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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 three and six 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 2016 should be

e-mailed to

eva.gehringer-wasserbauer(@oenb.at

by November 1, 2015.

Applicants will be notified of the
jury’s decision by mid-December. The
following round of applications will
close on May 1, 2016.
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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.






Reports

The reports were prepared jointly by the Foreign Research Division, the Economic
Analysis Division as well as the Financial Stability and Macroprudential Supervision Division
together with the Supervision Policy, Regulation and Strategy Division and the Off-Site
Supervision Division — Less Significant Institutions, with contributions by Nicolds Albacete,
Andreas Breitenfellner, Judith Eidenberger, Andreas Greiner, Stefan Kavan, David Liebeg,
Florian Martin, Georg Merc, Benedict Schimka, Stefan Schmitz, Josef Schreiner, Eva Ubl,
Walter Waschiczek, Daniela Widhalm and Tina Wittenberger.



Management summary

Declining yields in early 2015
amid modest global recovery
Global economic dynamics weakened
in the first half of 2015 as a result of
slower growth in the U.S.A. as well as
a continued economic slowdown in
emerging economies, where financial
outflows brought sustainability issues
to the fore. Despite geopolitical ten-
sions, the euro area economy emerged
from recession in 2014. It gained fur-
ther momentum in the first months of
2015 as the monetary policy measures
adopted by the Governing Council of
the ECB — including an asset purchase
program and the supply of further long-
term liquidity to the banking sector —
as well as low energy prices and a rela-
tively low exchange rate provided fur-
ther stimulus.

Given the accommodative stance of
monetary policy and a subdued infla-
tion outlook, the yields on euro area
government bonds continued to decline
in the first months of 2015. The signifi-
cant yield decline benefited all econo-
mies of the euro area (with the excep-
tion of Greece) as a search for yield in
an environment of low interest rates
caused risk premiums to contract.
However, volatility in bond markets,
stock exchanges, foreign exchange rates
and commodity prices has intensified
since then. Whether this reflects tem-
porary corrections or more fundamen-
tal changes in line with macroeconomic
developments is an issue that will shape
the future financial risk environment.

The economic recovery in many
countries of Central, Eastern and
Southeastern Europe (CESEE) contin-
ued in the second half of 2014, and
financial market developments were
broadly favorable, especially in the EU
Member States of the region, reflecting
a comparatively sound macrofinancial
environment and favorable global li-

quidity conditions. However, more vol-
atility was observed in Bulgaria and
Turkey, while turbulences in Russia and
Ukraine persisted. Credit market de-
velopments in CESEE were also broadly
favorable, especially in Hungary, Poland,
the Czech Republic and Slovakia, and a
further deceleration of credit growth in
Russia and Ukraine was noticeable.
Credit growth in CESEE is increasingly
being financed by domestic deposits,
and the share of foreign currency-
denominated loans in total loans has
decreased further. Nonperforming loan
ratios have remained broadly stable or
decreased somewhat. Banking sector
profitability, however, continues to be
weak and has even deteriorated in sev-
eral countries against the background
of increasing provisions and write-offs.
On the plus side, banking sectors
throughout most of the region continue
to be well capitalized.

Growth of credit to the Austrian
nonfinancial sector still low

In Austria, economic growth remained
weak in 2014 and the first quarter of
2015. Reflecting this subdued eco-
nomic environment, the gross operat-
ing surplus of nonfinancial corpora-
tions fell slightly in 2014 in real terms,
while low interest rates continued to
support corporate profitability.

Loans by Austrian banks to domes-
tic nonfinancial corporations grew at a
modest pace, reflecting both supply-
and demand-side factors. On the one
hand, banks continued their cautious
lending policies, while on the other
hand, loan demand by enterprises
remained low in the currently weak
cyclical environment. Bond issuance,
which had been a major source of ex-
ternal finance for the corporate sector
in the past years, was negative in 2014
in net terms. Bank lending to house-
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holds, which was driven primarily by
housing loans, was also subdued. Resi-
dential property price growth moder-
ated considerably in the course of
2014. According to the OeNB funda-
mentals indicator for residential prop-
erty prices, prices were justified by
fundamentals in the fourth quarter of
2014.

Modest debt growth and low inter-
est rates eased the interest burden for
firms and households, reinforced by a
very high share of variable rate loans in
total domestic lending. While the latter
undoubtedly advanced the pass-through
of the ECB’s lower key interest rates, it
implies considerable interest rate risks
for debtors. The still significant share
of foreign currency loans in total lend-
ing also remains a risk factor, especially
for Austrian houscholds, despite a no-
ticeable decrease in the past years as a
consequence of stepped-up supervisory
efforts. However, the appreciation of
the Swiss franc as of mid-January 2015
has increased both the outstanding vol-
ume and the funding gap (between the
repayment vehicles’ expected final
value and the amount outstanding at
loan maturity). In April 2015, this gap
amounted to EUR 6 billion. Another
source of risk is the repayment vehicles’
future performance, as valuations might
erode when financial markets turn,
thereby further widening the funding
gap. Although the majority of foreign
currency bullet loans will mature after
2019, hoping for exchange rates or asset
valuation to turn for the better is a risky
strategy.

New macroprudential measures
will improve systemic resilience
of Austrian banking sector

On June 1, 2015, Austria’s macropru-
dential policy body, the Financial Mar-
ket Stability Board (FMSB), recom-
mended that the Austrian Financial

Market Authority (FMA) activate the
systemic risk buffer (SRB) and the buf-
fer for other systemically important
institutions (O-SII) for selected banks.
These macroprudential measures had
been previously recommended by the
OeNB as they will improve the finan-
cial stability of the Austrian banking
system by addressing structural and
systemic risks.

In 2014, the consolidated profit of
the Austrian banking sector was back
in positive territory and the overdue
consolidation has now started in ear-
nest. However, these positive develop-
ments were driven by the restructuring
of Hypo Alpe-Adria-Bank International
AG (HAA) and the outlook for banks’
profitability remains under pressure
also due to geopolitical developments.

Austrian banks’ consolidated oper-
ating profit improved, as banks were
able to increase their net interest in-
come, but the low interest rate envi-
ronment may compromise this trend
over the medium term. Loan loss pro-
visions remained at elevated levels in
2014, although they decreased com-
pared to 2013. Also, the increase in
Austrian banks’ capital levels that had
been observed over the past years came
to a halt in 2014: The three largest
Austrian banks even faced a reduction
in their capital ratios and continue to
lag behind their peer groups.

Subsidiaries in CESEE continued to
make a positive contribution to the
Austrian banking sector’s consolidated
profit, but total earnings plummeted to
a historic low in 2014, and — similar to
past years — profits were concentrated
in just a few countries. In general, the
outlook for Austrian banks’ profitabil-
ity in CESEE remains weak due to on-
going political and geopolitical uncer-
tainties as well as the protracted resolu-
tion of legacy issues, i.e. nonperforming
loans, in some countries.

Management summary
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Management summary

Recommendations by the OeNB
To strengthen financial stability in
Austria, the OeNB recommends that
the following measures be taken:

* Banks should continue to strive for
capital levels that are commensurate
with their risk exposures. Systemic
risks caused by a bank’s size, inter-
connectedness and emerging market
exposure should be addressed by
means of the systemic risk buffer
(SRB) and the buffer for other sys-
temically  important  institutions
(O-SII) as proposed by the FMSB.

* The still difficult profitability situa-
tion requires active cost management
and risk-adequate pricing.

* The close monitoring of risks related
to foreign currency loans and loans
with repayment vehicles remains im-
portant. Against the background of
increased funding gaps and risks
regarding repayment vehicle values,

banks and customers should assess
the latter’s risk-bearing capacity
and take risk-reducing measures if
deemed necessary.

As to CESEE subsidiaries, the resolu-
tion of nonperforming assets is cru-
cial and on-going initiatives to deal
with legacy issues should be proac-
tively pursued. Banks should also
continue to strive for sustainable
loan-to-local stable funding ratios at
the subsidiary level and for risk-
adequate pricing of intragroup liqui-
dity transfers.

The effects of the ultra-low interest
rate environment are still difficult
to assess, but banks and insurance
companies may need to adapt their
business models to this challenging
environment.

Insurance undertakings should con-
tinue to prepare for Solvency II.

10
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International macroeconomic environment:
modest global recovery amid resurging

market volatilities

U.S. and euro area economies
recover at different paces
Global economic dynamics lost mo-
mentum in the review period from No-
vember to May 2015 and the global
economy is expected to expand less
than anticipated in 2015. Disappointing
economic performance in the U.S.A.
contrasted with favorable developments
in Europe, while growth in emerging
economies continued its slowdown,
with financial outflows bringing sus-
tainability issues to the fore. Subdued
data on U.S. economic activity created
uncertainty about the pace of monetary
policy normalization in the U.S.A. In
the euro area, the asset purchase pro-
gram of the Eurosystem, generally low
energy prices and a relatively low ex-
change rate have contributed to posi-
tive surprises in terms of growth since
the beginning of the year. Given the ac-
commodative stance of monetary pol-
icy and a still subdued inflation out-
look, the yields on euro area govern-
ment bonds continued to decline in the
first months of 2015, benefiting both
core and stressed economies in the euro
area. More recently, volatility in bond
markets, stock exchanges, foreign ex-
change rates and commodity prices has
intensified. Whether the abrupt rever-
sal of compressed global risk premia
observed since May reflects merely
temporary corrections amplified by
low market liquidity or more funda-
mental drivers such as global growth
rebalancing is an issue that will shape
the future financial risk environment.
In the U.S.A., economic activity
disappointed due to temporary factors
in the first quarter of 2015 resulting in
a quarter-on-quarter decline of 0.2%,
after growth had already slowed down

in the previous quarter. GDP has been
dampened by private consumption, in-
vestment and negative net exports.
Nevertheless, labor markets continue
to improve as vivid job creation has re-
duced unemployment to 5.4%, albeit at
historically low participation rates.
Low productivity growth implies, how-
ever, that much of the employment cre-
ation has been taking place in low wage
sectors. Fiscal policy no longer rep-
resents a significant drag on economic
growth and monetary policy has re-
mained accommodative. The Federal
Reserve is preparing the public for a
raise in the federal funds rate “at some
point” this year conditional on contin-
ued improvement in labor markets and
reasonable confidence that inflation
will move back to 2% over the medium
term. Consumer price inflation has
hovered around 0% since the beginning
of 2015 but has been showing a modest
upward tendency more recently. Even
if one excludes the volatile components
food and energy, inflation remains be-
low the Fed’s objective.

In Japan, GDP growth surprised on
the positive side by doubling to 0.6%
(quarter on quarter) in the first quarter
of 2015, surmounting a short but deep
recession in 2014 that had followed a
hike of consumption tax. Apart from a
stable contribution of private consump-
tion, the main boost to the economy
came from a rebound of inventories.
Given Japan’s improving current ac-
count balance, net exports are likely to
become a growth driver again. The Jap-
anese economy is expected to continue
recovering moderately. So far, neither
the growth dynamics nor higher pay
settlements have helped to raise wage
growth substantially, despite the fact

Economic growth

below expectations

in the U.S.A. and
emerging markets
but stronger than
expected in Japan
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International macroeconomic environment:
modest global recovery amid resurging market volatilities

ECB implements

further nonstandard

monetary policy
measures

that the unemployment rate fell to
3.4%, the lowest level seen for almost
18 years. Inflation decreased to below
1% in April 2015 with consumption
tax-adjusted inflation plummeting to
—1.7%. Longer-term inflation expecta-
tions appear to be declining marginally.
Since October 2014, the Bank of Japan
has been expanding its expansive mon-
etary policy measures, referred to as
quantitative and qualitative monetary
casing (QQE), with the aim of “con-
verting people’s deflationary mindset.”
Long-term growth is viewed to depend
on structural reforms — the third arrow
of the Japanese prime minister’s “Aben-
omics.”

China’s economic growth continues
to decelerate, with GDP expanding at
an annual rate of 7% in the first quarter
of 2015, due to contracting investment
in construction, which was partly com-
pensated by external demand. Inflation
stayed constant at 1.5% — half the value
targeted by the People’s Bank of China,
which reduced its key interest rate by
25 basis points and extended the collat-
eral pool for monetary policy opera-
tions in May 2015 against the back-
ground of sinking industrial producer
prices.

On January 15, 2015, the Swiss
National Bank (SNB) discontinued its
currency ceiling, set at CHF 1.20 to
the euro, which it had maintained for
four years. The Swiss franc appreciated
immediately and has since floated
below parity with the euro.

Euro area recovery picks up
speed in low-inflation environment

The recovery of the euro area economy
has gathered pace: GDP grew by 0.4%
(quarter on quarter) in the first quarter
of 2015 — 0.1 percentage points faster
that in the preceding quarter. Among
the larger euro area economies, Spain
and France performed best, with growth

rates of 0.9% and 0.6%), respectively;
both Germany and Italy reached 0.3%,
signifying a slowdown for the former
and improvement for the latter. Euro
area inflation entered negative territory
in late 2014 but has gradually emerged
from it since then. The recent volatility
has mainly been driven by energy and
food prices, while core inflation has
gradually decreased to 0.6% given the
output gap stemming from the last dou-
ble-dip recession. In early 2015, infla-
tion was below 1% in almost every
country of the euro area; Spain and
Greece continued to experience defla-
tion even. Euro area-wide inflation ex-
pectations reached a low in January
2015, but have improved since then.
The unemployment rate has continued
to decline slowly but steadily, reaching
11.3% in the first quarter. Employment
creation weakened at the end of 2014
but is expected to accelerate during
2015.

Following contractionary tenden-
cies in previous years, the fiscal stance
turned neutral in 2014, while mone-
tary policy became even more accom-
modative. The Eurosystem’s conven-
tional policies remained unchanged,
with the key interest rates at record low
levels (negative deposit facility rate).
Additionally, the ECB’s Governing
Council decided to expand its asset
purchase program by adding purchases
of public sector securities to the exist-
ing private sector asset purchases in or-
der to address the risks of a too pro-
longed period of low inflation. Monthly
purchases of public and private sector
securities amount to EUR 60 billion
under the new expanded asset purchase
program. They are intended to be car-
ried out until the end of September
2016 and in any case until the Govern-
ing Council sees a sustained adjustment
in the path of inflation that is consistent
with its aim of achieving inflation rates

12
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below, but close to, 2% over the me-
dium term. In order to boost lending to
SMEs, the Eurosystem continued its
targeted longer-term refinancing oper-
ations (TLTROs). In the review period,
the euro exchange rate continued to
depreciate gradually in line with the in-
creasingly expansionary monetary pol-
icy stance and low inflation expecta-
tions, losing more than 13% against the
U.S. dollar and above 8% in nominal
effective terms against a basket of 21
currencies. In mid-May 2015, the euro
showed signs of strengthening in view
of uncertainties about the Fed’s path of
monetary normalization, but then fell
back to below USD 1.1/EUR.

In the review period, the represen-
tative stock index D] Euro Stoxx rose
by around 19%, more than twice the
increase of the comparable U.S. Dow
Jones Industrials. More recently, Euro-
pean stock markets have become more
volatile as the D] Euro Stoxx fell from
its peak in mid-April 2015 but recov-
ered thereafter. Given the accommoda-
tive stance of monetary policy and a
subdued inflation outlook, the yields
Oon euro area government bonds contin-
ued to decline in the first months of
2015. Yields of German ten-year gov-
ernment bonds fell temporarily to re-
cord lows of 0.08% at the end of April.
The significant yield decline also bene-
fited euro area economies under stress
(with the exception of Greece) as a
search for yield in a low-interest envi-
ronment caused risk premiums to con-
tract. Spanish ten-year government
bonds, for instance, had fallen by al-
most 100 basis points to 1.14% by
March 2015 but rebounded as negotia-
tions between the newly elected Greek
government and its creditors proved
more challenging and drawn out than
anticipated. Greek benchmark bond
yields peaked at 13.6% at the end of
April but have softened since then. Vol-

International macroeconomic environment:

modest global recovery amid resurging market volatilities

atility also reemerged in global energy
markets. Brent crude oil prices, for in-
stance, fell from almost USD 85 per
barrel in early November 2014 to above
USD 45 in mid-January 2015 and then
gradually increased to around USD 68
in early May before moderating once
again.

CESEE: banking sector profitability
weakens in an otherwise broadly
stable macrofinancial environment

The economic recovery that had set in
in mid-2013 in many countries of Cen-
tral, Eastern and Southeastern Europe
(CESEE) continued in the second half
of 2014. It did not really gain speed,
however. This is partly due to the ongo-
ing weaknesses in the euro area during
this period and the consequent lack of
substantial trade impulses from the
CESEE region’s number one trading
partner. Economic and political uncer-
tainties also weighed on the region’s
economic performance. This is espe-
cially true for Russia, where growth
basically stagnated, and Ukraine, which
went into a deep recession. However,
preliminary figures for the first quarter
of 2015 are promising, with growth ac-
celerating especially in the Czech Re-
public, Poland and Romania.

Financial markets developed broadly
favorable, especially in the CESEE EU
Member States, reflecting a compara-
tively sound macrofinancial environ-
ment and favorable global liquidity con-
ditions. However, some more volatility
was observed in Bulgaria and Turkey,
and turbulences in Russia and Ukraine
persisted.

In Bulgaria, the risk assessment de-
teriorated in late 2014 in the context of
ongoing problems related to Corporate
Commercial Bank (CCB). In Novem-
ber 2014, the Bulgarian National Bank
revoked CCB’s banking license. In or-
der to pay back guaranteed deposits,

Economic recovery

continues in many
CESEE countries

amid broadly stable

macrofinancial
conditions
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International macroeconomic environment:
modest global recovery amid resurging market volatilities

Further inter-
national financial
support for Ukraine

the center-right government that had
been brought to power in early elec-
tions in October 2014 had to extend a
loan to the Bulgarian bank deposit
guarantee fund, which was not suffi-
ciently equipped to pay out all insured
CCB deposits. This step helped to calm
the situation and CDS premiums have
embarked on a downward trend since.
The spillovers of CCB’s problems to the
rest of the Bulgarian banking sector have
been contained. Also, the country’s
currency board arrangement has not
come under pressure as the abundant
coverage of base money by gross for-
eign reserves has remained unchanged.

The Turkish lira has depreciated no-
tably against the U.S. dollar and weak-
ened by more than 14% since the be-
ginning of the year. In early June 2015,
the currency reached a historic low
against the U.S. dollar. The deprecia-
tion against the euro was more moder-
ate but still amounted to some 7%. In
early March 2015, the Central Bank of
the Republic of Turkey (CBRT) at-
tempted to counter the depreciation
pressure by changes to foreign currency
(FX) auctions and FX borrowing facili-
ties for banks, after having cut the
benchmark interest rate by 75 basis
points in two steps in January and Feb-
ruary 2015 to 7.5%. The two consecu-
tive rate reductions followed pressure
from the government which threatened
the CBRT’s independence and which
persisted until the CBRT Governor and
the President of the Republic jointly
confirmed the benefits of the monetary
policy focus on price stability and the
risk of loose monetary policy for the
currency on March 12, 2015.

The military conflict in Eastern
Ukraine hit the Ukrainian economy'

through various channels. Risk indica-
tors deteriorated markedly, massive
capital outflows led to a drop in FX re-
serves and the depreciation of the
hryvnia continued. The currency even
reached new lows against the euro and
the U.S. dollar in February 2015. The
exchange rate pass-through, together
with rising administered prices, drove
inflation up to 58.4% year on year in
May 2015. Supported by the deprecia-
tion and despite production losses in
the heavily industrialized east and trade
disruptions with Russia, Ukraine’s cur-
rent account deficit decreased to 4% of
GDP in 2014 as imports declined faster
than exports.

Some stabilization on the FX mar-
ket could be achieved in March 2015,
following a ceasefire agreement, the in-
troduction of further capital controls, a
key policy rate hike to 30% and the an-
nouncement of an Extended Fund Fa-
cility (EFF) with the IMF amounting to
USD 17.5 billion. The EFF forms part
of an international support package
(IMF, EU, international financial insti-
tutions and bilateral aid from several
countries) set up to cover a large part of
Ukraine’s USD 40 billion funding
needs over the next four years. Finan-
cial support is connected to a compre-
hensive reform agenda, on which the
Ukrainian authorities have already
started to deliver. External debt re-
structuring is expected to yield a fi-
nancing contribution of USD 15 billion
and to restore Ukraine’s debt sustain-
ability. Discussions with sovereign and
quasi-sovereign eurobond holders were
initiated in March. After the disburse-
ment of the first USD 5 billion IMF
tranche, FX reserves almost doubled to
about USD 10 billion in March.

" For in-depth information on the macroeconomic environment and banking sector developments in Ukraine see:

Barisitz, S. and Z. Fungdcova. 2015. Ukraine: struggling banking sector amid substantial uncertainty. In:

OeNB. Financial Stability Report 29.
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The development of the Russian ru-
ble was marked by substantial ups and
downs in the review period. Against
the background of the oil price decline
and of strong capital outflows in the
course of 2014, the currency’s external
value declined especially in late 2014.
The Bank of Russia (CBR) announced
its official move to inflation targeting
and declared that from November 10,
2014, it would no longer intervene to
support the currency unless financial
stability was in danger. This announce-
ment was flanked by two increases of
the key interest rate in the fall of 2014
by a total of 250 basis points to 10.5%.
Still, in the wake of the acceleration of
the oil price decline in early December
2014, the CBR stepped up FX interven-
tions to support the ruble and, when
the plunge of the ruble intensified in
mid-December, sharply increased the
key interest rate to 17%.

The recovery of the oil price in
early 2015 as well as the substantial in-
terest rate hike have supported the ru-
ble and reined in market tensions. In

International macroeconomic environment:
modest global recovery amid resurging market volatilities

February, March, April and June, the
CBR lowered the key rate by a cumula-
tive 550 basis points to 11.5% in order
to account for the “shift in the balance
of risks” toward the “cooling economy.”
The ruble has appreciated substantially
since then, also due to carry trades by
Russian banks.

Increased uncertainty due to the oil
price decline and the sanctions is largely
responsible for record-high capital out-
flows: Private net capital outflows
reached USD 154 billion in 2014 (of
which almost half occurred in the
fourth quarter) and USD 32.6 billion in
the first quarter of 2015. Due to re-
peated sizable interventions in the six
months following late September 2014,
the country’s international reserves had
shrunk by about one-fifth to USD 357
billion by May 2015.

Domestic credit growth developed
broadly favorably in roughly half the
CESEE countries under observation. In
the Czech Republic, it hovered around
4% year on year in the first months of
2015; in Slovakia and Poland, it was

Chart 1
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International macroeconomic environment:
modest global recovery amid resurging market volatilities

Lending surveys

paint uneven picture

of future banking
sector develop-
ments

even somewhat higher at 6%. In Croa-
tia and Slovenia, the credit stock con-
tinued to decline, however less so than
previously. In Slovenia, the restructur-
ing of the banking sector continued: In
December 2014, the European Com-
mission approved the restructuring
plan for Banka Celje and its merger
with the previously rescued Abanka,
which was followed by a recapitaliza-
tion and the transfer of bad assets to a
bank asset management company. Also,
the privatization of Nova KBM has pro-
gressed and the sale is expected to be
finalized in the second quarter of 2015.

The most important change in
credit dynamics was observed in Hun-
gary. The exchange rate-adjusted credit
stock in the country began to expand
again for the first time since mid-2009.
While part of this development is due
to statistical reasons related to the man-
dated conversion of foreign currency
consumer mortgage loans into forint
loans at the prevailing market exchange
rate of early November 2014, credit de-
velopments were also supported by the
Hungarian central bank’s (MNB) Fund-
ing for Growth Scheme (FGS). The
scheme was expanded and extended in
autumn 2014 and is now scheduled to
run out at mid-2016. In addition, in
mid-March 2015 the MNB launched an
additional FGS+ scheme with similar
conditions, but also temporarily as-
sumed part of the credit losses from
banks to enable the participation of less
creditworthy SMEs. So far almost
22,000 enterprises have participated in
the schemes, drawing funds of almost
HUF 1,400 billion (some EUR 4.5 bil-
lion). In order to safeguard financial
stability once the credit cycle turns, the
central bank introduced new pay-
ment-to-income and loan-to-value ra-
tios with effect from the beginning of
2015  (penalizing foreign currency
loans).

Deteriorating credit dynamics were
reported for Russia and Ukraine against
the background of an increasingly frag-
ile general economic environment and
substantial policy rate hikes. Credit
growth also decelerated somewhat in
Turkey in late 2014 promoted by sev-
eral macroprudential measures by the
Turkish central bank to put a brake on
expansion. The first
months of 2015, however, again brought
some reacceleration of credit growth,
bringing credit expansion further away
from the central banks’ target.

The most substantial deterioration
was reported for Bulgaria. This devel-
opment, however, was largely related
to statistical reasons. As already men-
tioned, the Bulgarian National Bank re-
voked Corporate Commercial Bank’s
banking license. With this move, loans
previously ~granted by the bank
(amounting to some BGN 5.3 billion)
were no longer included in the official
monetary statistics.

Lending surveys paint a heteroge-
neous picture of the CESEE region:
The bank lending conditions index for
Emerging Europe as compiled by the
Institute of International Finance tight-
ened in the first quarter of 2015, after
having eased for three consecutive
quarters in 2014. At 49.6, the index
stood slightly below the threshold of 50
which indicates easing lending condi-
tions. This development was driven by
a plunge in loan demand, after banks
had reported (at times substantially)
rising demand throughout most of 2014.
In particular demand for corporate and
housing loans nose-dived. On the posi-
tive side, funding conditions improved
slightly, driven by a further easing in
international funding conditions, while
domestic funding conditions continued
to tighten. Although nonperforming
loans (NPLs) continued to trend up in
carly 2015, banks expect NPLs to start

swift credit
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International macroeconomic environment:
modest global recovery amid resurging market volatilities

Chart 2

Growth of credit to the private sector
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declining in the near future, helping
the overall NPL index to rise to 51.

The most recent CESEE Bank
Lending Survey of the European In-
vestment Bank (EIB), published in late
2014, reported an increase in credit de-
mand and a stabilization of supply con-
ditions (such as credit standards and
credit terms and conditions), although
both supply and demand levels remain
low. Supply and demand are expected
to improve in the first half of 2015.
Banks’ assessment of credit demand is
now close to the level observed in late
2012. The EIB reports funding condi-
tions to be fairly favorable, with access
to funding positive across all sources. It
also finds increasing evidence of a new
funding model emerging, with local
funding playing a more prominent role,
substituting for decreased cross-border
funding (i.e. mainly intra-group fund-
ing of foreign-owned banks by their
parent institutions).

This is in part confirmed by expo-
sure data provided by the Bank for In-

ternational Settlements (BIS): The ex-
posure of BIS reporting banks vis-a-vis
the CESEE region declined by EUR 8
billion and EUR 16.4 billion in the
third and fourth quarters of 2014, re-
spectively  (locational = statistics, ex-
change rate adjusted). Reductions were
reported for most countries, but espe-
cially for Russia. At the same time, do-
mestic deposits kept increasing in all
CESEE countries in the second half of
2014, at least partly making up for the
reduction in external funding.

The EIB survey found that CESEE
remains clearly relevant in the strate-
gies of international banking groups
operating in the region. However, in-
ternational banks continue to be selec-
tive in their country-by-country strate-
gies. Roughly one-third of the groups
surveyed expect to expand their opera-
tions in CESEE, while another third
were found likely to reduce their oper-
ations in the region. Roughly half of the
groups signal that they have been re-
ducing their total exposure to CESEE,
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Foreign currency

loans continue their

downward trend

Credit quality

improves somewhat

Swiss franc loans

play a role in Poland

and Croatia

Credit expansion

increasingly financed

by domestic
deposits

while only one-third expects to con-
tinue doing so. The profitability of
banks’ CESEE operations is emerging
as a challenge. Expected returns on as-
sets for CESEE operations have been
decreasing compared with overall
group results. Banks are also reviewing
their assessments of the potential of
some CESEE markets.

Another issue characterizing the re-
gion is a high share of foreign currency
loans. The share of foreign currency
loans in total loans to households de-
clined most strongly in Hungary (from
52.9% in September 2014 to 5% in
March 2015) as the conversion of for-
eign currency consumer mortgage
loans into forint loans started. A nota-
ble reduction in the order of 2 percent-
age points was also reported for Bul-
garia and Romania. Ukraine was the
only country that reported a strong in-
crease in the share of foreign currency
loans in the review period (from 43.9%
to 56.9%) as the depreciation of the
hryvnia had a strong valuation effect on
the FX credit stock.

In March 2015, the share of foreign
currency loans in total loans to house-
holds was highest in Croatia (72%), fol-
lowed by Ukraine and Romania (55%
to 60%) and Poland and Bulgaria (30%
to 35%). The share was below 10% in
all other CESEE countries. Most of the
foreign currency loan stock was de-
nominated in euro. Other foreign cur-
rencies played a role in Ukraine (55%),
in Poland and Croatia (around 25%)
and to a lesser extent in Romania and
Slovenia (around 10%). Apart from
Ukraine (U.S. dollar) most of these
loans were denominated in Swiss franc
and therefore exposed to an exchange
rate shock after the Swiss National
Bank abandoned its exchange rate cap
vis-a-vis the euro from January 15,
2015. By mid-May, local currencies of
the region had lost some 10% to 15% of

their value against the Swiss franc.
While the Polish banking sector should
be able to cope with the effects of the
exchange rate shock (comparatively low
NPL ratio, broadly sound and sustain-
able credit expansion), the impacts on
Croatia could turn out somewhat more
pronounced. The country had been
stuck in recession for several years and
only managed a return to positive
growth rates in the final quarter of
2014. Furthermore, its banking sector
is already burdened with a compara-
tively high share of distressed loans.
Against this background, the Croatian
government froze the loan repayment
exchange rate for housing loans indexed
to or denominated in Swiss francs at
HRK 6.39/CHEF for one year. The costs
from exchange rate differences have to
be born completely by the commercial
banks.

Most countries of the region re-
ported broadly stable NPL ratios in the
review period. Notable reductions,
however, were reported for Slovenia
and Romania. In Slovenia, this develop-
ment was fueled by the transfer of a
further tranche of nonperforming loans
to a bad bank, while in Romania some
banks
from their balance sheets that were
fully or largely covered by adjustments
for impairment. The NPL ratio also de-
clined in Bulgaria, but less so than in
the previous two countries. A marked
increase in bad loans was only reported
for Ukraine, against the background of
the current economic hardship in the
country.

The gap between total outstanding
domestic claims and total domestic de-
posits (relative to GDP) was largely
closed or even negative in all CESEE
EU Member States under observation.
Over the past years, a slowly growing
deposit stock has been matched by a
steady or at times declining credit

removed uncollectible loans
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Chart 3

Banking sector: credit quality
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stock. This trend continued in the re-
view period: The funding gap declined
by 7 percentage points of GDP in Bul-
garia and by more than 8 percentage
points of GDP in Slovenia between
mid-2014 and end-2014. Hungary, Ro-
mania and Croatia reported reductions
in a range of three to four percentage
points of GDP. Only Slovakia recorded
a merely modest reduction (0.2 per-
centage points of GDP). The country,
however, has reported an overhang of
deposits over claims for several years.

In Ukraine and Russia, the funding
gap remained unchanged at a rather
high level at the end of 2014. Turkey
was the only CESEE country to report
an increase in the gap. In the review pe-
riod it increased by 2 percentage points
of GDP as deposit growth could not
keep pace with claims.

The developments outlined above
are broadly reflected in banks’ net ex-
ternal positions, which improved some-
what in most CESEE countries. This is
especially true for Bulgaria and Croa-
tia, but also for Hungary. A notable de-
terioration was only reported for Tur-
key, as domestic funding sources were
not sufficient to cover the credit expan-
sion. The banking sector continued to

hold net external liabilities in half of
the countries under observation, mostly
in a range of 6% to 9% of GDP. Only
Turkey recorded substantially larger
net external liabilities.

Banking sector profits were rather
muted in 2014, with only three coun-

Profits still
subdued...

Chart 4
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Chart 5
Banking sector: profitability
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...but banking
sectors remain well
capitalized

tries reporting a return on assets of
more than 1% (Czech Republic, Po-
land, Turkey). Profitability deterio-
rated somewhat in several countries
compared to a year earlier. This is espe-
cially true for Ukraine, where a mar-
ginally positive return on assets in 2013
turned into a loss of 4% in 2014 as
oan loss provisions nearly quadrupled
against the background of the severe
recession. Increasing provisions and
write-offs also took their toll on the
banking sectors in Russia, Hungary and
Romania; they even pushed profitabil-
ity into the red in the latter two coun-
tries. The reasons for this development
relate to the difficult general economic
environment in Russia, compensation
payments for unlawful terms in loan
contracts and the conversion of foreign
currency loans in Hungary and write-
offs of nonperforming loans in Roma-
nia. The only CESEE country to report

a notable improvement in profitability
was Slovenia as efforts toward banking
sector restructuring bore fruit. The
country, however, still reported a mod-
erately negative return on assets in
2014.

At the end of 2014, capital adequacy
ratios ranged from 14.9% in Poland to
21.9% in Bulgaria. At 12.5%, only
Russia recorded a capital adequacy ratio
that was notably lower than the CESEE
average. Compared to the end of 2013,
the banking sectors in Turkey, Roma-
nia, Slovenia and Bulgaria could in-
crease their capital base notably in
2014. In Bulgaria, the capital adequacy
ratio even jumped from 16.9% to
21.9%. In contrast, banks in Russia and
Ukraine are less capitalized today than
they were a year ago (decline in capital
adequacy ratio: —1 percentage point
and 2.7 percentage points, respec-

tively).
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Corporate and household sectors in Austria:
financing conditions remain favorable'

Nonfinancial corporations’
financial position supported by
low interest rates

Austrian economic growth remains
weak

In 2014, the Austrian economy ex-
panded by 0.4% in real terms (in sea-
sonally and working day-adjusted
terms), thus growing by less than 1%
for the third consecutive year. In the
first quarter of 2015, growth remained
weak. Although the ecuro area has
emerged from recession, the still weak
economic growth has failed to kick-
start the Austrian economy. Gross
fixed capital formation contracted over
the course of 2014 as well as in early
2015 as uncertainties regarding future
sales prospects increased. The subdued
development of real disposable house-
hold income in Austria dampened
domestic sales expectations, whereas
exports, driven by increasing foreign
demand and the weak euro exchange
rate, gained momentum in 2014 and

carly 2015.

Financial investment reduced in 2014

In 2014, the total use of funds (i.e. the
sum of gross capital formation and fi-
nancial investments) of nonfinancial
corporations was down 13.1% year on
year (see chart 6). Financial invest-
ments of the corporate sector more
than halved in 2014. In particular,
strategic investments were reduced.’
Financial investments in a narrower
sense, which include all other items on
the asset side according to financial ac-
counts data, were considerably higher

Chart 6
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than in 2013, when they had been
markedly reduced, but stayed below
the 2012 level.

Strong reliance on internal financing

Reflecting the subdued economic envi-
ronment, the gross operating surplus of
nonfinancial corporations fell slightly
below the previous year’s reading in
2014 (—0.2% in real terms), thus de-
clining for the third year in a row, and
was 10% below the pre-crisis level of
2007. This echoed the very modest
increase of gross value added, which
rose by 0.7% in real terms, while com-

All national and financial accounts data in this section are based on ESA 2010 and are therefore not comparable

to the corresponding data in previous issues of the OeNB’s Financial Stability Report.

Strategic investments here include those items that (to a large extent) represent direct investments in other enter-

prises, namely shares (both listed and unlisted) and other equity held, as well as loans extended by nonfinancial
corporations. However, portfo]io investment in listed shares cannot be separated.

Corporate
propensity to invest
remains muted

No substitution of
capital formation by
financial investment
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Equity accounts for
more than half of
external financing in
2014

Growth of bank
loans remains weak

pensation of employees rose consider-
ably (1.4% per annum in real terms).
Consequently, the downward trend in
gross operating surplus, expressed as a
percentage of gross value added in the
corporate sector, that had been ob-
served since 2012 persisted. By the end
of 2014, the gross profit ratio had fallen
to 41.2%.

Financing via quoted stocks gains
momentum but is concentrated
among a few enterprises

Nonfinancial corporations’ recourse to
external financing in 2014 was down
by one-quarter against the year before,
amounting to EUR 9.0 billion. More
than half of this amount was again ac-
counted for by equity in 2014 (issuance
of both quoted and unquoted shares),
although at EUR 4.2 billion, equity fi-
nancing was 27% lower than in the
preceding year. The main part was gen-
erated through listed stocks, which had
long been affected by the crisis, but be-
gan to show some signs of expansion in
the course of the year. Net issuance of
capital on the stock exchange —i. e. the
sum of new listings, capital increases
and delistings — amounted to EUR 3.4
billion in 2014. However, as the bulk of
this overall issuance volume was attrib-
utable to three new listings and two
capital increases on the Vienna stock
exchange, this form of funding was
available only to a small number of
larger companies. In the first three
months of 2015, no issuance was re-
corded according to securities issues
statistics.” Unquoted shares and other
equity instruments (mainly sales to for-
eign strategic investors), which had ac-
counted for the lion’s share of equity fi-
nancing in the three years before, only

contributed 18% to equity financing in

2014.

Debt financing muted

Less than half of the external financing
raised in 2014 was accounted for by
debt instruments. The primary source
of debt financing for Austrian non-
financial corporations was bank loans,
especially those extended by domestic
banks, which made up almost half of
debt financing in 2014, while borrow-
ings from foreign banks were reduced
by EUR 1.1 billion.

The growth of lending by Austrian
banks to domestic nonfinancial corpo-
rations remained weak. For April 2015,
MFI balance sheet statistics put the an-
nual growth rate (adjusted for reclassi-
fications, valuation changes and ex-
change rate effects) at 1.2% in nominal
terms (see chart 7), implying that the
growth of bank loans remained virtu-
ally flat in real terms. (Nominal) loan
growth mainly came from medi-
um-term maturities (over one year and
up to five years), while loans with lon-
ger maturities — which had accounted
for most of the loan growth in past
years — grew only modestly.

Loan dynamics continued to be af-
fected by both supply- and demand-side
factors: On the one hand, banks re-
mained cautious in their lending poli-
cies. According to the euro area bank
lending survey (BLS), Austrian banks
have slightly tightened their credit stan-
dards for loans to enterprises in 16 out
of 29 quarters since 2008 and have
cased them only twice. Even though in
most instances the extent of tightening
was relatively small, over the years it
may have accumulated. Large firms
were affected more strongly than small

3 At the cutoff date, financial accounts data were available up to the fourth quarter of 2014. More recent develop-

ments of financing flows are discussed on the basis of data from MFI balance sheet statistics and securities issues

statistics.
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Chart 7
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and medium-sized enterprises (SMEs).
The tightening of lending policies has
been driven both by banks’ capital posi-
tions and by heightened risk concerns.
On the other hand, loan demand by
enterprises remained low in the cur-
rently weak cyclical environment. Al-
though in the first quarter of 2015
banks surveyed in the BLS reported a
slight increase in corporate loan de-
mand for the first time since 2007, in
19 out of 29 quarters since the onset of
the crisis the surveyed banks registered
slight declines in corporate loan de-
mand — which they attributed mainly
to lower funding requirements for fixed
investment. Thus, at least in the cur-
rent environment of weak demand for
loans, the somewhat more restrictive
policies of Austrian banks probably did
not constitute a binding constraint for
the financing of Austrian enterprises.
The tighter credit standards, which
indicate a more risk-adequate pricing of
loans, were reflected in the terms and
conditions of bank loans. Wider mar-
gins on loans partially dampened the
effects of monetary policy easing on fi-

nancing costs. Thus, the pass-through
of the seven key interest rate cuts un-
dertaken by the ECB between Novem-
ber 2011 and September 2014 (which
totaled 145 basis points) was incom-
plete. Over the period from October
2011, the month before the first of the
key interest rate cuts, and April 2015,
corporate lending rates declined by
107 basis points. Although interest
rates fell for all loan amounts and ma-
turities, they decreased more markedly
in the case of larger loan amounts (more
than EUR 1 million). The spread be-
tween interest rates on larger loans
and those on loans of lesser amounts,
which — given the lack of other data —is
commonly used as an indicator of the
relative cost of financing for SMEs, av-
eraged 42 basis points in the first four
months of 2015, one of the lowest lev-
els recorded in any euro area country.

Market-based debt, which had been
a major source of external finance for
the corporate sector in the previous
years, was reduced by 1% in 2014 (mea-
sured against the outstanding volume
of end-2013), according to financial

Favorable interest
rates for bank loans
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Falling number of
insolvencies

High share of
variable rate loans

accounts data. Data from securities
issues statistics indicate net issuance
recovered somewhat in the first months
of 2015. In March 2015, corporate
bond issuance was up 2.5% year on
year. However, this form of funding is
available only to a limited number of
mainly larger companies. Moreover, it
has to be taken into account that a con-
siderable part of the enterprises that
issue bonds have been reclassified to the
government sector in the course of the
implementation of ESA 2010.

Low interest rates strengthen
debt-servicing capacity of the
corporate sector

As a result of both the slowdown in ex-
ternal financing as well as the ongoing
recourse to equity financing, corporate
debt (viewed in terms of total loans
raised and bonds issued) rose quite
modestly in 2014 (by 2.2%). As the
expansion rate of the gross operating
surplus was low as well, the debt-to-
income ratio of the corporate sector
remained virtually stable in 2014 at
419% (see chart 8). However, it still
remained considerably above pre-crisis
levels, implying that the increase in the
corporate sector’s vulnerability that
occurred in the period from 2007 to
2009 has not yet been reversed.

The low-interest environment con-
tinued to support firms’ ability to ser-
vice their debt. In 2014, the proportion
of gross operating surplus that was

spent on interest payments for bank
loans declined slightly further, benefit-
ing from the very high share of variable
rate loans. While Austrian companies
therefore currently face lower interest
expenses than their euro area peers,
their exposure to interest rate risk is
considerably higher. A rebound of in-
terest rates could thus become a signif-
icant burden, especially for highly in-
debted companies, even if rising debt
servicing costs may eventually be par-
tially offset by the positive impact an
economic recovery would have on
firms’ earnings.

The corporate sector’s exposure to
foreign exchange risk, which has never
been as high as that of the household
sector, remained low in 2014 and the
first quarter of 2015, amounting to
5.0% at the latest reading. Since the
second quarter of 2014, the share of
foreign currency loans has been below
the figure for the euro area as a whole.

The insolvency ratio (number of
corporate insolvencies in relation to the
number of existing companies) contin-
ued to decline until the fourth quarter
of 2014 (based on a moving four-
quarter sum to account for seasonality).
This development may be attributed to
the moderate increase of debt financing
and the low interest rate level (which
makes debt servicing easier even for
highly indebted companies) but also to
the fact that insolvencies usually lag
cyclical movements.
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Chart 8
Risk indicators for nonfinancial corporations
Debt Debt-to-equity ratio Interest expenses'
9% of gross operating surplus % 9% of gross operating surplus
550 130 14
120 1
500
110
10
100
450
8
90
6
400 80
4
70
350
60 2
300 50 0
2006 2007 2008 2009 2010 2011 2012 2013 2014 2006 2007 2008 2009 2010 2011 2012 2013 2014 2006 2007 2008 2009 2010 2011 2012 2013 2014
Variable rate loans Foreign currency loans Insolvencies
% of total new lending % of total loans Number of insolvencies in % of companies, four-quarter
moving sum
100 14 24
98
12 22
96
94 10
20
92
8
90 18
6
88
1.6
86 4
84
2 14
82
80 0 12
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2006 2007 2008 2009 2010 2011 2012 2013 2014

= Austria == FEuro area

Source: OeNB, ECB, Eurostat, Kreditschutzverband von 1870.

" Euro area: euro loans only.

Foreign currency risks remain a
concern for the household sector
Development of households’ real
income recovered in the second half
Despite weak economic growth, the
employment trend was remarkably ro-
bust in 2014 and the first months of
2015. The number of employed persons

and working hours still showed positive

rates of change. At the same time, un-

employment continued to climb in

view of rising labor participation rates.

Households’ real disposable income

increased in the second half of 2014  Saving rate remains
after it had shrunk in the first half. The low

saving rate of the household sector re-

mained clearly below the long-term

average of 10% (1999-2013). Low sav-
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Strong liquidity
preference

ing rates are typical of periods with low
income growth, when households save
less in order to smooth their consump-
tion levels. Furthermore, the low-in-
terest environment may also have re-
duced the attractiveness of saving.

Financial investment by households
still below pre-crisis levels

As aresult of the low saving rate, finan-
cial investments by households re-
mained subdued in 2014. Although at
EUR 9.7 billion they surpassed the pre-
vious year’s level by almost one- quar-
ter in nominal terms, they were still
more than 10% below the 2012 value
and less than half of the pre-crisis level
(see chart 9). Hence, the increase in
2014 most likely does not point to a
turnaround in households’ financial in-
vestments.

The structure of households’ finan-
cial investments showed the same pat-
tern in 2014 as it had done in the years
since the onset of the crisis. As house-
holds still displayed a strong preference
for liquidity, given the low opportunity
costs resulting from the low-interest
environment, more than 40% of house-
holds’ financial investment flowed into
cash holdings and deposits with banks.
For the third year in a row, bank depos-
its with agreed maturity declined, while
overnight deposits saw further signifi-
cant inflows.

Households’
ment in capital market instruments,
which had already been muted in
the years before, became negative in
2014 (EUR —0.4 billion). In particular,
households shunned investments with
longer interest rate fixation periods and
reduced their direct holdings of long-
term debt securities (especially bonds
issued by domestic banks). Conversely,
households invested EUR 3.3 billion in
mutual funds and another EUR 0.6 bil-
lion in direct holdings of quoted stocks,

net financial invest-

in an ongoing search for yield in a low-
interest environment.

Investment in life insurance and
pension entitlements (the latter includ-
ing both claims on pension funds and
direct pension benefits granted by pri-
vate employers) continued to slow
down in 2014 and at EUR 2.0 billion
registered the lowest value since the
time series began in the mid-1990s.
This decrease was driven mainly by life
insurance policies, where net invest-
ments fell by 60% against the previous
year, again reflecting the strong prefer-
ence for liquidity. A large proportion of
the inflows into these instruments
were not an outcome of current invest-
ment decisions, but rather — given the
long maturities and commitment peri-
ods involved — reflected past decisions.
A key factor in this context is demand
for funded pension instruments; more-
over, life insurance policies often serve
as repayment vehicles for foreign cur-
rency bullet loans (even if these are
converted into euro loans).

As a result of rising share and bond
prices, the Austrian household sector,
on aggregate, again recorded consider-

Chart 9
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able (unrealized) valuation gains on its
securities portfolios in 2014,* totaling
EUR 1.9 billion, which was equivalent
to 1.8% of households’ securities hold-
ings at the end of 2013. Valuation gains
were registered for long-term debt
securities and mutual fund shares,

whereas quoted stocks issued by do-
mestic enterprises registered valuation
losses in 2014. While these unrealized
valuation gains contributed to a no-
tional increase in the financial wealth

of households in the first half of 2014,

valuation developments are very vola-

Corporate and household sectors in Austria: financing conditions remain favorable

Considerable
(unrealized)
valuation gains

Chart 10

MFI loans to households: volumes and conditions
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4 However, it should be taken into account that according to data from the Household Finance and Consumption

Survey (HFCS), only about 15% of the Austrian households own securities.
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Housing loan
expansion on a
stable path

Little change in

household indebted-

ness

tile and can shift in the opposite direc-
tion as well (as they have done in the

past).

Growth of household loans remains
muted

The expansion of bank lending to
households remained subdued until the
first quarter of 2015. In April 2015,
bank loans to houscholds (adjusted for
reclassifications, valuation changes and
exchange rate effects) increased by
1.3% in nominal terms. A breakdown
by currency shows that euro-denomi-
nated loans continued to grow briskly
(by 5.6%), while foreign currency loans
continued to contract at double-digit
rates — in April 2015, they had fallen by
15.2% year on year. Broken down by
loan purpose (see chart 10), consumer
loans and other loans shrank by 3.0%
and 1.0% year on year, respectively,
while housing loans grew by 3.1% year
on year. The favorable financing condi-
tions probably supported the dynamics
of lending for house purchases, with
housing market indicators also pointing
to an increase in demand. The still ris-
ing house prices (see below) may have
boosted the funding needs for real es-
tate investment. The transaction vol-
ume on the residential property market
in Austria increased by 21.6% in nomi-
nal terms, according to data published
by RE/MAX and compiled from the
land register by IMMOunited, also im-
plying an increase in financing needs.
At the same time, there are no indica-
tions that banks have relaxed their
credit standards for housing loans. Ac-
cording to the Austrian BLS results,
standards have been eased slightly only
twice since the beginning of 2013, after
having shown very little movement in
the years before.

Lending terms and conditions re-
mained favorable. Interest rates on
short-term loans (for interest rate fixa-

tion periods of up to one year) stood at
2.31% in April 2015, 0.51 percentage
points down year on year. A look at
data on lending rates across the entire
maturity spectrum reveals that interest
rates on new housing loans stood at
1.93% in April 2015, 0.41 percentage
points lower than twelve months be-
fore. Over the same period, interest
rates on consumer credit dropped by

0.35 percentage points to 4.67%.

Households’ currency and interest
rate risks

By the end of 2014, the houschold sec-
tor’s total liabilities amounted to EUR
166.4 billion, according to financial ac-
counts data, a mere 0.7% up in nominal
terms on last year’s figure, reflecting
low loan growth. Expressed as a per-
centage of net disposable income,
household debt decreased by 1.3 per-
centage points to 87.7% in 2014 (the
third consecutive annual decrease; see
chart 11). The debt ratio of households
in Austria thus remained lower than in
the euro area as a whole. Moreover, it
should be taken into account that ac-
cording to data from the Household
Finance and Consumption Survey
(HECS), only 36% of Austrian house-
holds have taken out a loan.

Given modest debt growth and low
interest rates, households’ interest ex-
penses remained low. In the fourth
quarter of 2014, they equaled 1.9% of
their aggregate disposable income, al-
most 2 percentage points less than in
2008, the year before interest rates had
begun to fall. One of the factors behind
the acceleration of the decline was the
high share of variable rate loans: In the
first quarter of 2015, loans with an ini-
tial rate fixation period of up to one
year accounted for almost 85% of new
lending (in euro) to households, a very
high proportion by international stan-

dards. On the one hand, the pass-

28

OESTERREICHISCHE NATIONALBANK



through of the ECB’s lower key interest
rates to lending rates was therefore
faster in Austria than in the euro area as
a whole. Loan quality may have also
played a role, given Austrian house-
holds’ comparatively low level of in-
debtedness. On the other hand, this
high share of variable rate loans in total
lending implies considerable interest

rate risks in the balance sheet of the
household sector.

The still very high share of foreign
currency loans in total lending remains
a major risk factor for the financial
position of Austrian households, despite
a noticeable decrease in the past years.
This risk was highlighted in January
2015 when, as a result of the strong

Chart 11
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Note: Figures for the euro area only represent the interest rate expense on euro-denominated loans.

Considerable
foreign currency
risks
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appreciation of the Swiss franc follow-
ing the decision of the Swiss National
Bank to discontinue the minimum ex-
change rate of CHF 1.20 per euro, the
foreign currency share rose from 18.0%
to 19.5% within one month. However,
during the following months, the share

of foreign currency housing loans con-
tinued to edge down, reaching 18.9%
in April 2015. Almost all outstanding
foreign currency-denominated housing
loans are denominated in Swiss franc

(close to 97%).

Box 1

Microsimulation: how exchange rate shocks would affect FX borrowers in
Austria'

Over the last years, the allocation of new foreign currency (FX) loans to the household sector
has been reduced considerably, to about 1% at end-2014. However, the stock of FX loans
granted to the household sector remains relatively large; it amounted to about 20% of total
household debt at end-2014. Valuation effects play an important role in explaining why the
stock of FX loans is still as large as it is. In particular, as more than 95% of all FX loans held
by Austrian households are denominated in Swiss francs, the appreciation of this currency
against the euro during the last years and months (see chart 1) has directly increased the
outstanding amount of these loans.

Chart 1

Exchange rate development of the Swiss franc

CHF/EUR'
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Source: OeNB.
"' Up to end-1998: ATS.

We can get a closer look at how these exchange rate developments are affecting FX borrow-
ers by combining exchange rate time series macrodata with household-level microdata from
the Austrian Household Finance and Consumption Survey (HFCS) 2010. By matching the
average exchange rate in each year with the year in which a household’s highest FX loan was
taken out, one obtains the initial exchange rate for each household’s FX loan? in the HFCS.
This makes it possible to look at the distribution of initial exchange rates across FX borrowers
and to simulate the effect of different exchange rate shocks on FX borrowers.

Chart 2 shows how the initial CHF/EUR exchange rate at the time a household’s FX loan
was taken out is distributed across all Austrian households with FX loans. 90% of FX borrow-
ers took out their FX loans at an exchange rate level of 1.47 or higher, 50% at an exchange
rate level of 1.55 or higher, and 10% at an initial exchange rate of 1.64 or higher. If these
! This box is based on: Albacete, N. and P. Lindner. 2015. Foreign currency borrowers in Austria — evidence from the

Household Finance and Consumption Survey. In: OeNB. Financial Stability Report 29.

2 In the following, any references to a household’s FX loan shall be meant to be understood as the household’s highest FX
loan if a household has several FX loans.
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exchange rate levels are compared with the current exchange rate, it is obvious that house-
holds are currently experiencing large (unrealized) losses due to the appreciation of the Swiss
franc. At the current CHF/EUR exchange rate level of 1.05 (as at June 15, 2015), the median
FX borrower is suffering (unrealized) losses of 47% of the initial outstanding amount of his or
her FX loan. This comparison also suggests that currently no FX borrower is enjoying (unreal-
ized) profits in terms of a favorable exchange rate development.

Chart 2
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Source: HFCS 2010, OeNB.

Chart 3 shows the results of simulating the effects of a return to exchange rate levels as those
experienced between 1990 and 2015 on each FX borrower in the HFCS. Households which
took out their FX loans at a time when the exchange rate was lower than the simulated one
are defined as “exchange rate losers” because they would be experiencing (unrealized) losses.
The top left panel in chart 3 shows that if the Swiss franc became as weak as it was during
the early 1990s or in 2007, the share of exchange rate losers would be very low — below 5%
of FX borrowers. However, simulating exchange rates as those observed in 2002 or since
2010 produces shares of exchange rate losers of more than 95%.

The bottom left panel in chart 3 shows the debt share held by the exchange rate losers
derived from the above simulation. It ranges from 1% of aggregated household debt, if
exchange rates were as in the early 1990s or in 2007, to around 30% if exchange rates were
as in 2002 or since 2010. Still, the risks to financial stability stemming from such scenarios
seem to be rather low, as the unsecured® debt share held by the exchange rate losers in the
simulation is below 4% in all scenarios. This suggests that most Austrian FX borrowers should
have enough resources to repay their FX debt.

Finally, the right-hand panel in chart 3 shows that, according to HFCS 2010 data, the
remaining maturities of FX borrowers’ FX loans are relatively large for most households. For
18% of FX borrowers, residual maturity lies between 11 and 15 years, for 35% of FX borrow-
ers it lies between 16 and 20 years, and for 17% of FX borrowers it lies above 20 years.* As
most FX loans in Austria are bullet loans, this suggests that the above estimated (unrealized)
losses will remain unrealized for some time, which can be used to find a solution to this
problem.

3 A household’s unsecured debt is defined as the household’s debt that remains after deducing the household’s total
financial and real assets.

* These numbers refer to the survey year 2010. Today, the remaining maturities would be reduced by 5 years.
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Price dynamics
differ across regions

Chart 3

Microsimulation of exchange rate scenarios
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Residential property price growth in
Austria slowed down

Over the past ten years, real estate
prices in Austria rose at a clearly stron-
ger pace than prices in the EU. In the
course of 2014, however, price increases
on the Austrian residential property
market moderated considerably. In the
fourth quarter of 2014, property price
rises slowed to 2.4% year on year and
even declined by 0.5% quarter on quar-
ter. Price dynamics remained heteroge-
neous across regions. In Vienna, prop-
erty price growth had continually sub-
sided in the course of the year, coming

to 1.0% year on year in the fourth
quarter of 2014, whereas in Austria ex-
cluding Vienna price growth acceler-
ated further, reaching 3.2% year on
year. According to the OeNB funda-
mentals indicator for residential prop-
erty prices, residential property prices
in Vienna were overvalued by 19% in
the fourth quarter of 2014. For Austria
as a whole, the indicator suggested that
prices were broadly in line with funda-
mentals (2% below fundamental values).

Demand for residential property in
Austria has been driven by demographic
change and by investors’ choices. Since
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2011, population growth in Austria has
steadily picked up speed. In addition,
the heightened propensity of investors
to choose real estate over other assets
for investment also seems to have
played a role in strengthening demand.
From an investor’s perspective, the ris-
ing ratio of property prices to rents

observed in Vienna — and also in the
rest of Austriain 2014 — is an indication
of contraction of the yields on real
estate investments. On the supply side,
housing investment advanced only
slightly in 2014 in real terms (0.4%)
after having contracted in the two pre-
vious years.

Chart 12

Austrian residential property market
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Austria has a very
large and highly
interconnected
banking sector

Foreign exposure of

Austrian banks is
high and concen-
trated in emerging
markets

Austrian financial intermediaries: a financial
system In structural transformation

New macroprudential measures
will improve systemic resilience of
Austrian banking sector

On June 1, 2015, Austria’s macropru-
dential policy body, the Financial Mar-
ket Stability Board (FMSB),' issued a
recommendation to the Austrian Fi-
nancial Market Authority (FMA) to ac-
tivate the systemic risk buffer (SRB)
and the buffer for other systemically
important institutions (O-SII) for se-
lected banks. The SRB, ranging from
1% to 3%, will apply to 11 banks. The
O-SII buffer will apply to seven banks
but as these banks are also subject to
the SRB only the latter applies. Both
buffers will enter into force as of July 1,
2016. A phasing-in period is recom-
mended for the four largest banks:
From July 1, 2016, to June 30, 2017,
they will have to hold an SRB of 2%.
These macroprudential measures will
improve the financial stability of the
Austrian banking system by addressing
long-standing structural systemic risks
which have persisted for the past de-
cade. The OeNB, international institu-
tions and rating agencies have repeat-
edly highlighted these risks in their
publications (including the Financial
Stability Report) over the past few
years.” The tools to finally address them
have been made available only recently.
They also provide for the implementa-
tion of a measure that was set out in the

Austrian  Sustainability Package pub-
lished in 2012.2

Austria has a very large banking
sector with total assets equivalent to
328% of Austrian GDP as of end-2014.
The dominant intermediation role of
the Austrian banking sector may cause
substantial negative external effects on
the real economy. The Austrian bank
support package adopted in 2008 was
the largest in the EU relative to GDP.
Meanwhile, most countries with simi-
larly large banking sectors have taken
macroprudential measures (see below),
while the European Systemic Risk Board
(ESRB) concluded in a recent study
that a banking system that grows be-
yond a certain threshold exerts a nega-
tive influence on GDP growth.* Also,
the Austrian banking sector consists of
a relatively large number of individual
banks, and most of them are effectively
part of only five large banking groups
or sectors, which together account for
more than 80% of the entire sector’s
total consolidated banking assets.

The Austrian banking sector’s for-
eign exposure is high and concentrated
in emerging markets. The total foreign
exposure amounts to 160% of Austrian
GDP, two-thirds of which are located
in Central, Eastern and Southeastern
Europe (CESEE). The Austrian bank-
ing sector has the largest share of
emerging market exposure among ad-

For more details on the Financial Market Stability Board see www.fmsg.at/en.

2 See e.g.: IMF. 2014. Austria: 2014 Article IV Consultation Staff Report; Fitch. 2013. Peer Review: Major
Austrian Banks. September 27, 2013; Moody’s. 2014. Banking System Outlook Austria. May 21, 2014.

http://www.oenb.at/en/Financial-Stability/Systemic-Risk-Analysis/Sustainability-of-Large-Austrian-

Banks--Business-Models.html (retrieved on June 15, 2015).
* ESRB. 2014. Is Europe Overbanked? Reports of the Advisory Scientific Committee No. 4. June.

https://www.esrb.europa.eu/pub/pdf/asc/Reports_ASC_4_1406.pdf (retrieved on June 15, 2015). Similar
results are obtained by Denk, O., S. Schich and B. Cournéde. 2015. Why implicit bank debt guarantees matter:
Some empirical evidence. In: OECD Journal: Financial Market Trends Volume 2014/2. 63—88; Arcand, ].-L., E.
Berkes and U. Panizza. 2012. Too much finance? IMF Working Paper No 12/161.
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vanced economies’ banking sectors. It
is therefore exposed to heightened geo-
political, credit and exchange rate risks
in these countries. The size and con-
centration of the exposure has repeat-
edly been identified as a structural sys-
temic risk to the Austrian banking sec-
tor.” Risks materializing at individual
subsidiaries in a particular CESEE
country can cause adverse effects on
Austrian parent banks, other Austrian
banks, the Austrian financial system
and, ultimately, even public finances as
well as the real economy in Austria and
in CESEE.

The Austrian banking system has
yet to fully prepare for the ongoing
withdrawal of implicit government
guarantees in the EU, which will —
most notably — be the consequence of
the implementation of the European
Bank Recovery and Resolution Direc-
tive (BRRD) in the Member States.®
According to the OeNB’s calculations,
Austrian banks’ refinancing advantage
resulting from the implicit government
guarantee is estimated to have been in
the range of 25% to 40% of consoli-
dated bank profits over the past decade.
For some banks, the removal of implicit
government guarantees has already led
to rating downgrades. Downgrades, in
turn, may result in rising funding
spreads unless banks increase their cap-
italization levels.

Austrian banks have relatively low
common equity tier 1 (CET1) ratios
compared to their international peers.
Furthermore, the banking system’s
ownership structures could make pri-
vate sector recapitalizations difficult in
the event of stress, as many sharehold-
ers are highly leveraged themselves (e.g.

Austrian financial intermediaries: a financial system in structural transformation

the decentralized sectors). At the same
time, the ability to generate capital in-
ternally is hampered by banks’ low
profitability. In the case of banks di-
rectly owned by regional governments,
such as some state mortgage banks, EU
state aid rules have made recapitaliza-
tion difficult. State aid proceedings
hamper quick ex-post recapitalization
in the event of a crisis, making it more
costly until a decision by the European
Commission is reached. This further
increases the costs of recapitalizations
which would have to be borne by the
general public.

Over recent years, the structural,
systemic risks the Austrian banking
system has been exposed to have at-
tracted international attention: In its
2014 Article IV Consultations Report,
the International Monetary Fund (IMF)
found that the high exposure to volatile
CESEE markets makes the Austrian
banking system susceptible to macro-
economic and political risks arising in
this region. In addition, the IMF has
repeatedly pointed out Austrian banks’
below-average capitalization and low
profitability levels. Although Austrian
banks have strengthened their capital
positions over recent years, the IMF
still sees capital gaps vis-a-vis the levels
of their international peers.

Since 2014, the vast majority of EU
Member States have tackled systemic
risks by activating macroprudential
instruments. Structural systemic risks
to the banking sector or the economy,
including the issue of systemically im-
portant institutions, have been ad-
dressed by the implementation of SRBs
and O-SII buffers,” sometimes in com-
bination with complementary pillar 2

> See e.g.: IMF. 2014. Global Financial Stability Report. May.

° In Austria, the BRRD was implemented by the adoption of the Federal Act on the Recovery and Resolution of
Banks (Bundesgesetz tiber die Sanierung und Abwicklung von Banken — BaSAG), which came into force in 2015.

7 The Czech Republic, Croatia, Denmark, Estonia, the Netherlands, Norway and Sweden have introduced these buffers.

Systemic risks
attract international
attention

Austrian banks are
dependent on an
implicit government
guarantee, whose
value is to be
reduced

Several EU coun-
tries have started to
tackle systemic risks

Austrian banks
have relatively low
capital ratios
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Growth effects of
the systemic risk
and O-SlI buffers

are positive

O-SII buffer

addresses risks that
a bank poses to the

financial system

Systemic risk buffer
addresses systemic

risks banks are
exposed to

Capital ratio

increase of Austrian

banks stalls

requirements. Some countries have
brought forward the full application of
the capital conservation buffer.® The
macroprudential responses to systemic
risks emanating from the real estate
sector are more diverse: They encom-
pass tools based on the Capital Require-
ments Regulation regarding risk weights
and values of losses-given-default,” as
well as policies based on national law
such as loan-to-value or loan- to-income
ratios.”® A number of countries' have
also introduced the anti-cyclical capital
buffer regime ahead of time.

The O-SII buffer was introduced to
address risks that emanate from a specific
bank. The European Banking Authori-
ty’s (EBA) guideline on the identifica-
tion of O-SlIs stipulates four character-
istics for a bank to be identified as an
O-SII: (1) size, (2) importance,” (3)
complexity and cross-border activity
and (4) interconnectedness. An O-SII
may be required to hold an additional
capital buffer of up to 2% of CET1 in
relation to its risk-weighted assets.

The OeNB considers the systemic
risk buffer to be the most suitable in-
strument for strengthening the resil-
ience of the Austrian banking system
further. Its application has two objec-
tives: first, increasing banks’ resilience
with respect to risks emanating from
the large size of the banking system,
i.e. banks hold more capital and there-
fore should be able to bear the costs of
potential future banking crises instead
of having to resort to taxpayers’ money;
and second, increasing the resilience of
the Austrian banking system with re-
spect to shocks emanating from CESEE.

The OeNB has carried out a com-
prehensive cost-benefit analysis of the
introduction of the systemic risk buffer
and the O-SII buffer in Austria and
found that there would be a minimal
reduction in economic growth over the
short term. In the long term, however,
the reduction in the probability and
costs of banking crises has in fact sig-
nificant positive effects on economic
growth. The risk-adequate pricing of
loans should subsequently improve the
allocation of capital and, as a result,
lead to more sustainable economic
growth. The OeNB also expects that
the introduction of the systemic risk
buffer and the O-SII buffer would have
long-term positive economic effects on
the CESEE host countries of Austrian
banks’ subsidiaries. A number of host
authorities have already taken macro-
prudential measures; the OeNB consid-
ers the Austrian measures to be com-
plementary to and supportive of these
measures.

Opverall the systemic risk buffer and
the O-SII buffer constitute the least
intrusive tools that combine high effec-
tiveness and transparency with the low-
est possible distortion of credit supply
and the Single Market. These buffers
will also improve the relation between
Austrian banks’ risk exposure and risk-
bearing capacity, which is still weak.

The planned macroprudential buf-
fers will help to align Austrian banks’
capital levels with those of their peers.
The increase in the capital ratios of
Austrian banks that was observed in
previous years came to a halt in 2014,
The three largest Austrian banks even

§ Bulgaria, the Czech Republic, Estonia, Finland, Italy, Lithuania, Luxemburg, Latvia, Norway, Sweden and

Slovakia.

? E.g. In Belgium, Croatia, Ireland, Norway and Sweden.
o E.g. In Cyprus, Hungary, the Netherlands and Slovakia.

"' The Czech Republic, Norway, Slovakia, Sweden and the United Kingdom.

12 E.g. share in payment transactions, share in deposits, share in loans.
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Chart 13
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saw a reduction in their capital ratios
(chart 13). These developments can
largely be ascribed to a reduction in
share premiums and Basel III transi-
tional adjustments. Strategies to im-

Austrian financial intermediaries: a financial system in structural transformation

prove capital ratios differed somewhat
across banks, but the general pattern —
except for the top 3 banks — was a shift
away from reducing risk-weighted as-
sets toward retaining profits. Low bank
profitability, however, limits organic
capital generation at Austrian banks
and shareholders’ capacity to recapital-
ize banks at reasonable costs during a
crisis is often weak.

At the end of 2014, Austrian banks
continued to lag behind their European
and CESEE peer groups; the difference
between the average CET 1 ratio of
Austria’s top three banks (10.6%) and
that of their European" (12.3%) and
CESEE peers'* (11.4%) remained sig-
nificant. Consequently, Austrian banks
should continue to aim at closing this
widening gap (chart 14), especially
since market participants are expecting
banks to hold significantly more capital
than minimum requirements stipulated
by the Basel Ill rules.

While the capital ratios of Austrian
banks remained broadly unchanged,
the leverage ratio increased to 5.7% in
the course of 2014. This figure is well
above the European average. The me-
dian fully-loaded Basel III leverage ratio
for European large and complex bank-
ing groups stood at 3.7% at end-2014,
although it showed some variation
across institutions and countries.

Austrian banks’ profitability still
under pressure

Continuing the trend of recent years,
2014 was characterized by high credit
risk provisions and low interest rates.
Therefore, the profitability of Euro-
pean banks was still under pressure.
While banks have made further prog-

ress in addressing legacy issues from

" The European peer group consists of 29 European banks with similar business models.

* The CESEE peer group consists of 12 European banks with relevant CESEE exposure.
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Austrian banks’
consolidated net
profit back in

positive territory in

2014

Provisioning remains

at elevated level

the financial crisis, the outlook for
growth remains subject to downside
risks both for the euro area and CE-
SEE. Geopolitical tensions resulting
from the Russia-Ukraine conflict had
repercussions in CESEE markets and
hence for the activities of Austrian
banks as well.

The Austrian banking sector gener-
ated a net profit of EUR 1.4 billion in
2014 after a net loss in the preceding
year. This profit was equivalent to a
consolidated return on average assets of
0.1%. The 2014 result does not reflect
the losses of Hypo Alpe-Adria-Bank In-
ternational AG (HAA), however, as the
bank was put into resolution in the
course of the year. For the second year
in a row the Austrian banks deemed
significant under the Single Super-
visory Mechanism (SSM) faced a loss in
2014, while the less significant banks
generated stable profits in both years.

Due to sustained goodwill write-
downs in CESEE, the net result of the
top 3 Austrian banking groups contin-
ued to be negative in 2014. Compared
to banks in their peer group, Austrian
banks are therefore still lacking inter-
nal capital-generating capacity (see
chart 15).

Austrian banks’ consolidated oper-
ating profit (before risk) improved by
16.8% in 2014. In the low interest rate
environment banks were able to in-
crease their net interest income. Fee
and commission income was up as well.
However, the downward trend in trad-
ing income continued in 2014. On the
other hand, operating expenses were
positively influenced by a reduction in
staff costs. Compared to previous
years, depreciations were also signifi-
cantly reduced and administrative costs
remained near the level of 2013 (see
chart 16). This resulted in an overall
improvement in the operating effi-
ciency of Austrian banks, as the cost-in-

Chart 15
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come ratio decreased slightly to 67.6%
in 2014 (compared to 73.0% in 2013).
However, efficiency-enhancing pro-
grams should be pursued further as this
figure is still above historical values and
the latest available EU average figures.

Provisions to cover credit risks in
the loan portfolios continued to remain
at elevated levels in 2014 (EUR 6.2 bil-
lion or two-thirds of total operating
profit), but had decreased compared to
the year before. However, this decline
was caused by the adjustment of credit
risk provisions after the restructuring
of HAA. Also, two large banks had to
increase their credit risk provisions due
to developments in Russia and Ukraine.
Hence, asset quality continues to be
weak and remains a substantial drag on
overall profitability.

The results of Austrian banks on an
unconsolidated basis were affected by
one-off effects in 2014. These (account-
ing and restructuring) effects led to a
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Chart 16
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net loss of EUR 6.7 billion. Without
these effects the result would have been
slightly positive, but still weak in com-
parison to banks in other countries.
Tight competition in the domestic mar-
ket, structural weaknesses and contin-
uously low interest margins are set to
remain a particular concern for a large
number of Austrian banks.

Despite solid operating income, ad-
ditional provisions made for future staff
pensions" triggered a strong increase in

Chart 17
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operating (i.e. staff) costs. Interest
margins in Austria continued to be be-
low the European average, even though
the margins on existing business have
risen slightly, especially at bigger insti-
tutions. Yet the effects of the low inter-
est rate environment on banks’ profit-
ability have so far been smaller in
Austria, as variable rate loans play a big
role in the asset structure of Austrian
banks. Nevertheless, high liquidity in
the market paired with long-lasting low
interest rates might be a burden on
bank profitability. For a more detailed
analysis of the effects of low and nega-
tive interest rates on Austria’s banks,
see box 2.

Net risk costs in Austria decreased
by approximately 8% in 2014 due to
the restructuring of HAA, but — as in
2013 — nearly offset operating profit.

Continued efforts by banks and
supervisory authorities to foster the
consolidation of the Austrian banking
sector should ideally lead to more
risk-adequate pricing in the future.
This is important because the efficiency

> Due to lower discounting rates, some banks had to endow their pension schemes with additional funds.
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Recovery of
Austrian banks’

profitability depends

on structural

factors and sustain-

able growth
strategy

of the domestic business weakened in
recent years (see the increase in the un-
consolidated cost-income ratio shown
in chart 17).

The recovery of Austrian banks’
profitability, which is important for
supporting organic capital growth, de-
pends on the resolution of legacy credit
quality issues in CESEE but also, and
more importantly, on structural factors
in the domestic market. As the profit-
ability pressures on the Austrian bank-
ing sector described above persist, so
does the need for further consolidation
efforts.

The total assets of the Austrian
banking sector amounted to EUR 896
billion at the end of 2014 on an uncon-
solidated level, mirroring a decline by
16.2% compared with 2008 and a
reduction by 3.4% compared to 2013.
Since 2008, the number of credit insti-
tutions in Austria has been reduced
from 867 to 764 (end-2014). The two
key banking system capacity indicators
“inhabitants per local branch” and “in-
habitants per bank employee” increased
both by 3% in 2014 compared to the
previous year. Nevertheless, the decen-
tralized sectors with their large num-
ber of local branches and staff — com-
pared to the latest euro area averages —
still dominate the system.

The need for adjustments in the
structure of the Austrian banking sys-
tem has also been reflected in recent
resolution and restructuring processes
at several Austrian banks. Also, regula-
tory initiatives, such as the adoption of
the Federal Act on the Recovery and
Resolution of Banks (BaSAG), the act
transposing the new EU bank resolu-
tion regime into national law, play an
important role.

Given the low earnings-generating
capacity and structural weaknesses of the
Austrian banking sector, the CESEE
business of Austrian banks has become

an ever more important contributor to
profits. However, as banks are facing
domestic and external risks in the
CESEE region, Austrian banks are well
advised to strengthen their domestic
activities and their profitability. Market
observers see a certain likelihood that
changes in regulations and prolonged
weak economic conditions in certain
CESEE countries may prompt Western
banks to become more selective about
their foreign operations. Some banks
have already announced that they will
focus on core markets that are in a
strong position to generate sustainable
returns. This strategy includes, among
other things, a reduction of risk-
weighted assets in selected markets, a
lower cost base as well as higher capital
buffers. These efforts to adjust business
models to new realities and regulatory
requirements should be continued.
Austrian banks’ subsidiaries in CE-
SEE continued to make a positive con-
tribution to the sector’s consolidated
net profit in 2014. However, net profits
decreased significantly compared to
2013 — from EUR 2.2 billion to EUR
0.7 billion — despite the first time in-
clusion of profits from banking opera-
tions in Turkey in 2014. The sharp de-
cline in net profits was mostly due to
increased risk provisioning in Roma-
nia, new measures to reduce foreign
currency loans in Hungary and the ten-
sions surrounding Russia and Ukraine.
As in the years before, Austrian
banks’ subsidiaries in the Czech Repub-
lic, Russia, Turkey and the Slovak
Republic accounted for the largest
profit shares. However, net profits
posted in Russia went down by 28%
year on year. This was mainly due to
increased risk costs, which had been on
a relatively low level so far. Further
negative factors included the sharp de-
preciation of the ruble and the deterio-
ration of the overall operating environ-
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Chart 18

Profits of Austrian subsidiaries
in CESEE
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ment (i.e. slower lending growth,
higher funding costs). The outlook for
banking activities in Russia remains
weak in 2015, marked by high funding
costs, low credit and GDP growth,

Austrian financial intermediaries: a financial system in structural transformation

pressure on credit quality, profitability
and capitalization.

In a longer term comparison, Aus-
trian subsidiaries’ net profit registered
a historical low in 2014. In general, the
outlook for Austrian banks’ profitabil-
ity in the region remains weak on ac-
count of the following factors: ongoing
uncertainties surrounding Russia and
Ukraine; measures aimed at foreign
currency loans that have already been
or are set to be implemented in several
CESEE countries, such as Hungary,
Croatia and Poland; and banks’ expo-
sure to volatile emerging economies
(such as Turkey), particularly in view of
a potential monetary normalization in
the U.S.A. In the first quarter of 2015,
Austrian subsidiaries in CESEE re-
corded a net profit of EUR 0.6 billion,
which is slightly below the figure of
2014. The reduction was driven by
lower net interest income and lower fee
and commission income, while provi-
sioning and staff costs were also lower.

Box 2

Implications of the low — and partly even negative — interest rate environment
for Austrian banks

The currently observed low and nearly flat yield curve is expected to have a negative impact
on banks’ net interest income, as it reduces the profitability of maturity transformation.
Furthermore, the high level of banks’ liquid assets in Austria in combination with the ECB’s
asset purchase program (APP) puts bank profitability under further pressure, exemplified by
the yield of 25-year Austrian government bonds dropping by about 2 percentage points to
0.5% between April 2014 and April 2015. So far, there have been few signs that the low inter-
est rates have negatively impacted the net interest income of European banks; margins have
even profited from falling funding costs. Over the medium term though, adverse profitability
pressures are likely to intensify and risks may accumulate in the financial system when money
flows out of deposits into higher-yielding instruments and banks themselves start a hunt for
yield by investing in riskier assets.

A more complex question is the impact of negative interest rates. The decision of the
Swiss National Bank to lower the target for the Swiss franc three-month LIBOR to a range
between —0.25% and —1.25% could have profound implications for Austrian foreign currency
loans denominated in Swiss francs and referenced to this rate. The currently clearly negative
reference interest rate would for some borrowers result in negative interest payments on their
loans. In practice, however, the legal structure of credit contracts makes such reversely
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2014 both in Austria

Credit growth
remains positive in

and CESEE

oriented payments difficult. For banks, a zero percent floor on interest payments would widen
their margins as they can refinance themselves with negative rates without passing them on
to their customers. Depending on how open legal questions are resolved, several scenarios are

possible:

If banks were to be obliged to fully pass on negative rates to their customers, their margins
would effectively be left unchanged. They could, however, even decrease, if banks would not
be able to actually fund themselves at these negative rates.

* If banks were allowed to limit the nominal interest rate on loans at zero, banks’ margins
would depend on the negativity of the reference rate. Given that the average margin of
Swiss franc loans is 1%, banks would earn the same margins, if the reference rate were
between 0% and —1% and higher margins at reference rates below —1%.

* If banks were allowed to introduce a zero percent floor for the reference interest rate,
banks would earn their contractual margin (of 1%) plus whatever they receive by financing

themselves at negative rates.

Final legal decisions on these issues have yet to be made, but in any case, the effect on prof-
itability remains dependent on the extent to which banks can actually refinance themselves at

negative rates.

For more information regarding potential effects of the low interest rate environment on
other market participants, such as life insurance companies as well as bond and equity mar-
kets, please refer to the dedicated sections at the end of this report.

Following a small reduction in the
previous year, loans to nonbanks in
Austria increased in total by 0.7% year

Chart 19

Nonperforming loan ratio of
Austrian banks'

%

10

9

oI I

2009 2010 2011 2012 2013 2014

~

o~

w

EN

w

N

N

Source: OeNB.

! Consolidated nonbank loan portfolio.

on year in 2014, with lending having
gained momentum especially in the
second half of the year. Nevertheless,
the overall growth rate was still well
below the historical average, also into
the first four months of 2015. In abso-
lute terms, Austrian banks granted new
loans'® to domestic customers amount-
ing to EUR 94.1 billion in 2014. Loans
for housing purposes remained the
main driver of lending to households,
whereas new loans for other purposes
have declined since 2012. The rise was
driven by a strong increase in euro-de-
nominated loans.

Austrian banks’ subsidiaries operat-
ing in CESEE did not markedly step up
lending to customers over 2014. Ad-
justed for exchange rate effects, the
total amount of outstanding customer
loans stood at EUR 183 billion, up only
0.3% on an annual basis. It must be
noted, however, that 2014 was also
marked by significant one-off effects,
most notably triggered by the restruc-

16 Contains all new business loans that are denominated in Euro.
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turing of HAA’s business in Southeast-
ern Europe. Corrected for these one-
off effects, the growth of customer
loans was markedly higher at 2.6%. As
in previous years, loan growth was het-
€rogeneous across the region: In most
countries, banks continued to reduce
their gross exposures in 2014, most no-
tably in Hungary and Romania,'” where
customer loans dropped by about
10%." Yet the ongoing expansion of
Austrian banks in markets like the
Czech Republic, Slovakia, Russia and
Turkey more than offset these delever-
aging tendencies. Austrian banks’ ex-
posure to the latter two are monitored
closely, given the Russia—Ukraine con-
flict and Russia’s recessionary economic
situation as well as Turkey’s rapid credit
growth over the past few years.
Although external financing by
Austrian nonfinancial corporations via
debt instruments was muted in 2014,
the amount of outstanding bonds issued
by Austrian nonfinancial corporations
tripled in absolute terms in the decade
between the second quarter of 2004
and the second quarter of 2014. The
share of bond issuances as a percentage
of external financing increased from
15% to 30%. Despite this strong
disintermediation process, banks have
posted positive rates of growth of credit
to nonfinancial corporations of 8%
since the onset of the crisis. This im-
plies that an increasing share of the loan
portfolio consists of loans to small and
medium-sized enterprises (SMEs). In
order to achieve higher market penetra-
tion in SME financing, banks might be
tempted to decrease interest margins
below the costs of capital, liquidity and
risk. This in turn could lead to a sys-
temic misallocation of capital and pose

Austrian financial intermediaries: a financial system in structural transformation

Chart 20
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a danger to financial stability. Thus,
supervisors need to monitor carefully
whether banks maintain reasonable in-
terest margins throughout the eco-
nomic cycle, even when loan demand
and quantitative easing put profitability
under pressure.

Against the background of weak
macroeconomic conditions, Austrian
banks have increased their consolidated
loan-loss provisions since 2008, espe-
cially on account of their CESEE expo-
sure. In 2014, restructuring at Austrian
banks whose asset quality is weak
picked up speed and led to an improve-
ment in the relevant ratios: At end-
2014, Austrian banks reported a con-
solidated nonperforming loan (NPL)
ratio of nearly 7% and a consolidated
loan loss provision (LLP) ratio of 4.5%;
both ratios are well below 2013 figures
(see chart 19 for the reduction in the

7 In Romania, the sale of Volksbank Romania is not yet reflected in the data.

154 si(qnl‘ficam reduction tyfloan volumes was seen also in Croatia, although mainly caused by HAA’s restructuring.

Bank restructuring
triggers improve-
ment in consoli-
dated asset quality
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Driven by Hypo
Alpe-Adria-Bank’s
restructuring, credit
quality at CESEE
subsidiaries is
improving

Credit quality in
Russia is still good,
but starting to
deteriorate

Austrian banks’
direct exposure to
Greece is negligible

NPL ratio). This improvement mostly
reflects the restructuring of HAA, as
group-level credit quality at other Aus-
trian banks was stable in 2014 It is still
not clear how banks have to handle pro-
visioning needs that have been identi-
fied during the ECBs’ asset quality re-
view in 2014, because the assessment
was to some extent based on valuation
rules different from those required by
common accounting standards.

The asset quality in banks’ domestic
(unconsolidated) business was stable in
2014, with the NPL ratio and the LLP
ratio standing at 4.4% and 3.3%, re-
spectively. Nevertheless, there are dif-
ferences in the quality of domestic
loans, as provisioning for loans to for-
eign customers has by far outpaced that
for loans to Austrian citizens over the
last years (chart 20). As in previous
years, the domestic asset quality at Aus-
trian banks reflects a low ratio of prob-
lem loans, as banks’ domestic assets
have proven relatively resilient to the
lackluster economic situation and con-
solidated trends have predominantly
been driven by foreign exposures.

The aggregate NPL ratio of Aus-
trian banking subsidiaries in CESEE
decreased by 2'2 percentage points to
11.8% in 2014. Similarly, the NPL ratio
for loans denominated in foreign cur-
rency fell to 15.7% compared to almost
19% at the end of 2013. Even though
this reduction to a large extent stems
from the restructuring of HAA, the
underlying fundamental development
was encouraging, too, as NPL ratios in
core markets like Croatia and Roma-
nia, which used to be in the mid-twen-
ties, are now below 20%. As indicated
above, risks to credit quality in fast
growing banking markets like Turkey
and Russia — where NPL ratios are still
very low — require close monitoring.

The coverage of NPLs has improved
significantly over recent years, but even

more so since HAA has shifted the ma-
jority of its NPL portfolio to its bad
bank (HETA Asset Resolution AG). By
the end of 2014, Austrian CESEE sub-
sidiaries reported an aggregated NPL
coverage ratio I (provisions relative to
NPLs) of 65% and the respective ratio
for foreign currency loans was almost
similar (64%). The NPL coverage ratio
II, which also includes eligible collat-
eral, was substantially higher, mainly
due to the high share of mortgage loans.
It also improved significantly to 86%
for all nonfinancial customer loans and
stood at 80% for foreign currency
loans.

The year 2014 also saw the leasing
portfolio of major Austrian banks oper-
ating in CESEE decreasing strongly —
to EUR 10 billion — and the share of
nonperforming leasing loan volumes
fell to 13%, compared with 23% one
year ago. Again, this improvement was
largely due to the restructuring of
HAA.

In the Russian banking sector, in
which state-related banks hold a domi-
nant market share of close to 60%,
Austrian banking subsidiaries have a
market share of about 3%. The volume
of outstanding loans of these subsidiar-
ies was about EUR 20 billion at end-
2014, 75% thereof were loans to cor-
porates and 25% to households. Due to
the strong ruble depreciation, the share
of foreign currency loans in total loans
increased to 51% (from 36% in the pre-
vious year) and they had been extended
almost exclusively to corporates. Credit
growth registered by Austrian subsid-
iaries was 7.7% in 2014, mainly driven
by corporate loans, but also by con-
sumer loans. While the NPL ratio was
still moderate at 4.6%, the volume of
NPLs started to rise, although from
very low levels.

The prolonged negotiations on the
Greek government’s financial situation
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have sparked a debate on potential spill-
overs to the European banking sector.
Austrian banks reduced their exposure
to Greece significantly between 2009
and 2012. At the end of 2014, Austrian
banks’ ultimate risk exposure to
Greece amounted to EUR 116 million,
EUR 7 million thereof were claims on

Austrian financial intermediaries: a financial system in structural transformation

the Greek government. Direct conta-
gion risks from a renewed flare-up of
the Greek debt crisis are therefore lim-
ited for the Austrian banking sector,
but second-round (including confi-
dence) effects are difficult to assess at
the current juncture.

Box 3

Implementing an effective framework for NPL resolution in CESEE

The recent boom-bust cycle in several CESEE countries has left local banking systems with a
legacy of high volumes of nonperforming loans (NPLs). These NPLs remain a serious burden
on balance sheets and often hinder a recovery of banks’ profitability and new lending activities.
Due to the high market share of foreign banks in the region, this also has negative implica-
tions for cross-border banking groups and for entire banking sectors. Besides the direct burden
on banks, protracted NPL resolution is a drag on economic growth. Despite previous efforts by
banks and the public sector, tackling the issue has proceeded at too slow a pace. Therefore,
the European Bank Coordination (“Vienna”) Initiative decided to act' and coordinate solutions
for effective national frameworks for NPL restructuring and resolution.

Two working groups were established in 2011 that focused on the implications of selected
regulations and the management of NPL portfolios. The results were then presented and
discussed in several fora. To bring new momentum to NPL resolution, a regional NPL action
plan was launched in early 2015. Under this plan, country-specific groups — comprising local
authorities, local banks, advisors and other insolvency professionals as well as representatives
from international financial institution — are asked to work on tailor-made solutions for individ-
ual countries. The tasks of these groups are (1) to conduct a stocktaking of obstacles to NPL
resolution, (2) to recommend and endorse measures in the areas of regulatory as well as tax
and legal changes and (3) to act as a single provider of legal and advisory support. The overall
objective is to improve the environment for banks’ internal NPL workouts as well as to set up
a foundation for outright sales.

The action plan’s roll-out started in Croatia and Hungary; some initial meetings have
already taken place. Serbia and Albania will be the next focus countries. To ensure continuous
progress, the Vienna Initiative will regularly review and discuss the results of national projects.
! Vienna Initiative. 2014. Vienna Initiative pushes for action plan to deal with NPLs in central and south-eastern Europe.

Press release. September 26, 2014. http://vienna-initiative.com/wp-content/uploads/2014/10/NPL-Press-Release.pdf
(retrieved on June 15, 2015).

Foreign currency loans decline payment vehicles and = redemption

further despite Swiss franc
appreciation

Outstanding foreign currency (FX)
loan volumes in Austria continued their
downtrend in 2014. However, the re-
cent appreciation of the Swiss franc in
mid-January 2015 has both increased
the outstanding volume in nominal
terms and the funding gap between re-

amounts.

The stepped-up supervisory efforts
aimed at curbing FX lending have
proven effective. FX loans to domestic
nonbank borrowers have steadily de-
clined since October 2008. In April
2015, the volume of outstanding FX
loans amounted to EUR 38.6 billion,
which means a drop of 58% since
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Swiss franc appreci-
ation widens funding

gaps of FX bullet
loans

FX exposure in
CESEE declines
markedly but FX

share in total loans

remains close to
50%

October 2008 on an exchange rate-ad-
justed basis.

In April 2015, FX loans to house-
holds made up 70% or EUR 27.1 bil-
lion of FX loans to domestic borrowers
and EUR 6.8 billion were FX loans
outstanding to nonfinancial corpora-
tions. Three out of four FX loans to do-
mestic households were bullet loans
linked with a repayment vehicle, i.e. an
investment — e.g. a life insurance policy
— which is used to repay the principal of
the loan at the end of the term.

In order to get a read on the fund-
ing gaps of repayment vehicle loans the
FMA and the OeNB conducted a sur-
vey in early 2015 — an update of the
surveys of 2009 and 2011. The survey
covered 35 banks that account for more
than 85% of outstanding FX loans
which have to be repaid (fully or in
part) via repayment vehicles. The re-
sults revealed that the aggregate fund-
ing gap of FX repayment vehicle loans
amounted to 14% of the outstanding
amount — or EUR 3.3 billion — at end
2014. This would constitute a reduc-
tion from the June 2011 numbers both
in relative terms (2011: 20%) and in ab-
solute terms (2011: EUR 5.8 billion).
However, if the appreciation of the
Swiss franc vis-a-vis the euro by 15%
between December 31, 2014, and April
30, 2015, is factored in, the funding
gap will widen to an estimated 23% or
approximately EUR 6 billion.

The distribution of systemic risks
arising from FX lending to domestic
borrowers has changed over the past
few years: The outstanding volumes of
FX loans as well as the number of FX
borrowers have declined strongly. At
the same time, the funding gaps — tak-
ing into account the recent Swiss franc
appreciations — have increased in rela-
tive and absolute terms. Another source

of risk is the asset valuation in repay-
ment vehicles, the majority of which
has benefitted from the asset price
surges in financial markets spurred by
low interest rates in major world econ-
omies over recent years. These asset
valuations might erode, however, when
financial markets turn, which would
widen funding gaps even further. And
although the majority of FX bullet loans
will mature only after 2019, hoping for
FX markets to turn for the better is a
risky strategy and issues should be pro-
actively addressed by borrowers and
their banks.

In line with the ongoing downward
trend of FX lending in Austria, Aus-
trian banks have continued to reduce
their FX loan exposure in CESEE. The
total FX exposure (including direct and
indirect lending as well as leasing) of
Austrian banks in CESEE had de-
creased to EUR 116 billion by the end
of 2014, supported by the restructur-
ing of HAA (see chart 21). The associ-
ated FX loan share was 49% for the
Austrian banks and their subsidiaries
taken together and 42% for their
CESEE subsidiaries.

The biggest contribution to this no-
table decline came from cross-border
direct lending, which dropped by al-
most 15% year on year. FX lending via
subsidiaries decreased further to EUR
77 billion (-2.9% year on year or
—5.4% year on year adjusted for ex-
change rate effects). FX leasing in
CESEE amounted to EUR 3.9 billion at
the end of 2014.

Although these figures seem quite
encouraging it should be pointed out
that more than half of the reduction in
FX lending of Austrian subsidiaries and
basically the entire reduction in the FX
leasing exposure was due to the re-
structuring of HAA.
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Chart 21
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The reduction in the overall credit
exposure toward CESEE was driven
particularly by a significant reduction
in FX loans denominated in euro and
Swiss francs. However, growing U.S.
dollar lending, especially in Russia and
Turkey, in connection with the appreci-
ation of the U.S. dollar in 2014 has
partly offset this development. To date
it seems unlikely that borrowers are
able to significantly mitigate the risk
associated with an increasing U.S. dol-
lar exchange rate by either natural or
financial hedges, as most corporate
customers do not seem to have enough
income in U.S. dollars.

The decision of the Swiss National
Bank (SNB) to remove the EUR/CHF
peg in January 2015 did not only di-
rectly increase the notional amounts
denominated in Swiss francs, it also fu-
eled a wave of regulatory action con-
cerning FX loans in several CESEE
countries. Both new regulatory mea-
sures and those taken in the past pose a

challenge to Austrian banks. While a
forced conversion of households’ FX
mortgages took place in Hungary, the
Croatian parliament passed a tempo-
rary exchange rate fixing for Swiss
franc-denominated mortgage loans,
which is set to last one year. Despite ac-
tively discussing various approaches,
Polish regulators have not yet taken
specific action.

Liquidity levels at Austrian banks
reach record high

Continuous inflows of deposits and low
credit demand have pushed up Austrian
banks’ liquidity levels to a record high.
On April 17, 2015, the aggregate coun-
terbalancing capacity of the Austrian
banking system (maturities of up to three
months without money market opera-
tions) stood at EUR 143 billion, up
from EUR 131 billion a year ago."” At
the same time the corresponding cu-
mulated net funding gap decreased to

EUR 6.9 billion from EUR 8.8 billion.

Regulatory
measures to reduce
burden for FX
borrowers in CESEE

1 Based on the weekly liquidity reports submitted by the largest 30 banks in the system, which account for about

85% of total assets.
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Local funding
position of foreign
subsidiaries im-
proves further

Banks have addressed excess liquid-
ity by reducing own issuances. Over
the past year the stock of outstanding
short-term and long-term bank issu-
ances decreased by more than 7% to
EUR 200 billion. This leaves banks
with sufficient room to adjust to a more
challenging issuing environment, as
spreads have widened in the aftermath
of the Heta moratorium adopted on
March 1, 2015.%°

The Austrian ‘Sustainability Pack-
age’ adopted by the OeNB and the
FMA in 2012°' stipulates that the stock
and flow loan-to-local stable funding
ratios (LLSFRs) of foreign subsidiaries
of Austria’s three largest banks be mon-
itored. This measure was introduced
based on Austrian supervisors’ experi-
ence that banking subsidiaries which
had entered the recent financial crisis

with high LLSFRs were significantly
more likely to exhibit higher loan loss
provisioning rates than other subsidiar-
ies that followed a more conservative
business and growth model. Therefore,
banking subsidiaries with stock LLS-
FRs above 110% are considered to be
“exposed” and the sustainability of their
loan growth has to be monitored more
closely. The stock LLSFRs of the moni-
tored subsidiaries have shown a wel-
come trend in 2014. Most subsidiaries
saw their stock LLSFR declining or
stabilizing, which points to an im-
proved local stable funding position. At
the end of 2014, only one out of 35 sub-
sidiaries was both exposed in terms of
its elevated stock LLSFR and had an
unsustainable flow LLSFR over the
past twelve months, which qualifies
this subsidiary’s business model as un-

Chart 22

Intragroup liquidity transfers of Austrian banks to their CESEE subsidiaries
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20 hetp://www.heta-asset-resolution.com/sites/ hypo-alpe-adria. com/files/content/announcement/file_download/

k3505-heta_brief-zahlungsstop_beilage_bescheid-eng.pdf (retrieved on June 15, 2015).

2l For more details, please see http://www.oenb.at/en/Financial-Stability/Systemic-Risk-Analysis/Sustainabili-
ty-of-Large-Austrian-Banks--Business- Models.html (retrieved on June 15, 2015).
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sustainable (according to the relevant
supervisory guidance). Another three
subsidiaries exhibited an elevated stock
LLSFR, but a positive trend in their
new business.

Data also show that the volume of
intragroup liquidity transfers to CESEE
was substantially reduced in the course
of the financial crisis (see chart 22),
which reflects the increased impor-
tance of local funding sources. This re-

Austrian financial intermediaries: a financial system in structural transformation

duction of subsidiaries’ dependence on
intragroup liquidity was particularly
pronounced for credit institutions (as
gross liquidity recipients), where vol-
umes fell by close to one-half between
end-2008 and end-2014. At the same
time liquidity transfers to financial in-
stitutions (e.g. leasing companies) were
reduced by one-third. Again, the re-
structuring of HAA contributed mark-
edly to this development.

Box 4

The new legal framework for deposit guarantee schemes (DGS)'

The new Austrian law on deposit guarantees and investor compensation (Einlagensicherungs-
und Anlegerentschddigungsgesetz, ESAEG) will transpose the EU Directive on Deposit
Guarantee Schemes (DGSD) into national law.> Together with the Single Supervisory Mecha-
nism (SSM) and the Bank Recovery and Resolution Directive (BRRD), the DGSD is the third
pillar of the European banking union.

Under the current framework, there are five different deposit guarantee schemes in
Austria. The total amount of covered deposits under these schemes was EUR 192 billion at
the end of 2014 (table 1).

Table 1
Deposit guarantee scheme ‘ Covered deposits ‘ Covered investment services | Total assets
EUR billion

Joint stock banks 434 4.7 197.5
Savings banks 61.7 8.6 284.3
State mortgage banks 6.2 0.5 63.2
Raiffeisen 65.7 4.5 271.3
Volksbanken 151 13 454
Total 1921 19.6 861.7

Source: OeNB.

The ESAEG provides for substantial amendments to the current framework that will strengthen
the protection of deposits in Austria. While the coverage level remains EUR 100,000 per
depositor and credit institution, the group of covered depositors will be extended (to include,
e.g, large nonfinancial companies); also, deposits in foreign currencies will be included. To
ensure a timely payout and reduce procyclical effects, credit institutions will be required to
pay annual risk-based contributions to build up ex-ante funds of at least 0.8% of covered
deposits by mid-2024 (part of which can be payment commitments). If the ex-ante fund of a
DGS is not sufficient to finance a payout, ex-post contributions of up to 0.5% of covered
deposits may be raised within the DGS concerned. It is only then that other national DGS are
required to provide their financial means (overflow from one national scheme to the others).
Finally, as a last resort, the deposit guarantee scheme concerned may take out a loan.

! Editorial close: June 15, 2015. The draft ESAEG will be finalized with the Austrian parliament adopting the act in July
2015.

2 Investor compensation provisions remain unchanged (including the coverage level at EUR 20,000).

Intragroup funding

continues to decline

in importance
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Funding will be exclusively provided by credit institutions. Government involvement in
financing a payout is no longer part of the legal framework (chart 1). This set-up will reduce
negative incentives for the banking sector (“moral hazard”) and remove the contingent liability
from the federal budget.

Chart 1
Financing
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To strengthen depositor confidence, the payout period will be gradually reduced from 20 to 7
working days by 2024. In addition, the existing complex structure comprising five national
deposit guarantee schemes will be changed, as only one common scheme is foreseen to be in
place as of 2019. Additionally, institutional protection schemes (IPS) may be recognized as
DGS.

The financial means of DGS will be used not only to repay depositors but also in the
context of a credit institution’s resolution, provided that depositors have continuous access to
their deposits during resolution. According to the Austrian legal act to implement the BRRD,
the liability of a DGS in connection with a bank in resolution is limited to 0.4% of covered
deposits (50% of the target level of the ex-ante funds). An IPS that has been recognized as a
DGS may use the available financial means for alternative (e.g. recovery) measures as well.
The FMA is designated to supervise DGS in cooperation with the OeNB to ensure compliance
with the new rules.

The new legal framework for DGS improves financial stability in Austria, as funds for
deposit payouts are now collected in advance, the coverage level will be maintained and credit
institutions are required to take full responsibility for the financing of deposit payouts without
having recourse to public funds.

Ultra-low interest rate environ-
ment - no clear-cut evidence of
acute cyclical risks

What are the financial stability implica-
tions of monetary policy rates close to
or even below zero and the balance

sheet expansion of central banks around
the world by a total of about EUR 10

trillion? There is no clear-cut answer to
this question. On the one hand, higher
growth could reduce defaults and
reduce losses given default. On the
other hand, the search for yield might
lead to excessive risk taking and the
mispricing of risk across the financial
system. This in turn would lead to the
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Chart 23

Selected European 10-year sovereign bond yields
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misallocation of capital, lower me-
dium- to long-term growth and in-
creasing systemic risk.*’

Since the sovereign debt crisis in
2012, European sovereign bond spreads
have contracted. Chart 23 shows the
alignment of sovereign bond yields of
Austria, Germany, Spain and Italy with
the introduction of the euro; the U.K.
is shown as an example of a non-euro
area EU country. From 2000 until the
collapse of the investment bank Leh-
man Brothers (in September 2008),
sovereign bond yield spreads (the dif-
ference between a country’s sovereign
bond yield and the German sovereign
bond yield) remained low. For Italy, it
was negative (average —0.31 basis
points), for Austria and Spain, it
amounted to 12 basis points. These low
spreads were unlikely to reflect the
actual credit quality of the sovereigns.
With the onset of the financial crisis,
bond yields started to diverge. The
spreads for Austria remained relatively
small, at an average of 51 basis points,
while those of Italy and Spain spiked to
456 basis points (in December 2011)

and 552 basis points (in August 2012),
respectively. By April 2015 (after the
ECB’s public sector purchase programme
started in March), these spreads had
fallen back to 11 basis points for Austria,
113 basis points for Spain, and 97 basis
points for Italy. Despite this significant
spread compression, the levels are now
well above their pre-crisis minimum
levels.

Similar dynamics were observable
in the corporate bond market. Like
sovereign bond yield spreads, high-yield
bond spreads remained” narrow during
the pre-crisis period 2002 to 2007 (at
an average of 500 basis points). With
the onset of the financial crisis and pre-
viously mispriced risks materializing,
high-yield bond spreads suddenly and
dramatically increased (a maximum
spread of 1,950 basis points was reached
in the first quarter of 2009). By mid-
2014, the spread was almost as low as at
its minimum in the third quarter of
2007 (261 basis points versus 234 basis
points). Over the past few months, this
trend has reversed slightly: The spread

increased continuously and reached

? The risks of a misallocation of funds due to a search for yield were also recently highlighted by the IMF (see global
financial stability report, April 2015) and the ECB (see financial stability review, May 2015).

2 The high yield bond spread is defined as the difference between the Pan-European High Yield Index of the least
creditworthy borrowers and Thomson Reuters AAA rating corporates’ 10 years benchmark yield.

Initial signs of a
potential build-up of
asset price bubbles
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Chart 24

Price-to-earnings ratios of selected equity indices
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380 basis points in the first quarter of
2015, pointing to slightly higher risk
aversion.

Overall, stock markets showed an
upward trend over the past few years.
In order to assess the cyclical dynamics
of equity markets, we look at the price-
carnings ratio (P/E ratio) as a useful in-
dicator of the potential build-up of an
overvaluation of equity prices (“equity
bubble”). In chart 24, the P/E ratio for
several equity indices shows a (slight)
tendency of overvaluation since the be-
ginning of 2014, especially for the ATX
and the EUROSTOXX. Before the re-
cent financial crisis, the average P/E ratio
of the ATX was 16;* it increased al-
most up to 291in 2010, declined strongly
to 8 in 2012 and has continuously been
increasing since then, reaching a level

of 25 in April 2015.

In sum, there are initial signs of a
potential build-up of asset price bubbles
in bond and equity markets. Macropru-
dential policy can complement mone-
tary policy by addressing its unintended
consequences for financial stability.
However, macroprudential instruments
(e.g. the countercyclical capital buffer’”)
only address cyclical systemic risks
arising from the banking sector and
there is still a lack of instruments for
the nonbank financial sector.”® These
instruments would need to be well
designed to capture risks arising from
financial markets.

Low interest rates remain the key
risk for life insurers offering
guaranteed interest rates

A prolongation of the low yield envi-
ronment and weak macroeconomic

A P/E ratio of 16 means the price of a share is equivalent to 16 times its past yearly earnings. As the multiple is
based on past earnings (not expected), the P/E ratio has a cyclical component: In an upward phase, expected

earnings are reflected in the price but not yet shown in the past earnings.

% This buffer focuses on excessive bank credit growth and cannot address the systemic mispricing of risks in financial

markets.

?® See the speech by ECB Vice-President Vitor Constdncio "Is financial regulation holding back finance for the glob-
al recovery?" Washington, D.C. April 16, 2015. http://www.ech.europa.eu/press/key/date/2015/html/

spl50416.en.html (retrieved on June 15, 2015).
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conditions remain the key risks for the
insurance sector. Low profitability
inducing a risky search for yield and a
potential re-emergence of the sovereign
debt crisis are further sources of risks
for the sector. Even so changes in the
asset allocation of Austrian insurance
companies (chart 25) suggest derisking
rather than an increase in credit risk.
The European Insurance and Occu-
pational Pensions Authority (EIOPA)
ran a stress test, including a low-yield
scenario, in 2014. The results have
shown that the key vulnerability of the
European insurance sector is the so-
called “double hit:” first, insurers are
particularly vulnerable to an abrupt fall
in global asset prices as a result of a
reassessment of risk premiums and/or a
new sovereign debt crisis; second, an
extended period of low risk-free inter-
est rates poses a challenge to insurers.
Low risk-free rates increase the value
of insurers’ long-term liabilities but

Austrian financial intermediaries: a financial system in structural transformation

also that of their investments, but com-
press the margins between guaranteed
returns in life policies and newly bought
low-risk assets. The insurers affected
most by the low interest rate scenario
in the stress test were those with a sig-
nificant mismatch in duration and
returns between assets and liabilities
(i.e. liabilities are “longer” than assets
and/or guarantee rates are above the
return rates of assets) and life insurance
businesses with long-term guarantees.
On the country level, Austria, Germany,
Sweden and Malta are the countries
that were found to be most exposed to
the risks of the current low interest
rate environment in the stress test.
Insurance companies are also faced
with regulatory challenges, as they have
to prepare for compliance with the
legal provisions of Solvency II and its
new capital requirements that enter
into force in 2016. Chart 25 shows how
Austrian insurance companies modified

Chart 25

Considerable changes in investment behavior of Austrian insurance companies
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EMIR license for
CCP Austria
granted in 2014

their investment behavior in the post-
crisis and pre-Solvency II environment.”’

From end-2009 to end-2014, the
securities investments of Austrian in-
surance companies show a notable shift
away from investments in bank securi-
ties (—15 percentage points) toward
government bonds™ (+4 percentage
points),  nonfinancial  corporations
(+3 percentage points) and other finan-
cial corporations, including insurers
(+8 percentage points). Overall, the
share of investments in the financial
sector (banks, insurance and other fi-
nancial corporates taken together) in
insurers’ total investments decreased
from 68% to 61%; in other words, the
portfolio’s dependence on the financial
sector has decreased, but is still high.

Insurers also adjusted their invest-
ments’ maturities, moving away from
short (2-5 years) and very long matur-
ities (30 years, more than 30 years) to-
ward the 10—15 years maturities band,
as the low yield environment makes
short-term securities particularly unat-
tractive and investing in very long
running assets holds the risk of missing
potential interest rate rises.

Summing up, the low interest rate
environment has been identified as a
crucial risk for the insurance sector
over the medium term. Even though
the FMA has already introduced addi-
tional provisioning requirements that
will have to be built up over the next
years (depending on an individual com-
pany’s (stock) guaranteed interest rate
and a benchmark interest rate), close
monitoring remains essential and fur-
ther regulatory action on a European
and domestic level should be consid-
ered to avoid negative effects on finan-
cial stability in due time.

A new legal framework for
financial market infrastructures
Payment and securities settlement sys-
tems have also been subjected to nu-
merous new legal requirements ad-
opted at the European level, especially
regarding financial market infrastruc-
tures, i.e. central counterparties (CCPs)
and central securities depositories
(CSDs). In Austria, the CCP Enforce-
ment Act (Zentrale Gegenparteien Vol-
lzugsgesetz — ZGVG) transposes the
European Market Infrastructure Regu-
lation (EMIR) into national legislation.
The ZGVG, which was enacted in2013,
establishes the FMA and the OeNB as
supervisors of CCPs with shared re-
sponsibilities. On this basis, the sole
Austrian CCP — CCP Austria Abwick-
lungsstelle fiir Bérsegeschifte GmbH —
was granted a CCP license in mid-2014.

The CSD Enforcement Act (Zen-
tralverwahrer Vollzugsgesetz — ZvVG),
which implements the CSD Regulation
in Austria, is expected to enter into
force in 2015 and takes the idea of the
mentioned ZGVG further.
Against this background, Central Secu-
rities Depository Austria, the sole na-
tional CSD, will have to apply for a
CSD license, which will be required
under the new law.

Furthermore, the going live of
TARGET?2-Securities (T2S) in mid-
2015 is closely monitored by the ECB
— in its capacity as lead overseer of T2S
— in cooperation with the competent
national supervisors and overseers of
the participating CSDs. The migration
of Central Securities Depository
Austria to T2S is scheduled for the
third migration wave in September
2016.

above

7 However, these data have been subject to several inconsistencies so that sound conclusions have to be based on

further investigation.

28 Including regional and local governments.
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Box 5

New Austrian bond yield index UDRB introduced on April 1, 2015

For more than three decades, the indices for secondary market yields (SMR) had been
published broken down by groups of issuers. Government bonds were the most important
group as the SMR indices were weighted by the volume outstanding. Hence, the government
bond SMR (“SMR Bund”) also dominated the overall SMR (“SMR Emittenten gesamt”).
Trading in government bonds at the Vienna stock exchange has decreased over time and
therefore the data base for the SMR calculation has shrunk over the years. The Oesterre-
ichische Kontrollbank AG (OeKB) stopped calculating and publishing the SMR at end-March
2015. However, discontinuing the publication of secondary market yields was deemed undesir-
able as references to the SMR exist in many financial contracts, like bank loan agreements,
often as a requirement under federal or provincial law.

Although it has been under no legal obligation to calculate or publish the SMR up to now,
the OeNB offered to calculate and publish the “average government bond yields weighted by
outstanding amounts” (Umlaufgewichtete Durchschnittsrendite fiir Bundesanleihen, UDRB)
replacing the SMR from April 2015.

The transition from SMR to UDRB is set out in the federal law on the determination of
weighted average yields on government bonds. According to the underlying law, the UDRB wiill
succeed the SMR indices “central government,” “domestic issuers” and “domestic nonbanks”
as well as “issuers total.”

SMR indices can no longer be used as reference interest rates in new contracts. In
contracts concluded up to the end of March 2015 that use SMR indices as reference interest
rates, the SMR must be replaced by the UDRB unless the contracting partners have agreed
or agree otherwise. The SMR index for “domestic banks” issuances is exempt from this
change; the OeKB will continue to make it available until the end of June 2015. A replacement
for the SMR index for domestic banks’ issuances has not been provided for by law. As a
consequence, any succeeding indicators must be agreed upon individually by the contracting
partners.

The average government bond yields weighted by outstanding amounts reflects an
average of the secondary market yields of individual government bonds, weighted by the
volume outstanding according to the applicable redemption schedule. The individual yields are
based on transaction data reported to European supervisory authorities according to the
MIFID. These data are then provided by the FMA to the OeNB on a transaction level. Instead
of solely reflecting the illiquid official market at the Wiener Barse including Europe, however,
MIFID data ensure broader market coverage. Instruments must fulfill the following criteria in
order to be included in the calculation of UDRB: They must be denominated in euro, have a
fixed yield and a residual maturity of more than one year.

While the SMR was published daily, the UDRB will be published once a week (for every
business day of the preceding week). The monthly, quarterly and annual figures are based on
the arithmetic mean of the calculated trading-day figures. The OeNB publishes every Friday
the UDRB trading day figures of the previous week. For additional information, please refer to
http://www.oenb.at/en/Statistics/Standardized-Tables/interest-rates-and-exchange-rates/aus-
trian-government-bond-yields.html.

OeNB assessment and recom- sistently weak earnings situation in

mendations

The Austrian banking system returned
to profitability in 2014, albeit aided by
the restructuring of HAA, but several
of its structural issues prevail and need
to be resolved in order to sustainably
increase the system’s stability. The per-

Austria and substantially reduced prof-
its of CESEE subsidiaries have hindered
internal capital generation, which came
to a halt in 2014, with the largest banks’
capital ratios still well below their
peers’. And while asset quality indica-
tors show first signs of improvement, as
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several banks started overdue restruc-
turing processes, new challenges have
emerged over the past few months: Ul-
tra-low interest rates in Europe — that
are linked to extraordinary monetary
policy measures, including the ECB’s
quantitative easing — may adversely im-
pact banks’ operating profits over the
medium term, and the sudden appreci-
ation of the Swiss franc could have neg-
ative effects on foreign borrowers’
creditworthiness. On the regulatory
front, the Federal Act on the Recovery
and Resolution of Banks (BaSAG) and
the proposed new legal framework for
deposit guarantee schemes (ESAEG)
are important milestones in the com-
pletion of the European banking union,
while recommendations by the Finan-
cial Market Stability Board (FMSB) un-
derpin  purposeful = macroprudential
policies in Austria. Although this wel-
come paradigm shift creates short-term
uncertainties in financial markets, it
will ultimately improve financial stabil-
ity in the long run by providing ade-
quate tools when dealing with troubled
banks. Regarding other financial inter-
mediaries, low interest rates remain
the key risk to life insurers offering
guaranteed interest rates. With all
these issues in mind, the OeNB recom-
mends that the following action be
taken:

— Banks should continue to strive for
capital levels that are commensu-
rate with their risk exposures. Sys-
temic risks caused by a bank’s size,

interconnectedness and emerging
market exposure should be ad-
dressed by means of the systemic
risk buffer (SRB) and the buffer for
other systemically important insti-
tutions (O-SII) as proposed by the
FMSB.

The still difficult profitability situa-
tion requires active cost manage-
ment and risk-adequate pricing.
The close monitoring of risks re-
lated to foreign currency loans and
loans with repayment vehicles re-
mains important. Against the back-
ground of increased funding gaps
and risks regarding repayment vehi-
cle values, banks and customers
should assess the latter’s risk-bear-
ing capacity and take risk-reducing
measures if deemed necessary.

At to CESEE subsidiaries, the reso-
lution of nonperforming assets is
crucial and ongoing initiatives to
deal with legacy issues should be
proactively pursued. Banks should
also continue to strive for sustain-
able loan-to-local stable funding
ratios at the subsidiary level and for
risk-adequate pricing of intragroup
liquidity transfers.

The effects of the ultra-low interest
rate environment are still difficult
to assess, but banks and insurance
companies may need to adapt their
business models to this challenging
environment.

Insurance undertakings should con-
tinue to prepare for Solvency II.
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Stefan Kavan,
Florian Martin'

The profrtability of Austrian banks’ subsidiaries
in Croatia, Hungary and Romania and how
the financial crisis affected their business
models

Croatia, Hungary and Romania are core host markets for Austrian banking groups. While
Austrian banks’ subsidiaries in these countries were facing similar challenges at the onset of
the financial crisis, their profitability has been very heterogeneous since then. In this study we
analyze the reasons for these diverging paths, starting off with a brief overview of banks’
competitive environment and cost structures and then examining the particular pressure on
banks’ net interest income and its margin since 2010—11. Finally, we analyze credit quality
and provisioning levels. We find that operational cost efficiency at the subsidiaries under
review did not differ substantially from that of the peer group, but that net interest income,
which is by far the most important profit source, has been under particular pressure and that
high volumes of nonperforming loans (including those in foreign currency) continue to weigh on
balance sheets. Moreover, we see that striking changes in the funding models of these subsid-
iaries have taken place, as they steered away from intragroup funding and increasingly turned
toward local funding sources. In several of these aspects, Austrian subsidiaries in Hungary and
Romania faced higher pressures to adapt their business models than their peers in Croatia,
where subsidiaries still have not increased provisioning to higher regional coverage levels.

JEL classification: GO1, G21
Keywords: Banking, financial crisis, Austrian banks, bank profitability, net interest margin,
credit risk, foreign currency loans, intragroup funding, Croatia, Hungary, Romania, CEE

When the financial crisis reached Cen-
tral, Eastern and Southeastern Europe
(CESEE) in 2009, Austrian banks’

mostly in foreign currencies, orderly
deleveraging set in, subsidiaries changed
their funding models by reducing their

subsidiaries in Croatia, Hungary and
Romania had total assets of more than
EUR 93 billion (at end-2008), which
represented more than one-third of all
Austrian banking assets in the I'egion.2
At this time, these subsidiaries were
faced with common challenges: In all
three host countries, lending had been

dependence on liquidity transfers by
parent banks, and the low interest rate
environment started to affect asset
yields and funding costs.” However, de-
spite the similarities, it turned out that
these subsidiaries fared rather differ-
ently until the end of 2014: While their
aggregate total assets declined by 8% to

Oesterreichische Nationalbank, Financial Stability and Macroprudential Supervision Division,
Stefan.Kavan@oenb.at and Florian. Martin@oenb.at.

The CESEE peer group used in this study comprises Austrian banks’ subsidiaries in Albania, Belarus, Bosnia and
Herzegovina, Bulgaria, the Czech Republic, the former Yugoslav Republic of Macedonia, Montenegro, Poland,
Russia, Serbia, Slovakia, Slovenia and Ukraine; it does not include Austrian subsidiaries in Kazakhstan,
Kyrgyzstan, Latvia, Kosovo and Turlzey,for which no continuous time series exist over the entire time period under
consideration. Given its dynamic nature (e.g. banks exiting certain markets), this peer group had a changing
composition over time.

Given that no single bank data are published in this study, the analysis is based on aggregate data for Austrian
subsidiaries in the countries discussed and it is therefore not necessarily indicative of figures and trends at the
individual bank level. Also, it has to be noted that while the bank sample in the three countries remained stable,
Hypo Alpe-Adria-Bank International AG was not active in Hungary and Romania and its restructuring therefore
only affected data for Croatian subsidiaries.
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Chart 1
Banks’ market shares by the end of 2014
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EUR 86 billion since the end of 2008
(other Austrian CESEE subsidiaries:
+2%), it is the subsidiaries in Hungary
(—25%) and in Romania (—6%) that
shrank in size, while growth continued
in Croatia (+7%). Also, profitability
levels diverged considerably: While
Croatia remained a profitable host mar-
ket throughout the crisis, substantial
losses occurred in Romania and Hun-
gary. At first glance, one might there-
fore wonder why Croatia has been in-
cluded in this study. The reason is that
all three countries belong to Austrian
banks’ core markets and nonperform-
ing loan ratios there are still high
(around 20%); but while subsidiaries in
Hungary and Romania have been ad-
dressing this issue aggressively over the
last few years (which resulted in sub-
stantial losses) and the economic situa-
tion is finally improving in these coun-
tries, in Croatia coverage levels lag
their peers’ and the macroeconomic
environment remains challenging. Not-
withstanding their differences, we
therefore chose to analyze Austrian
subsidiaries’ profitability in these coun-
tries together in this study. We first

focus briefly on the competitive envi-
ronment and cost structures, then take
a close look at net interest income and
margins, to finish with thoughts on
credit quality and provisioning. This
study also concludes a recent series on
Austrian subsidiaries that covered those
in Russia, Turkey and Ukraine as well
as the Czech Republic and Slovakia.*

1 Competitive environment and
cost structures

At the end of 2014, Austrian banks’
subsidiaries had a combined market
share of 58% in Croatia, 20% in Hun-
gary and 32% in Romania. A compari-
son of the competitive environment
reveals that market structures are quite
heterogeneous in these three countries.
In Croatia and Romania, subsidiaries of
UniCredit Bank Austria and Erste
Group Bank, respectively, are the mar-
ket leaders, while the Hungarian bank-
ing market is dominated by locally-
owned OTP Bank (see chart 1). The
comparably high degree of concentra-
tion of the Croatian banking market is
highlighted by the top three banks’
market share of 57%, which is signifi-

* For further information, please refer to Wittenberger et al. (2014) and Kavan and Widhalm (2014).
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Chart 2

Cost-income ratios of Austrian banks and their subsidiaries
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cantly higher than Hungary’s and
Romania’s values of 37% and 38%.
From a historical perspective, the
Hungarian and Croatian banking sec-
tors are getting increasingly concen-
trated, while the Romanian market is
trending toward greater dispersion.

Contrary to economic theory, op-
erational efficiency did not benefit from
higher market concentration: The
cost-income ratio (CIR) was broadly
stable from 2008 to 2014 and did not
diverge substantially from the CESEE
average. The situation clearly worsened,
however, in 2014, as Hungarian legisla-
tive measures resulted in Austrian sub-
sidiaries in Hungary reporting an ag-
gregate operating loss, and operating
income in Romania was negatively
affected by restructuring measures. In
Croatia, the CIR did not change signifi-
cantly and remained close to that of the
CESEE peer group (see chart 2).

So although market structures are
diverse in the three observed countries
and Austrian banks’ subsidiaries take
up varying market shares, their opera-
tional efficiency (excluding one-off ef-
fects) did not differ substantially from
that of their CESEE peer group; at close
to 50%, the CIR of Croatian, Hungar-

ian and Romanian subsidiaries has re-

mained broadly stable and substantially
below the level recorded in the banks’
Austrian home market.

2 Operating income and net
interest margin

Taking a closer look at the operat-
ing income of Austrian subsidiaries in
Croatia, Hungary and Romania from
2008 to 2014, we see that it was clearly
dominated by net interest income,
whose average share was 66% in Croa-
tia, 62% in Hungary and 64% in Ro-
mania. While the income split of Aus-
trian subsidiaries in Croatia — with fee
income accounting for 21% and (vola-
tile) trading income for 2% — was fairly
similar to the one in other CESEE host
countries, subsidiaries in Hungary and
Romania had a substantially higher
share of trading income (8% and 7%,
respectively). In absolute terms, the
subsidiaries saw their net interest in-
come peak in 2010 (2011 in Croatia)
and decline strongly since then: the de-
crease until 2014 was —17% in Croatia,
—28% in Hungary and —29% in Roma-
nia, a trend that was accompanied by a
decreasing share of net interest income
in overall operating income, pointing
to particular pressure on this income
item (see chart 3).
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Chart 3

Net interest income in absolute and relative terms
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2.1 Adverse margin and volume
pressures affect net interest
income

In order to explain this adverse pres-

sure, we analyze the drivers of net

interest income in two ways: first, by
simple income decomposition, and sec-
ond, by using a more granular approach
to understand the interplay between
the asset and liability pricing of subsid-
iaries’ balance sheets. To start, we look
at net interest income as the product of
the net interest margin before risk

(NIM, defined as net interest income

over average total assets)’ and average

total assets (given that the vast majority

of assets are interest bearing for banks,
see footnote 8). At the latest since 2011,
we have been able to observe that Aus-
trian subsidiaries in Croatia, Hungary
and Romania saw their NIM shrink,
while average total assets in Croatia and
Romania levelled out and then started
falling (deleveraging in Hungary had
already set in earlier). This implies simul-
taneous and adverse margin and volume
pressures (see chart 4). While reduc-
tions in balance sheet size can be ex-
plained by a combination of various fac-
tors, including weak credit demand as
well as orderly deleveraging,® this first
net interest margin definition does not

> Average total assetsfor any given year are calculated as the simple average ofconsecutive)/ear—end values.

0 For further details, especially on changes in the asset composition, please refer to information provided in section

2.3.
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Chart 4
Average total assets (TA) and net interest margins (NIM)
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Note: Due to data availability issues, data for the former Yugoslav Republic of Macedonia have been excluded from the CESEE peer group.

allow analyzing key drivers much further,
as it depends itself on total assets, which
comes close to a circular reasoning.

2.2 Total spread of subsidiaries
under pressure since 2010-11

Given the above-mentioned caveats of
the first approach, we continue with a
more granular analysis to explain the
substantial fall in net interest income
observed since 2010—11: We break
down the (stock-based) total spread

earned into interest revenue on inter-
est-carning assets and interest expense
on interest-bearing liabilities, which
allows greater insights and the identifi-
cation of key drivers weakening operat-
ing profitability. In order to do this, we
use the formula for the total spread on
interest-earning assets and interest-
bearing liabilities proposed in a study
by the ECB (2000; p. 27), which de-
fines the total spread as the combina-
tion of a spread and endowment effect.

total spread = spread + endowment effect

interest revenues interest expenses

1EA

IBL

interest expenses

1EA— IBL
IEA |

IBL

where IEA are interest-earning assets, IBL are interest-bearing liabilities, and the endowment
effect is “the gain from the fact that some part of IEA” — i.e. the part that exceeds the volume
of IBL — “does not have an interest cost” — given that it is financed by non-interest bearing
items, such as equity. “This calculation disregards the cost of equity capital.” (ECB, 2000).
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Chart 5

Decomposing the total spread of Austrian banking subsidiaries in CESEE
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Note: The difference between the IEA yield and the IBL cost is the spread, while the spread and the endowment effect add up to the total spread.

This analysis allows a more precise
explanation of factors that affected net
interest income in Croatia, Hungary
and Romania and also sheds light on the
different developments in other host
markets of Austrian banks. Over the
entire period from 20087 to 2014, the
first finding is that growth in average
interest-earning assets (IEA) and inter-
est-bearing liabilities (IBL) has been
very heterogeneous:* While the aggre-
gate volumes increased in other CESEE
host countries (by 10% and 4%, re-
spectively), Austrian subsidiaries in
Croatia also witnessed an increase (by
10% and 11%), but they stayed flat in

Romania and saw a strong decline in

Hungary (—19% in both). Secondly,
while in other CESEE markets the total
spread seems to have hit bottom in
2013, it rose in the first years of the cri-
sis in the three analyzed countries and
fell to lower levels thereafter. Over the
entire observed period, it fell slightly in
Hungary and Croatia and decreased
strongly in Romania, with the latter
being the only host market of the three
with a total spread still slightly above
that seen in other CESEE host markets
(see chart 5). In 2014, the total spread
stabilized in Croatia and Hungary,
while taking another dip in Romania.
In order to explain these develop-
ments in more detail, we subdivide the

Average IEA and IBL for any given year are calculated as the simple average of consecutive year-end values. Due
to data availability issues, average IEA and IBL for 2008 have been calculated for the period from March 2008
to December 2008, and data for the former Yugoslav Republic of Macedonia have been excluded from the CESEE
peer group.

In this study we dgﬁne IEA as loans to nonbanks and credit institutions, debt instruments held, cash and balances
with central banks (that made up more than 90% of total assets), while IBL include deposits from nonbanks and
credit institutions as well as other debt instruments (that made up more than 80% of total assets).

o
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time period in years before and after

the peak in the total spread for each

country:

* Croatia is the host market with the
lowest total spread for Austrian sub-
sidiaries (when compared to Hungary
and Romania); it reached a peak of
333 basis points (bp) in 2011: This
meant a gain of 34bp since 2008,
which was caused by a spread in-
crease of 52bp (to 295bp) and a
change in the endowment effect of
—17bp (to 37bp). The former was the
result of the average cost paid on IBL
(—113bp to 288bp) falling more
quickly than the average yield earned
on IEA (—62bp to 583bp), while the
latter was mostly the result of the
substantial reduction in the average
cost of IBL. From its peak to 2014,
the total spread dropped by 51bp and
thereby overcompensated for the
gain made since 2008: While the en-
dowment effect only contributed
—10bp to this fall, it was mostly due
to a spread reduction of 41bp, which
was caused by the average yield on
IEA (—115bp) falling faster than the
average cost on IBL (—73bp).

* At Austrian subsidiaries in Hungary,
the maximum total spread was also
reached in 2011 (at 360bp): The in-
crease of 11bp since 2008 had been
caused by a spread gain of 24bp (to
334bp) and a decrease of the endow-
ment effect (—13bp to 26bp). The for-
mer resulted from a slightly faster fall
in the average cost on IBL (~270bp to
377bp) than in the average yield on
IEA (—246bp to 711bp) and the latter
from the strong fall in IBL costs.
From 2011 to 2014, however, the to-
tal spread lost more than those gains,
as it fell by 35bp, caused by the aver-
age yield on IEA decreasing faster

(—199bp) than the cost of IBL
(—178bp) and the endowment effect
declined further to 12bp.

* Austrian subsidiaries in Romania
reached the highest total spread of
the three analyzed host countries in
2010 (472bp), caused by the highest
spread (432bp), which again resulted
from IBL costs falling faster (—277bp
to 411bp) than the IEA yield (—213bp
to 843bp), and an endowment effect
of 39bp. Since then, the total spread
fell ~ substantially (—117bp) and
reached 354bp. This was caused by a
substantial reduction in the yield on
IEA (=309bp), which could not be
compensated for by the fall in IBL
costs (—214bp), and a further reduc-
tion in the endowment effect to 17bp.

It can thus be concluded that in all three
countries, the first years of the crisis
until 2010—11 were characterized by an
increase in the spread, as asset yield
losses were overcompensated for by
cheaper funding, while this trend went
into reverse over the past few years,
when the fall in funding costs seemed
to have bottomed out (at around
200bp). The (much smaller) endow-
ment effect fell substantially over the
years due to the strong decline in IBL
costs.

In comparison to these develop-
ments, the total spread of the — varying
sample of — Austrian banking subsid-
iaries in other CESEE countries be-
haved rather differently: It fell until
2013 by 75bp to 326bp, almost entirely
caused by the IEA yield falling faster
(—257bp to 489bp) than the average
IBL costs (—186bp to 184bp). In 2014,
it recovered by 22bp, as IBL costs rose
by 36bp, but IEA yields rose by 54bp,
which points to a potential recovery in

profitability in the rest of CESEE.
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2.3 Interest-earning assets affected
by provisioning,
deleveraging and a substantial
fall in yields

In the previous sections, we discussed
downward pressures on total assets
(IEA and IBL followed the same trend)
as well as the pressure on margins since
2010—11. In the next two sections, we
conclude the analysis of operating prof-
itability by turning to the most import-
ant shifts in the structure of IEA and
IBL of Austrian subsidiaries in Croatia,
Hungary and Romania since end-2008
and highlight the dramatic fall of yields
across various asset and liability classes.
It is important to note upfront that two
exogenous circumstances have affected
asset composition: The share of debt in-
struments in total assets has been posi-
tively affected by the low yield environ-
ment (see the right-hand panel of chart

The profitability of Austrian banks’ subsidiaries in Croatia, Hungary
and Romania and how the financial crisis affected their business models

6) raising valuations, while the share of

(net) lending was negatively affected by

provisioning requirements during the

crisis (see section 3 for more informa-
tion on credit quality and coverage ra-
tios).

* Austrian subsidiaries in Croatia ex-
hibited the most stable asset portfo-
lio, as loans to nonbanks consistently
accounted for around two-thirds of
total assets, while the share of inter-
bank lending decreased from 17% at
end-2008 to 11% at end-2014, which
was compensated for by higher shares
of debt instruments held (rising from
9% to 12%) and cash and balances
with central banks (rising from 4%
to 6%).

* Hungarian subsidiaries, on the other
hand, saw the share of loans to non-
banks in their total assets decrease

substantially from 72% to 53%; this

Chart 6
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decline was compensated for first by
a sharp increase in debt securities
held (from 15% to 27% until end-
2013), which was then turned into an
increase in interbank lending during
2014 (its share increased from 8% at
end-2013 to 25% at end-2014, while
the share of debt securities fell back
to 13%).” Turning to changes in the
gross loan volume between end-2008
and end-2014 (before provisioning,
not adjusted for exchange rate fluctu-
ations), it is noteworthy that Austrian
subsidiaries in Hungary reduced their
loan volume to nonbanks much faster
in the corporate (—40%) than in the
household sector (—24%), while the
decrease was more evenly distributed
in Romania (—13% and —14%, re-
spectively) and Croatian subsidiaries
witnessed a different trend (+1% and
—8%, respectively).

* In Romania, the share of lending to
nonbanks also declined (from 64% to
56% of total assets), accompanied by
a decline in the share of cash and bal-
ances with central banks (from 22%
to 15%), while the share of debt se-
curities increased strongly (from 3%
to 22%).

* In comparison, aggregate figures of
Austrian subsidiaries in other CESEE
markets point to a stable share of
loans to nonbanks (at slightly above
60%), falling interbank lending (13%
to 8%) and a rising share of debt in-
struments held (12% to 17%).

These substantial changes in asset com-

position, especially in Hungary and

Romania, were accompanied by a no-

ticeable reduction in various asset yields

due to the general low interest rate en-

vironment: For example, the annual
percentage rate of charge for new local
currency house purchase loans and
long-term government bond yields fell
by more than half in these two coun-
tries, negatively affecting the IEA yields
of new lending and bought securities
(chart 6)." Consequently, subsidiaries
faced dwindling yields on the asset side,
whose effects were more acute in Hun-
gary and Romania than in Croatia.

2.4 Dramatic fall in deposit rates
eases transition to more
sustainable locally funded
business model

On the funding side, changes were
even more pronounced. Deposits (from
banks and nonbanks) make up more
than 90% of IBL at Austrian banking
subsidiaries in Croatia, Hungary and
Romania, and in all three countries the
share of nonbank deposits rose between
end-2008 and end-2014, while the
share of bank deposits fell. This devel-
opment was most pronounced in
Romania, followed by Hungary, and
was much less marked in Croatia,
where nonbank deposits already made
up close to 60% of total assets at end-
2008, which was also the level in all
three countries at end-2014 (see the
left-hand panel of chart 7).

Over the same period and in an en-
vironment of very low interest rates,
the interest rate paid on deposits (e.g.
to houscholds) fell very quickly at the
beginning of the crisis (until 2010) and
at a slower pace thereafter (see the
right-hand panel of chart 7), which
confirms the above findings that the
initial rapid fall in funding costs com-

* The change in asset composition during 2014 might have been linked to the effects of the local central bank

roviding parts of its foreign currency reserves for easing the conversion process of households’ foreign currenc
P g p g 4 g P g 4

mortgages into local currency loans.

10 Unfortunately, there are no harmonized data available for Croatia from end-2008 to end-2011, and Hungarian
data are not available for foreign currency loans. Therefore, the comparison centers on local currency loans, even
though foreign currency lending has played a dominant role in all three markets (see section 3).
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Chart 7
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pensated for reduced IEA yields at first,
but the approaching zero lower bound
for funding costs has led to a substantial
compression of net interest margins
since 2010—11.

The shift in funding sources also re-
flects lessons learned from the financial
crisis — both by banks as well as super-
visors and regulators. Until end-2011,
weak local funding had translated into
relatively substantial intragroup liquid-
ity transfers from parent banks. This
funding dependency of foreign subsid-
iaries — measured by the share of intra-
group funding in their total assets — has
been substantially reduced since its

peak (see chart 8), in particular since
2012, when an Austrian supervisory
guidance was published that explicitly
addresses subsidiaries with unsustain-
able funding positions and that pushes
for an increased reliance on local stable
funding, such as deposits from non-
banks."" Overall (gross) intragroup li-
quidity transfers to Austrian subsidiar-
ies in Croatia, Hungary and Romania
fell from EUR 20.6 billion at end-2008
to EUR 124 billion at end-2014
(—40%), but their share in total Aus-
trian intragroup liquidity transfers to
CESEE rose from 46% to 54% over the

same time period.

" For more details on this supervisory guidance, please visit http://www.oenb.at/en/Financial-Stability/System-
ic-Risk-Analysis/Sustainability-of-Large-Austrian-Banks--Business-Models. html.
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Chart 8

Falling dependence on intragroup liquidity transfers due to lower

loan-to-deposit ratios’
Share of intragroup liquidity transfers in % of total assets
35

= 2008
30 -
. 2008
5 Romania
20 2014 )
2011
m =
15 - i
= 9014 Croatia
10 2014 2008
- CESEE excl. 2008
. 2014 HR, HU, RO
0
70 80 90 100 110 120 130 140 150 160

Loan-to-deposit ratio’

Source: OeNB.

Note: All points represent aggregate Austrian subsidiaries' data in the respective countries from end-2008 to end-2014. Arrows indicate changes

from end-2008 to end-2014.

" In relation to nonbanks only, loans after provisioning.

2.5 Concluding remarks on

operating profitability

Net interest income is by far the most

important source of income for Austrian

subsidiaries in Croatia, Hungary and

Romania, which testifies to their im-

portant role as financial intermediaries

that finance the real economy in
these countries. But — especially since

2010—11 — net interest income has

come under pressure, both in terms of

volumes and margins.

* As regards volumes, the smallest
changes took place in Croatia. Asset
deleveraging was strongest in Hun-
gary, followed by Romania; the com-
position of assets and liabilities also
changed substantially. The share of
(net) loans to nonbanks in total assets
fell in Hungary and Romania and
debt securities gained in importance.
On the funding side, changes in busi-
ness models led subsidiaries to steer
away from intragroup funding and
turn toward local funding sources,
with Austrian subsidiaries in Roma-
nia and Hungary having seen the
most dramatic changes, but they had

entered the financial crisis at substan-

tially higher levels (see chart 8).

* As regards margins, all three coun-
tries saw total spreads peak in 2010—
11. The reason was that the fall in IBL
costs at first more than compensated
for reduced IEA yields, while the
approaching zero lower bound for
IBL costs and a continued IEA yield
contraction led to a considerable
decline in total spreads, particularly
in Romania.

¢ Consequently, Hungarian and Roma-
nian subsidiaries saw the largest
swings in their net interest income,
while changes in Croatia were less
pronounced. The open questions for
Austrian banks’ subsidiaries from an
operational profitability point of view
are therefore:

* Especially for Hungarian subsidiar-
ies: has deleveraging come to an
end?

* Especially for Romanian subsidiar-
ies: will IEA yields start to improve
in the near future (as they recently
did in other CESEE host markets)
or will IEA yields continue falling
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and push the spread down further,
now that IBL costs seem to have
found a region-wide floor?

* Especially for Croatian subsidiar-
ies: will the funding model con-
tinue its transition to the “new nor-
mal” of more locally raised fund-
ing? (Even though the high loan-to-
deposit ratio is also partly a reflec-
tion of lower provisioning levels;
see section 3.)

Finally, an important aspect to keep in
mind is that this analysis so far has not
included risk costs (see section 3) and
that the cost of equity was omitted.
This last aspect should be seen in rela-
tion with the positive endowment ef-
fect assumed in this study and merits
further analysis in the future.

3 Credit risk and provisioning
levels

While credit quality at subsidiaries in
other CESEE countries has improved
continuously since 2011, in Croatia,
Hungary and Romania, the deteriora-
tion in asset quality continued until
2013, when nonperforming loan (NPL)

ratios in all three countries were in the

The profitability of Austrian banks' subsidiaries in Croatia, Hungary
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mid-20s (see chart 9). In 2014, these
ratios improved or at least leveled out,
while the risks stemming from high
NPL volumes are now much better pro-
visioned for than in the past, which is
reflected in substantially improved cov-
erage ratios. But while the coverage ra-
tio of Hungarian subsidiaries has caught
up and developments at Romanian sub-
sidiaries were broadly in line with those
at other Austrian CESEE subsidiaries,
coverage ratios at Croatian subsidiaries
are still significantly below their peers’
average. In order to reach the coverage
level of their CESEE peers, Croatian
subsidiaries would have to build up
more than EUR 0.5 billion in allow-
ances. Additionally, the reduction in
NPL levels in Croatia in 2014 stems to a
large extent from the restructuring of
Hypo Alpe-Adria-Bank International
AG and the related shift of a major part
of its NPL portfolio to its bad bank
(HETA Asset Resolution AG).

In relation to credit quality, one
major characteristic of the banking
market in all three countries is the high
incidence of foreign currency (FX)
loans, a credit segment that is marked

Chart 9
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Chart 10

Loan exposure and share of foreign currency loans in customer loans
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by moderately higher NPL ratios. The
share of FX loans in Austrian banks’
Romanian and Hungarian subsidiaries’
total customer loans is around 60% at
end-2014; at Croatian subsidiaries, this
share is even higher at 75%. In all three
countries, the majority of FX loans are
denominated in euro, with shares of
85% in Croatia and Romania, where
euro-denominated borrowing was con-
sidered less risky by customers, as both
the Romanian and Croatian currencies
are tied to the euro under a managed
float currency regime; in Hungary,
where Swiss franc lending also played
an important role, the share of euro-de-
nominated loans in FX loans was 55%.
The various Austrian and local supervi-
sory initiatives, most notably the Aus-
trian Guiding Principles on FX lending
in CESEE (2010), have proven to be
effective, as FX loans, especially those
denominated in Swiss francs, have
gradually and markedly decreased.
Since end-2008, the outstanding vol-
ume of loans denominated in foreign
currency has dropped by about 5% on
a FX-adjusted basis in Croatia, by
20% in Romania and by an even more
significant 50% in Hungary. Although
Hungary and Croatia have taken action

to address the FX loan problem — by
way of legal acts in Hungary and a tem-
porary exchange rate fixing for Swiss
franc mortgage loans in Croatia — it
should be noted that most of Austrian
banks’ FX exposure in those countries

had already been reduced beforehand.

4 Conclusion

Although the competitive situation of
Austrian banking subsidiaries in Croatia,
Hungary and Romania is heteroge-
neous, their operational efficiency as
measured by the cost-income ratio
shows no particular peculiarities when
one-off effects are excluded. As with
other CESEE subsidiaries, net interest
income is by far their most important
profit source, but contrary to the situa-
tion at their regional peers, it has not
started to recover — from pressures on
volumes (in particular in Hungary) and
margins (in particular in Romania).
Steering away from intragroup funding
and turning toward local funding
sources changed subsidiaries’ funding
models, with Hungarian and Romanian
subsidiaries having had to change theirs
to a greater extent than peers in
Croatia, where the shift was less pro-
nounced. In terms of operating profit-

70

OESTERREICHISCHE NATIONALBANK



ability and its future trend, it remains
to be seen whether deleveraging and
margin compressions have come to an
end in Hungary and Romania now that
the local economies are picking up and
funding costs seem to have found a
floor at around 2%. High loan-to-
deposit ratios can still be observed at
Austrian subsidiaries in Croatia. Rais-
ing the provisioning level to the re-
gional average would help close this
gap and raise the coverage ratio, which
would allow speedier NPL resolution
via write-offs or direct sales.

Austrian banking subsidiaries in
Croatia, Hungary and Romania have
come a long way since the beginning of
the financial crisis: They had to adapt
their business models to new realities
as did other Austrian CESEE subsidiar-
ies, and several indicators are now more
in line with regional averages (e.g. IEA
yields, IBL costs, loan-to-deposit and
coverage ratios). But while subsidiaries
in Hungary and Romania saw more
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Ukraine: struggling banking sector amid
substantial uncertainty’

The situation of banks in Ukraine is exceptionally challenging for a number of reasons. First of
all, banks had not managed to recover from the 2008—09 crisis before being hit again in
2014. Hence, the deep Ukrainian recession and the hryvnia’s plunge — together with strong
exposure to geopolitical tensions — tipped the banking sector again deeply into the red. Amid
an environment of persistent uncertainty, many foreign-owned banks have left the country. In
addition to chronic structural shortcomings, such as weak rule of law, excessively high
corruption, opaque ownership structures and connected lending, the most significant problems
currently plaguing the sector include high and growing credit risk and high exchange rate risk.
The country faces a dramatic credit crunch and even more alarming deposit outflows. Financial
intermediation has practically collapsed, with the number of insolvent banks rising quickly. The
major shock-absorbing factor is the IMF’s and the international community’s commitment to
financially assist Ukraine.

JEL classification: G21, G28, P34
Keywords: banking sector, banking crisis, geopolitical risk, credit risk, exchange rate risk,
connected lending, pocket banks, nonperforming loans, recapitalization, Ukraine

In this article, we provide an analysis of
the current situation in the Ukrainian
banking sector by taking into account
macroeconomic developments. We dis-
cuss the main features of the banking
sector, major risks it is facing and its
future prospects. The investigation re-
lies on both aggregate banking sector
data as well as individual bank data.
Section 1 provides a succinct overview
of the current domestic political, geo-
political and macroeconomic environ-
ment — marked by high instability, vul-
nerability and weakness — in which
credit institutions in Ukraine operate.
Section 2 describes banking develop-
ments following the crisis of 200809,
with the emphasis on recent events,

! Cutoff date: June 1, 2015.

notably developments in 2014 and early
2015. We focus also on structural
changes in ownership and the evolution
of market shares by bank ownership. In
section 3, we draw on previous findings
to identify challenges currently facing
the Ukrainian banking sector and assess
some shock-absorbing factors. Giving
an outlook, section 4 concludes the
article.

1 Political, geopolitical and
macroeconomic environment

Having a minimum degree of familiar-
ity with the extraordinarily challenging
political and macroeconomic framework
conditions banks operate in appears

essential in the case of Ukraine.

2 Qesterreichische Nationalbank, Foreign Research Division, stephan.barisitz@oenb.at; Bank (yFFinland Institute
for Economies in Transition (BOFIT), zuzana.fungacova@bof.fi. This study was essentially written during
Stephan Barisitz’s research stay at the Helsinki-based BOFIT in late 2014. This text constitutes a slightly updated
version of the BOFIT Policy Brief 2015 No. 3 “Ukraine: Struggling banking sector and substantial political and
economic uncertainty” (http://WWW.suomenpanle]ei\.ﬁ'/bqfit_en/tutlzimus/tutkimusju]lzaisut/policy_brigf/Docu-
ments/2015/bpb0315.pdf). The authors wish to thank the referee Vasily Astrov (The Vienna Institute for
International Economic Studies — wiiw) for valuable comments and suggestions as well as likka Korhonen
(BOFIT), Peter Backé, Mathias Lahnsteiner, Doris Ritzberger-Griinwald and Helene Schuberth (all OeNB) for
their helpful remarks. This work also benefited from information and advice provided by Sergiy Nikolaychuk and
Ivan Tokarev (both National Bank of Ukraine).
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1.1 Political and geopolitical
conditions

In recent years, Ukraine has repeatedly
witnessed tendencies toward political
polarization and instability. Society has
been dominated by politically powerful
domestic businessmen (oligarchs) and
financial-industrial groups, and society
has featured a very high level of corrup-
tion and capture of public institutions.’
Over time, the country and its business
groups seem to have fallen increasingly
into the crosshairs of geopolitical com-
petition pitting the EU/the West against
Russia. The ouster of Ukraine’s former
President Yanukovich in February 2014
by the strongly pro-EU and pro-West-
ern Euro-Maidan popular movement
was followed by Russia’s annexation of
Crimea and by the outbreak of armed
insurgency in the Donbass region of
eastern Ukraine, supported by Russia.
The receipt of IMF and international
financial assistance, the presidential
elections of May 2014 and President
Poroshenko’s subsequent assumption of
office had (temporarily) stabilized the
situation. Yet, the intensification of the
armed conflict in the summer 2014 as
well as internal political squabbles de-
stabilized the situation again. The par-
liamentary elections in October 2014
gave the new government a strong man-
date to carry out reforms, but the over-
all problematic geopolitical situation
remains unchanged.*

The fact that — despite the strong
deployment of the Ukrainian military —
the Donbass rebellion has not been
quashed and the standoff continues

Ukraine: struggling banking sector amid substantial uncertainty

points to a possibly lasting burden for
the Ukrainian economy going forward.
The loss of central control of important
parts of the Donbass region and the
uncertainty created by this conflict,
which may or may not turn into a “fro-
zen” one, are depriving the central
authorities of tax revenues and are forc-
ing them to spend additional resources
on the military. At the same time, Kiev
has stopped paying civil service salaries
and pensions to rebel-held territories
(see box 1 below). More generally, eco-
nomic integration between parts of the
Donbass region and the rest of Ukraine
has weakened and is exacting high costs
on both sides. Continuous uncertainty
triggered by the conflict has contrib-
uted to recurrent tensions on the for-
eign exchange market.

1.2 Macroeconomic environment

Following strong GDP growth in the
pre-2008—09 crisis years, Ukraine’s
economy plummeted in 2009. The eco-
nomic slump (—~15%) was among the
deepest of CESEE countries. The re-
covery was first export led, helped by
commodity prices bouncing back and
export demand.’” In order to bolster
confidence, the National Bank of
Ukraine (NBU) opted for a de facto
peg of the hryvnia at its post-crisis de-
valued level to the U.S. dollar. Domes-
tic demand, particularly private con-
sumption, soon took over and contrib-
uted to a renewed widening of the
country’s external imbalances. While
GDP growth recovered to 4.1% in 2010
and 5.2% in 2011 (see table 1), the cur-

? For more information on the political economy background of the Ukrainian crisis, see Vercueil (2014).

* The ceasefire agreement of Minsk of September 2014 temporarily reduced the intensity of warfare, but hostilities
f]ared up again in January and February 2015 and pro-Russian separatists gained some ground. Hopes are now

pinned on the new ceasefire agreement of Minsk II quid—Februar)/ 2015, which has at least in the short term

eased the situation again.

> However, Ukraine is not only an important exporter (steel, chemicals, cereals and otherfarming products, mostly

to Western countries), but also an importer (natural gas and oil, mostly from Russia) of raw materials and
commodities. Therefore, the effect of commodity price rises can be ambiguous for Ukraine.
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rent account deficit grew fourfold to
over 6% of GDP, and was no longer
covered by FDI inflows. Portfolio in-
flows and the partial drawdown of re-
serve assets contributed to covering the
difference. Gross external debt that had
climbed to over 80% of GDP in 2009,
remained approximately at this level.®

In late 2011 and in 2012, prices of
and external demand for the country’s
staples decelerated again and Ukrainian
economic growth evaporated. More-
over, despite a substantial decline of
inflation from high levels (end-2009:
12%, 2012: 0%), the upholding of the
U.S. dollar peg against the backdrop of
high real wage growth and slow pro-
ductivity rises eventually led to hryvnia
overvaluation. GDP stagnated in 2012
and 2013. Private consumption slowed
down but continued to drive domestic
demand, while investment contracted.
Bank lending turned from a lagging
factor in 2012 to a driving force of eco-
nomic activity in 2013 and may have
played a role in preventing a recession
that year. However, the current account
gap further swelled to over 9% of GDP
in 2013, exceeding remaining FDI
inflows fivefold. In contrast, portfolio
inflows increased sharply (they doubled
to 5% of GDP); there was also a small
net inflow of bank credits (about 1% of
GDP). At the same time, reserve assets
continued to shrink. The widening
budget gap contributed to the macro-
economic deterioration: the general
government deficit mounted to almost
5% of GDP in 2013.” The NBU contin-
ued to defend the exchange rate through
a tightening of monetary policy, ad-

(see also below).

attained almost 7% of GDP in 2013.

ministrative measures, and currency
market interventions. The latter over
time drew down international reserves,
which shrank to USD 20.4 billion or
2.4 import months of goods and ser-
vices at end-2013 (chart 1).

The impossibility to sustain the
disequilibrium®  eventually triggered
the NBU’s decision in early February
2014 to give up the peg and float the
exchange rate. This happened against
the backdrop of extensive political
unrest in Kiev in connection with the
refusal of President Yanukovich to sign
the Deep and Comprehensive Free
Trade Arrangement (DCFTA) with the
EU, which together with frustration
about rampant corruption resulted in
the president’s overthrow in February
2014. In the following wecks, the
hryvnia depreciated almost 50% against
the U.S. dollar until the exchange rate
re-stabilized somewhat in April-May
2014. This stabilization followed the
monetary authority’s increase of its key
interest rate by three percentage points
to 9%2%, NBU administrative interven-
tions as well as the Ukrainian interim
government’s signing of a new IMF
Stand-By Arrangement for the country
in late April. This arrangement com-
prised a loan package of USD 17.1 bil-
lion (to be disbursed in a two-year
period), which also opened the door to
EU, World Bank and other interna-
tional assistance. The total interna-
tional package of 2014 therefore envis-
aged a volume of USD 27 billion. The
arrangement with the IMF allowed
Ukraine to immediately draw USD 3.2
billion.

Meanwhile, bank Iending,farfrom being a driver qfthe recovery, contracted or grew very weakly in these years
If one includes the operational deficit of the state gas company Naftogaz of Ukraine, the total fiscal shortfall

International reserves fell by another USD 5 billion over the following two months so that the level reached in

February 2014 equaled less than two months of goods and services imports.
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However, severe tensions with Russia
caused new uncertainty. The geopoliti-
cal conflict contributed to a collapse of
capital formation (—29% in 2014), which
ushered in a new deep recession. In
June, Gazprom suspended gas exports
to Ukraine due to accumulated pay-
ment arrears and price disputes. FDI
net inflows dwindled to a very low level
in 2014 and capital flight gathered mo-
mentum, contributing to a further slide
of the hryvnia. Domestic bank credit
growth slowed down sharply and
turned negative when accounting for
exchange rate fluctuations. Real wage
and pension freezes, a public service
hiring freeze and hefty retail gas price
increases carried out in the framework
of the IMF program9 triggered a turn-
around and contraction of private con-
sumption from the second quarter of
2014. Industrial production fell by
10.7% and GDP shrank by 6.8% in
2014. Only agricultural production,
which suffered relatively less from the
hostilities in the east, grew in 2014 (by
2.9%). The contraction of economic
activity accelerated to 17.6% (year on
year) in the first quarter 2015.

One of the reasons why this new
recession is so deep is that — notwith-
standing the incisive depreciation — the
Ukrainian trade adjustment has (so far)
only occurred through a cutback in im-
ports, while exports have not recov-
ered but instead further declined (al-
though less so than imports). This, in
turn, is largely attributable to sup-
ply-side constraints linked to the para-

Ukraine: struggling banking sector amid substantial uncertainty

lyzation of the Donbass’ highly ex-
port-oriented regional economy." The
military hostilities, ensuing damages to
the infrastructure and regional produc-
tive capacities, and the imposition of
some (reciprocal) Ukrainian-Russian
trade bans have impaired production
and exports. Chemicals, metals and
machinery shipments have suffered
particularly. Autonomous trade prefer-
ences granted Ukraine by the EU in
connection with the DCFTA have re-
cently enabled increasing deliveries of
food products, steel and some other
goods to Europe, but generally the pos-
itive economic impact of the agreement
can only show up over time. Due to the
hryvnia’s depreciation and the reces-
sion, the current account gap declined
substantially, but was still at an elevated
4.0% of GDP in 2014. Unemployment
grew to 9.0% (ILO definition) on aver-
age in that year." According to IMF
estimates, the general government bud-
get balance slightly declined to 4.6% of
GDP,"” the combined fiscal and quasi-
fiscal deficit (including Naftogaz losses),
however, expanded to over 10% of
GDP in 2014.

The pass-through from the burst of
depreciation and increases of adminis-
trative prices (including gas tariffs) in
2014 propelled CPI inflation from near
zero in January to 12.0% at end-June
2014 (year on year). In order to better
manage inflation expectations, the NBU
raised its main policy rate by another
300 basis points to 12%2% in mid-July.
After the hryvnia had since May re-

A 50% hike of gas tariffs for households in May 2014 constituted a first structural step in bringing the country’s

heavily subsidized energy prices closer to market levels.

' The Donetsk and Luhansk regions (not their entire territory is under control of pro-Russian forces) in 201213
together accounted for about 16% of Ukraine’s GDP and for around one-quarter of the country’s industrial

production and exports (for more details see box 1).

n Although the ILO measure appears more adequate than the lower rate of registered unemployment, it may still
underestimate real joblessness, because only people actively seeking employment (if not necessarily claiming jobless

benefits) are counted, which excludes those that have given up looking for a job.

12 This is notwithstanding the imposition of an emergency income surcharge of 1.5% to finance the military.
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Table 1
Ukraine: selected macroeconomic indicators
2009 2010 2011 2012 2013 2014 2015 (IMF
forecast)'
GDP growth (in real terms, %) —14.8 4.1 52 0.2 0.0 —6.8 —9.0
Industrial production (in real terms, %) -219 1.2 73 -0.5 —43 -10.7 .
CPl inflation (end of period, %) 12.3 9 4.6 -0.2 0.5 249 46
Unemployment rate (ILO definition, average %) 8.8 8.1 79 7.5 7.2 9.0 11.0
General government balance (% of GDP) -6.3 538 1.7 —3.5 -4.8 -4.6 =4
Overall balance of public sector? (% of GDP) -8.7 —74 =413 —6.6 —6.7 -10.3 —74
Current account balance (% of GDP) —1.5 2.2 —6.3 -8 —9.2 —4.0 =14
Net FDI flows (% of GDP) 4.0 4.2 4.3 3.8 1.8 03 14
Gross international reserves (end of period, USD billion) 26.5 34.6 31.8 24.5 204 7.5 18.3
in months of goods and services imports 5.7 5.7 39 2.8 33 1.5 33
Gross external debt (end of period, % of GDP) 85.8 83.1 80.5 719 72.5 1024 1584
Goods terms of trade (annual change, %) -13.8 +0.3 +7.7 =31 11 -2.8 04
Exchange rate UAH/USD (official, period average) 779 793 797 799 799 11.89 217
Exchange rate UAH/EUR (official, period average) 10.87 10.53 11.09 10.27 10.61 15.72

Source: National Bank of Ukraine, IMF, The Vienna Institute for International Economic Studies (wiiw).

" IMF (2015a, 2015b, 2015¢).
2 Including the operational deficit of Naftogaz of Ukraine.

mained largely steady at its depreciated
level of around UAH 11.5-12.0/USD,
renewed domestic political tensions
(see above) and the dragging-on of the
armed confrontation in the east with
apparently no prospect of ending soon
triggered a further slide (of 8%—10%)
of the Ukrainian currency in August
2014 to beyond UAH 13/USD
(chart 1)."” However, as economic poli-
cies were generally implemented as
agreed in the program, the country in
late August received the second tranche
(USD 1.4 billion) of the IMF loan,
which supported international reserves.
The latter came to USD 16.4 billion at
end-September 2014

Given that the NBU had only lim-
ited room for foreign exchange market
interventions due to the IMF program
conditioned on the flexible exchange
rate policy, the monetary authority
took recourse to increasingly rigid cap-

ital controls (see below). But despite
the above-mentioned limitations it soon
also resumed selling foreign currency
to support the hryvnia. While these in-
struments contributed to holding the
exchange rate around UAH 13/USD
until late October 2014 (the time of the
parliamentary elections), inflation con-
tinued to rise (largely as a result of the
previous depreciation). At the same
time, as mentioned above, the reces-
sion continued to deepen, the current
account remained substantially in the
red, confidence remained low, and
capital outflows did not let up. In early
November, the NBU suspended inter-
ventions again and, in mid-November,
raised its key rate by 12 percentage
points to 14% — a level, however, that
had already been overtaken by inflation
months ago. The currency further
depreciated to about UAH 15.8/USD
at end-December 2014 and UAH 16.2/

3 As NBU Deputy Governor Rashkovan pointed out in a presentation at the wiiw Spring Seminar at end-March
2015 in Vienna (Rashkovan, 2015), the exchange rate of the hryvnia, capital flows and deposit movements tend
to react very sensitively to bouts of escalation and de-escalation of warfare in eastern Ukraine.

76

OESTERREICHISCHE NATIONALBANK



Ukraine: struggling banking sector amid substantial uncertainty

Chart 1

Development of official foreign currency reserves and of the hryvnia exchange rate
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USD at end-January 2015. Prices were
28.5% higher at that point than twelve
months before.'

Foreign currency reserves further
sharply declined to USD 6.4 billion
(only about 1.1 import months)” at
end-January 2015, mostly due to the
renewed interventions and to debt
clearance payments of USD 3.1 billion
to Gazprom within the framework of
an agreement reached on the tempo-
rary resumption of gas deliveries. The
critically low level of foreign currency
reserves, the feeble situation of the
country’s external accounts and the re-
newed flaring-up of the conflict in the
cast compelled the NBU in early Feb-
ruary to (once again) stop defending
the currency while, at same time, it

raised its key rate by 5.5 percentage
points to 19%2% (still far below infla-
tion). As this was not sufficient to halt
the slide of the hryvnia, the monetary
authority further tightened currency
controls (including the imposition of
additional restrictions on foreign cur-
rency purchases, payments and trans-
fers abroad)'® and in early March yanked
up the rate by twice as much — to 30%.
As depicted in chart 1, in the wake of
some strong volatility, the exchange
rate eased to around UAH 22/USD
(UAH 24/EUR) in March."”

The sharp GDP contraction cou-
pled with the substantial slide of the
currency contributed to pushing the
country’s ratio of foreign debt to GDP
to above 100%. In December 2014, the

* These developments point to the high likelihood that the Ukrainian economy has become affected by an

ilzf]ation—depreciation spiral.

> This corresponds to international reserves” lowest absolute level in a decade.

18 Moreover, in order to cut import demand and support the hryvnia, the Ministry of Finance introduced import

surcharges of 5% for industrial goods and 10% for agricultural products at end-February 2015.

17 Altogether, the hryvnia lost about three-quarters of its value against the U.S. dollar and two-thirds of its value

against the euro since early 2014. The Ukrainian currency’s plunge of 2014 and early 2015 was about twice as
deep as that (yrthe previous major crisis #2008709, when it had depreciated by about one-third.
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IMF identified additional funding needs
of USD 15 billion for Ukraine through
April 2016 on top of the already ear-
marked USD 27 billion under the April
2014 international support package
(Spiegel and Olearchyk, 2014). In Janu-
ary 2015, the Ukrainian authorities
requested a new multi-year arrange-
ment with the Fund. After Ukrainian
delivery of some painful up-front mea-
sures (including a budget revision, pen-
sion cuts, and a sizeable increase of do-
mestic energy tariffs), the IMF in mid-
March replaced the Stand-By Arrange-
ment (of which a total of USD 4.6 bil-
lion had been drawn) with a four-year
Extended Fund Facility of USD 17.5
billion. A first tranche of USD 5 billion
became available immediately upon the
board’s approval. Part of it went to re-
plenishing the NBU’s foreign currency
reserves, which, after having further
declined in February, recovered to
USD 10.0 billion at end-March, before
slightly dropping to USD 9.6 billion a
month later (back to approximately
their level of end-November 2014 or about
1.6 import months). The IMF program is
complemented by pledges of EU macro-
financial assistance (EUR 1.8 billion)
and U.S. loan guarantees (USD 2.0 bil-
lion) as well as by other support. The
authorities have also entered into debt
restructuring negotiations with holders
of Ukrainian public debt (USD 70.6
billion at end-2014) with a view to
generating a haircut of USD 15.3 bil-
lion (22%) until mid-2015 — one of the
IMF program’s performance criteria.
As of early June, an agreement with
creditors has yet to be reached. The ex-
change rate has remained relatively sta-
ble (at the depreciated level of March),

while pass-through effects and further
sharp domestic energy tariff adjust-
ments'® contributed to fueling galloping
inflation (45.8% at end-March, 60.9%
at end-April).

2 Banking sector development

The structure of Ukraine’s bank-based
financial system differs from other
CESEE countries as Ukraine’s banking
sector features a lower degree of con-
centration of business. At end-2014,
162 banks held a banking license, and
the five largest credit institutions ac-
counted for about 43% of total sector
assets. The Ukrainian sector includes a
big number of so-called “pocket banks”
or “agent banks,” i.e. credit institutions
that in fact function as extended finan-
cial departments for owners or their
firms (comparable to the situation in
Russia). Accordingly, pocket banks of-
ten engage in connected or relat-
ed-party lending (Barisitz and Gardo,
2009, p. 94)”. However, when we look
at the regional perspective, concentra-
tion is visible. Banking activity is con-
centrated in the capital city as about
half of all deposits and almost 57% of
all customer credits are connected to
this area. As of end-2014, the Dnipro-
petrovsk oblast (i.e. region) accounted
for almost 9% and the Odessa region
for about 5% of all deposits, followed
by the Kharkiv and Lviv regions with
shares of about 4% each. Around 13%
of all credits were provided in the
Dnipropetrovsk region, while Odessa
accounted for about 4% of all credits,
followed by Donetsk (3%). It is import-
ant to note that these numbers refer to
the stock of credits.

8 Thus, gas tariffs for households were (further) increased in April by 2.8 times, retail electricity prices were raised

by one-third.

194 top NBU official has recently likened “oligarch banks” in Ukraine to “vacuum cleaners that suck up deposits in
order to finance oligarchs” business undertakings” (Kurier, 2015).
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Ukraine’s banks have largely run
through three phases of development
since the global financial crisis of
2008—09 — phases dominated by asset
growth and decline, and by credit
cycles. A post-crisis restabilization of
the sector (late 2009 to late 2012) was
followed by a short-lived credit expan-
sion (late 2012 to early 2014), which in
turn gave way to a deep crisis-triggered
contraction of banking activities (from
carly 2014).

2.1 Post-crisis recovery
(late 2009-late 2012)

Following the extreme pre-crisis real
growth of loans (in some years by about
50% annually, or by 10 to 15 percent-
age points of GDP per year)”, lending
dropped sharply in 2009 and 2010,
before stabilizing in 2011 and 2012.
Once the economy had rebounded, the
currency had stabilized and confidence
had returned, deposits started to ex-
pand dynamically. This was probably
supported by the NBU’s adoption of a
new (depreciated) de facto U.S. dollar
peg and by the decline of inflation from
crisis levels, which rendered real de-
posit rates increasingly attractive. The
share of foreign currency-denominated
accounts, which had increased to al-
most half of total deposits in 2009,
slightly receded again. Thus, while
banks generally remained cautious in
granting credits, the “loan overhang” —
the very high loan-to-deposit ratio —
was successively cut back from 216% at
end-2009 to 142% at end-2012. Banks’
net external liabilities sharply con-
tracted to 4% of total liabilities in 2012.
This mostly reflected the substantial
shrinkage of cross-border funding,
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while assets held abroad were some-
what stocked up.

However, as a legacy of the crisis,
nonperforming loans (NPLs) had risen
to new heights and largely remained
there. Thus, according to the NBU
definition, NPLs had quadrupled to
about 15%—16% of total loans on aver-
age in 2011-12. IMF calculations using
a broader and more internationally
comparable definition arrive at a non-
performing loan share that is about
twice as high.21 The share of foreign
currency loans (predominantly U.S.
dollar, see below) in total loans has tra-
ditionally been high in Ukraine. Despite
the NBU’s ban on foreign currency
lending to unhedged borrowers im-
posed in late 2008, the share of foreign
currency loans only came down slowly
(table 2). After years of losses linked to
provisions for high NPLs, modest prof-
itability was only achieved in 2012.
With overall cautious lending, banks
tended to invest increasing funds in
state securities (government bonds),
thus stepping up their role in financing
the budget deficit.

The post-crisis recapitalization of
state-owned credit institutions (Ukrex-
imbank and Oschadbank), the national-
ization and rehabilitation of three trou-
bled domestic privately-owned banks
(Rodovid, Ukrgaz, and Kyiv Bank)”’,
and state-owned banks’ (SOBs) pro-
active credit expansion strategies to-
gether raised SOBs’ share in total bank-
ing assets to 18% at end-2012 (chart 2).
Immediately after the crisis, for-
eign-owned banks’ (FOBs) asset share
started to decrease and these banks
generally kept new lending quite mod-
est. Some FOBs have tended to suffer

20 For more information on the Ukrainian credit boom, see Barisitz and Lahnsteiner (2009, pp. 71-72).

' In particular, the IMF also includes restructured loans as NPLs, which corresponds to best international practice.

2 Unfortunate]y, the post-crisis bank restructuring process is reported to have been messy and to have included asset

stripping and misreporting (Standard&Poor’s, 2011, p. 8; Barisitz and Lahnsteiner, 2012, p. 54).
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Chart 2

Share of banking sector assets by bank ownership
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Chart 3

Share of banking sector loans by bank ownership
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from a self-imposed legacy of particu-
larly generous foreign currency lend-
ing. Re-emerging financial instability
in the euro area coupled with weaken-
ing economic growth in western Eu-

rope and the strengthening of regula-
tory capital requirements for European
banks, which were the parents of most
FOB subsidiaries in Ukraine, soon con-
tributed to deleveraging and de-risking
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activities notwithstanding Ukraine’s
economic recovery in 2010 and 2011.
Foreign-owned subsidiaries repaid par-
ent funds and a number of FOBs exited
Ukraine (table 3). In the three years until
end-2012, the largest 20 FOBs in the
country had lost an aggregate of more
than USD 960 million (Alexander,
2014, p. 12).

Yet, in contrast to foreign-owned
banks in general, Russian banks in
Ukraine kept their market share largely
stable. As depicted in chart 2, the asset
share of FOBs — excluding Russian
banks — sharply declined from almost
40% of total sector assets at end-2009
to above 20% four years later, while the
share of Russian banks only decreased
slightly. The same goes for lending
shares (chart 3).

2.2 Temporary credit spurt
(early 2013—early 2014)

Against the backdrop of Ukraine’s dis-
appointingly sluggish economic growth
in 2012 and of rising political rivalry in
connection with the upcoming presi-
dential elections (originally scheduled
for early 2015), and given credit insti-
tutions’ improved liquidity situation,
the banking sector — led by large do-
mestic privately-owned banks —stepped
up lending in 2013. Lending growth
(in real terms and exchange rate-ad-
justed)” increased from 2% at end-
2012 to 11% a year later, and still rose
4% by end-March 2014 (year on year).
Credit expansion was led by lending to
enterprises (which grew 14% by end-
2013), but even retail lending growth
turned positive (+3% by end-2013).

Ukraine: struggling banking sector amid substantial uncertainty

More precisely, while foreign currency
lending to housecholds remained pro-
hibited and the respective outstanding
credit volume continued to contract,
hryvnia credit gathered momentum and
expanded in double digits. Investments
in government securities remained pop-
ular, as witnessed by the growing share
of banks’ net claims on the central gov-
ernment in their total assets (up from
6% at end-2012 to 8% in carly 2014).

At the same time, foreign-owned
banks continued to lend very cautiously
and to deleverage. As can be seen in
table 3, sales of subsidiaries and exits
from the country went on. FOBs (ex-
cluding Russian banks) share in total
banking assets fell further to 17% at
end-2013, while Russian banks’ market
share remained more or less stable at
about 11%. Domestic privately-owned
banks’ asset share increased to 50%,
which reflected their aggressive growth
strategies and some takeovers of former
FOB subsidiaries. Many of these domestic
private banks are directly connected to
politically influential tycoons and finan-
cial-industrial groups (Fungacova and
Korhonen, 2014, pp. 7, 10).

Largely because of the acceleration
of lending, the NPL ratio (according to
the national as well as the IMF defini-
tion) decreased slightly, but remained
elevated. At the same time, the provi-
sion coverage of nonperforming loans
fell slightly (from 65% to 62%). Strik-
ingly, the ratio of large exposures to
capital markedly expanded to reach
259% at end-March 2014, possibly in-
dicating related-party lending as a driv-
ing force of the credit spurt.

23 In order to Simp]g']ﬁ/ calculations, exchange-rate adjustment is here confined to using the U.S. dollar exchange rate
as a proxy for all relevant foreign currency exchange rates to the hryvnia. We are aware that this implies an
element (fimprecision, but Wefeel that results are still approximate enough, given that the U.S. dollar, e.g. at
end-2013, accounted for 86% of foreign currency-denominated loans to enterprises and for 82% of foreign
currency-denominated deposits qfhouseholds in Ukraine. In comparison, the only other two currencies worth
mentioning, the euro and the Russian ruble, accountedfor 13% and 1.4%, respectively, qfforeign currency-

denominated loans to enterprises, and for 17% and 0.5%, respectively, of foreign currency-denominated deposits

of households.
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Table 2

Ukraine: main banking sector stability indicators

End- End- End- End- End- End- End- End-

2009 2010 2011 2012 2013 June 14 | 2014 Mar. 15
Commercial banks (holding a banking license, number) 182 176 176 175 179 173 162 147
Number of banks not complying with selected banking regulations' 49 16 18 17 14 57 . .
Total assets (liabilities) of banking sector (excl. NBU, ratio to GDP in %) 96.4 87.0 81.0 799 87.2 88.0 84.0 89.2
Annual growth (in real terms, %) =1.9 7.0 71 12.8 .| 175 ] 249
Total deposits (from resident sectors, excl. interbank, ratio to GDP in %) 36.7 385 37.8 40.6 457 443 431 46.0°
Annual growth (in real terms, exchange rate-adjusted, %) . 14.2 12.8 16.6 16.5 —181 —37.6 | —444
Share of foreign currency deposits in total deposits (%) 48.3 42.5 43.0 441 370 42.5 459 534
Deposits of households: real growth (exchange rate-adjusted, %) 18.0 7.8 19.2 192 | -218| -435| -50.8
Deposit rate, households (period average, %) . . 12.0 1.3 13.3 16.3 16.7
Total loans (to resident sectors, excl. interbank, ratio to GDP in %) 792 67.7 61.6 57.8 62.2 671 65.1 7304
Annual growth (in real terms, exchange rate-adjusted, %) . -7.0 4.6 19 12| -100| -30.8 | —-425
Share of foreign currency loans in total loans (%) 509 46.0 40.3 36.8 33.8 431 46.3 559
Loans to households: real growth (exchange rate-adjusted, %) .. | 202 -82 —6.6 27| 67| 332 | -435
Share of foreign currency loans in loans to households (%) 724 691 569 45.2 35.0 421 479 56.9
Lending rate, enterprises (period average, %) . . . 14.2 144 13.7 14.2 141
Nonperforming loans (% of total loans, NBU definition)? 13.7 15.3 14.7 16.5 12.9 14.6 19.0 247
Nonperforming loans (% of total loans, IMF calculation)? 37.6 40.3 377 26.7 23.5 277 32.0
Specific provisions (ratio to total loans) 8.9 10.2 101 12.7 13.6 13.7 191 i
Ratio of large exposures to capital (%) 1692 | 1612 | 1645 | 1729 | 1721 | 2436 | 2500 | 6513
Loan-to-deposit ratio (%) 2159 | 1759 | 1630 | 1422 | 1359 | 1493 | 1512 | 158.8
Holdings of securities (other than shares) (% of assets) 40| 85| 80| 81| 104| ma| 25| 129
Banks' net external liabilities (% of total liabilities) 169 12| 80| 40| 57| 93| 81| 101
Capital adequacy ratio (%) 181 20.8 189 181 183 159 15.6 84
Regulatory tier 1 capital to risk-weighted assets (%) 14.2 151 14.0 13.8 139 1.7 11.2 55
Return on assets (ROA, %) —4.5 =14 -0.6 0.5 01 0.0 —4.3 5.6
Return on equity (ROE, %) -32.8 -9.8 —42 32 0.8 03| -350| 718

Source: National Bank of Ukraine, IMF.

! Refers to all banks not meeting the capital adequacy requirements for tier 1 capital, prudential regulations and/or reserve regulations.

2 National definition; break in 2012: from 2008 until the third quarter of 2012. NPLs included doubtful and loss loans, as recorded in the balance sheets. Since the fourth quarter of 2012,
NPLs have been compiled on the basis of banking supervision methodology, i.e. data on NPLs comprise credit transactions attributed to the quality categories IV and V.

7 Includes NPLs that are classified as substandard, doubtful, and loss. From December 2012 onward, as estimated by IMF staff using NPL data published by the NBU according to new

methodology, which results in a series break.
* Estimate.

Meanwhile, deposits continued to

grow strongly (by 17% in 2013), par-
ticularly those of households, sup-
ported, as before, by attractive (real)
interest rates and a de facto fixed ex-
change rate, even if the latter was be-
coming increasingly detached from the
real economic environment, given the
country’s bulging twin deficits (see
above). Therefore, the loan-to-deposit
ratio further decreased slightly (to
136% at end-2013), but in more and
more tenuous conditions. The lending
boost did not raise banks’ profitability

though, which remained very weak;
ROE came to 0.8% at end-2013.

2.3 Drastic crisis-triggered banking
contraction (from early 2014)

The strong devaluation (from February
2014), coupled with the sharp increase
of inflation and the slide into a deep
recession had a substantial impact on
depositors, who lost confidence and
started to withdraw hryvnia as well as
foreign currency-denominated depos-
its. As table 2 shows, total deposits (in
real terms and exchange rate-adjusted)
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were, year on year, 4% lower at end-
March 2014, 27% lower at end-Sep-
tember 2014, and 44% lower at end-
March 2015.%* Foreign currency depos—
its have been exiting banks at almost
the same speed as overall deposits: At
end-March 2015, foreign currency-de-
nominated accounts had shrunk 37%
year on year. Total household deposits
suffered a particularly deep contraction
in this period: They more than halved
(—51%, in real terms and exchange rate-
adjusted), also due to the plummeting
of the real household deposit interest

Ukraine: struggling banking sector amid substantial uncertainty

rate (from about 12% at end-2013 to
about zero in the summer of 2014 and
—20% in March 2015).” Withdrawals
were most pronounced in eastern
Ukraine: in Luhansk, household depos-
its shrank by almost three-quarters
in nominal terms in the twelve months
until end-March 2015, and, in Donetsk,
they decreased by about two-thirds (see
also box 1). Russian-owned banks re-
portedly lost a larger percentage of
their deposits than other credit institu-
tions (Standard&Poor’s RatingsDirect,
2014a, p. 4; Rashkovan, 2015).

Box 1

Crimean crisis and Donbass conflict — minor versus major impact on Ukrainian
banking sector

While the Russian annexation of Crimea so far does not appear to have had a major impact
on Ukraine’s economy and banking development, the persisting armed confrontation in the
Donetsk and Luhansk oblasts (regions) — together called the Donbass — has triggered substan-
tial negative effects across many areas. Crimea accounted for about 3.7% of Ukraine’s 2013
GDP, while its 2.4 million inhabitants represented 5.3% of the country’s population. As of
end-2013, the exposure of the banking sector to the region corresponded to about 3.4% of
deposits and 1.8% of loans. In April 2014, the National Bank of Ukraine instructed all
Ukrainian commercial banks to wind up their activities in the Autonomous Republic of Crimea
and the City of Sevastopol. Practically all domestic credit institutions, including foreign-owned
ones, subsequently closed their dffiliates on the peninsula and sold their branches or trans-
ferred assets and liabilities onto balances of banks in mainland Ukraine. On June 1, 2014, the
Russian ruble was introduced as the legal tender in Crimea. Russian banks, initially led by
predominantly smaller outfits, quickly expanded on the peninsula. They were soon followed by
foreign-owned banks in Russia (Wirtschaftsblatt, 2014).

In eastern Ukraine, the pro-Russian separatists control a territory which hosts a number
of large industrial agglomerations (including the cities of Donetsk and Luhansk). This insur-
gent-controlled area of the Donbass comprises about one-third of each of the two above-
mentioned oblasts. About 3.7 million inhabitants lived in this area at end-2013 (8.2% of the
population of the country including Crimea). About 8%—10% of Ukraine’s GDP (including
Crimea) in 2013 was produced in (today’s) insurgent-controlled Donbass. About 70% of the
country’s coal was extracted in insurgent territory (Denysyuk, 2014, p. 57). Apart from this
area itself, other (government-controlled) parts of the Donetsk and Luhansk oblasts and terri-
tories beyond are dffected by repercussions of the conflict (e.g. damaging of infrastructure,
disruption of production, interruption of transport connections, tax losses, export declines,
postponements or cancelations of inv