
Annual Report (Sustainability Report) English | annually

This report informs readers about the Eurosystem’s monetary policy and underlying economic con-
ditions as well as about the OeNB’s role in maintaining price stability and financial stability. It also
provides a brief account of the key activities of the OeNB’s core business areas. The OeNB’s financial
statements are an integral part of the report.
http://www.oenb.at/en/Publications/Oesterreichische-Nationalbank/Annual-Report. html

Konjunktur aktuell German | seven times a year

This online publication provides a concise assessment of current cyclical and financial developments
in the global economy, the euro area, Central, Eastern and Southeastern European countries, and in
Austria. The quarterly releases (March, June, September and December) also include short analyses
of economic and monetary policy issues.

http://www.oenb.at/Publikationen/ Volkswirtschaft/Konjunktur-aktuell. html

Monetary Policy & the Economy English | quarterly

This publication assesses cyclical developments in Austria and presents the OeNB’s regular macro-
economic forecasts for the Austrian economy. It contains economic analyses and studies with a parti-
cular relevance for central banking and summarizes findings from macroeconomic workshops and
conferences organized by the OeNB.
http://www.oenb.at/en/Publications/Economics/Monetary-Policy-and-the- Economy. html

Fakten zu Osterreich und seinen Banken German | twice a year
Facts on Austria and Its Banks English | twice a year

This online publication provides a snapshot of the Austrian economy based on a range of structural
data and indicators for the real economy and the banking sector. Comparative international measures
enable readers to put the information into perspective.
http://www.oenb.at/en/Publications/Financial-Market / Facts-on-Austria-and-Its-Banks. html

Financial Stability Report English | twice a year

The Reports section of this publication analyzes and assesses the stability of the Austrian financial
system as well as developments that are relevant for financial stability in Austria and at the internatio-
nal level. The Special Topics section provides analyses and studies on specific financial stability-rela-
ted issues.

http://www.oenb.at/en/Publications/Financial-Market/Financial-Stability-Report. html

Focus on European Economic Integration English | quarterly

This publication presents economic analyses and outlooks as well as analytical studies on macroeco-
nomic and macrofinancial issues with a regional focus on Central, Eastern and Southeastern Europe.
http://www.oenb.at/en/Publications/Economics/Focus-on-European-Economic-Integration. html

Statistiken — Daten & Analysen German | quarterly

This publication contains analyses of the balance sheets of Austrian financial institutions, flow-of-
funds statistics as well as external statistics (English summaries are provided). A set of 14 tables (also
available on the OeNB’s website) provides information about key financial and macroeconomic indi-
cators.

http://www.oenb.at/Publikationen/Statistik/Statistiken---Daten-und-Analysen.html
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of the Oesterreichische Nationalbank

Statistiken — Daten & Analysen: Sonderhefte German | irregularly
Statistiken — Daten & Analysen: Special Issues English | irregularly

In addition to the regular issues of the quarterly statistical series “Statistiken — Daten & Analysen,”
the OeNB publishes a number of special issues on selected statistics topics (e.g. sector accounts,
foreign direct investment and trade in services).
http://www.oenb.at/en/Publications/Statistics/Special-Issues. html

Research Update English | quarterly

This online newsletter informs international readers about selected research findings and activities of
the OeNB’s Economic Analysis and Research Department. It offers information about current publi-
cations, research priorities, events, conferences, lectures and workshops. Subscribe to the newsletter
at:

http://www.oenb.at/en/Publications/Economics/Research-Update.html

CESEE Research Update English | quarterly

This online newsletter informs readers about research priorities, publications as well as past and up-
coming events with a regional focus on Central, Eastern and Southeastern Europe. Subscribe to the
newsletter at:

http://www.oenb.at/en/Publications/Economics/CESEE-Research-Update. html

OeNB Workshops Proceedings German, English | irregularly

This series, launched in 2004, documents contributions to OeNB workshops with Austrian and
international experts (policymakers, industry experts, academics and media representatives) on mo-
netary and economic policymaking-related topics.
http://www.oenb.at/en/Publications/Economics/Proceedings-of- OeNB- Workshops. html

Working Papers English | irregularly

This online series provides a platform for discussing and disseminating economic papers and research
findings. All contributions are subject to international peer review.
http://www.oenb.at/en/Publications/Economics/ Working-Papers.html

Proceedings of the Economics Conference English | annually

The OeNB’s annual Economics Conference provides an international platform where central bank-
ers, economic policymakers, financial market agents as well as scholars and academics exchange
views and information on monetary, economic and financial policy issues. The proceedings serve to
document the conference contributions.
http://www.oenb.at/en/Publications/Economics/Economics-Conference. html

Proceedings of the Conference on

European Economic Integration English | annually
The OeNB’s annual Conference on European Economic Integration (CEEI) deals with current issues
with a particular relevance for central banking in the context of convergence in Central, Eastern and
Southeastern Europe as well as the EU enlargement and integration process. For an overview see:
http://www.oenb.at/en/Publications/Economics/Conference-on- European- Economic-Integration- CEEL html
The proceedings have been published with Edward Elgar Publishers, Cheltenham/UK, Northampton/
MA, since the CEEI 2001.

www.e-elgar.com

Publications on Banking Supervisory Issues German, English | irregularly

Current publications are available for download; paper copies may be ordered free of charge.

See www.oenb.at for further details.
http://www.oenb.at/en/Publications/Financial-Market / Publications-of-Banking-Supervision. html
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