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PREFACE

Financial system stability requires that the
principal components of the system — including
financial institutions, markets and
infrastructures — are jointly capable of
absorbing adverse disturbances. It also
requires that the financial system facilitates a
smooth and efficient reallocation of financial
resources from savers to investors, that
financial risk is assessed and priced reasonably
accurately, and that risks are efficiently
managed. By laying foundations for future
vulnerabilities, inefficiencies in the allocation
of capital or shortcomings in the pricing of risk
can compromise future financial system
stability. This review assesses the stability of
the euro area financial system both with regard
to the role it plays in facilitating economic
processes and considering its ability to prevent
adverse shocks from having inordinately
disruptive impacts.

The purpose of publishing this review is to
promote awareness in the financial industry
and among the public at large of issues that are
relevant for safeguarding the stability of the
euro area financial system. By providing an
overview of sources of risk and vulnerability to
financial stability, the review also seeks to play
arole in preventing financial crises.

The analysis contained in this review was
prepared with the close involvement of, and
contribution by, the Banking Supervision
Committee (BSC). The BSC is a forum for
cooperation among the national central banks
and supervisory authorities of the EU and the
ECB.
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| OVERVIEW OF RISKS TO FINANCIAL

STABILITY

The strength and resilience of the euro area
financial system has further improved over the
past six months, contributing to a positive
outlook for financial stability. Nevertheless, at
the same time financial imbalances have grown
larger and seem likely to continue expanding,
primarily at the global, but also at the euro area,
level. With shock-absorption capacities
improving, but risks and vulnerabilities rising,
the financial stability outlook continues to rest
upon a delicate balance. While the likely
outcomes could, at this stage, best be described
as bi-modal, a positive outcome remains the
most likely prospect in the period ahead.

Continued strength in the pace of global
economic growth in 2005, despite further oil
price rises, low interest rates in the euro area as
well as indications of further improvements in
corporate sector credit quality, provided a
favourable  environment for financial
institutions and markets. Global credit markets
successfully weathered a test of their resilience
in the first half of the year, prompted by the
downgrading of two large US automobile
manufacturers. The downgrade only resulted in
a short-lived disturbance and the pricing of
credit risks in the euro area financial markets
generally remained very favourable. In
addition, the conditions for raising funds in
equity markets remained favourable, and
financial market volatility stayed very low
across most asset classes. In this environment,
there was  further and  broad-based
improvement in the profitability of banks, and
the balance sheets of insurance companies were
strengthened. In addition, key financial
infrastructures — including payments systems
such as TARGET, and securities clearing and
settlement systems — remained robust and
continued to operate smoothly.

Within the euro area financial system, the main
source of vulnerability in the period ahead
appears to be associated with concerns that the
search for yield, which began in 2003, may
have led investors to underestimate risk,
pushing asset prices beyond their intrinsic
value, especially in fixed income and credit

markets. To the extent that very low long-term
risk-free interest rates have driven investors to
seek higher expected returns in exchange for
commensurately higher risks in corporate bond
markets, credit derivatives and collateralised
debt obligations (CDOs), pricing in these
markets could prove vulnerable to any
unexpected upturn in long-term interest rates.
Moreover, there is uncertainty about the
ways in which markets for credit risk transfer
(CRT) products would function — including
the settlement of complex contractual
arrangements — in a stress situation. Any
crowding of trades — where many investors
enter into similar strategies — in these markets
could further aggravate their vulnerability.

Concerning the sources of risk and
vulnerability outside the euro area financial
system, large and growing global financial
imbalances continue to pose medium-term
risks to the stability of foreign exchange and
other financial markets, especially bond
markets. By raising costs, the further surge in
oil prices over the past six months could dent
future corporate sector profit growth, if it
proves to be as lasting as futures prices
currently suggest. Concerns also remain about
the credit and wealth risk implications of rising
household sector debt and house prices in some
euro area countries.

It should be stressed that calling attention to
sources of risk and vulnerability to financial
stability such as these does not mean seeking to
identify the most probable outcome. Rather, it
merely entails highlighting potential and
plausible sources of downside risk, even if
these are relatively remote. The remainder of
this chapter examines the main sources of risk
and vulnerability to euro area financial system
stability. The chapter concludes with an overall
assessment of the outlook.

RISKS FROM GLOBAL FINANCIAL IMBALANCES

Because of the pressure they place on global
capital markets, the magnitude of capital flows
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required to finance the large and growing US
current account deficit continues to pose risks
for global financial stability. In 2005, the US
current account deficit is widely expected to
reach more than 6% of US GDP, a new post-
Bretton Woods record. The prolonged
accumulation of expanding deficits means that
the US has become the world’s largest
international debtor. While there have been
concerns about the medium-term sustainability
of the US external position, this ultimately
depends upon the ability and willingness of
external investors in surplus economies to
continue financing the US deficit. So far, there
has been little indication of any financing
challenges or diminished willingness on the
part of foreign investors to increase their
holdings of US assets.

Overall, sight should not be lost of the fact that
there are two sides to the significant widening
of global imbalances since 2000. Significant
capital inflows into the US have been mirrored
by outflows from surplus economies in Asia,
especially China and Japan, and, more
recently, from oil-exporting countries, which
have benefited from the surge in oil prices. The
foreign exchange reserves accumulated by
some Asian economies have continued to be
recycled into the US bond markets. This
appears to have underpinned a further widening
of US imbalances, thereby delaying any
adjustment, and contributing to holding US
long-term interest rates down.

Looking ahead, several factors suggest that
global imbalances could yet widen further.
These include the recent strengthening of the
US dollar, the robust pace of US economic
activity, and the recent further rise in oil prices.
Within the US, the main sources of domestic
savings-investment imbalances for much of the
time since 2000 have been growing fiscal
imbalances and heavy household borrowing.
Given the costs associated with Hurricane
Katrina, it seems unlikely that the fiscal deficit
will significantly contract in the period ahead.
At the same time, the US household sector
savings rate reached very low levels in recent
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months, and it cannot be excluded that
corporate sector financing surpluses could
soon turn negative, as firms may be encouraged
to increase leverage.

As far as risks from these large and growing
global imbalances are concerned, their
sustainability appears to be closely connected
with the ability and willingness of foreign
investors — both official and private — to
augment their holdings of US dollar assets still
further. From a financial stability viewpoint, if
concerns were to surface that overseas demand
for US dollar assets could slow markedly, the
likelihood of a disorderly rebalancing would
increase, involving capital account adjustment.
This could bring with it the possibility of
significant downward pressure on the US
dollar, coupled with significant upward
pressure on long-term interest rates which
could spill over into other financial asset
classes. A positive development in this respect
was that the decision of the Chinese authorities
to introduce greater exchange rate flexibility in
July 2005 did not appear to lead to expectations
that Asian central banks would diversify the
currency composition of their reserves out of
US dollars in the short term. Indeed, the reform
did not have any lasting effect on the major
exchange rates. Nevertheless, if the recent
further widening of global imbalances is not
corrected over the medium term, important
risks will remain.

RISKS IN GLOBAL CAPITAL MARKETS

In the course 0f 2003, long-term bond yields in
the US and the euro area dropped to very low
levels, and exhibited little discernible trend
thereafter. Initially, low short-term interest
rates had encouraged “carry trades” — where
funds are borrowed for the short term and
invested in long-term maturity instruments —
along market yield curves, apparently
contributing to the decline in yields. However,
despite widespread fears of a repeat of the
turmoil that occurred in global bond markets in
1994, the measured and broadly anticipated



increases in the US Federal Funds rate from
June 2004 onwards only had a relatively
limited impact on pricing in the fixed income
markets. Even though the tightening of US
monetary policy seemed to prompt an orderly
unwinding of these leveraged positions, US
long-term nominal interest rates still remained
well below consensus expectations for nominal
GDP growth over the same horizon. The
resilience of pricing in the fixed income
markets to changing fundamentals was also
notable in view of the strength of global
economic activity, growing twin (fiscal and
current account) — deficits, and institutional
investor surveys that persistently revealed
concerns about the possibility of an abrupt
upturn in long-term bond yields.

Several potential explanations have been
advanced for the very low level of global long-
term interest rates. Foremost among these has
been the credibility of monetary policy in
delivering low and stable rates of inflation. In
addition, as far as the US is concerned, another
factor has been strong official sector demand
for US assets, particularly in Asia; and high
levels of global saving, especially in emerging
market economies (EMEs) and in the corporate
sectors of mature economies. Turning to the
euro area, an additional factor has been the
demand for fixed income assets by institutional
investors eager to close balance sheet
mismatches, a portfolio reallocation stimulated
by recent regulatory and accounting changes.
In addition, the strength of oil prices is thought
to have played a role in pushing down global
bond yields, both by lowering global growth
expectations and through a recycling of
expanding revenues of oil-exporting countries
into fixed income assets. While it remains
difficult to gauge the relative importance of
these influences on the pricing of long-term
bonds, a pick-up in external funding by the
corporate sector, for instance, or a move by
Asian central banks to diversify the currency
composition of their foreign external reserve
portfolios, could trigger an upturn in long-term
yields.

Regardless of the causes, the consequences of
low long-term interest rates have been clear.
By flattening market yield curves, low long-
term interest rates encouraged financial market
investors to seek higher returns with
commensurately higher risk in credit and
emerging  markets.  While  improving
fundamentals undoubtedly played an important
role in compressing spreads in markets for
corporate and emerging market bonds, there
have been some concerns that very low interest
rates and abundant liquidity may have led
investors to perceive risks as being very low
and/or to accept less compensation for holding
risky assets. Lower returns on risk-free assets
is thought to have favoured substantial growth
in markets for complex and leveraged
instruments such as credit derivatives and
CDOs, and in the global hedge fund industry.
While these developments can be seen as
positive for market efficiency and liquidity,
there are uncertainties about the ways in which
markets for credit risk transfer products would
perform in a stress situation. Any crowding of
trades in these markets, especially by hedge
funds, could aggravate their vulnerability.

Low long-term interest rates and the search for
yield also seem to have had consequences for
non-financial sectors and financial institutions
in the euro area. It allowed firms to restructure
debt, thereby improving credit quality, and it
appears to have supported the strength of
mortgage lending, both of which have favoured
the financial condition of euro area banks.
However, to the extent that the search for yield
has more broadly pushed asset prices above
their intrinsic value, this may have sown the
seeds of future vulnerability for financial
institutions, especially as it implies that
investors may have underestimated risks.
Hence, financial institutions, including euro
area banks, that hold fixed income and credit
securities may yet face greater than normal
market risk.

Looking ahead, not withstanding the
successful weathering of a well anticipated
credit event in the first half of 2005 by credit
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markets, there is no room for complacency as it
cannot be excluded that a pick-up in corporate
bond issuance activity, together with an
unexpected upturn in longer-term rates and/or a
broad-based reappraisal of credit risks, could
pose strains and widen spreads in corporate
bond and credit derivatives markets. Even
though long-term rates in the euro area have
remained close to nominal growth expectations
and therefore do not appear to represent an
independent source of vulnerability, risks
could still arise through correlation between
US and euro area long-term bond yields, which
tends to be very high at times of market stress.
The vulnerability of pricing in credit markets to
reappraisal was recently demonstrated in early
May 2005 when the widely expected
downgrading of two large US automobile
manufacturers led to some dislocation in
structured credit markets and losses for some
hedge funds. While the turbulence passed
quickly and credit markets proved to be
resilient, the incident highlighted the
dependence of pricing in credit derivative and
CDO markets on relatively untested
assumptions about default correlations.
Although no clear signs have yet emerged as
corporate earnings growth has remained
relatively strong, these markets may yet be
tested by further credit events similar to those
seen in May when the credit cycle, which is
relatively mature, begins to show signs of
turning.

EXPOSURES TO EURO AREA NON-FINANCIAL
SECTORS

An evaluation of the credit risks posed by firms
and households depends upon both the nature
of the exposures of banks and financial market
participants — including investors in corporate
bonds and participants in CRT markets — and
balance sheet conditions in the two sectors.
Over the past six months, private sector
balance sheet conditions in the euro area have
continued to diverge, with firms continuing to
strengthen their balance sheets, but households
expanding their balance sheets further.
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A further strengthening in the profitability of
firms, together with ongoing debt restructuring
efforts, has contributed to improving the
condition of euro area corporate sector balance
sheets still further over the past six months.
Moreover, in an environment in which interest
rates remained very low, the debt financing
burdens of firms generally remained contained.
Even though corporate debt-to-GDP ratios
rose somewhat in early 2005, there was an
across-the-board improvement in traditional
indicators of corporate sector creditworthiness
— including better credit ratings, tight spreads
on corporate bonds, lower expected default
frequencies, and an overall easing of banks’
credit standards on the approval of loans to
enterprises in the first half of 2005. Credit
assessments improved for both large and small
enterprises, although to a far lesser extent for
the latter.

Notwithstanding the relatively benign outlook,
there are some risks and vulnerabilities facing
firms in the period ahead. Uncertainties
surrounding the broad economic outlook have
increased somewhat over the past six months,
primarily owing to the further rise in oil prices.
This has cut into analysts’ expectations of
future corporate sector profit growth. Although
at this stage there is uncertainty about the
prospect of a general turn in the credit cycle,
the profit cycle has shown some signs of
maturing. In particular, while rates of profit
growth have been strong, in some more
domestically oriented sectors, there was a
marked slowdown in the course of 2005. An
unexpected disturbance to future profit growth
or increase in leverage would most likely
translate into higher corporate sector credit
risk. In addition, while balance sheet and debt
restructuring has generally contributed to
improving the creditworthiness of the
corporate sector, there are some concerns that
firms have shortened the effective maturities of
their debts, thereby making balance sheets
more interest rate-sensitive.

As rates of lending growth to households have
strengthened further, euro area household



sector indebtedness has continued to rise,
prompting questions about sustainability and
the degree of credit risk that banks face.
Ultimately, the sustainability of household
sector indebtedness depends on the ability of
households to service outstanding obligations
out of income and, if necessary, assets in case
of adverse disturbances to income. In this
respect it is notable that, while climbing,
household debt-to-GDP ratios have remained
low by international standards; debt servicing
burdens have remained stable; and aggregate
household sector solvency — gauged by
debt-to-financial asset ratios — has remained
comfortable. There are also some indications
that the most heavily indebted households
in the euro area tend to be those in the
highest income categories. Furthermore, the
counterpart of rising indebtedness in some euro
area countries has been an expansion of the
asset side of household balance sheets, thanks
primarily to further house price appreciation.

Looking ahead, the risks facing the euro area
household sector include risks to household
incomes, as well as interest rate risks and, in
some countries, house price risks. Concerning
risks for household incomes, there are some
uncertainties surrounding the euro area
economic outlook which, if they were to
crystallise, could have implications for
employment  prospects and  household
disposable incomes. As for interest rate risk,
the greater part of this is borne by banks rather
than households, as the bulk of mortgage
contracts in the euro area are agreed at fixed
rates or quasi-fixed rates.! Hence, it is unlikely
that, on aggregate, an unexpected disturbance
to interest rates would diminish the strength of
aggregate household balance sheets to the point
of significantly raising the credit risks faced by
banks across the euro area. Nevertheless, the
interest rate risks facing households are not
evenly spread across the euro area, given
differences across countries in terms of debt
levels, contractual interest rate variability, and
typical loan maturities. As for exposures to the
risks of property price reversals, banks appear,
by and large, to have carefully managed the

risks to collateral behind mortgages by setting
loan-to-value ratios at conservative levels,
even though signs of intensifying competition
in mortgage markets may have led to a
loosening of credit standards. This means that
households would probably bear the brunt of
any property price reversal. The implications
for financial stability would ultimately depend
upon the strength of any wealth effect on
household consumption. Since some of the
countries that have experienced substantial
increases in house prices in recent years are
ones where the preponderance of variable rate
debt is high, this may amplify the effect of
any interest rate changes, especially for
households with high levels of outstanding
debt, low housing equity, low financial asset
buffers and/or uncertain employment and
income prospects.

PERFORMANCE OF THE EURO AREA BANKING
SECTOR

Consolidating upon the recovery in euro area
banking sector profitability that began in 2003,
there was further broad-based improvement in
2004, including among national banking
sectors that had significantly underperformed
euro area averages in previous years.
Moreover, the financial results of large euro
area banks suggest that profitability
strengthened further in the first half of 2005,
although these results should be interpreted
cautiously in view of the introduction of
International Financial Reporting Standards
(IFRS) at the start of the year. All in all, these
improvements in performance were notable in
view of the continued sluggishness in the pace
of euro area economic activity. The factors
driving the improvement in the profitability of
banks included significant growth in lending to
households, mostly for housing purposes, and
an incipient recovery in lending to the
corporate sector, including to small and
medium-sized enterprises (SMEs). Marked
reductions in loan loss provisioning also

1 Some mortgage contracts have periods of fixation that are
shorter than the term of the contract.
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contributed to this improvement. All in all,
given stronger profitability and with solvency
ratios remaining broadly unchanged at
comfortable levels, the shock-absorbing
capacity of the euro arca banking sector has
improved.

Looking ahead, the profitability of euro area
banks is expected to improve further,
benefiting from generally benign credit
and liquidity conditions. However,
notwithstanding the recent improvement in
profitability and the generally favourable
outlook, there are some risks and
vulnerabilities that the euro area banking
sector could face in the period ahead. Some of
these vulnerabilities lie within the banking
system. Banks have faced challenges over
recent years in maintaining, or increasing,
interest income because of margin erosion,
driven by persistently low interest rates and the
strength of competition from their peers
regarding the granting of loans. Hence, there is
a risk that banks may have started to loosen
their credit standards, thereby possibly
increasing their future exposure to credit risk,
or that they have sought out alternative,
possibly riskier, sources of income. A further
risk is that historically low provisioning for
loan losses could prove inadequate in the face
of an unexpected deterioration in the economic
outlook, even though provisioning patterns in
most countries have reflected readjustments
from greater than normal levels, credit risk has
improved, and coverage ratios have increased.

The most prominent sources of risk and
vulnerabilities outside the banking sector
appear to be further oil price increases as well
as the risks posed by large and growing global
imbalances. Although the direct exposures of
euro area banks to these sources of risk are
likely to be limited, if such risks were to
crystallise, they could manifest themselves
indirectly in increasing credit risk as the
financial condition of non-financial sectors
deteriorates. Concerning the interest rate risks
faced by banks, the risk of an abrupt upturn in
long-term bond yields, while not priced into
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market yield curves, has continued to be priced
into options markets as a low probability event.
If this risk were to crystallise, banks could be
exposed to greater market risks than normal,
including the possibility of capital losses on
fixed income securities —especially if it were to
trigger areassessment of the appropriateness of
pricing in credit markets. However, banks also
face risks if long-term interest rates were to
remain low for a protracted period, especially if
yield curves were to flatten, since this would
increase the challenges facing the sector in
generating interest income from core business.
Moreover, as low interest rates may have
sustained tight credit spreads, to the extent that
banks’ pricing of credit risks is market-
sensitive, longer-term vulnerabilities could be
building up. These vulnerabilities would be
exposed in the event of an upturn in long-term
interest rates or an unexpected credit event.

Forward-looking indicators based on asset
prices generally suggest that the outlook for the
euro area banking sector remains bright. The
performance of banks’ stock prices over the
past six months suggests that market
participants expect further improvements in
profitability. This outlook is confirmed by
private sector analysts’ forecasts of future
banking sector profitability, as well as by
patterns in banking sector credit risk
indicators. Nevertheless, some options market-
based indicators point towards increasing
uncertainty about the outlook for banking
sector profitability. However, the message
emerging from market-based indicators should
always be interpreted with caution owing to the
possibility of pricing misalignments.

PERFORMANCE OF THE EURO AREA INSURANCE
SECTOR

Profitability in the euro area insurance industry
improved further in 2004, driven mainly by
strong underwriting results. Investment
income, however, continued to be subdued in
an environment where interest rates remained
very low. Capital bases improved in both the



non-life and reinsurance industries in 2004,
whereas indicators of solvency in the life
insurance  industry  remained  largely
unchanged. Looking ahead, by late 2005 the
outlook for the euro area insurance sector
seemed broadly favourable, although market-
based indicators did not reveal a clear picture
concerning market participants’ assessment of
the risks facing the insurance sector, thereby
calling for ongoing monitoring and
surveillance.

The main risk facing the insurance industry
relates to uncertainty about the likely future
path of global and euro area long-term interest
rates. The persistently low level of long-term
interest rates has continued to impose strains
both through the valuation of future liabilities
and, for some life insurers which have raised
their holdings of fixed income assets, by
impinging on investment returns. For these
firms, a rise in long-term interest rates would
most likely lead to significant balance sheet
strengthening. Concerning individual sub-
sectors, the prospects for the euro area life
insurance industry have been improving.
Decisions taken by some Member States to
offload pension funding from fiscal budgets are
likely to promote the pension business of the
life insurance industry. The outlook for the
non-life insurance industry in the euro area also
appears broadly positive: the risk of a
significant decline in premium prices appears
contained in the period ahead, as investment
income should remain modest given the current
low investment return environment. Moreover,
premium written should expand further as the
pace of economic activity picks up. As for the
reinsurance sector, underwriting results for
2005 are generally expected to be strong, with
premium prices declining only slowly. In the
period ahead, owing to important claims from
Hurricane Katrina, reinsurance premium prices
may halt declining and possibly even increase
slightly, depending on the final amount of
capital depletion in the sector worldwide. In
the euro area, the losses incurred by
reinsurance from the hurricane are expected to
only dent capital positions.

OVERALL ASSESSMENT

Continuing strength in the pace of global
economic activity in 2005, together with a
further strengthening of the balance sheets of
large euro area firms and financial institutions,
has contributed positively to the financial
stability outlook of the euro area, despite further
oil price rises. However, several potential risks
and vulnerabilities have grown in importance in
the past six months. Within the financial system,
despite recent improvements, the durability of
banking sector profitability could be tested in the
period ahead, especially if long-term interest
rates remain low for a protracted period.
Declining loan loss provisioning flows could
also adversely affect the ability of banks to cope
with  unforeseen  disturbances. Although
financial markets successfully weathered a well
anticipated credit event in the first half of the
year, this should not lead to complacency: the
possibility still exists that a reappraisal could
take place with regard to far-reaching market
risks stemming from the aggressive search for
yield that began in the course of 2003. This has
left some financial markets and institutions
vulnerable to changes in global liquidity
conditions and unexpected credit events. A
disorderly correction in the level of long-term
yields  could potentially  disrupt the
intermediation of funds through global capital
markets, which would have implications for the
euro area. Moreover, some euro area financial
institutions, including banks, would likely
endure losses — at least in the short term — from
any upturn in long-term interest rates. On the
other hand, the life insurance industry would
most likely benefit as this would help inrelieving
remaining balance sheet vulnerabilities.

Looking ahead, the risk of an abrupt unwinding
of global imbalances remains, especially
because these imbalances may yet widen
further. It also cannot be excluded that further
oil price increases could test the resilience of
firms’ balance sheets, especially those of
SMEs. Household balance sheets may also be
vulnerable in countries where house prices
seem to have risen beyond their intrinsic value.
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I THE EXTERNAL ENVIRONMENT

Although the pace of global economic activity
has remained strong, large and growing
financial imbalances continue to pose risks for
global financial stability. There are several
factors that suggest that global imbalances
could widen further in the period ahead. These
include the recent strengthening of the US
dollar, the stronger pace of US growth
compared with its trade partners, and the
further rise in oil prices. From a financial
stability viewpoint, if concerns were to surface
that overseas demand for US assets could slow
markedly, this could entail the possibility of
severe downward pressure on the US dollar,
coupled with significant upward pressure on
long-term interest rates that could spill over to
other financial asset classes. While foreign
investors have shown no signs of reluctance to
increase their holdings of US assets, important
risks will remain if the recent further widening
of global imbalances is not corrected over the
medium term.

1.1 RISKS AND FINANCIAL IMBALANCES IN THE
EXTERNAL ENVIRONMENT

In the first half of 2005, the pace of global
economic activity remained vigorous and
proved resilient to further oil price increases.
Growth was particularly robust in the US,
notwithstanding increasing policy interest
rates, as well as in some countries in non-Japan
Asia. While the outlook for global growth
remains favourable, some risks do remain,
including those posed by large and widening
global financial imbalances and the further
increases in oil prices over the past six months.

US CURRENT ACCOUNT AND FINANCING

The magnitude of capital flows required to
finance large and growing US current account
deficits has continued to pose significant risks
for global financial stability. With the
prolonged accumulation of these deficits,
questions  remain  about medium-term
sustainability, thereby posing a potential
source of vulnerability for global currency

markets that could also spill over to other
financial asset classes. The possible
crystallisation of these risks mainly depends on
the willingness of foreign investors, both
official and private, to increase their holdings
of US securities. As US external imbalances
may yet expand further — given the recent US
dollar appreciation, faster growth in the US
than in many of its major export markets, and
rising oil prices — pressure on the international
capital markets is likely to remain.

In the first half of 2005, the US current account
deficit continued to expand. After reaching
new post-Bretton-Woods records of 6.5% of
GDP in the first quarter of 2005, it decreased to
6.3% of GDP in the second quarter. For much
of the time since 2000, the main domestic
sources of the US current account deficit have
been growing fiscal imbalances and heavy
household sector borrowing. However, rather
atypically, the corporate sector — including
both financial and non-financial firms — has
enjoyed a financial surplus since the last
quarter of 2001 (see Chart 1.1).

Notwithstanding the further widening of the
US current account deficit, there has been no
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Note: Net lending/borrowing equals gross saving (net saving
plus consumption of fixed capital) minus gross investment.
The contributions of the three domestic sectors do not add up
to the total owing to capital account transactions and
statistical discrepancies.
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evidence of financing difficulties. In the
second quarter, US-owned assets abroad,
which amounted to USD 250.8 billion, were
more than sufficient to finance the deficit of
USD 195.7 billion. While foreign official
inflows continued to diminish in importance in
2005 in overall portfolio investment, looking
ahead, at least in the near term, there are few
signs of diminishing willingness on the part of
foreign investors to increase their holdings of
US securities.

US CORPORATE SECTOR BALANCES

The strength of US corporate sector balance
sheets can have a bearing on euro area financial
stability, as many euro area financial
institutions have direct exposures to US firms
through lending. Furthermore, the financing
needs of US corporations may affect the costs
faced by large euro area firms in global capital
markets, both through competing demands for
funds as well as in the global pricing of
corporate sector credit and equity market risks.

Against a background of robust economic
growth, US corporate sector profitability
strengthened further in the first half of 2005,
and especially in the non-farm, non-financial
corporate sector, which represents the bulk of
US corporate activity. Compared with the
fourth quarter of 2001, when US non-farm,
non-financial corporate profits (after corporate
income taxes and after inventory valuation and
capital consumption adjustments) reached a
trough, by the second quarter of 2005 profits
had increased by more than 40%. Furthermore,
in the first six months of 2005, corporate sector
cash flows also strengthened as dividend
payoutratios fell back from the very high levels
observed in the final quarter of 2004 — a rise
which was mostly explained by a one-off
dividend payout made by a large information
technology firm. Indeed, the improvement in
internally generated funds, in conjunction with
a deceleration in fixed investment spending,
led the non-farm, non-financial corporate
sector to a financial surplus in the second
quarter of 2005 (see Chart 1.2). In the last few
years, the non-farm, non-financial corporate
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Chart 1.2 US non-farm, non-financial
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sector appears to have used an increasingly
large percentage of internal funds to repurchase
shares from the marketplace, this phenomenon
becoming marked over the last twelve months,
and in particular in the first half of 2005, when
the issuance of new shares was largely
surpassed by share retirements (see Chart S2
and Box 1). Some companies financed, at least
in part, share buybacks with external liquidity,
and the growing activity in cash-financed
mergers and acquisitions (M&As) led to
additional demand for funds. However, on
aggregate, non-farm, non-financial corporate
sector credit market debt as a proportion of
GDP has remained virtually unchanged since
early 2004 (see Chart S1).

Regarding the composition and maturity
profile of the debt of the US non-farm, non-
financial corporate sector, there were
indications that firms increased their short-
term liabilities after the second quarter of 2004,
while the rise in long-term credit market
liabilities remained relatively stable. This was
due to a shift in the composition of new credit
from corporate bonds to bank loans, probably
partly related to an easing of credit standards
on commercial and industrial loans, as reported
in the July 2005 Federal Reserve Senior Loan
Officer Opinion Survey on Bank Lending
Practices. This may also have affected
commercial paper issuance which, after
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increase in the market value of tangible assets.

THE RECENT SURGE IN US SHARE BUYBACKS: CAUSES AND POSSIBLE FINANCIAL STABILITY
IMPLICATIONS

From the second half of 2004 onwards, US corporations retired an extraordinary volume of
equity from the market. Throughout 2004 and the first half of 2005, equity retirements in the
US non-financial corporate sector exceeded gross equity issuance by USD 1,149 billion. In the
first half of 2005, share repurchases by public companies listed in the S&P500 index reached a
historical record (see Chart B1.1). This Box discusses some of the causes behind the surge in
equity repurchases by US firms, and highlights some of the possible financial stability
implications of this.

Companies decide to buy back their shares for a number of reasons. Managers may believe that
their best investment option is in the company itself; they may think that the company’s shares
are undervalued, as a reduction in the number of shares outstanding raises expected earnings
per share (EPS), thereby possibly boosting share prices; and finally, they may fear hostile
takeovers. As buybacks imply a distribution of profits to shareholders, US companies have
repurchased their shares in addition to, or as an alternative to, distributing dividends.
Repurchased shares may be either retired, or they may be held within the company. In this case,
they may be reissued for mergers and acquisitions, or to meet employee stock options (ESOs)
and benefit plan obligations.

Standard and Poor’s has largely attributed the recent pick-up in share repurchases to an
increase in exercised ESOs and to US companies’ desire to reduce their share count
outstanding. Among S&P500 companies, buybacks occurred in conjunction with the greatest
number of dividend increases since 1998, although on the other hand, in the US corporate
sector as a whole, profits have risen at a faster pace than dividends, with the share of net
dividends in after-tax profits gradually declining in recent quarters (see Chart B1.2).
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Chart BI.1 Share buybacks by S&P 500 Chart B1.2 Net dividends paid out by US
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Starting in the mid-1990s, the use of non-qualified ESOs to compensate labour has become
increasingly common in the US. According to the US National Center for Employee
Ownership, in 2003 16.3% of companies granted stock options to at least 50% of their
employees. By early 2005, there were an estimated 10 million non-qualified stock option
holders, with ESO plans valued at several hundred billion US dollars.

A non-qualified ESO gives the employee the right, but not the obligation, to purchase a
company share at a set strike price — which typically coincides with the market price of the
share on the day the option is granted — over a specific time after an initial vesting period.
Companies award their employees stock options as part of their labour compensation. Options
are often seen as a mechanism for increasing employee motivation and retention, as well as a
way of better aligning the incentives of employees with those of the shareholders. Furthermore,
options provide fiscal benefits and, until recently, accounting-related advantages.

The granting of non-qualified ESOs has led to corporate income tax savings, as the difference
between share current market and strike prices when employees exercise the options is
deducted from corporate income tax. Such deductions have been extremely large for firms
which have made intensive use of ESOs, and whose stock prices have risen. Sullivan (2002)!
estimates that US corporate tax savings from the deduction of stock options totalled around
USD 56 billion in 2000, when options tax deductions exceeded net income for eight of the
40 highest market-capitalised US companies. Graham et al. (2004)* show that in 2000, stock
option deductions reduced the median marginal tax rate of firms within the Nasdaq from 31% to
5%, and argue that the tax benefits associated with ESOs may help explain the recent
downward trend in debt issuance by US corporations, since options tax savings may outpace
the value of interest rate deductions.

Until recently, US companies were allowed to decide whether to subtract the value of
outstanding ESOs from their income statement reported to the Securities and Exchange
Commission — thereby reducing reported profits — or simply to note the expense in a footnote.

1 M. Sullivan (2002), “Stock Options Take $50 Billion Bite out of Corporate Taxes”, Tax Notes, 18 March, pp. 1396-1401.
2 J. R. Graham, M. H. Lang and D. A. Shackelford (2004), “Employee Stock Options, Corporate Taxes, and Debt Policy”, Journal of
Finance, Vol. LIX, No 4.
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As a consequence, the reported profits (and EPS) of companies not expensing their options ENVIRONMENT

would turn out higher than the actual ones, possibly increasing the risk of asset price
misalignments. Starting from June 2005, the revised Financial Accounting Standards Board
(FASB) Statement No 123 requires all US public companies to recognise the value of ESOs
(estimated by a single fair-value-based method — option-pricing models —) on the date of issue,
and to expense it through the vesting period. In such a way, all US public companies will be
forced to treat stock options uniformly, enhancing transparency and comparability of profits.
Standard and Poor’s estimate that the expensing of stock options would have reduced reported
EPS of the companies within the S&P500 by 21.5% in 2001 and by 19% in 2002. Thereafter,
following the episodes of corporate malfeasance in 2002, some firms began to expense options.
Hence the underlying reported EPS of S&P 500 would have fallen by a smaller amount of 8.6%
in 2003 and 7.4% in 2004.

Allin all, it appears that by increasing the award of stock options to pay for labour services, US
companies appear to have gained some control over their reported corporate performance.
Specifically, to the extent that companies have significantly improved their announced
profitability, ESOs may have altered the efficient functioning of financial markets, and
questioned the reliability of EPS as an indicator of corporate performance. Looking ahead, the
new accounting standards may temporarily lead to smaller returns for investors should they
lead to a fall in reported profits and EPS. Furthermore, should the leveraged buybacks that
some companies are engaged in trigger a fall in the credit ratings of their debt, bond investors
may incur unexpected losses.

Notwithstanding the general strength of the US
economy, coupled with increased profitability,
favourable financing conditions, balance sheet
restructuring and improved solvency (as
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indicated by a further decline in the liability-
to-financial assets ratio (see Chart S1)), the
frequency of credit rating downgrades of US
corporations has remained higher than that of
upgrades (see Chart 1.4).

All in all, the strengthening of corporate sector
balance sheets in the aftermath of the bursting
of the equity price bubble has meant that the
credit risks posed by the US corporate sector
have improved considerably since early 2003.
However, some risks do lie ahead. The upturn
in short-term rates since mid-2004 can be
expected to cut into US corporate sector
profitability, especially given indications that
US corporate sector balance sheets are
increasingly sensitive to short-term interest
rates. Recent oil price rises also pose a risk for
firms’ cost bases, especially if these increases
prove to be lasting. Sectors particularly at risk
include the already troubled energy-intensive
and energy-sensitive industries such as the
airline and the automobile industry.
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US HOUSEHOLD BALANCES

Rising US household sector indebtedness
could, if it proves unsustainable, pose risks and
create vulnerabilities for euro area financial
stability. This is because some euro area banks
are directly exposed to this sector, or to US
credit institutions exposed to US households.
Exposures also arise through holdings of
mortgage-backed securities issued by US
credit institutions.

Continued strength in the demand of the US
household sector for credit raised debt-to-
disposable income ratios to new heights in the
second quarter of 2005. Mortgage credit
remained the predominant source of rising
household sector indebtedness, and also
affected consumer credit, the growth of which
has recently slowed owing to significant home
equity withdrawal (see Chart S3).

Despite the rise in US household sector
indebtedness, there have been few signs of
financing difficulties. According to the July
2005 Federal Reserve Senior Loan Officer
Opinion Survey on Bank Lending Practices,
lending standards and terms on residential
mortgages and other consumer loans remained
essentially unchanged from the April survey.
Meanwhile, the household debt service ratio
(DSR), although at a high level relative to the
early 1990s, has remained broadly stable since
early 2002. The wider financial obligations
ratio (FOR)'has also remained relatively stable
over the same period (see Chart S4). At the
same time, delinquency rates on credit card
debt and auto loans have continued to decline.

The bulk of outstanding US mortgage debt is
contracted at relatively low fixed interest rates
following unparalleled mortgage refinancing
in 2003, and is thus sheltered from interest rate
increases. While the share of adjustable rate
mortgages (ARMs) in new mortgages had
begun to rise steadily after mid-2003, through
2005 it declined steadily from March to early
September, to rebound thereafter reaching
around 45% of the total loan dollar volume by
end October (see Chart S5). An important
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factor driving these changes was the evolution
of the spread between interest rates on fixed
and adjustable mortgage contracts; it narrowed
until September and has widened since then.
The significant proportion of ARMs in total
new mortgages raised some concerns, in
particular about the rising popularity of
interest-only (I-O) mortgage contracts. These
mortgages require very low monthly payments
during the first years of the loan, because the
principal is being repaid over the last few years
of the contract. Whereas in 2001 only about
10% of new mortgages were contracted in this
form, a significant fraction of all new
mortgages extended in 2005 were thought to be
interest-only. This may imply rising credit
risks for mortgage lenders, as interest-only
mortgages are often extended to lower-income
households and because they facilitate greater
leverage from borrowers (who are therefore
exposed to more interest rate and house price
risk). Furthermore, because they are relatively
new products, the pricing of the credit risk
embedded in them is challenged by the lack of
sufficient data histories to conduct stress tests.?

US home prices rose on average by 13.4%
between mid-2004 and mid-2005, the largest
year-on-year increase since mid-1979. As this
rise outstripped the growth in personal
disposable income over the same period, the
income-to-house price ratio — a measure of
affordability — continued to decline (see
Chart 1.5).

The main contributor to rising household sector
asset valuations in recent quarters has been
increasing home values. Moreover, despite
further rises in household sector indebtedness,
coupled with very low household sector

1 The DSR is an estimate of the ratio of debt payments to
disposable personal income. Debt payments consist of the
estimated required payments on outstanding mortgage and
consumer debt. The FOR, a broader measure, adds automobile
lease payments, rental payments on tenant-occupied property,
homeowners’ insurance and property tax payments to the DSR.

2 See Real Estate @ Wharton (2005), “Could Risky Mortgage
Lending Practices Prick the Housing Bubble?”, University of
Pennsylvania, September.



Chart 1.5 US housing affordability

Chart 1.6 US household net worth
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savings (see Box 2), surging house prices
continued to produce sizeable gains in
household sector net worth in the first half of
2005 (see Chart 1.6).

Overall, US households appear to face risks on
both sides of their balance sheets. The strength
of house price inflation — which has continued
to outstrip growth in rents and disposable
incomes — poses questions about US
households’ vulnerability to rising interest
rates. On the liability side, the sustainability of
increasing household sector indebtedness
could also be tested by rising short-term
interest rates. However, there are several
mitigating  factors,  including  further
improvements in household sector net worth,
stable debt servicing ratios, and very low rates
of unemployment.

US FISCAL IMBALANCES

Against a background of wide current account
imbalances and very low real interest rates,
large US budget deficits may pose additional
risks for global financial stability. By raising
the financing needs of the public sector, the
strength of federal bond issuance poses not
only the risk of crowding out US private sector
debt issuance, but also of pressuring global real
interest rates.
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In 2004, the US general government deficit
was 4.0% of GDP, down from 4.6% in 2003.}
Hence, the debt-to-GDP ratio continued rising
t0 62.5% in Q2 2005, up from 57.7% at the end
of2001.

In 2005 there was a marked improvement in US
federal finances which resulted from a pick up
in revenues thanks to robust economic
conditions, although federal spending
continued to rise at a brisk pace, mainly on
account of a sharp acceleration in net outlays
for interest on the public debt.

Looking ahead, the US administration’s budget
proposals for fiscal year 2006 aim at reducing
the deficit to 1.5% of GDP by 2009. If these
rather optimistic expectations are met, this
should contribute to easing US imbalances
more generally. However, in the short term
there are risks for the fiscal outlook resulting
from important administration priorities,
including the recent relief bills associated with
Hurricane Katrina and future spending on
military operations in Iraq and Afghanistan.
More generally, on account of the growing
structural nature of the US fiscal deficit, the
fiscal outlook is likely to remain an ongoing
source of concern.

3 By contrast, the US federal deficit deteriorated further in 2004.
It reached 3.5% of GDP, which was the largest in eleven years.
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FALLING SAVINGS AND RISING DEBT IN THE HOUSEHOLD SECTOR: A FINANCIAL STABILITY RISK?

The personal savings rate in the United States has declined steadily over recent decades and fell
to a negative value in the third quarter of 2005 (see Chart B2.1). At the same time, household
sector indebtedness has risen to historically unprecedented heights (see Chart B2.2).
Somewhat similar patterns have also been observed in other mature economies, such as
Australia and Canada. These developments have occurred against a background of rising
household sector net worth, an important part of which has been due to valuation gains on
wealth holdings. This Box discusses some of the financial stability risks that could arise from
an increased dependence on asset valuation along with any associated increase in leverage of
household balance sheets.

Chart B2.1 US household saving and net Chart B2.2 US household liabilities and
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non-profit organisations. also incorporates personal trusts.

Rising asset valuations may have contributed to the observed drop in savings through
households’ decisions related to lifetime wealth building. While the standard measure of the
household sector saving rate as reported in the national accounts has fallen considerably over
the past decade, it does not take into account changes in the market valuation of existing
household assets. Market valuation has been influenced by higher than historical average
returns on asset holdings over this period and in this way may have supported households’
expectations of continued strong wealth valuation on their financial and non-financial wealth
and hence weighed negatively on savings.!

Rising valuations on existing household asset holdings may also have favoured the observed
strong rise in indebtedness through financial innovation and the associated availability of
credit. This factor may be especially important in residential housing markets, whereby a surge

1 In this sense, household wealth building can be broken down into an active component (the national accounts notion of the saving
ratio) and a passive one (capital gains on existing assets). See F. Juster, J. Lupton, J. Smith and F. Stafford (2004), “The Decline in
Household Saving and the Wealth Effect”, Federal Reserve Board of Governors Working Paper, April.
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in leverage has occurred owing to an expansion of homeownership — also to households which

may have been credit-constrained in the past —along with enhanced access to equity built up in
housing. This higher degree of leverage implies an increased sensitivity of household balance
sheets to changes in asset prices.

An increased asset dependence and any associated leverage imply financial stability risks
through both a direct channel (increasing credit risk for the financial sector) and an indirect
channel (spillover effects from the broader macroeconomy). Concerning the direct channel,
increased credit risk may arise directly given the risk inherent in leveraged acquisition of
assets. In this respect, asset values can vary considerably whilst the nominal value of debt is
fixed — and although household debt expansion has been roughly matched by a similar
expansion in household assets, household debt has historically displayed significantly less
volatility than household assets (see Chart B2.2). Any strains associated with a rapid
deterioration in the value of debt collateral could be manifested in increasing default rates in
the household sector, including strategic defaults. This could entail potential spillover effects
to financial sector balance sheets through their exposures to household sector defaults.
Concerning the indirect channel, such a spillover effect could be amplified by a deteriorating
macroeconomic environment that places strains on households’ ability to repay accumulated
debt, possibly due higher unemployment rates or arising from a curtailing of household
spending in favour of increased personal saving. In those economies where wealth valuation
effects have increasingly been used as a substitute for personal saving in lifetime wealth
building, a marked fall in asset values has the potential to trigger a compensatory increase in
personal saving — implying a slowdown in household consumption — if households also revise
downwards expectations regarding future returns on asset holdings. This in turn could have a
significant effect on the economy, given the importance of household consumption in national
income, thereby also possibly adding to any strain on financial sector balance sheets.

RISKS IN NON-EURO AREA EU MEMBER STATES
The general economic outlook for non-euro
area EU Member States has remained
favourable in the six months following the June
2005 Financial Stability Review (FSR).

Since the beginning of the 2005, the pace of
economic growth in the United Kingdom
weakened, largely due to subdued domestic
demand, and the Bank of England lowered its
policy rate. A slowdown in private
consumption growth was mainly driven by the
increased cost of debt servicing, following the
four interest rate hikes in 2004, and a notable
deceleration in house price inflation. Against
this background, mortgage lending growth
appears to have stabilised, while unsecured
lending growth has slowed down. While
corporate sector capital gearing — the ratio of

firms’ indebtedness to the market value of their
assets — remained high, it has also edged down
and profitability remains strong. However, the
near-term outlook for economic growth has
recently deteriorated, with the balance of risks
tilted towards the downside, and there have
been some signs of labour market easing.

In Sweden, quarterly real GDP growth
accelerated in the second quarter of 2005 after a
weak first quarter. In June the Swedish
Riksbank cut its policy rate — for the eighth
time since November 2002 — to 1.5%. In
Denmark, quarterly output growth also
rebounded substantially in the second quarter
of 2005, after having remained subdued in the
first quarter. In both countries, economic
activity was mainly supported by a recovery in
private consumption and investment.
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The bulk of the banks operating in the other ten
non-euro area EU Member States*are owned by
euro area banks. These banks are therefore
exposed to credit risks arising from their
lending to the household and corporate sectors
in the new Member States.

In these countries, strong output growth — with
the exception of Poland — and prospects of
strong equity returns have attracted capital
flows from abroad. For instance, since the
beginning of 2005 stock market returns in all
these countries except Poland and Slovenia
have significantly outperformed the Dow Jones
EURO STOXX Index.® These inflows, coupled
with growing foreign currency indebtedness,
have fuelled upward pressures on the
currencies in some of the countries with
flexible exchange rates.®

The proportion of foreign currency-
denominated loans is important in most of the
new non-euro area EU Member States (see
Chart 1.7). While banks manage their direct
exposures by matching foreign currency assets
and liabilities, they still have indirect
exposures, the importance of which depends on
the ability of households and corporations to
manage their foreign currency exposures.
Furthermore, in those countries that witnessed
brisk credit growth, the share of non-

Chart 1.7 Share of foreign currency loans in

total loans in the new EU Member States
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performing loans in total loans ceased to
decline, although it still remained rather low
(see Box 3).

4 The new Member States comprise the ten countries that joined
the EU on 1 May 2004: the Czech Republic, Estonia, Cyprus,
Latvia, Lithuania, Hungary, Malta, Poland, Slovenia and
Slovakia.

5 In Estonia, Lithuania and Slovakia, stock exchange indices
increased by around 50%, 70% and 40% respectively since the
beginning of 2005. In the Czech Republic, Hungary and Latvia,
stock prices registered significant gains of around 35% in the
same period.

6 The Czech koruna and the Polish zloty appreciated since the
beginning of 2005 by around 2.5%. The Hungarian forint and the
Slovak koruna, however, depreciated by 2.0% and 1%
respectively in the same period.

CREDIT DEVELOPMENTS IN THE NEW NON-EURO AREA EU MEMBER STATES

Macroeconomic stabilisation and banking sector restructuring are two of the factors that have
fostered financial sector development in several of the new EU Member States. Regulatory
reforms, leading to increased competition and supply of new products have, together with
improvements in domestic legal systems, also supported dynamic credit activity in these
countries. In addition, favourable financing conditions, supported by low-inflation policies
and higher incomes and income expectations, have encouraged strong credit demand, up from
relatively low levels. This Box discusses some of the financial stability implications that could
arise from the strength of credit growth in these countries.

Over recent years, credit growth to the private sector has been very robust in most new EU
Member States (see Table B3.1). This growth seems to have been driven primarily by

ECB
Financial Stability Review
December 2005



Table B3.1 Credit to the private sector

(% per annum; period average)

2002 2003 2004 Q42004 Q12005 Q22005 July 05 Aug. 05
Czech Republic . 2.0 11.3 13.0 13.8 15.1 17.0 18.0
Estonia 23.3 26.0 27.5 30.8 31.2 32.2 343 35.4
Cyprus 7.7 6.3 5.0 5.8 5.2 4.0 4.2 4.4
Latvia 43.6 39.3 43.1 46.8 48.7 50.3 54.9 55.5
Lithuania 27.4 43.1 51.1 42.4 37.1 37.6 42.7 44 .4
Hungary 21.5 24.2 24.7 18.5 18.2 16.8 15.1 14.5
Malta 1.7 4.9 12.6 9.2 7.8 6.1 4.2 4.2
Poland 4.6 5.4 5.2 5.0 3.5 6.0 6.5 6.1
Slovenia 13.4 13.3 18.8 19.3 22.9 24.3 22.9 23.7
Slovakia -1.6 8.3 9.7 8.4 10.6 14.9 19.0 19.5
EU-10" . 11.2 13.8 12.7 12.4 13.8 14.6 14.7
euro area 4.9 4.9 5.9 7.0 7.8 9.0 8.6 8.9

Sources: ECB and national central banks.
1) The EU-10 aggregate comprises the ten new EU Member States, 2003 GDP weights. EU-10 aggregate data are not included for
2002 due to a structural break in the data series of the Czech Republic.

household lending, largely in the form of mortgage lending. Annual growth in housing loans in
September 2005 exceeded 30% in six new EU Member States. Mortgage lending was
particularly buoyant in the Baltic countries, where growth rates above 70% were recorded. In
comparison, the growth of loans to non-financial corporations has been more moderate in most
countries, albeit faster than in the euro area. In many countries, the share of foreign currency-
denominated loans in lending has been high and continues to grow. These loans are mostly
euro-denominated, although other currencies have also been gaining in importance recently.
They have been typically granted to the non-financial corporate sector, although in the Baltic
countries and Poland, to households as well. Borrowing in foreign currency is mostly
associated with lower borrowing costs. In addition, the bulk of borrowing in foreign currency is
generally undertaken by larger multinational firms, which generate the greater part of their
revenues in foreign currency, and can therefore be seen as a natural hedge. In general,
borrowing in foreign currency has been more typical in those countries with fixed exchange
rate regimes or exchange rate targets (particularly the Baltic countries), where borrowing had
already picked up as early as the mid-1990s.

From a financial stability viewpoint, rapid credit growth deserves careful monitoring. This is
because many banking crises have been preceded by episodes of rapid or excessive credit
growth, although the opposite has not always held.! Several theoretical explanations exist for
why credit booms tend to be associated with a higher probability of banking distress.
According to one main strand of the literature, this relationship may be attributed to the pro-
cyclicality of bank lending behaviour. Risks may be underestimated during expansionary
phases of the business cycle, thereby resulting in loosening credit standards and a lower
average quality of borrowers. This may lead to higher credit losses when the next economic
downturn occurs. Another often cited theory related to the over-expansion of credit is the
“financial accelerator” mechanism. Over-optimism about future returns could boost asset
valuations and thus firms’ net worth, which then feeds back into higher investment and credit
demand and a further increase in asset prices. Consequently, this self-reinforcing mechanism

1 On the first point, see, for instance, D. Ottens and E. Lambregts (2005), “Credit Booms in Emerging Market Economies: A Recipe
for Banking Crises?”, DNB Working Paper No 46, De Nederlandsche Bank, June. On the latter point, see, for instance, A. Tornell and
F. Westermann (2002), “Boom-bust Cycles: Facts and Explanation”, IMF Staff Papers, 49 (Special Issue).

ECB

Financial Stability Review
December 2005

Il THE MACRO-
FINANCIAL
ENVIRONMENT




ECB

may lead to excesses in the growth of credit and asset prices. A change in expectations could
then precipitate a reverse process with falling asset prices and a credit crunch, which may
significantly increase repayment difficulties for borrowers and may ultimately lead to higher
loan losses for banks.

When assessing the nature of credit growth in the specific case of the new EU Member States,
it is important to recall that the initial depth of financial intermediation was low in these
countries compared to their level of economic development. Some studies concluded that
credit-to-GDP ratios in the central and eastern European and Baltic countries were
significantly lower than what could be justified by their fundamentals.? Thus, rapid credit
growth can, to a considerable extent, be attributed to a catching-up effect. There is as yet only
limited empirical evidence on whether credit growth in the region has been excessive or not.
According to recent empirical findings, there may be, at best, only a small sub-group of new EU
Member States in which rapid credit expansion might have reached the proportions of a lending
boom.* However, even in those countries, the pace of credit growth is not out of line with that
experienced in former “converging” countries, such as Ireland or Portugal.

It is also important to bear in mind that the pace of credit growth alone may not be a sufficient
guide to assess its riskiness. Considering other important aspects of credit growth in the new
Member States, there are concerns that rapid credit growth expansion may have been
accompanied by the build-up of some vulnerabilities, of which four main concerns can be
identified. First, this may put a strain on banks’ ability to monitor and assess risks, especially
because risk assessment by banks in these countries is burdened by measurement difficulties in
forecasting future credit losses owing to the lack of sufficiently long credit histories. This
problem may be even more pronounced in the case of previously under-serviced customers of
banks such as households and SMEs. Second, foreign currency lending to the domestic private
sector has been strong in some countries. This may have also contributed to increasing the
vulnerability of households or unhedged non-financial corporations to unexpectedly large
adverse exchange rate movements. Third, due to relatively moderate growth in domestic
deposits, banks in some countries increasingly rely on foreign interbank borrowing to finance
credit growth. This may have left these countries more vulnerable to potential changes in the
current favourable external financing conditions. Fourth, since in several new Member States
mortgage loan contracts typically have floating interest rates, this implies that rising interest
rates would weigh mostly on households’ debt servicing ability in those countries.*

There are, however, some mitigating factors. Credit risk is contained by the fact that the ratio of
debt servicing burdens of firms and households relative to income remains considerably lower
in these countries than in the euro area. Moreover, a favourable growth outlook and improving
income prospects owing to continuing real convergence as well as a low interest rate
environment are likely to support the debt servicing ability of private sector borrowers. Some
comfort can also be drawn from the fact that a strengthening of banks’ profitability in most new
Member States has helped to maintain a solid capital base, thereby helping to increase banks’
shock absorbing capacity. With regard to asset quality, the ratio of non-performing loans

2 See, for instance, C. Cottarelli, G. Dell’Ariccia and 1. Vladkova-Hollar (2003), “Early Birds, Late Risers, and Sleeping Beauties:
Bank Credit Growth to the Private Sector in Central and Eastern Europe and in the Balkans”, IMF Working Paper No 03/213.

3 P. Hilbers, C. Pazarbasioglu, G. Johnsen and I. Otker (2005), “Assessing and Managing Rapid Credit Growth and the Role of
Supervisory and Prudential Policies”, IMF Working Paper No 05/151.

4 See ECB (2004), “Aggregated EU Household Indebtedness: Financial Stability Implications”, Financial Stability Review,
December, pp. 147-153.
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decreased or remained at a low level in most countries. It should be stressed, however, that
banks’ asset quality indicators are typically backward-looking. Since risks may build up
during boom phases, a deterioration in credit quality might only become visible with a
significant time-lag if general economic conditions were to worsen. As most new Member
States have been enjoying relatively high rates of economic growth in recent years, the
resilience of loan portfolios to negative output shocks remains untested up to now.

SOURCES OF RISKS AND VULNERABILITY IN
EMERGING MARKETS ECONOMIES

An evaluation of the risks posed by emerging
market economies (EMEs) for euro area banks
and investors in these countries’ capital markets
depends upon both the nature of their exposures
and financial imbalances within and across
EMEs. Risks to euro area financial stability
stemming from EMEs appear to be contained in
the short term on two grounds. First, the overall
economic outlook for EMEs as a group remains
positive. Although economic activity across
EMEs showed signs of moderation in 2005 —
except in China — the pace of growth remained
robust. Coupled with a still favourable external
environment, this led to a further improvement
in standard EME vulnerability indicators (see
Table S1). Second, the emerging market share
in the total consolidated exposures of euro area
banks — the most direct channel through which
the euro area banking system may be affected —
remained stable and limited at under 25% in Q1
2005 (or 17.0% excluding offshore centres, see
Table S3).

However, although limited in nature, risks
from EMEs appear to be more skewed towards
the downside since the June 2005 FSR,
especially in the short to medium term. Three
main risks to the emerging market outlook may
be identified. First, in the short term, EMEs
remain vulnerable to sudden shifts in global
liquidity. EME bond spreads have benefited
from the hunt for yield in global financial
markets and, if global long-term government
bond yields were to rise, they would probably
face a tightening of financing conditions (see
Chart 1.8). So far EME bond spreads have
proven resilient to a slight rise in US Treasury

yields. However, they could be tested in the
event of a sharper and more pronounced rise.

Second, inter-regional and intra-regional
differences in economic performance across
EMEs are likely to be accentuated by rising
international energy prices amid a less dynamic
evolution of hitherto compensating factors for
a higher energy-related bill (such as non-fuel
commodity exports for some EMEs). And third,
external demand could be more sluggish than
currently anticipated.

Region or country-specific risks also remain a
matter of concern. Among the emerging regions
neighbouring the euro area, these risks include a
credit boom in south-eastern European
economies, which in some cases are combined
with high current account deficits. In Latin
America, vulnerabilities stem mostly from the
political realm, including a major political

Chart 1.8 Emerging market bond spreads
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scandal in Brazil (the largest international issuer
of sovereign bonds among the EMEs) which
might evolve into a governance crisis, continued
instability in some Andean countries, and a
heavy electoral cycle including presidential
elections in major economies in 2006. In
emerging Asia, risks include the possibility that
excessive curbs in investment could lead to a
sharp slowdown in growth in China, although
there are as yet few indications of this.

EMERGING MARKET ECONOMIES AND GLOBAL
IMBALANCES

In the medium term, risks to euro area financial
stability stemming from emerging markets are
primarily associated with the potential for a
disorderly correction of current account
positions worldwide. With regard to the role
played by EMEs in the widening of global
imbalances, three elements are relevant. First,
the main counterparts of the large and growing
US current account deficits have been large
surpluses in Asia — especially China and Japan
—and increasingly in oil exporting economies,
including many EMEs as well (see Chart 1.9).
The current account surplus in China alone is
expected to widen to over USD 115 billion,
which could amount for as much as 15% of the
US deficit for 2005.

Chart 1.9 Global current account positions

Second, although some exchange rate
adjustment has taken place in the six months
since the June 2005 FSR, it has been mixed.
The exchange rate policy framework in China
and Malaysia was significantly reformed at the
end of July 2005 (see Box 4). However, in
practice the appreciation of both the renminbi
and the ringgit was contained to little more than
the initial 2% that followed these changes.
Upward pressures on other Asian currencies —
which were significant in some cases during
H1 2005 — largely subsided in the wake of the
Chinese policy reforms, although this also
reflected concerns about the impact of higher
oil prices on the pace of economic activity in
the region.

Third, reserve accumulation in China continued
unabated in the year to September 2005 at USD
159 billion, up from USD 111 billion over the
same period in 2004 (see Chart 1.10). Reserve
accumulation remained higher than the sum of
the trade balance and foreign direct investment
(FDI), indicating significant speculative capital
inflows into the country betting on a renminbi
appreciation. Although this gap has narrowed in
recent months, the extent to which the Chinese
authorities can contain speculative capital
inflows will continue to be an important

Chart 1.10 China monthly foreign exchange
reserve increase, trade balance and FDI
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determinant behind the country’s
exchange reserve build-up.

foreign

Overall, sight should not be lost of the fact that
there are two sides to the widening of global
imbalances insofar as EMEs are concerned.
EMEs have been one of the sources — but not the
only source — of the build-up of global
imbalances in recent years. In particular,
relatively stable exchange rates in many Asian
economies (including emerging ones) vis-a-vis
the US dollar have been associated with large
current account surpluses that have mirrored
the growing US deficit in recent years. In
addition, the strategy of reserve accumulation,

which has underpinned monetary and exchange
rate policies in Asia, has helped in preventing a
more pronounced upward adjustment in mature
economy long-term government bond yields.
However, the difficulties inherent in sustaining
the pace of reserve accumulation of recent
years and the delicate equilibrium between
current account surplus and current account
deficit regions worldwide implies that EMEs
are also vulnerable to a disruptive unwinding of
global imbalances. In this case, risks to EMEs
might be associated with disruption in global
capital markets, tighter financing conditions,
and, possibly, more sluggish demand from
mature economies.
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THE REFORM OF THE RENMINBI EXCHANGE RATE REGIME

Against a background of large and growing global financial imbalances and concerns about the
associated risks for global financial stability, international pressure mounted on the Chinese
authorities to adopt a more flexible exchange rate regime in order to help curb growing global
current account imbalances and to alleviate upward pressure on more flexible international
currencies. Many analysts also expected that any revaluation of the Chinese currency would
trigger greater exchange rate flexibility in other Asian countries. On 21 July 2005, the renminbi
was revalued by 2% against the US dollar, from 8.2765 to 8.11, and the Chinese authorities
announced that they had moved to a “managed floating exchange rate regime based on market
supply and demand with reference to a basket of currencies”. However, since the reforms, the
renminbi has continued to be tightly managed against the US dollar, so that little impact on the
scale of global imbalances can be expected in the short term.

The Peoples Bank of China (PBC) has emphasised that managing the exchange rate “with
reference to” a basket of currencies does not mean that the renminbi will be pegged to a basket of
currencies. The objective of the new regime is to keep the renminbi exchange rate basically stable
at an adaptive equilibrium level. While the weights of the currencies in the reference basket were
not disclosed, the currencies were selected mainly on the basis of the relative shares of China’s
trading partners in goods and services. However, other variables considered included the sources
of FDI into China and the currency composition of Chinese debt. The currencies with the highest
weight in the basket are the US dollar, the euro, the Japanese yen and the Korean won. Other
currencies in the basket include the Singapore dollar, the UK pound sterling, the Malaysian
ringgit, the Russian rouble, the Australian dollar, the Thai baht, and the Canadian dollar. Under the
new regime, the PBC announces at the end of each working day the closing price of the foreign
currencies traded against the renminbi in the interbank market. This closing price then serves as
the central parity for trading against the renminbi on the following day. As in the past, the daily
trading price of the US dollar against the renminbi is allowed to float within a +£0.3% band around
the central parity announced each day; however, the daily trading band of the renminbi against
non-US dollar currencies has twice been widened to the current £3.0%.
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Chart B4.1 Intraday renminbi exchange rate Chart B4.2 RMB/USD non-deliverable
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Since 21 July 2005, the PBC has continued to manage the exchange rate tightly, and
movements of the renminbi against the US dollar have remained well within the statutory bands
(see Chart B4.1). Thus, although the new regime technically creates room for further market-
driven appreciation, the renminbi had, as of early November 2005, appreciated by a maximum
of 0.3% against the US dollar in addition to the initial one-off revaluation. The management of
the transition to a more flexible regime had raised concerns for financial stability in China, in
particular with regard to the possibility that the revaluation would be perceived as being
insufficient by the markets, possibly precipitating expectations of further revaluation and
triggering an increase in speculative capital inflows. So far the Chinese authorities appear to
have been relatively successful in managing market expectations of a further renminbi
appreciation, and these expectations have actually receded since the initial revaluation (see
Chart B4.2). By early November, the non-deliverable forward market was pricing in a 0.97%
appreciation of the renminbi against the US dollar over the following three months, and a 3.6%
appreciation over the following 12 months.

Foreign exchange reserves have, however, continued to grow at a monthly rate of around USD
20 billion since July, indicating that intervention by the PBC has remained substantial in the
aftermath of the reforms. In spite of this, and unlike patterns seen in 2004, most of the increase
inreserves was accounted for by a surge in the trade surplus and not by non-FDI and non-trade-
related inflows (a proxy for speculative inflows).

As of early November 2005 the Chinese reforms have had little impact on exchange rates in the
rest of the region, with most other currencies remaining either relatively stable or continuing to
depreciate against the US dollar against a background of declining trade surpluses and
concerns about the impact of high oil prices on their economies.
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1.2 KEY DEVELOPMENTS IN INTERNATIONAL
FINANCIAL MARKETS

FOREIGN EXCHANGE DEVELOPMENTS
Notwithstanding a further widening of the US
current account deficit, there was a broad-
based appreciation of the US dollar in the first
half of 2005 (see Chart S11), supported by
higher money market interest rates and
continued signs of robust economic growth.
After a period of broad weakness between July
and early September, the US dollar continued
to strengthen in October.

A persistent issue for foreign exchange rate
markets has been the extent to which Asian
authorities have remained active in preventing
their currencies from appreciating vis-a-vis the
US dollar. As reported in the June 2005 FSR, by
the end of 2004 the reserve holdings of major
central banks” had increased by more than USD
500 billion compared with a year earlier.
Although only a proxy of foreign exchange
intervention activity, it is indicative that in the
first six months of 2005, the same countries
decreased their pace of accumulation of foreign
holdings to about USD 270 billion in
annualised terms. This appears to be mainly
related to the Japanese authorities’ policy of
not intervening in foreign exchange markets,

Chart I.11 Speculative positions and the
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whereas the rate of accumulation of foreign
holdings in China remained robust.

Turning to forward-looking indicators, net
speculative positions — the difference between
non-commercial long positions and non-
commercial short positions — were mostly in
negative territory between May and August
2005, in line with the overall broad weakness of
the dollar vis-a-vis the euro. They did however
pick up in the aftermath of Hurricane Katrina,
although this effect turned out to be short-lived
(see Chart 1.11).

Expected short-term exchange rate volatility
vis-a-vis the euro implied in options prices
remained low for much of the time, and the
decision of the Chinese authorities to revalue
the renminbi had little discernible impact on
expected exchange rate volatility (see Box 4).
Short-term volatility edged up instead, though
only slightly, in the aftermath of Hurricane
Katrina in late August (see Chart 1.12).

Between early May 2005 and early November,
the risk-neutral density (RND) function
implied in options prices — which provides an

7 Japan, China, Taiwan, South Korea, Hong Kong, India,
Singapore, Thailand and Malaysia.

Chart 1.12 Implied volatility on USD/EUR
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Chart .13 Risk-neutral probability density
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estimate of the full range of market
expectations of future exchange rate outcomes
together with associated likelihoods — for the
USD/EUR exchange rate over the next month
shifted to the left as the US dollar strengthened
(see Chart 1.13). At the same time, the
distribution did not change significantly. This
suggested that market participants continued to
attach little likelihood to the possibility of
unusually large, or disorderly, exchange rate
movements in the short term.

US MONEY MARKETS

US money market conditions are important
from a euro area financial stability perspective
because financial institutions — including
counterparties of euro area banks — usually
secure their daily liquidity needs in these
markets. Therefore, any disturbances in the
functioning of the US money markets could
give rise to liquidity problems with the
potential for spillover effects to the euro area
financial system.

Against a background of continued strength in
the US economy, the Federal Reserve
proceeded with a measured removal of earlier
monetary policy accommodation. The Federal
Open Market Committee (FOMC) increased
interest rates by 25 basis points at each of its
meetings from 30 June 2004 onwards. All in
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Chart 1.14 US six-month TED spread
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all, by early November 2005, the Federal Funds
target rate had been raised 12 times, and by a
total of 300 basis points, bringing it to 4.0%, a
level last seen in June 2001.

By early November 2005, the pricing of
Federal Funds futures contracts showed that
markets were expecting the Federal Funds
target rate to be raised to 4.25% by the end of
2005, and to 4.75% by summer 2006.
Therefore, expectations had been significantly
scaled up since the publication of the June 2005
FSR.

The so-called TED spread — the difference
between uncollateralised money market
interest rates and risk-free Treasury bill rates of
similar maturities — can provide indications
about the degree of concern among money
market participants with regard to counterparty
credit risks. While this spread remained
broadly stable between late 2001 and early
2005, it widened significantly after March
2005 (see Chart 1.14). The main explanation
for this appears to have been concerns about
abnormally high exposures of some financial
institutions to Ford and GM, following their
downgrading by credit rating agencies.
However, as these concerns subsequently
proved to be unfounded, the TED spread
quickly settled back to lower levels. Overall,



Chart 1.15 US commercial paper, total
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this suggests that market participants consider
the financial position of the main
counterparties in the US money markets to be
robust.

Concerning the functioning of money markets,
the issuance of commercial paper, which began
to recover after mid-2003, continued to
strengthen in the course of 2005 (see
Chart 1.15).

The return of issuance activity in this market
towards the peak observed in 2001 generally
mirrored the improvement in the credit ratings
of US corporations. By improving the access of
corporations to direct short-term financing, the
recovery of this market should be seen as a
positive indication of US financial system
stability.

US GOVERNMENT BOND MARKETS

Long-term government bond yields in the US
remained unusually low by historical standards
in the six months after the June 2005 FSR.
However, the low level of ten-year bond yields,
which stood at 4.7% by early November 2005,
remained a conundrum that was difficult to
reconcile with underlying macroeconomic
fundamentals. At the same time, and by
corollary, concerns about the risk of an
unexpected and abrupt upturn in these yields
have remained.

Although their precise influence is difficult to
quantify, several demand factors appear to
have played a role in holding US long-term
yields down. First and foremost, the demand
for US Treasuries among foreign investors,
especially in Japan and other Asian countries,
has been significant since 2003. Furthermore,
institutional demand to reduce balance sheet
mismatches, which has been stimulated by
recent regulatory and accounting changes, also
appears to have played a role in holding long-
term yields down. More recently, oil-exporting
countries have sought to invest high and rising
oil revenues, leading to additional demand for
US bonds. By contrast, the demand for US
Treasuries from US retail investors has
remained rather modest, as indicated by mutual
fund inflow patterns (see Chart S18).

Another potential reason why US long-term
bond yields have remained as low as they have
relates to high levels of global saving. Not only
has saving been high in EMEs in recent years,
but lower investment by the corporate sector,
especially in the US, in the wake of the bursting
of the equity market bubble around the turn of
the century, may have played a role in pushing
long-term real yields down. High levels of
saving vis-a-vis investment in the US non-farm,
non-financial corporate sector, as evidenced by
the progressive narrowing of the financing gap
after 2000 — including a relatively exceptional
transition from financing deficit into surplus —
were accompanied by a further drop in ex post
real long-term bond yields — defined as the ten-
year nominal yield minus actual consumer
price index (CPI) inflation. However, the
influence of this factor may start to wane as
demand from corporations for external sources
of funding edges up. This could precipitate an
upturn in long-term real yields.

While the low level of short-term interest rates
in the US had been seen as another important
factor in keeping long-term yields low before
mid-2004, the progressive tightening of US
monetary policy since then has had little impact
on the level of long-term yields. As a result,
there has been a substantial flattening of the
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yield curve, as measured by the spread between
the ten-year government bond yield and the
three-month money market rate, from about
300 basis points in the second half of 2003
towards 40 basis points in early November
2005. Nevertheless, it cannot be excluded that
the protracted period of ample liquidity
conditions in US money markets may have
generated an overhang that has continued to
influence the level of nominal long-term
yields.

With the flattening of the US yield curve, the
attractiveness of so-called carry trades — where
funds are borrowed short-term and invested in
long-term  maturity instruments — has
diminished. In fact, in early 2005, speculative
investors began to position themselves for an
upturn in long-term bond yields (see Chart
1.16).8 However, as long-term yields continued
to decline, positioning shifted again around the
middle of the year towards betting on further
declines in long-term yields.

Differences in the positioning of speculative
investors at different points in the maturity
spectrum can reveal information on
expectations regarding future changes in the
slope of the yield curve. Whereas investors had
been positioning themselves for a steepening of

Chart 1.16 Indicators of positioning and

leverage in the US bond markets

(Jan. 2002 - Oct. 2005, four-week moving average)
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the yield curve throughout 2004, this
positioning shifted towards flattening in the
course of 2005 (see Chart 1.17). This would
suggest that speculative investors do not expect
a sudden upturn in long-term yields.

At the same time, however, on balance
institutional investors have exhibited concerns
about overvaluation in global bond markets for
much of 2005 (see Chart 1.18).

Looking ahead, an unexpected and abrupt
upturn in US long-term bond yields cannot be
excluded. While several factors can be
identified as explanations for holding yields
down, there are some uncertainties about the
role they may play in the future. For instance, if
short-term interest rates follow the future
trajectory implicit in interest rate futures prices
and if the US non-farm, non-financial
corporate sector financing surplus becomes a
deficit, two important supporting factors for
the low level of yields will fade. Moreover,
there is uncertainty about whether the strength
of demand for US bonds will be sustained,
especially from (Asian) official accounts.

8 For an analysis of the effects of speculative positioning on US
bond yields, see ECB (2004), Financial Stability Review,
December, Box 2.

Chart 1.17 Net non-commercial positions on

futures and options, and the yield spread
between ten and five-year government bonds

(Jan. 1996 - Oct. 2005)

mmmm  5-year (thousands of contracts, left-hand scale)
w1 0-year (thousands of contracts, left-hand scale)
= = = yield spread (% points, right-hand scale)

300 15
200 " oy 10
\ LA

100 A LA | Y 0.5

"sebve } L
0 ’uu.“ﬂ_t"iv i A, 1 0.0
! W UG i :

. !

-100 05
200 I 10
300 15

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

Sources: CFTC reports and Bloomberg.



Chart 1.18 Net percentage of equity fund

managers responding that global bond
markets are overvalued

Chart 1.19 US industrial bond spread and
the downward rating revision ratio
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US CORPORATE BOND MARKETS

With the downgrading of two very large
issuers, GM and Ford, to sub-investment grade,
the US corporate bond market was subject to a
significant “credit event” in early May 2005,
but proved to be resilient. Although there was
some dislocation in structured credit markets,
the corporate bond market remained contained,
and the forced selling of corporate bonds by
institutional investors did not materialise in
quite the way that had been previously feared.
Corporate bond spreads at the lowest end of the
rating class spectrum widened only slightly,
and spreads remained close to historically lows
(see Chart S22). The factors contributing to
generally tight corporate bond spreads
continued to be the robust pace of corporate
earnings growth, low default rates, balance
sheet restructuring, and low stock market
volatility (see Chart S16). An ongoing hunt for
yield may also have played a complementary
role.

With some signs that the US credit cycle may
be maturing, the main risk facing corporate
bond markets in the period ahead would appear
to be an unanticipated turn in the cycle,
possibly triggering other large credit events. In
this respect, it has been notable that the number

(Jan. 1987 - Sep. 2005)
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Note: The downward rating revision ratio is computed as the
number of downward industrial rating revisions vis-a-vis the
total number of industrial rating revisions.

of US industrial corporate credit rating
downgrades vis-a-vis upgrades has remained
relatively high, despite an environment of
robust economic growth (see Chart 1.19). The
recent expansion of the spread between
Moody’s Baa and Aa industrial corporate bond
yields may be a harbinger of a turn in the US
credit cycle.

US EQUITY MARKETS

US stock prices increased slightly in the six
months after the June 2005 FSR (see Chart
S14). This rise took place against a background
of historically low stock market volatility (see
Chart S16), robust earnings growth and
earnings outcomes that were consistently
stronger than market participants had
anticipated. In addition, there was a further rise
in the funding of equity investments through
borrowing (see Chart S19). Rising short-term
interest rates and the further upturn in oil prices
may, however, have worked in the opposite
direction. In particular, oil prices and a
measure that captures the appetite for investing
in risky equity — the spread between the
S&P500 operating earnings yield and the (ex
post) real ten-year government bond yield —
have tended to co-move, and the recent surge in
oil prices may have raised this premium (see
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Chart 1.20 US “earnings yield premium” and

the real oil price
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Chart 1.20). Against this background, there
was a slight reversal in the strength of equity
mutual fund inflows (see Chart SI8).
Nevertheless, by early November 2005, the
price-earnings ratio for the US stock market,
based on ten-year trailing earnings, remained
high (see Chart S15). At the same time,
investors’ willingness to invest in risky US
assets such as equity, as opposed to risk-free
securities, have remained in neutral territory
since May 2005 (see Chart S13).

Although the overall increase in equity prices
was limited, performance remained varied
across different segments of the market. While
small and mid-cap stock price indices reached
all-time highs, large-cap stock prices remained
well below the peaks seen in early 2001.

Looking ahead, the US stock market may face
some vulnerabilities. With high valuations and
indications of increased borrowing in order to
purchase stocks, the market could be
vulnerable to adverse market dynamics. With
indications that the US corporate earnings
cycle may have peaked, coupled with rising
short-term interest rates and higher oil prices,
downside risks for US equity prices may have
risen. In this respect, valuation indicators
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based on options prices in October 2005
suggested that market participants were
slightly more concerned about the likelihood of
abnormally large stock price changes than they
were in May. The skewness of the RND for US
stock prices remained tilted towards the
downside, and the associated probabilities
of large declines increased slightly (see
Chart S17).

With high price-earnings ratios and low equity
market volatility, financing conditions in the
US equity markets remained favourable.
Nevertheless, while remaining high, the value
of realised initial public offering (IPO) deals
tended to level off in the course of the year to
September 2005 (see Chart S21). Secondary
public offerings (SPOs), after having declined
slightly in the first half of the year, picked up
thereafter. With indications that some firms
have stepped up repurchases of their own
equity through borrowing, corporate sector
debt-equity ratios may yet rise. Just as lower
debt-equity ratios have contributed to the
lowering of equity market volatility over recent
years, lower equity issuance could trigger arise
in volatility towards more normal levels.’

COMMODITY MARKETS

From a financial stability viewpoint, risks in
commodity markets, especially oil markets,
tend to operate largely through indirect, or
macroeconomic, channels. High and volatile
oil price levels can pose risks for general
economic activity and inflation and could
contribute to financial sector  stress.
Furthermore, asset prices, such as stock prices,
can be adversely affected by sharp oil price
increases, especially if they persist. There are
indications that speculative activity in the oil
derivatives markets has been increasing in
recent years, so that the importance of direct
channels (i.e. the exposures of financial
institutions to oil price movements) may have
risen commensurately.

9 For an analysis of the factors driving recent declines in equity
market volatility, see ECB (2004), Financial Stability Review,
December, Box 3.



Chart 1.21 Speculative positions and oil

prices
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Oil prices rose sharply after the June 2005 FSR,
against a background of relatively robust
demand, especially from North America, the
Middle East and Asia. Meanwhile, OPEC has
been producing at near-capacity, while non-
OPEC supply growth remained short of
expectations. Moreover, global spare refining
capacity has shrunk as a result of unexpectedly
strong growth in demand in recent years as well
as under-investment in refining capacity. A
series of refinery disruptions in the US in July
and August 2005, largely due to an

Chart 1.22 Brent crude oil futures prices

overstretched refinery system, coupled with
heightened geopolitical concerns over the
security of oil supplies, put further upward
pressure on prices in those months. The effects
of hurricanes Katrina and Rita further
aggravated constraints in an already stretched
oil supply chain. At the same time, speculative
activity does not appear to have played a major
role in driving oil prices higher (see
Chart 1.21).

The surge in oil prices since June 2005
coincided with large increases in the prices of
oil futures contracts with expiry dates at long
horizons. The futures price for short horizons
remained above spot prices — a feature seldom
associated with high spot prices, reflecting
concerns over the adequacy of future supplies
and inventories in the near future (see
Chart 1.22). Looking ahead, given the limited
spare capacity all along the oil supply chain, oil
prices are likely to remain sensitive to any
unanticipated changes in the supply-demand
balance.

The high degree of uncertainty in oil markets
has been reflected in the pricing of options on
oil. Implied distributions for future oil prices,
which are extracted from options prices,
exhibited very wide confidence intervals in
early November 2005, and the balance of risks
was tilted towards the upside (see Chart 1.23).

Chart 1.23 Options-implied risk-neutral
densities
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Chart 1.24 Non-commercial positions and

total open interest in gold futures

Chart 1.25 Emerging market bond spreads

contracts and the gold price
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Turning to other commodity prices, there have
been signs of increasing speculation in the
precious metals markets, which drove gold
prices to their highest levels since 1988 (see
Chart S25). Evidence of speculation was
suggested by the rising share of non-
commercial positions in total open interest in
gold futures contracts (see Chart 1.24).
Furthermore, net non-commercial long
positions reached their highest-ever level in
early October. Other factors may also have
played some role in the recent increase in gold
prices, such as growing physical demand for
gold and, to a lesser extent, concerns about the
risks of rising inflation.

EMERGING MARKET FINANCING CONDITIONS

Financing conditions in EMEs have remained
benign in the period since the June 2005 FSR.
In the interim period to early November 2005,
emerging market bond spreads have even
narrowed (by about 60 basis points)
notwithstanding  the  downward level
adjustments to the benchmark Emerging
Markets Bond Index (EMBI) Global index
associated with the completion of Argentina’s
sovereign debt restructuring. At about 240
basis points, emerging market bond spreads
thus remained at historic lows in early
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November 2005 (see Chart 1.25 and Chart
S23).

Favourable financing conditions for EMEs
continued to be explained by an ongoing hunt
for yield by international investors, which
favoured the broad EME asset class. In the year
to early November 2005, returns on EME bonds
had exceeded those across several other asset
classes. For instance, over this period the
EMBI Global index posted a 6.5% return,
compared to a 1.2% return on an index of high-
yield US corporate bonds. However, as the
upside potential of traditional EME asset
classes became more limited, there have been
signs that international investors have shifted
their attention elsewhere — notably to EME
bonds denominated in local currency. This
brought yields down in some regions (see Chart
1.26). The strength or potential for
appreciation of certain emerging market
currencies — which had already enabled some
sovereigns  to  undertake  international
issuances in domestic currency — was also a
factor in this context.

The relative attractiveness of the emerging
market asset class has also been supported by
the generalised improvement in EME
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fundamentals in recent years. This process has
been helped by external factors, including high
commodities prices and hence favourable
credit dynamics for EME exporters of those
products, but also by fundamental policy and
structural reforms undertaken by some
domestic authorities. Improvements in the
overall underlying credit quality of benchmark
bond indexes following rating upgrades (some
to investment-grade status) were rewarded by
institutional investors. Coupled with the hunt
for yield, this has led to a wider investor base
for the broad EME asset class.

Against this background, international bond
issuance by EMEs has remained brisk. The
pace of issuance has only moderated slightly in
comparison to the record levels reached in
2004, as both sovereigns and corporates
anticipated obligations for the remainder of the
year and into 2006 (see Table S2). The
momentum behind investor demand for
domestic currency debt has also prompted
some sovereigns to make growing use of this
market segment to meet or anticipate financing
needs. Nonetheless, heavily indebted EMEs,
particularly in Latin America, have continued
to take advantage of the benign financial
environment to engage in strategic debt
management in order to attain a more
favourable amortisation and maturity profile.

Brazil’s  buyback of its outstanding
capitalisation bonds (C-bonds) issued under
the Brady plan — hitherto the benchmark bond
among the EME asset class — stands out among
these operations.

The emerging market financing outlook
therefore remains favourable, although some
downside risks remain. The main cause for
concern is the possibility of a pronounced and
sustained upturn in mature economy long-term
government bond yields, and that this would be
associated (as has been often the case) with
tighter financing conditions. If such a negative
scenario were to materialise, policymakers
may take comfort in the fact that EMEs’
vulnerability to external shocks has been
significantly reduced in recent years. However,
any rebound in long-term government bond
yields would probably be associated with
greater discrimination on the part of
international investors owing to changes in
underlying risk preference.

1.3 CONDITIONS OF NON-EURO AREA
FINANCIAL INSTITUTIONS

CONDITIONS IN NON-EURO AREA EU BANKING
SECTORS

The financial performance of non-euro area EU
Member States’ banking sectors was strong in
2004. An improvement in profitability was
mainly driven by enhanced cost efficiency,
strong growth in lending, mostly for housing
purposes, as well as reductions in provisioning
flows relative to total assets. Asset quality
improved given a benign credit environment in
most non-euro area EU banking sectors. While
solvency indicators did deteriorate to a certain
extent,' they still remained at relatively
comfortable levels.

The profitability of the EU-13"! banking sectors
improved across the board in 2004. The average
return on equity (ROE) for EU-13 banks stood at

10 Owing to rapid credit growth, risk weighted assets increased at
a higher pace than regulatory capital.

11 The EU-13 grouping comprises all EU Member States that are
not in the euro area.
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16.4% at end-2004, up from 15.2% in 2003. The
degree of improvement in profitability varied
across EU-13 countries, with banking sectors in
high-growth catching-up economies generally
showing the largest gains.

Operating income (as a percentage of total
assets) fell slightly on aggregate in 2004 for the
EU-13 banking sectors, owing to declining net
interest margins. The pressure on net interest
margins in several countries stemmed from low
interest rates and strengthened competition,
especially in the market for housing loans. This
notwithstanding, net interest income continued
to rise, as the impact of narrowing margins was
outweighed by brisk growth in lending
volumes. Concerning lending to the private
sector, a common pattern across non-euro area
EU Member States was strong growth in
lending to households, in particular for housing
purposes. Lending to non-financial
corporations was characterised by higher
growth in lending volumes in the EU-13
countries than in the euro area, although this
was outpaced by the growth in household
lending.

Contrary to developments in net interest
income, non-interest income increased at a
faster rate than total assets in 2004 for EU-13
banks. Consequently, as a share of total
operating income, non-interest income also
rose. This notwithstanding, the relative
importance of non-interest income in
generating income remained significantly
lower for EU-13 banks than for their
counterparts in the euro area. In 2004, the share
of net non-interest income in total income
reached an average of 32.4% in the EU-13
banking sectors compared to 47.8% in the euro
area.

An important factor underlying the improved
profitability in 2004 across the non-euro area
EU banking sectors was cost containment. In
2004, banks in these countries further reduced
their cost-to-income ratios, and generally
registered lower ratios than the average for
euro area banks. Looking at different sub-
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groups, countries with rapid growth in credit
and operating income recorded the most
marked improvements in cost-to-income
ratios.

In 2004, general economic conditions in the
non-euro area EU Member States were
supportive of banks’ activities. On account of
the benign credit environment, both the flow
and the stock of provisions fell, as a percentage
oftotal assets, between 2003 and 2004. The low
level of provisioning may have been a
reflection of improved asset quality in most
countries. The improvement in loan quality,
however, was not uniform across all the EU-13
banking sectors. In those countries where
credit growth was strong, the share of non-
performing and doubtful assets in total loans
edged up slightly. The coverage ratio, i.e. the
ratio of provisioning stocks over total non-
performing and doubtful assets, increased in
2004 for EU-13 banks as a whole. At first sight,
this might seem to alleviate potential concerns
caused by lower provisioning flows. This
positive assessment should be qualified,
however, as the coverage ratio in several EU-
13 countries remains below the average of euro
area banks.

Notwithstanding  improved  profitability,
banks’ capital adequacy ratios tended to
decrease in the EU-13 countries, with both the
overall solvency ratio and the Tier 1 ratio
declining. In general, however, solvency ratios
remained comfortable and still compare
favourably with those of euro area banks.

Looking ahead, available data for the first half
of 2005 indicate that the positive trends
experienced in 2004 are likely to continue
further. In an environment of favourable
cyclical conditions and low interest rates,
growth in lending to the private sector
remained robust in the first half of 2005,
suggesting that banks’ profitability might not
be threatened by a slowdown in credit growth.
Looking at the downside risks to banks’
profitability outlook, concerns related to the
sustainability of improved profitability might



arise in some EU-13 banking sectors where
recent improvements in banks’ financial
conditions have mainly resulted from declining
provisions and enhanced cost control. In those
non-euro area EU Member States where rapid
growth in credit to the private sector has been
accompanied by a marked increase in
borrowers’ exposure to foreign exchange rate
risk, unexpectedly large adverse exchange rate
movements might be a source of rising loan
losses for banks.

GLOBAL BANKS

The condition of global financial institutions
matters for euro area financial stability because
of the important role they play in financial
markets and their function as counterparties to
other financial institutions. Potential problems
in global financial institutions could lead to
disruptions in euro area financial markets and
could pose counterparty risks for some euro
area financial institutions.

Most global financial institutions enjoyed good
financial results for 2004, albeit slightly
weaker than the year before. Performance for
the first two quarters of 2005, although still
healthy, deteriorated somewhat for several of
these institutions. The simple average ROE
was 13.6% for the second quarter of 2005,
compared with about 17% for 2004 as a
whole.'? Adequate levels of profitability were
maintained and costs remained under control.
In addition, legal risks have been significantly
reduced as some institutions have settled
outstanding Enron-related litigation, removing
a source of uncertainty for future earnings.
Furthermore, M&A and investment banking
operations, which have tended to prove
lucrative in the past by generating significant
fee income, continued to contribute positively.
In some cases, this was accompanied by
increased staff compensation costs, but by and
large these costs remained relatively well-
contained.

However, conditions in global capital markets
had an adverse impact on financial results from
trading, which has been a major contributor to

Chart 1.27 Trading revenues as a proportion

of total net revenues
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Note: The institutions included are Goldman Sachs, Lehman
Brothers, JP Morgan Chase & Co., Morgan Stanley, Merrill
Lynch, Citigroup, UBS and CSFB.

profitability over the last two years. For most
institutions, trading revenues decreased in the
first quarter of 2005 both in absolute amounts
and as a share of total revenues compared with

2004, although they showed a slight
improvement in the second quarter (see
Chart 1.27).

There are three main reasons for this. Firstly,
the flattening of market yield curves,
especially in the US, made carry trades less
profitable for most institutions. Secondly, for
some institutions, the widening of spreads
provoked by the Ford/GM downgrade resulted
in some trading losses. Thirdly, the subsequent
decline in volatility in US bonds, combined
with subdued conditions in equity markets,
lessened the opportunities for these institutions
to risk their own capital and provide market-
making services to clients.

Value at Risk (VaR) exposures increased
marginally, with commodities recording the
largest increase as institutions had taken
various positions in cash and derivatives
markets by June 2005 compared with June 2004
(see Chart 1.28). However, owing to a lack of

12 See Fitch Ratings (2005), “2Q05 Peer Data for Securities
Firms”, Special Report. Data exclude UBS and include Charles
Schwab and Lazard.
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Chart 1.28 Changes in Value at Risk (VaR)
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data, it is difficult to determine whether or not
these firms have been speculating on oil price
developments.

Foreign exchange or currency-related risk
exposures rose somewhat. Average equity-
related risk exposures decreased slightly, while
the average change in interest rate risk
exposures remained essentially zero. However,
since these changes are calculated as an
average change compared with 2004, this may
understate the fact that some institutions
reduced their interest rate spread exposure at
certain points during the first half of 2005
owing to the widening of spreads in corporate
debt markets. Notwithstanding, in overall
terms of actual exposure, the largest market
risk remains interest rate-related. The apparent
increase in risk-taking appetite by these
institutions also led to a slight increase in the
number of trading days with recorded losses in
the first half of 2005 compared with the same
period in 2004. However, in cases where
negative trading days occurred, the realised
loss was not greater than the amount predicted
by the VaR models, indicating that risks have
been managed relatively well."

Looking ahead, global banks can expect
continued profits, although at a more moderate
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pace. This is primarily due to the decline in
trading revenues experienced by several of
these institutions. One institution was placed
on negative ratings watch in April 2005 for
reasons related to changes in management and
the possible sale of one of its business units;
however, the overall assessment of rating
agencies for this group as a whole is positive.

While the risk appetite of some of these
institutions may have increased in the course of
2005, indications are that risks have been well-
managed. All in all, the financial condition of
these institutions and their outlook give little
cause for concern from a financial system
stability viewpoint.

JAPANESE BANKS

While the direct links between euro area and
Japanese financial institutions appear to be
limited, individual euro area banks may have
exposures to the Japanese banking sector
through direct claims or through financial
markets.

As discussed in the June 2005 FSR, the balance
sheet positions of Japanese banks have
significantly improved in recent years. This
improvement has, to some extent, reflected the
implementation of a broad spectrum of policies
aimed at guaranteeing the stability of the
country’s banking sector. These include
increased regulatory and supervisory pressure
and public capital injections. More recently,
the banking sector has also benefited from the
gradual recovery in the macroeconomic
environment and from improved credit risk
conditions.

The decline in non-performing loan ratios (i.e.
the ratio of non-performing loans to total
outstanding loans) and the rise in capital
adequacy ratios observed in recent years are
among the most visible signs of improvement.
The non-performing loan ratio of all banks
stood at 4% at the end of March 2005, compared

13 This is based on information made in public SEC filings by
these institutions. Not all institutions disclose the number of
negative trading days or VaR exceptions.



with 5.3% at the end of September 2004 (see
Chart S7). This reduction has contributed
somewhat to the improvement in profitability.

This improvement in profitability has also
contributed, to a limited extent, to increasing
solvency ratios, which have improved for both
major and smaller regional banks. The average
core Tier | capital adequacy ratio of the major
banks improved from 6.0% at the end of March
2004 to 6.2% at the end of March 2005.
Meanwhile, the smaller regional banks
increased their average Tier 1 ratio from 7.5%
in March 2004 to 7.9% in March 2005." Tt
should be noted that some of the increase in
solvency ratios is due to injections of public
funds to re-capitalise the banking system.
Furthermore, some Japanese banks continue to
use (net) deferred tax assets (DTA) to maintain
their regulatory capital above minimum
thresholds. These are discretionary accounting
items included in balance sheets in order to
bridge the gap between accounting and taxable
income. A continuation of the improvements
noted over the past few years should lead to
both an increase in overall solvency levels and
in the quality of capital.

From a financial stability perspective, two
main concerns remain. Firstly, the recent
increases in the profitability of Japanese banks
can be attributed to a reduction in credit costs
and a rise in non-interest income, rather than to
an improvement in interest income."” The
profitability of the Japanese banking sector
continues however to remain low by
international standards.

Secondly, the large holdings of Japanese
government bonds by domestic banks may give
rise to potential losses arising from market risk
in the event of an increase in long-term interest
rates. However, there is some evidence that
Japanese banks, especially the major banks,
have in recent years reduced the duration of
these portfolios, which should limit potential
losses. 'S

14 See Fitch Ratings (2005), “Japan Major Banks 2005 — Happy
Days Are Here Again?”, Special Report, July; and Fitch
Ratings (2005), “Japanese Large Regional Banks: Results for
2004/2005”, Special Report, July. The Tier 1 figures for major
Japanese banks exclude Resona.

15For a comprehensive analysis, see A. Wolfson (2005), “Why
Is Japanese Banking Sector Profitability So Low?”, IMF
Article IV Consultation Discussions with Japan — Selected
Issues, pp. 54-64.

16 See Bank of Japan (2005), Financial System Report: An
Assessment of Financial System Stability, Focusing on the
Banking Sector, August.
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2 THE EURO AREA ENVIRONMENT

Notwithstanding a background of rising
uncertainty concerning the euro area economic
outlook, the balance sheet positions of large
corporations and households appear to be
reasonably  solid. ~ However,  potential
vulnerabilities remain that may pose risks for
euro area financial stability if they were to
intensify. Despite improved profitability,
corporate sector indebtedness remains high. A
sudden and sharp reversal in economic growth
— although very unlikely — could, along with
persistently high oil prices, erode profitability.
The sustained dynamic — and sometimes
divergent — developments in residential
property prices in individual Member States
also continue to call for careful monitoring.
2.1 ECONOMIC OUTLOOK AND RISKS

The macroeconomic environment in which
financial institutions operate is an important
determinant of the creditworthiness of
households and firms, and of banking sector
profitability in general. This means that
general macroeconomic conditions can be an
important exogenous source of risk for
financial stability.' In the six months since the
June 2005 FSR, there have been some
indications that the pace of economic growth
has lost some momentum since mid-2004. Both
ECB staff projections and the expectations of
international and private sector organisations
regarding economic activity in the euro area
have been revised downwards over the past six
months. Nevertheless, the slowdown in growth
seems to be temporary, and longer-term
expectations point towards the pace of
economic activity rising towards potential
growth rates.

The risks that surrounded the outlook for euro
area growth at the time of the June 2005 FSR
appear to have become more pronounced over
the past six months. On the external side, the
sustained rise in oil prices poses risks for
corporate profit margins, thereby raising

Chart 2.1 Survey-based estimates of the

downside risk of weak real GDP growth in
the euro area
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corporate sector credit risk, and for consumer
spending.  Moreover, widening  global
imbalances have continued to pose a risk of
sharp exchange rate movements. On the
domestic side, the main risk to a strengthening
of growth in the euro area stems from low
consumer confidence and consequently low
domestic demand, which can be attributable to
both higher oil prices and only gradually
improving labour market conditions.

The possibility of increased risk to the
economic outlook appears to be shared by
private sector forecasters, as revealed for
instance in the Survey of Professional
Forecasters (SPF). The percentage of the
probability distribution of one-year-ahead
forecasts for euro area real GDP growth below
2% in the SPF has risen since the June 2005
FSR (see Chart2.1). Moreover, there has been a
slight rise in the percentage of the probability
distribution of growth below 1%.

1 See ECB (2005), “Indicators of Financial Distress in Mature
Economies”, Financial Stability Review, June, pp. 126-131.
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2.2 BALANCE SHEET CONDITIONS OF
NON-FINANCIAL CORPORATIONS

From a financial stability viewpoint, the
condition of non-financial corporate sector
balance sheets is crucial for an evaluation of
the credit risks posed by firms for banks and
investors in corporate bond markets.
Furthermore, the condition of non-financial
corporate sector balance sheets is fundamental
to the performance of stock markets and capital
markets.

The outlook for the euro area non-financial
corporate sector has remained benign over the
past six months. The balance sheets of firms
have been further strengthened by robust profit
growth and further debt restructuring efforts. In
addition, in a very low interest rate
environment, the debt financing burden of non-
financial corporations has remained contained.
Reflecting these developments, credit spreads
have remained tight and banks’ credit
standards on the approval of loans to
enterprises have continued to ease.

By late 2005, the main risks facing the non-
financial corporate sector continued to be
uncertainties surrounding the broad economic
outlook — including the potential adverse
effects of higher oil prices on corporate sector
profitability. In addition, relatively high levels
of indebtedness and continued reliance on
borrowing at floating and short-term interest
rate fixation has raised the interest rate risk on
corporate sector balance sheets.

Chart 2.2 Profit ratios of euro area listed

non-financial corporations
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Note: The calculation is based on an unbalanced sample of
quarterly data over time covering around 600 firms for ROE
and return on assets (ROA), and around 1,100 firms for net
income to sales. Figures for Q2 2005 are based on a limited
data set.

After mid-2002, the profitability of large non-
financial euro area firms had strengthened
considerably. In the first half of 2005, the
aggregate ROE of listed firms reached four-year
highs (see Chart 2.2), indicating that profitability
remained strong. The ongoing improvement in
corporate sector profitability was partly due to
strong sales growth. However, towards the end of
2004 and into early 2005, costs increased, most
likely owing to rising oil and commodity prices.
Although the recent overall financial
performance of the non-financial corporate
sector has improved considerably, performance
has varied across sectors, with profitability
improving most significantly in the more export-
oriented sectors (see also Box 5).

SECTORAL PROFIT AND LEVERAGE DEVELOPMENTS OF EURO AREA LISTED NON-FINANCIAL
CORPORATIONS: EVIDENCE BASED ON MICRO DATA

Following the slump in aggregate euro area corporate sector profitability in 2001 and 2002,
there was a significant turnaround (see also Chart 2.2). At the same time, the accumulation of
debt slowed down as companies sought to restructure their balance sheets. Since aggregate
figures may hide differences at the sectoral level, and because banks may have different
exposures to different corporate sectors, it is of interest to analyse measures of corporate
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Chart B5.1 Net income-to-sales ratio across Chart B5.2 Debt-to-total assets ratio across
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financial performance at a sectoral level. This Box examines recent developments in profit and
leverage indicators for the non-financial corporate sectors in the euro area based on firm-level
data.!

Beginning in 2003 and continuing into 2004, there was a substantial recovery of net income-to-
sales ratios across almost all corporate sectors (see Chart B5.1).2 Profitability based on this
measure performed strongest in more export-oriented sectors, especially the manufacturing
sector, in an environment of strong global demand. In addition, the profitability of the
transportation and communications sectors also picked up significantly, the latter possibly
reflecting the efforts made in the telecommunications industry to cut back on operating costs.
By contrast, the improvement in profitability of more domestically oriented sectors, such as
retail trade (and in part wholesale trade), was more muted. Although this probably reflected to
some extent the sluggishness of domestic demand during this period, profitability in these
sectors has also tended to be less cyclical.

Turning to financial leverage, a pattern common to all sectors was a significant build-up of debt
in the late 1990s and 2000, indicated by rising debt-to-total assets ratios (see Chart B5.2). The
accumulation of debt was particularly strong in the transportation and communications sectors,
and above average in the retail and wholesale trade sectors.? Debt ratios for the manufacturing
and construction sectors, on the other hand, stood at more moderate levels. Later on, there was
an overall stabilisation of debt-to-total assets ratios, as firms started restructuring and

1 For a more detailed analysis of micro data from a corporate finance perspective, see ECB (2005), “Developments in Corporate
Finance in the Euro Area”, Monthly Bulletin, November, pp. 75-90.

2 Net income is a narrow corporate profit indicator and is defined as the operating and financial profit after interest expenses,
taxation and extraordinary items.

3 The transportation, communications, electric, gas and sanitary services sector includes air transport; railroads; transportation
services; water transportation; motor freight services; and electric, gas and sanitary services.
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deleveraging their balance sheets, and in 2004 there was even a broad-based reduction. The

deleveraging efforts were particularly notable in the communications sector. In addition,
manufacturing firms, supported by the strength of cash flows, also appeared to take the
opportunity to reduce their debts. In the retail sector, the debt-to-asset ratio stabilised at a high
level in 2004, probably reflecting the relatively weak earnings performance of this sector.
Likewise, the debt ratio of the wholesale sector (both with respect to the durable and non-
durable goods sub-sectors) remained at a relatively high level at the end of 2004.

All in all, patterns in sectoral profit and leverage indicators show that the profitability and
indebtedness of export-oriented manufacturing companies has improved substantially in
recent years. In addition, the balance sheet conditions of the communications sector also
improved strongly in 2003 and 2004, owing to rising profits and significant debt-reducing
efforts. By contrast, profit developments in the retail trade sector, and to some extent also in the
wholesale trade sector, were more muted, partly reflecting weak private consumption growth
in the euro area. As a result, the debt ratios of these sectors remained high. This means that the
balance sheet conditions of some companies, particularly in the retail sector, could prove to be
vulnerable to continued weakness in domestic demand, and any unexpected deterioration could
impair the ability of these companies to honour their debt obligations. To the extent that euro
area banks tend to have large exposures to the retail sector, including to many SMEs and to
other consumer-oriented companies, such a scenario might pose risks for the soundness of the
banking sector.*

4 For a further analysis of the sectoral credit risk exposures of euro area banks, see Box 7.

Throughout the first three quarters of 2005, the
growth of corporate sector earnings more or
less consistently exceeded the expectations of
market analysts. Looking ahead, although
market analysts are expecting some slowdown

Chart 2.3 Actual and expected corporate

earnings in the euro area
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in the pace of corporate earnings growth over
the next 12 months, future profitability growth
of larger listed corporates is still expected to
remain strong (see Chart 2.3).

The efforts that corporations have made in
recent years to clean up their balance sheets
has, combined with increases in companies’
financial asset holdings, caused the debt-to-
financial assets ratio of the sector to decline
from 2003 onwards. From a peak of over 80% in
early 2003, this ratio had declined to slightly
over 70% by Q1 2005 (see Chart S29). Hence
the ability of firms to repay debt by liquidating
financial assets, if needed, improved.

Although the recent further strengthening of
corporate sector profitability improved the
availability of internal funds to finance firms’
operations, external funding picked up
significantly in the first eight months of 2005,
reaching the highest level seen since mid-2001
(see Chart 2.4).
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Chart 2.4 Breakdown of the real annual

rate of growth of external financing to
non-financial corporations in the euro area

Chart 2.5 Cost of external financing of
non-financial corporations
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This pick-up may have been induced by the
persistently low costs of debt financing (see
Chart 2.5). In particular, firms may have
“frontloaded”  their  borrowing, taking
advantage of cheap terms to meet their future
financing needs and/or to restructure the

Chart 2.6 Demand for loans and credit lines to
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securities and the cost of equity, based on their respective
amounts outstanding and deflated by inflation expectations.
The introduction of MFI interest rate statistics at the
beginning of 2003 led to a statistical break in the series.

maturity profile of existing debt at less
expensive terms. There have also been some
indications that a further factor underlying this
rise in borrowing by firms was an increased
need for funds to finance M&As in 2005 (see
Chart 2.6, 4th panel from left). In the first three
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Chart 2.7 Debt securities issued by euro
area non-financial corporations - fixed

Chart 2.8 New business loans to euro area
non-financial corporations with short-term

versus floating rate
(Jan. 2003 - Aug. 2005, % per annum)
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quarters of 2005 this amounted to €168 billion,
compared with €108 billion in the same period
in the year before (i.e. an increase of around
56%). Apart from debt restructuring, the
strengthening of demand for short-term
funding may have been driven, to some extent,
by an increasing need for working capital (see
Charts S30 and S31).

Faster growth in borrowing by firms caused the
debt-to-GDP ratio of the sector to rise in the
second and third quarters of 2005 (see Chart
S28). While ongoing debt restructuring — mainly
through an effective shortening of the maturity of
debt — reduced the financing burden (interest
payments) of the corporate sector, it did not lower
the amount of debt outstanding. The persistently
high level of debt leaves many companies
vulnerable to a deterioration in balance sheets
and/or an increase in interest rates.

Even though market yield curves and the term
structure of retail bank lending rates to firms
flattened throughout the first eight months of
2005, which might ordinarily have been
expected to reduce incentives to borrow in the
short term, the increasing tendency of
companies to take on debt at floating and/or
short-term rate fixation (as reported in Box 4 of
the June 2005 FSR) continued over this period
(see Charts 2.7 and 2.8).

interest rates and term spreads
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Banks seem to have been willing to take on
more credit risk up until the third quarter of
2005 in order to boost profitability (see
Box 11). Prior to the third quarter, this was
reflected in a continued net easing of credit
standards on loans to enterprises (see Chart
B11.1); and onriskier loans to SMEs (see Chart
2.9). During the third quarter of 2005 a slight
net tightening occurred, although it is too early
to say whether this represents a turning point in

Chart 2.9 Credit standards applied to the

approval of loans to non-financial corporations -
small and medium-sized versus large enterprises

(Q1 2003 - Q3 2005, net percentage changes)
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credit standards. This occurred against a
background of compressed interest margins
and strong competition, as well as perceptions
of a deterioration in the economic outlook.

The perception that banks may have become
more sensitive to taking on additional credit
risk is reflected, to some extent, in the spread of
monetary financial institution (MFI) interest
rates on loans to SMEs over comparable market
rates. By August 2005, this spread had
increased by some 40 basis points compared to
its lowest point in mid-2004 (see Chart S67).

MARKET INDICATORS OF CORPORATE SECTOR
FRAGILITY

Market-based indicators have continued to point
towards improved credit risk assessments for the
non-financial corporate sector over the past six
months. The distribution of expected default
frequencies (EDF) — a market-based indicator of
the probability of default over a 12-month
horizon — for the non-financial corporate sector
became significantly more compressed at lower
levels in September 2005 (see Chart S32).

The better assessment of non-financial
corporate sector credit risks can largely be
attributed to a notable improvement in the
assessment of default expectations for large
euro area firms. While the EDFs for smaller
corporations have also improved in the last six
months, this was far less pronounced (see Chart
S33). Nevertheless, to the extent that these
forward-looking indicators can provide an
indication of the future performance of loans to
the non-financial corporate sector, the
corporate credit risk outlook for banks appears
to be improving.

CORPORATE SECTOR RISKS

The strengthening of corporate sector financial
positions over recent years has been
acknowledged in rising equity prices, a
tightening of credit spreads (see Section 3 on
the euro area financial markets) and declining
EDFs. Moreover, the ratio of credit rating
upgrades to downgrades became balanced in
late 2004 for the first time since Q3 1998 (see
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Chart 2.10 European non-financial
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Chart 2.10), reflecting perceptions of

improving creditworthiness.

Looking ahead, the main risks facing the euro
area non-financial corporate sector continue to
be the risk of a prolonged period of high oil
prices as well as downside risks to economic
growth. To some extent, the rise in oil prices
appears to be reflected in market analysts’
expectations regarding corporate sector profit
growth, which seems set to decelerate
somewhat. As recent patterns of profitability
across industrial sectors have shown, the firms
at greatest risk should economic activity prove
weaker than expected are likely to be in sectors
that are more domestically oriented, such as
SMEs (see Box 6).

A further source of risk for the non-financial
corporate sector relates to the relatively high
levels of indebtedness. The tendency of firms
inrecent years to shorten the effective maturity
of their borrowing could imply a significant
deterioration in corporate balance sheet
conditions should short-term interest rates rise.



CORPORATE EARNINGS AND SECTORAL EXPOSURE AT RISK IN THE EURO AREA

An important determinant of corporate sector creditworthiness is the (expected) profitability
of firms. When firms’ profitability begins to improve, the availability of internal sources of
finance also rises, and often this is associated with, and even anticipated by, narrowing
corporate bond spreads (see Chart B6.1). In early 2005 there were some signs of a deceleration
in the rate of profit growth of stock exchange-listed firms. Since aggregate figures may hide
differences at the sectoral level, and because banks may have different exposures to different
corporate sectors, this Box examines corporate earnings at a sector level, making links to the
sectoral exposure at risk of euro area banks.

Chart B6.1 Corporate earnings growth and

Although operating earnings growth in the FCLLERIICELERTR CRIORTE
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Table B6.1 Reported earnings growth of stock market-listed companies broken down by

sector

(% per annum, average of monthly data)

RES BI GI cc| Nce cs| Ncs|  UTI IT| FIN| TMT Non-TMT
Q12004 133 -15.8 -14.0  -59 0.9 -11.8 494 53 98 69 267 -5.2
Q22004 115 =36 241  -6.0 04 9.0 229 13.0 0.3 0.8 141 2.8
Q32004 16.1 2.1 19.9 8.9 14.4 1.0 234 115 13.9 42 182 7.7
Q42004 255 169  49.6 8.1 236 273 109 169 3.9 2.8 16.6 13.0
Q12005 295 353 486 8.7 214 324 7.0 278 6.5 117 12.0 20.8
Q22005 40.0 489 305 159 30.1 443 146 332 85 152 188 25.3
Q32005 314 394  33.1 55 139 412  -24 232 50 144 8.7 19.9

Source: Thomson Financial Datastream.

Note: 2005 Q3 up to August. RES = Resources, i.e. mining, oil & gas; BI = Basic industries, i.e. chemicals, construction &
building materials, forestry & paper, steel & other metals; GI = General industrials, i.e. aerospace & defence, diversified
industrials, electronic & electric equipment engineering & machinery; CC = Cyclical consumer goods, i.e. automobiles,
household goods & textiles; NCC = Non-cyclical consumer goods, i.e. beverages, food producers & processors, health,
packaging & printing, personal care & household products, pharmaceuticals, tobacco; CS = Cyclical services, i.e. distributors,
general retailers, leisure, entertainment & hotels, media & photography, restaurants, pubs & breweries, support services,
transport; NCS = Non-cyclical services, i.e. food & drug retailers, telecommunication services; UTI = Utilities, i.e. electricity
and gas distribution; IT = Information technology, i.e. information and technology hardware, software & computer services; FIN
= Financials, i.e. banks, insurance, life assurance, investment companies, real estate, speciality & other finance; TMT =
Technology, media and telecommunications; Non-TMT = Other than TMT.
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cyclical consumer goods (CC), non-cyclical services (NCS) and IT sectors slowed down
significantly in the course of 2005.

Given that earnings growth matters for the creditworthiness of firms, it is of interest to consider
the patterns of exposure at risk of euro area banks to the different sectors (see Table B6.2) The
largest exposure at risk of euro area banks at a sectoral level in early 2005 was the consumer
cyclical sector, a sector which at the same time was showing rather low earnings growth
figures. Even the next two sectors to which euro area banks had large exposures in early 2005 —
i.e. the financial and TMT sectors — endured a slowdown in earnings growth through 2005.
Between early 2004 and early 2005, euro area banks increased their exposure at risk to the
financial sector, whereas they reduced their exposure to the early-product chain sectors, which
subsequently recorded very strong earnings growth figures in the course of 2005.

Table B6.2 Euro area bank exposure at risk broken down by sector

(March 2005)

BIC EUTI CAP CC NCC FIN TMT

Total exposure  EUR billions 609 224 224 1,682 805 6,360 218
Sectoral EDF % probability 0.25 0.08 0.50 0.46 0.23 0.07 1.13
Exposure at risk EUR billions 1.52 0.18 1.12 7.74 1.85 4.45 2.47
in % all sectors 7.9 0.9 5.8 40.0 9.6 23.0 12.8

% change March 2005 — June 2004 -66.9 -87.6 -50.3 -14.5 32.1 46.3 -14.5

Sources: Banking Supervision Committee and ECB calculations.

Note: The euro area refers to the sum of nine euro area countries with only large exposure data for Finland and no data for
Greece, the Netherlands and Luxembourg. BIC = Basic industry and construction; EUTI = Energy and utilities; CAP = Capital
goods; CC = Consumer cyclical goods; NCC = Non-cyclical consumer goods; FIN = Financials; TMT = Technology, media, and
telecommunications.

Allin all, data on sectoral earnings growth, together with bank exposure at risk data for the euro
area, show that the greatest exposures of euro area banks have been to sectors that have been
enduring decelerating rates of growth in earnings (cyclical consumer goods, financial and
TMT sectors). By contrast, exposures have been lower to sectors which have shown very strong
earnings growth (energy and utilities, basic industry and capital goods sectors). Looking
ahead, it appears that euro area banks will most notably be exposed to sectors that show less
capacity of generating internal funds and thus a lower level of creditworthiness. Consequently,
it cannot be excluded that the general decline in euro area loan loss provisions may only prove
to be temporary.

2.3 BALANCE SHEET CONDITIONS OF THE
HOUSEHOLD SECTOR

Lending to households represents an important
share of total bank lending in the euro area: as a
proportion of the total loans outstanding of
euro area banks, households account for almost
one-third.> This means that the condition of
household sector balance sheets is important
for the financial condition of banks. In
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addition, an important contributor to banking
sector profitability over recent years has been
lending to households for house purchase.
Hence, any deceleration in mortgage lending
growth would impinge on banking sector
profitability.

2 This figure, which includes lending to individual enterprises, is
based on unconsolidated MFI data on outstanding amounts of
loans for June 2005.



So far, there has been little sign of deceleration,
but increased competition in the mortgage
lending market — spurred to some extent by the
favourable risk-weighting of mortgage loans
within the Basel II framework — has entailed
some narrowing of euro area banks’ interest
rate margins on mortgages.

In the third quarter of 2005, the pace of bank
lending growth to euro area households
remained strong (see Chart S36). The bulk of
this growth in lending was for house purchase,
as banks narrowed their margins on housing
loans against a background of reduced concern
as to future housing market prospects, as
indicated in the October 2005 ECB Bank
Lending Survey. This narrowing of margins
was mainly due to the strength of competition
in mortgage lending, although banks did
tighten their lending standards with regard to
riskier mortgage loans. Another factor that
contributed to the strength of overall lending
growth to households was a pick-up in
consumer lending growth. This brought the
household sector debt-to-GDP ratio to a new
high of 57% in the third quarter of 2005 (see
Chart S34).

Notwithstanding the rise in the euro area
household sector debt-to-GDP ratio, the
sector’s indebtedness has remained low by
international standards.®* From a financial
stability perspective, it is not the level of debt
that matters per se, but the sustainability of a
given level of debt. Ultimately this depends on
the ability of households to service outstanding
obligations out of income and, possibly, assets
in the case of adverse disturbances to income.

In terms of the ability of households to honour
their obligations out of income, the total debt
servicing burden of the household sector
(repayment of the principal and interest
payments) is estimated to have remained
largely unchanged since 2000, at around 11%
of disposable income (see Chart S37). This
ratio has remained stable because the increase
in household sector indebtedness was offset by
the fall in interest rates to low levels.

Debt sustainability is also influenced by the
features of mortgage loans. In particular, other
factors that may have lowered debt servicing
burdens have been a tendency towards greater
flexibility in repayment terms and a
lengthening of the average maturity of loans
(see Box 7). There is also evidence that
mortgage-indebted households in the euro area
—i.e. those carrying the bulk of the household
sector debt — have tended to be in the highest
income categories.

Turning to the ability of households to repay
debt out of assets, indicators of household
sector solvency, such as ratios of debt to liquid
financial assets and debt to total financial
assets, have remained comfortable (see Chart
S35). In other words, the overall household
sector had sufficient liquid funds and other
financial assets available to repay loans if
needed. At a micro level, there is some
evidence for the euro area that high-income
households, which carry most of the debt, held
more assets and liquid assets than others over
the period 1994-2001. Moreover, over that
period, their ability to save has tended to be
higher.*

HOUSEHOLD SECTOR RISKS

The main sources of risk for household
sector balance sheets that can have financial
stability implications comprise unexpected
disturbances to household incomes, property
prices, and interest rates. In particular, any
deterioration in financial resources (income
flows) or financial commitments (repayment
burdens) could imply heightened credit risks
for banks.

Compared with the June 2005 assessment, risks
facing euro area households are broadly
unchanged. However, banks responding to the
October 2005 Bank Lending Survey reported a
reduced perception of risk, in terms of

3 See ECB (2005), Financial Stability Review, June, Box 6.

4 See Special Feature C in this issue of the FSR on “Assessing the
financial vulnerability of euro area households using micro-
level data”.
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expectations regarding general economic
activity and housing market prospects, in the
third quarter of 2005.

UNCERTAINTY REGARDING INCOME
EXPECTATIONS AND THE MACROECONOMY
Evidence based on household-level data tends
to suggest that — at least for the period
1994-2001 - changes in households’
vulnerability appear to have been notably
influenced by developments in household
income. This, in turn, is driven by
macroeconomic developments and is closely
related to developments in the labour market.
Therefore, the uncertainty surrounding the
outlook for economic activity in the euro area
could have implications for employment
prospects and the disposable income of euro
area households.

Survey results from the European Commission
Consumer Survey for the second and the third
quarters of 2005 showed a slight deterioration
in the way in which euro area households
expect their financial situation to develop over
the next 12 months. The main reason for this
appears to be the perception that employment
prospects will not improve significantly in the

Chart 2.11 Euro area households’ financial

situation and unemployment expectations

(Q1 1998 - Q3 2005, three-month moving averages of
percentage balances)

= unemployment expectations over the next 12 months
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Note: “Balance” refers to the percentage of positive answers
minus the percentage of negative answers. An increase in a
negative balance indicates less pessimistic expectations
overall.
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near future (see Chart 2.11). It also cannot be
ruled out that the financial situation of some
households, especially in the lowest-income
segments, could be tested by the strength of oil
prices.

From a financial stability viewpoint, the
impact of any deterioration in household sector
income will ultimately depend on the
distribution of debt across different categories
of households, which face different financial
conditions. Although timely estimates are not
available, there are some indications that the
bulk of household sector debt in the euro area
has tended to be held by households in the
highest income categories, and this distribution
of indebtedness tends to change slowly over
time.

RISKS TO HOUSE PRICES

Euro area residential property prices remained
dynamic during late 2004 and into 2005. In
both nominal and real terms, for the euro area
as a whole, the recent increases are of the same
magnitude as the increases during the last
housing market peak in the early 1990s (see
Chart 2.12).

Chart 2.12 Residential property price

growth rate in the euro area
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This period of strong mortgage lending growth
to households in the euro area has in recent
years coincided with rising house prices in
many euro area countries. Lending for house
purchase grew at an annual rate of 8.1% in 2003
and 10% in 2004, and available data for loans
for house purchase show a continuation of this
pace of growth in 2005 (see Chart S36). At the
same time, nominal house prices increased by
7.1% in 2003 and by 7.4% in 2004. For the euro
area as a whole, favourable financing
conditions and, possibly, the expectation of
capital gains appear to have contributed
significantly to the recent strength of housing
demand, rather than the growth of household
disposable income.

The underlying dynamics of the overall euro
area index reflect mixed developments at the
Member State level. This continues to indicate
that there is a strong national dimension to
housing markets. Fundamental factors such as
real economic activity, demographic changes,
policy measures as well as short-run stickiness
in supply have contributed to the recent
divergent price dynamics in euro area Member
States. The indications are that house prices

Chart 2.13 Building permits and residential

investment in the euro area

(Q1 1999 - Q2 2005)

= building permits granted (% per annum,
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continued to rise in early 2005 in several euro
area countries, especially in Spain, France and
Ireland. By contrast, in the Netherlands, house
prices grew at a moderate rate in early 2005.

Concerning the likely future supply of
residential property, which is an important
factor for future house price developments, the
picture has been somewhat mixed. On the one
hand, some indicators, such as building permits
granted and the number of house completions,
show that the supply side of the housing market
has partly responded to the strength of demand
(see Chart 2.13). On the other hand, data that
have become available in the six months since
the June 2005 FSR have shown a deceleration
in the growth of construction investment.

Owing to the importance of mortgage lending
as arevenue source for banks, developments in
residential property prices have become an
important factor in the assessment of risks to
banking sector stability. In this vein,
concerning the valuation of house prices in the
euro area, faster growth in house prices than
rents has meant rising house price-rent ratios in
several countries (see Chart 2.14).

Chart 2.14 House price-to-rent ratio for the

euro area
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To the extent that house price-rent ratios have
risen above historical values, this may not
necessarily imply an immediate and imminent
risk of downward adjustment. Adjustment
towards intrinsic values could come either
through rising rents or through falling house
prices. However, if house prices were to
decline, the immediate impact on banks would
be felt through income generated from
mortgage lending activities and through credit
quality. There could also be second-round
wealth effects as households change
consumption patterns; however, the empirical
magnitude of these effects in the ecuro area
remains uncertain.

For the euro area as a whole, an uncontrolled
correction in house prices does not appear
likely in the short run. Despite this, the
continued strength of house prices in some
Member States calls for ongoing monitoring
and surveillance.

According to the results of the October 2005
ECB Bank Lending Survey, banks continued to
see housing market prospects as a reason for
tightening lending standards on the granting of
mortgage loans. However, they reported a net
decrease in the perception of the related risk in
the third quarter of 2005. Over the same period,
households’ more optimistic view regarding
housing market developments contributed to an
increase in the net demand for housing loans.

INTEREST RATE RISK

Overall, the interest rate risk facing households
in the euro area has not changed in the six
months since the June 2005 FSR.

From a financial stability viewpoint, the
impact of any change in interest rates on
households’ debt sustainability depends
notably on country-specific mortgage contract
features, in particular the interest rate
variability regime of the outstanding loans.
ECB estimates suggest that around one-third of
the total outstanding mortgage debt in the euro
area could be exposed in the short run to a
change in interest rates.’
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The balance sheets of new borrowers could be
more sensitive as a greater proportion of them
are indebted at variable rates. While this might
be true for some individual countries, at the
euro area level, however, the share of new
mortgage loans at floating rates and with a
period of interest fixation of up to one year has
recently decreased (47% in August 2005,
compared with a peak of 59% in November
2004). At the same time, the share of new
mortgage loans with a period of interest
fixation of over ten years had, by August 2005,
increased to its highest level over the last two
years, standing at 22%.

Finally, a factor mitigating the overall
sensitivity of household mortgage debt to
interest rate changes might be the increased
diffusion of variable rate products, whereby an
increase in the interest rate translates into a
longer repayment period, with the monthly
payment remaining unchanged (see Box 7).
However, this could be seen as merely
postponing the increase in the burden, raising
the issue of outstanding debt sustainability
over a longer time period.

ASSESSMENT OF HOUSEHOLD SECTOR RISKS

All in all, even though euro area household
sector indebtedness has continued to rise, it
does not appear to constitute a threat to the
stability of the euro area financial system in the
near term. Debt servicing burdens have
remained stable, and aggregate household
sector  solvency remains  comfortable.
Moreover, indications are that the most heavily
indebted households in the euro area also tend
to be those in the highest income categories.

Looking ahead, the risks facing the euro area
household sector as a whole have not changed
significantly in the past six months, the main
short-term risk being related to macroeconomic
developments, especially income prospects.

5 This is due to the importance in many countries of fixed or
quasi-fixed interest rate mortgages (i.e. with long initial
periods of interest rate fixation). See ECB (2004), Financial
Stability Review, December, Box 6.



However, some areas of vulnerability remain.
The distribution of risks to financial stability
emanating from the household sector are
spread unevenly throughout the euro area.
Differences exist across countries in terms of
debt levels, contractual interest rate
variability, the length of loan terms, and house
price developments. It cannot be ruled out that
at least some of the cross-country differences
in debt may be due to different equilibrium debt
levels.

Some of the countries that have experienced

years have a high proportion of variable rate
debt. This may amplify the effects of any
interest rate changes, especially for households
with high levels of outstanding debt, low
housing equity, low financial asset buffers
and/or uncertain employment and income
prospects. Moreover, a substantial reversal of
house prices may entail capital losses with an
impact on household balance sheets, which
could also indirectly affect banks. Hence, the
continued strength of house prices in some
Member States calls for ongoing monitoring
and surveillance.
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substantial increases in house prices in recent

THE INFLUENCE OF MORTGAGE PRODUCT INNOVATIONS ON RISKS TO HOUSEHOLD DEBT
SUSTAINABILITY

In an environment of strong competition, banks in the euro area have been offering new
mortgage products targeted at a larger number of borrowers. With these new products, two
previous obstacles to borrowing have been removed. First, it is now possible in some countries
for households to borrow higher amounts with little or no down payment, through higher loan-
to-value ratios. Second, in a number of countries, other products have become available,
allowing middle and lower-income borrowers to alter repayments relative to their financial
resources, while borrowing larger amounts than might have been possible in the past. This has
mainly been achieved by extending the average loan maturity (up to 30-35 years in some
countries). This Box reviews the specific features of these mortgage products and their
implications for the sustainability of household debt.!

In many euro area countries, banks are increasingly offering a variety of types of innovative
mortgage products. First, “accordion” variable rate mortgages offer the option of keeping the
monthly instalment constant, even in the case of a change in the interest burden, the adjustment
being made through an extension of the loan maturity. In the euro area, such products exist in
Belgium, Italy, Spain, France and Greece. Second, mortgage products are now increasingly
offering a wide range of flexible repayment options (such as deferred start, payment break or
reduced starting payments), allowing borrowers to match their repayments to their cash flows,
which can be affected by seasonal increases in expenses (for instance, a “payment holiday” can
be granted for one or two months during the summer or at the end of the year). Finally,
“interest-only” or “amortisation free” mortgage loans allow the deferral of the payment of the
principal for a given period or even until the end of the loan.

According to a recent study,’ interest-only products are now available in most euro area
countries (with the exception of Finland; no information was reported for Austria, Greece and

1 Other types of mortgage products have recently appeared, such as equity release loans, foreign currency loans and reverse
mortgages. However, this Box focuses on innovations that have the greatest impact on households’ monthly repayment burden.
2 See London Economics (2005), “The Costs and Benefits of Integration of EU Mortgage Markets”, Report for the European

Commission, DG Internal Market and Services, August.
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Luxembourg). In the Netherlands survey results indicate that 41% of outstanding mortgages
were interest-only in 20033 they also tend to be more common among lower-income
households. However, it is unlikely that interest-only mortgage loans in the Netherlands are
granted to finance the total value of the property. They are rather often used in combination
with another type of loan, or as a second mortgage, for instance to finance renovations.
Moreover, Dutch banks tend to grant interest-only mortgages with rather conservative loan-to-
value ratios. In Spain, most mortgage lenders now offer a wide range of products with more
flexibility in repayment schemes. They have recently started to grant mortgages under which
borrowers pay only interest for a period of one to three years. In France, loans with a deferred
capital repayment are only granted in special cases (e.g. subsidised loans and student loans).
Interest-only loans, whereby the repayment occurs at the end of the loan duration, are mostly
granted to investors for buy-to-let purposes, to take advantage of particular fiscal schemes.
They are often offered together with an investment product, allowing the lump sum for
repayment to be built up.

Typically, interest-only mortgage products were originally designed for wealthier households,
which tended to use them as a cash management tool — investing the cash freed up during this
period at a higher return — and which were able to sell, if necessary, financial assets to pay off
the loan amount. They were also suited for households with irregular income, but able to make
voluntarily early principal repayments when they have more income, or for young households
expecting their income to rise sharply in the near future. However, for many “ordinary”
borrowers, such flexible mortgage products have now become the best financing option,
allowing them to overcome the financial hurdle to home ownership brought about by the recent
increase in house prices, and to adapt their repayments to the pattern of their financial
resources.

However, innovative mortgage products do potentially contain certain specific risks. A longer
loan duration and amortisation period entail a higher probability that the household could face
debt sustainability problems, for instance caused by a period of unemployment with a lower
income, or loss of income altogether. With regard to interest-only loans, they might be a good
choice for buyers intending to move or refinance —and therefore repay the principal — before or
at the end of the interest-only period. However, after the initial amortisation-free period,
borrowers could face a sudden, sharp increase in their financial burden for which they might be
unprepared. Moreover, should house prices decline, there is a higher risk that households
would be left with low or even negative net housing equity, the outstanding balance of the loan
exceeding the value of their houses. Finally, the total amount of interest paid will be higher
over the term of the loan.

3 See P. J. A. van Els, W. A. van den End and M. C. J. van Rooij (2005), “Financial Behaviour of Dutch Households: Analysis of the
DNB Household Survey 20037, BIS Papers No 22 — Investigating the Relationship between the Financial and Real Economy, April.
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In the euro area, quantitative information on these new mortgage products is scarce, making it
difficult to assess the overall financial stability implications. However, some lessons can be
drawn from recent developments in the US, where the growing popularity of interest-only
mortgages has recently raised financial stability concerns.* Interest-only mortgages (deferring
principal payments for a period of three to ten years) are now being offered by most lenders,
and represented a third of home purchase loans originated in 2004°, up from 5% in 2003.
However, the amortisation-free period is substantially longer than in the euro area (up to half
the total duration of the loan), potentially resulting in a high increase in the monthly payments
at the end of this initial period (anecdotal evidence suggests that the monthly payment could
jump by 50%, even in the absence of any interest rate rise).

Available products in the US also include option adjustable rate mortgages (ARMs), or flexible
ARMs, allowing the borrower to choose a repayment scheme whereby payments in the initial
period (five to ten years) might cover in extreme cases only a part of the interest payment, the
remainder being added to the outstanding loan balance to be repaid later. There are also
concerns that these higher-risk ARMs are increasingly being offered to riskier borrowers, who
may face greater difficulties adjusting to the rise in their monthly payments at the end of the
initial period. However, at present such products, which could potentially result in a
“negative” amortisation of the loan (meaning that the outstanding balance increases over time
instead of decreasing, as a result of accumulated deferred interest payments), do not appear to
be available in the euro area.

From a financial stability viewpoint, while the innovative mortgage products that are
becoming increasingly available in the euro area allow households to keep their monthly debt
servicing burdens at reasonable levels in the short run, longer-term risks could be increasing,
especially as the ability of households to make large principal repayments after a considerable
period of time is largely untested. This would call for closer monitoring of how the nature of
risk-sharing in mortgage lending is being altered by product innovation.

4 See Federal Reserve Board, Monetary Policy Report submitted to Congress on 20 July 2005, which states that “Recently there has
been increased use of potentially riskier types of mortgages, including adjustable-rate and interest-only loans, which could pose
challenges to both lenders and borrowers.”

5 According to data from the real estate information firm Loan Performance (see for instance the annual report on “The State of the
Nation’s Housing 2005”, issued by the Joint Center for Housing Studies at Harvard University). These data refer to loans packaged
for resale as mortgage-backed securities, and thus do not cover the entire market.
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I1l THE EURO AREA FINANCIAL SYSTEM

3 EURO AREA FINANCIAL MARKETS

Since the June 2005 FSR, conditions in the euro
area money market have remained favourable,
as perceptions of counterparty credit risks
were rather low and participants could
smoothly manage their liquidity needs. Despite
an aggressive global hunt for yield, yields in
the euro area bond markets appear to be less of
a conundrum than in the US. However, any
significant upturn in long-term bond yields,
either possibly induced by a reappraisal of
risks or transmitted from the US bond markets,
remains an important source of risk for the
functioning of the euro area capital markets. In
addition, a rise in euro area short-term risk-
free interest rates would be unlikely to leave
the bond markets, especially the corporate
segments, unaffected. In turn, upside risks to
risk-free interest rates and the credit risk
premium could also lead to a revaluation of
pricing in euro area equity markets, especially
in connection with a disorderly unwinding of
global imbalances, and given that the earnings
cycle is probably close to its peak.

3.1 KEY DEVELOPMENTS IN MONEY MARKETS
MONETARY POLICY RATES REMAIN UNCHANGED
IN THE EURO AREA

From a financial stability viewpoint,
conditions in the euro area money market are
important for at least two reasons. First, the
ECB implements its monetary policy in this
market, and effective implementation requires
the market to function smoothly. Second, banks
usually secure their liquidity needs in this
market. Because of this, the smooth
functioning of the money market can contribute
to the stability of the banking system as a
whole.

There has been no change in the level of
monetary policy interest rates in the euro area
since June 2003, with the minimum bid rate for
the main refinancing operations remaining at
2% since then. At the time of the June 2005
FSR, market participants had been expecting
that the ECB would raise its interest rates by

25 basis points in the second quarter of 2006.
However, supported by some recent economic
growth data and upward revisions in the
forecasted inflation rates, market participants’
expectations of a rate hike by the ECB have
recently been brought forward. By early
November 2005, expectations of a 25 basis
point interest rate hike by the ECB, as derived
from money market derivatives prices, had
shifted to the first months of 2006.

GENERAL MONEY MARKET CONDITIONS REMAIN
FAVOURABLE

From a financial stability viewpoint, general
money market conditions in the euro area
money market remained favourable for the
following three reasons.

First, perceptions of counterparty credit risks
in euro area money markets remained rather
low. These perceptions can be revealed in
patterns of interest rate spreads between
uncollateralised interbank money market rates
and collateralised repo rates. Fears that Ford
and GM would be downgraded by credit rating
agencies, followed by the actual event,
appeared to have some, albeit limited and
short-lived, impact on very short-term spreads
in the early months of 2005 (see Chart S38).
Overall, these spreads have changed little and
have remained low across all short-term
maturities over the past six months.

Second, the secured money market segment'
continued to grow relative to the unsecured
segment, and is now the largest money market
segment in the euro area, as the 2004 ECB Euro
Money Market Survey revealed (see Box 8§).
This is a positive development from a financial
stability viewpoint, as it suggests that
money market counterparties are showing
an increasing preference for limiting their
counterparty risks.

Third, liquidity conditions in the euro area
money market remained favourable. Liquidity
conditions across different segments and

1 Often referred to as the repo market segment.
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maturities of the money market can be
evaluated by the monitoring of patterns in bid-
ask spreads (see Chart S39). Already low in
early May 2005, bid-ask spreads at the one and
three-month maturities for EONIA swap rates
have narrowed further over the past six months.
While the further narrowing of these spreads
can be seen as a sign of high market liquidity,
suggesting that, on aggregate, market
participants have faced little difficulty in
accessing short-term funding, it also reflects
the increasing use of electronic trading
platforms. As discussed in the June 2005 FSR,
it cannot be excluded that, by eroding buffers
for market movements, very tight bid-offer
spreads could adversely affect risk-return
trade-offs in market-making activity.’

3.2 KEY DEVELOPMENTS IN CAPITAL
MARKETS

GOVERNMENT BOND MARKETS

In the euro area fixed income markets, after
May 2005, long-term government bond yields —
which set a benchmark for the level of longer-
term risk-free interest rates —reached historical
lows of 3.1% in September 2005 against a
background of high oil prices, and in the
immediate aftermath of Hurricane Katrina.

Chart 3.1 Euro area 2015 real bond yield

and oil price

Thereafter, long-term government bond yields
edged up to around 3.5% in early November
2005.

Underlying the drop in nominal euro area long-
term bond yields in the course of 2005 has been
a significant decline in real long-term interest
rates to very low levels. Rising oil prices seem
to have been one of the important factors
accounting for the drop in long-term real rates
(see Chart 3.1). The rise in oil prices appeared
to lead to concerns among market participants
about prospects for economic growth rather
than inflation. Apart from the negative impact
on real yields through lower euro area growth
expectations, the rise in oil prices may also
have led to a strengthening of demand for long-
term bonds by oil-exporting countries, through
investing their oil revenues to some extent in
euro-denominated bonds.

By contrast with patterns in the US market
yield curve, which almost became inverted in
late 2005, the euro area yield curve remained
comparatively steep (see Chart 3.2). As a
consequence, euro area yield curve carry trades
became relatively attractive, especially when

2 See ECB (2005), Financial Stability Review, June, Box 7.
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investors did not exclude the possibility of also served to support the interest rate margins SYSTEM

downward pressure on the US dollar stemming of euro area banks, as banks traditionally fund
from wide external imbalances (see Section 1). long-term assets (e.g. loans) with short-term
The steepness of the euro area yield curve has liabilities (e.g. deposits).

Box 8

STRUCTURAL TRENDS IN THE EURO MONEY MARKET

The fifth study on the structure and functioning of the euro money market was conducted in
early 2005 by the ECB together with the 15 national central banks (NCBs) that were members
of the European System of Central Banks (ESCB) before 1 May 2004.! The study was based on
turnover data collected from banks covering the second quarters of 2003 and 2004. This Box
reports on some of the main findings of this study, and draws attention to the following three
main findings. First, although changes in the aggregate turnover of the euro money market were
limited between the second quarters of 2003 and 2004, there were some notable compositional
changes, especially in terms of growing activity in secured relative to unsecured market.
Second, overall activity in the euro money market became less concentrated, although large
differences have remained across market segments. Third, the growing use of electronic
platforms to make transactions in many market segments produced a further narrowing of bid-
offer spreads.

Following the rise that took place between 2000 and 2003, aggregated turnover in the euro
money market appeared to stabilise in Q2 2004 (see Chart BS.1). This was due to offsetting
patterns in different segments of the market. Although activity fell in the overnight index swap
(OIS) market as well as in the cross-currency and foreign exchange swaps markets, there was a
rise in turnover in the unsecured, secured, other interest rate swap (IRS), forward rate
agreement (FRA) and short-term securities segments (see Chart B8.2). Furthermore, as in Q2
2003, the secured segment remained the largest money market segment in Q2 2004, accounting
for around 36% of total market turnover.

The increasing share of secured transactions can be seen positively from a financial stability
point of view, as it shows that market participants have a preference for limiting their credit
risk exposures. A further development related to the increase in the secured market segment
was a substantial increase in tri-party repo activity.? This also reduced the counterparty and
operational risks related to settlement.

The degree of concentration in money market activities can provide an indication of both the
market’s dependency on individual institutions and the risks for market functioning if a
significant counterparty were forced to exit. There are indications that the overall level of
activity in the euro money market has become less concentrated in recent years. Nevertheless,
degrees of concentration vary widely across different market segments. The least concentrated
segment of the money market in Q2 2004 was the unsecured segment, where the ten most active

1 See ECB (2005), Euro Money Market Study 2004, May. The study is based on data received from a sample of credit institutions,
implying that the findings must be interpreted with caution, as they are not necessarily representative of the euro money market as
a whole.

2 A tri-party repo is a repo that involves a third party, commonly a custodian bank, acting as an agent to exchange cash and collateral

for one or both counterparties.
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Chart B8.1 Aggregated turnover in the euro

Chart B8.2 Average daily turnover by money
area money market

market segment

mmmm  short-term securities
wmmmm  FRA
=== Cross-CUITENCy Swaps
wmmsm  Other IRS ()2 2000
wesse FX swaps Q2 2001
mamm OIS === Q22002
mwwe gecured mamm Q2 2003
=== unsecured mese Q2 2004
200 200 200 200
175 175 175 175
150 150 150 150
125 125 125 125
T
100 — N 100 100 b i 100
75 LB B | B | s 75 75
om B B 0 0D - “
i BN BN BN A AN T §
di BN BN BN BN N will__ i,
Q22000 Q22001 Q22002 Q22003 Q22004 un-  secured OIS FX  other cross- FRA short-term
secured swaps  IRS  currency securities
swaps
Source: ECB. Source: ECB.
Note: The Q2 2000 volume is taken as a base. No data on Note: The Q2 2000 unsecured volume is taken as the base. No
FRA turnover were available in 2000. data on FRA turnover were available in 2000.

institutions accounted for around 35% of the total turnover. However, some segments have
remained highly concentrated. For instance, the FRA, other IRS and cross-currency swap
segments remained highly concentrated: the ten most active institutions in each of these
segments accounted for around 70% of total turnover (see Table B8.1).

Concerning the integration of the euro money market, the most relevant change in the
geographical counterparty structure in Q2 2004 was the loss of predominance of transactions
with national counterparties for short-term securities. Indeed, in the short-term securities (and
cross-currency swap) segments, cross-border transactions with other euro area counterparties
became the highest among all market segments (see Chart B8.3). From a financial stability
viewpoint this development is important as it reduces country-specific risks by spreading risks
more widely. By contrast, however, the share of transactions with national counterparties
remained relatively high in the secured market segment, indicating that the integration of
national repo markets across the euro area continued to proceed at a slower pace.

Table B8.1 The share of the five and ten largest banks in total activity in OTC derivatives

market
(%, Q2 2004)

oIS other IRS FRAs FX swaps | cross-currency

swaps

top 5 banks 42 62 57 38 52
top 10 banks 62 79 78 64 75

Source: ECB.
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Finally, the following two additional structural developments were observed in the euro money
market. First, electronic trading continued to grow in Q2 2004 in most market segments (e.g. in
the secured, IRS and foreign exchange swap segments), and especially in the secured market
segment (see Chart B8.4). While electronic trading accounted for a very large share of total
activity in the secured markets, it has remained rather small in most of the other over-the-
counter (OTC) derivatives markets.

Overall, the increasing share of electronic trading in some segments of the euro money market
can be seen as a positive development from the market’s viewpoint, as it can enhance the price
discovery process and liquidity, reduce operational risks, and lower the cost of trading.
However, in the case of abnormal market conditions, the role of electronic trading platforms,
especially those of quote-driven systems, can have a destabilising effect on the functioning of
markets and can for example lead to sudden withdrawals of liquidity from the markets.’
Second, the creation of the EONIA Swap Index* by EURIBOR-ACI will probably further
stimulate the development and enhancement of the overnight swap market segment, since it
should provide a new benchmark for derivatives markets. By improving the choice of
instruments available to market participants for hedging against, or speculating on interest rate
risks, the development of derivatives products in the euro money markets should contribute
positively to financial stability by facilitating the dispersion of risks.

Chart B8.3 Geographical counterparty Chart B8.4 Trading structure by money
structure by money market segment market segment
(%) (%)
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3 See, for instance, ECB (2005), Financial Stability Review, June.
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Other factors that appear to account for the very
low level of real long-term interest rates in the
euro area include higher demand for assets with
long durations from institutional investors (e.g.
pension funds and life insurance corporations)
ecager to close balance sheet mismatches,
motivated in large part by regulatory changes
and in anticipation of proposed legislation (see
Chart 3.3).

Another structural development which might
contribute to a low level of bond yields is the
increasing savings activity of the baby boom
generation and the ageing population in
general .’

A further factor that may have contributed to
the lowering of euro area bond yields is
growing exchange rate diversification away
from the US dollar on the part of Asian and
other central banks. Some studies suggest that
this tendency could increase if the US dollar
were to depreciate against the euro in the period
ahead.*

Concerning the risks in euro area bond markets,
the level of yields appears to be less of a
conundrum than in the US, given the steeper
euro area yield curve and lower (potential)
economic growth expectations. As a corollary,
the risk of an unexpected and significant rise in
euro area bond yields would appear to be lower
than in the US. Nevertheless, it seems unlikely
that a significant upturn in long-term bond
yields in the US would leave euro area bond
markets unaffected.

Indicators of the balance of risks to long-term
bond yields in the period ahead as perceived
by market participants pointed throughout

2005 to continued concerns about the
possibility of a sudden rise in long-term bond
yields. The option-implied skewness — a

measure of the degree of asymmetry in the
probability distribution of likely outcomes —
remained significantly positive in late 2005
(see Chart S40).
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CORPORATE BOND MARKETS

Corporate bond spreads in the euro area at the
lower end of the rating spectrum reached
historical lows in early 2005, but widened
significantly later on (see Charts S47 and S48).
While first the fear of and ultimately the actual
downgrading of Ford and GM at the start of
2005 played some role in this (see Box 9), the
strong reversal in the course 0f 2005 can also be
attributed to changing fundamentals of euro
area corporations, other firm-specific news,
and factors related to market dynamics.® For
instance, there have been indications that the
corporate earnings cycle may have turned in
early 2005 (see Box 6). In addition, the pace of
corporate balance sheet repair has slowed down
(see Section 2).

3 For a more in-depth analysis of both structural developments,
see “Ageing and Pension System Reform: Implications for
Financial Markets and Economic Policies”, report prepared at
the request of the Deputies of the Group of Ten, October 2005;
and A. Maddaloni, A. Musso, P. Rother, M. Ward-Warmedinger
and T. Westermann (2005), “Macroeconomic Implications
of Demographic Developments in the Euro Area”, ECB
Occasional Paper, forthcoming.

4 See M. D. Chinn and J. A. Frankel (2005), “Will the Euro
Eventually Surpass the Dollar as Leading International
Reserve Currency?”, NBER Working Paper, No W11510,
August.

5 See ECB (2005), Monthly Bulletin, June, Box 3.
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Chart 3.4 Euro area BBB-rated corporate following a prolonged period where corporate SYSTEM
bond spread and the real short-term bond markets benefited from an aggressive
hunt for yield in an environment of ample

(global) liquidity and low real interest rates.
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To some extent, the widening of spreads of 6 See G. de Bondt (2004), “The Balance Sheet Channel of
1 lity i 1 il flect Monetary Policy: First Empirical Evidence for the Euro Area
ower quality 1ssuers may also partly retiec Corporate Bond Market”, International Journal of Finance and

more prudent pricing of corporate default risk, Economics, 9, 3, pp. 219-28.

DEVELOPMENTS IN THE EUROPEAN CREDIT DERIVATIVES MARKETS

European credit derivatives markets have, like their US counterparts, experienced rapid
growth in the past few years. If history is a guide, such rapid growth is often accompanied by an
increased potential for instability should conditions take a turn for the worse. This Box
discusses the financial stability implications of recent events in these markets.

In May 2005 the credit ratings of GM and Ford, both global car makers and major issuers of
corporate debt, were downgraded by all three major credit rating agencies: Standard and Poor’s
and Fitch lowered their ratings to speculative grade, while Moody’s cut its ratings to the lowest
investment grade before also classifying them as non-investment grade in August 2005. GM’s
ratings were downgraded still further following the filing for bankruptcy of its major parts
supplier and former subsidiary Delphi Corp. in October 2005. At the time of the first
downgrades, GM and Ford had global debt outstanding of USD 453.1 billion. According to
Lehman Brothers, one of the leading providers of bond indices, outstanding bonds from GM
and Ford eligible for European high yield index inclusion totalled €12.5 billion and €8.2 billion
respectively, representing 27.7% of the new high-yield European market.

The May 2005 downgrades led to a very sharp, although only temporary, widening of yield
spreads in the credit markets. The sharp spread widening in the cash market was reversed
relatively quickly, and by June 2005, spreads had already retraced part of their widening and
had come back to their April levels, narrowing still further during July and August 2005. Both
issuers actually returned to the market in July, issuing new debt at yield levels not much higher
than before the downgrades. The smooth performance of the cash markets can be attributed to
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Chart B9.1 iTraxx five-year CDS spreads Chart B9.2 Corporate bond spreads in the
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several factors, namely: the anticipation of the downgrades, reflected in the spread widening of
the two issuers and the markets in general since at least mid-March' (see Charts B9.1 and
B9.2); a more flexible management of portfolios by fixed income managers, using more
customised benchmarks and increased tracking error possibility adopted after the disorderly
market action of WorldCom’s downgrade in 2002; and the continuing strength of credit
fundamentals and corporate earnings, with European high-yield default rates remaining very
low for several years. The effects of the October 2005 GM downgrade, triggered by the Delphi
Corp. filing for bankruptcy, on its corporate debt prices may turn out to be longer-lasting, and
the outcome will depend on additional factors (e.g. negotiations with trade unions and future
developments in car sales).

The rapid development of credit derivatives is another reason for the relatively smooth
behaviour of the corporate bond markets. Cash bond investors can effectively unwind their
exposures to individual bond issuers or to entire sectors through the use of credit derivatives.
This gives investors the possibility to withstand the immediate impact of possible downgrades
and would make it less urgent to liquidate the affected issuers’ bond holdings. On the other
hand, investors involved in trading-oriented strategies typically prefer to stay away from the
cash bond market as the credit derivatives markets offer them greater flexibility and liquidity.
The resilience of the cash bond markets to adverse market events has thus been strengthened
relative to the situation before the emergence of the credit derivatives markets.

While it seems that credit derivatives markets have to some extent sheltered the cash market
from a rise in volatility after the credit event, some segments of the credit derivatives markets
have themselves experienced significant market upheaval. The launch in June 2004 of a new

1 Further evidence of the market’s anticipation can be found in the increased use of the two issuers’ credit default swap (CDS) contract
terminations, which could be observed even before the downgrades were announced, and continued at a strong pace afterwards. By
cancelling “redundant” contracts on dealers’ books without significantly changing the market risk profile of their positions, the
terminations reduce not only their exposure to the issuers but also legal and operational risks. For a more detailed description of the
derivatives contract terminations, see ECB (2005), Financial Stability Review, June, Box 17.
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single family of credit default swap (CDS) indices? — iTraxx in Europe and Asia and CDX in
North America — has facilitated the development of a liquid secondary market for standardised
index tranches that allows investors to express a view on spread direction and default
correlation. In their search for high returns, trading-oriented and leveraged investors
concentrated on buying the high yielding iTraxx equity tranche (i.e. selling credit protection by
betting on a low level of defaults). Assuming that credit spreads on different tranches will
continue to move in parallel, as they had done until spring 2005, many investors delta-hedged
against spread widening by selling the more senior and lower yielding (the so-called
mezzanine) tranches (which are less exposed to default risk, but more exposed to spread risk).
Such a hedge is in principle neutral to the parallel move in credit market spreads that occurs
when default correlations in the underlying asset portfolio remain broadly constant. However,
the GM and Ford downgrades have increased the idiosyncratic risk of some names and
industries within the underlying portfolio. This led to a dispersion and widening of spreads
within the equity tranche, causing prices to fall. As a result, some investors were forced to
unwind their exposures due to mark-to-market losses, and the price of the equity tranche fell
further. On the other hand, the spreads of the mezzanine tranches narrowed, and prices rose;
investors thus lost money on both legs of the position.

It was notable that the market for synthetic CDOs — which consists of large pools of CDSs —
remained largely unaffected, as these instruments are mainly held to maturity by investors who
usually do not follow short-term trading strategies. The low concentration of single names in
the underlying portfolios — which is the result of the lessons from previous events such as
Parmalat, where exposures reached up to 6% in a number of CDOs — meant that the vast
majority of the CDO tranches that included the two carmakers remained unaffected by the
rating changes. With higher portfolio diversification, the CDO market is now more able to cope
with idiosyncratic shocks. As a consequence, CDO primary market volumes remained strong,
indicating sustained interest by investors, as the overall fundamental situation has not
changed. This effect was even more pronounced after the downgrades in October 2005, as
rating agencies reported that Delphi was referenced in more than a third of synthetic CDOs, and
GM in even more. Nevertheless, the immediate impact on the ratings of CDOs was rather mild,
due both to diversification effects and gradual adjustments of the tranches’ ratings over time
(Delphi’s ratings, for example, had fallen from investment grade at the end of 2004 to default
by October 2005).

From a financial stability point of view, the main lesson to be drawn from the incident is that
recent structural innovations in credit risk transfer markets have extended linkages between
CDOs, corporate bonds and credit derivatives markets, and have thereby altered pricing
dynamics. On one hand, the evolution of credit derivatives has allowed a smoother handling of
price adjustments in the underlying cash market and has helped to diminish the market impact
of mechanical bond index changes. The iTraxx credit indices have also proven their value as a
hedging instrument during stressed market conditions. High levels of activity and contracting
bid-offer spreads even under market stress have shown that CDS indices are now traded in
Europe with a sustained level of liquidity. On the other hand, the tensions in the index tranche

2 For a more detailed description of tradable CDS indices, see ECB (2005), Financial Stability Review, June, Box D.2. These indices
have also made pricing more transparent, since CDS indices provide a market estimation of default correlation. As a consequence,
trading-oriented investors, mainly hedge funds, which had previously concentrated on single-name CDS and avoided portfolio
credit derivatives because of their unsatisfactory liquidity and price transparency, have rapidly entered the standardised market for
CDS indices and index tranches.
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market showed quite clearly that while the increased participation of hedge funds in all major
segments of the credit markets adds liquidity, it also raises the potential that a liquidity squeeze
and price dislocation could spread across multiple, interconnected credit markets. Since hedge
funds’ investments in credit markets tend to be highly leveraged, their potential impact on
markets can be much greater than the notional size of these investments.

EQUITY MARKETS

Euro area stock prices continued to rise after
May 2005, reaching their highest levels since
early 2002 (see Chart S41). In the second half
0f 2005, the small and mid-cap segments of the
euro area stock markets reached all-time highs
(see Chart 3.5), whereas large caps remained
about 30% below the peak of March 2000.

The factors supporting the stock markets
included continued low risk-free interest rates,
double-digit growth in earnings (see Box 6),
and low stock market volatility (see
Chart S43). Moreover, the earnings estimates
made both by brokers and companies were
consistently revised upwards on a net basis
between May and October 2005 (see Chart 3.6).

A further factor that might have explained the
outperformance of the euro area stock market
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vis-a-vis the US was the depreciation of the
euro against the US dollar (see Chart 3.7).

Euro area stocks were popular among fund
managers after May 2005, who, according to
surveys, continued to overweight euro area
equities.” This overweighting relates to the fact
that surveyed fund managers viewed euro area
equities as being intrinsically undervalued.
The plethora of flows into hedge funds and
limited non-equity investment opportunities
could also have prompted some hedge funds to
shift more money into euro area equity
holdings, as some market participants have
suggested.

7 See Merrill Lynch (2005), “Anything but US equities”, Global
Fund Manager Survey, October.
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Chart 3.7 Relative performance between

euro area and US stock prices and EUR/USD
exchange rate
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Notwithstanding the fact that institutional
investors considered euro area stock prices to
be undervalued, some stock market valuation
metrics such as the price-earnings (P/E) ratio
based on ten-year trailing earnings have
remained rather high (see Chart S42).

High valuations in euro area stock markets may
also provide some explanation for the
buoyancy of SPO activity in the euro area in
2005 (see Chart S46). The total value of annual
SPO deals came very close to the peaks
observed in mid-2000 and mid-2001. At the
same time, [PO activity remained substantially
lower at levels earlier observed in end-2001
and early 1999.

Looking at the risks to euro area equity
markets, stock market uncertainty derived from
the distribution of options prices increased in
the second half of 2005, showing both stronger
upward and downward risks (see Chart S44).
Investors perceived in October 2005 a higher
likelihood of stronger increases or decreases in
euro area equity prices. A similar picture
emerges from implied stock market volatility,
which crept slightly up in October 2005 (see
Chart S43).

However, it cannot be excluded that some of
the factors that have contributed to rising euro

area stock prices in 2005 may in the end peter
out. For instance, the pace of corporate
earnings growth has shown signs of
deceleration, and analysts’ expectations point
towards a further slowdown. Moreover, as
expectations adjust, positive earnings surprises
cannot be expected to provide ongoing support
to the market. At the same time, some upside
risks remain for long-term risk-free interest
rates which, if they were to crystallise, and
especially in connection with a disorderly
unwinding of global imbalances, could lead to
a reappraisal of pricing in equity markets. In
addition, if corporate bond spreads were to
widen significantly, this could trigger a turn in
the euro area equity markets.®

8 For empirical evidence, see G. de Bondt (2005), “Does the
Credit Risk Premium Lead the Stock Market?”, Applied
Financial Economics Letters, 1, 5, pp. 263-68.
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4  THE EURO AREA BANKING SECTOR

Information that has become available since
the June 2005 FSR confirms that euro area
banks’  profitability — improved  further,
continuing the positive trend that began in
2003. Profitability also improved among those
banking sectors that had previously reported
weaker results, as well as in many Member
States where economic growth rates were
less favourable. However, although improved
financial results may have made banks more
resilient to vulnerability, in the near term,
downside risks remain in the medium to long
term which originate from sources both
internal and external to the banking sector.

4.1 FINANCIAL CONDITIONS IN THE BANKING
SECTOR

BANKS’ PROFITABILITY IMPROVED

ACROSS THE BOARD

Consolidated data' for 2004 show that the
profitability of euro area banks improved further
(see Chart 4.1), consolidating the recovery that
began in the previous year. Behind the
strengthening of banks’ profitability, reductions
inthe flow of provisions and growth in lending to
households — mostly for housing purposes —
continued to feature prominently.

Chart 4.1 Profitability and cost-to-income

ratios of euro area banks
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ROE for euro area domestic banks, the main
indicator signalling increased profitability,
stood at 10.54% at end-2004, increasing by
almost three percentage points from 2003 (see
Table S5). The developments in return on assets
(ROA) closely followed those for ROE. In
addition to the increase in average profitability,
the distribution of ROE for euro area banks
shifted to the right (see Chart 4.2). This indicates
that both tails of the distribution (i.e. the worst
and best performing banks) were more profitable
in 2004 than 2003. The ROE of foreign banks,
which includes both euro area and non-euro
area-owned foreign banks, stood at 10.46% at
end-2004.?

Available data for the first half of 2005 for a set
of large euro area banks indicate that the trend
observed in the 2004 consolidated banking data
continued into 2005 (see Box 10 and Table S9).
It is important to note, however, that apart
from a difference in the sample between the
consolidated banking data and the data used
in Box 10, any direct comparison between

1 See ECB (2005), EU Banking Sector Stability, October,
Statistical Annex, Box 1 for a description of the consolidated
banking data.

2 See Special Feature D in this Review, “What determines euro
area bank profitability”, for an examination of the empirical
importance of various factors on euro area banks’ financial
performance over a longer period of time.

Chart 4.2 Frequency distribution of the

return on equity for euro area banks
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Box 10

FINANCIAL CONDITIONS OF LARGE EURO AREA BANKS

Problems in individual large euro area financial institutions could potentially spill over to other
parts of the euro area financial system. For this reason, it is particularly important to monitor
closely developments in these institutions. This Box complements the analysis in the main text by
reviewing the recent financial results of a sample of large euro area banks. Because of the varying
dates of implementation of IFRS by European banks, some of the set of euro area banks used in
previous editions of this Review have begun to compile their financial statements under IFRS,
whereas others have continued reporting under local or US GAAP (Generally Accepted
Accounting Principles). During the implementation period, this complicates to some extent the
analysis of financial statements from a financial stability perspective, given that [FRS and non-
IFRS accounts are not directly comparable. Consequently, in order to ensure a consistent
analysis, the large banks are analysed in two sub-groups depending on whether they reported their
2005 accounts under IFRS or non-IFRS.!

IFRS-reporting banks

As only a limited amount of historical data exists for comparison, any inferences on performance
must be treated with a high degree of caution because the restated accounts for end-2004 or mid-
2005 are not audited, and because institutions vary considerably in the degree to which they have
implemented the accounting standards IAS 32, IAS 39 and IFRS 4 in their pro forma 2004 figures.
Furthermore, given that 2005 is viewed by banks and rating agencies as a transitional year for
accounting purposes, there is uncertainty about the extent to which the development of banks’
financial results reflects either underlying circumstances or accounting changes. For example,
profitability, provisions, and the overall size of banks balance sheets may be affected. The full
impact will probably only become evident in 2006. In the short term, there may be important
country-specific effects related to IFRS implementation that may affect the interpretation of the
results.

Profitability for the largest euro area banks reporting under International Accounting Standards
(IAS), as measured by the weighted average ROE, increased from 13.6% in 2004 to 20.8% in the
first six months of 2005 (see Chart B10.1). While it is difficult to assess the degree to which the
change in accounting standards affected this performance, this does suggest that the underlying
performance of most large euro area banks has remained solid. In fact, all of the institutions in the
sample reporting results for the period up to the end of June 2005 posted an increase in ROE.

For banks reporting under IFRS, net interest income fell from 1.55% of total assets in 2004 to
0.93% at the end of Q2 2005. As with those banks that did not report financial results under
IFRS, this reflected increased competition as well as the need to fund new loan growth from
more expensive sources. By contrast, non-interest income such as fee and commission income
rose for most institutions in the first half of 2005.

Provisions declined from 0.16% of total assets at the end of 2004 to just over half that figure at
0.08% of total assets at the end of H1 2005. Costs also declined, with the weighted average

1 For a detailed overview of IFRS, see Special Feature E in this Review entitled “Main effects from the new accounting framework on
banks”.
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cost-to-income ratio falling from 63.52% in 2004 to 61.44% in June 2005. The cost-to-income
ratio not only decreased in the best performing group of institutions (first quartile for the cost-
to-income indicator), but also for those performing worse than the weighted average (the third
quartile), perhaps signifying that cost control has been firmly established.

Increased profitability has also led to the continued strengthening of capital ratios. The Tier 1
ratio increased over the period, rising from 7.53% in 2004 to 8.24% in 2005, marking an
increase in the buffers available to banks to cushion against unexpected losses (see
Chart B10.2). The overall regulatory solvency ratio also increased over the period from
11.36% in 2004 to 11.92% at the end of the second quarter of 2005.

Non-IFRS-reporting banks

On the whole, the financial positions of large euro area banks not reporting under [FRS continued
to improve in the first half of 2005, consolidating the performance of the previous two years. This
was mainly driven by reasonable performance from non-interest income sources, and benefited
from the reduction in charges for credit losses. However, generating sustainable revenue in some
domestic markets remains challenging for certain institutions. Profitability, as measured by the
weighted average ROE, continued to improve from about 4.5% in 2004 to just over 15.3% in
Q2 2005 (see Chart B10.3). Furthermore, the weaker institutions also managed to improve their
performance, with banks in the bottom quarter of the distribution increasing profitability from
-2.15% in 2004 to 14.50% in the first six months of 2005.

Banks’ net interest income as a percentage of total assets continued to fall, dropping from a
weighted average of 0.61% for 2004 as a whole to 0.55% in the first half of2005. The continued
effect of low nominal interest rates, increased competition in certain retail segments, and low
loan demand in some of these banks’ domestic markets has led to sustained pressure on
margins. Most institutions also reported increased non-interest income, especially fee and
commission income.

Improved credit risk conditions led to a moderate decline in provisions from a weighted
average of 0.09% of total assets in 2004 to 0.08% of total assets at the end of Q2 2005. This
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level of provisioning is particularly low compared to historical norms. While some individual SYSTEM
institutions have indicated that provisions may increase slightly during the second half of the
year, it cannot be ruled out that the adequacy of some banks’ provisioning could be tested if
credit conditions were to deteriorate unexpectedly.

Cost control measures continued to be implemented by most banks in the first half of 2005 in
order to sustain profitability. The weighted average cost-to-income ratio decreased from
75.05% in 2004 to 71.93% in the first half 0o£2005. The weighted average Tier 1 ratio increased
from 8.06% in 2004 to 8.28% during the first half of 2005, with the weakest performing
institutions also managing to increase their Tier 1 ratios (see Chart B10.4). Overall solvency
ratios improved as well (see Table S9).

A notable development was that most indicators of financial conditions for both sets of banks
improved regardless of the accounting method followed. If this trend continues for the
remainder of 20095, the resilience of euro area banks to adverse shocks should improve further.
However, for some institutions without strong underlying performance in their most important
markets, it remains to be seen how durable the current return to profitability will be, given the
reliance of these institutions on certain types of non-interest income sources, in tandem with
cost-cutting to boost overall profitability.

Chart B10.3 Frequency distribution of

Chart B10.4 Frequency distribution of Tier |
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(non-IFRS)

ratio for large euro area banks (non-1FRS)

2001 — 2001

w202 w2002

s 2003 === 2003

s 2()04 A

wee H 2005 weoa H1 2005
80 80 70 70
70 70 60 60
60 | 60 50 50
20 | 40 40
40 | 40

30 2 e 8|30
30 | 30
20 II | 20 20 1 — T UE N |2
o mn HEE Ml BRc il NTOBW DA WY R
<0% 0-5% 5-10% 10-15% <6% 67% 1-8% 89% 9-10% >10%

Sources: Published accounts of individual banks and ECB calculations.
Note: Data for the first half of (H1) 2005 are annualised and unaudited and are based on three banks from a sample of six.

results for euro area banks in 2004 and 2005 is marginally, as a percentage of total assets,
further complicated by the application of new between 2003 and 2004, while net interest
reporting requirements in 2005, following the income decreased slightly as a share of total
adoption of International Financial Reporting income (see Table S9).
Standards (IFRS).

Turning to the main sources of banks’ income,
OPERATING INCOME FELL MARGINALLY the low interest rate environment supported a
According to the consolidated banking data, rise in lending to households for housing
the total income of euro area banks fell purposesatanannualrate of7.9% in December
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2004, a rate similar to what was experienced in
2003 on the basis of MFI data. This growth rate
further accelerated to 10.2%, on an annual
basis, according to preliminary data for the first
six months of 2005.

There is also some evidence of a new lending
pattern developing for euro area banks
concerning  lending to  non-financial
corporates, especially the smaller ones.
Borrowing by non-financial corporates was
sluggish in 2002 and 2003, but started to pick
up in 2004 and early 2005. Consequently, loans
from euro areca MFIs became an increasingly
important source of funds for non-financial
corporates in 2004. The rate of corporate
borrowing growth and the share of MFI lending
in it is, however, still far from the peaks
recorded in the period 1999-2000.

Nonetheless, if prolonged, the increase in
corporate borrowing could provide banks with
a desirable differentiation in sources of
income. In fact, in the persistently low interest
rate environment of the last few years, banks
have probably faced constraints in supporting
their operating income in mature markets,
which may have led them to increase their
exposures to potentially more risky assets or
geographical regions. In this light, a recovery
in borrowing from the corporate sector would
be beneficial. This development could also
reduce banks’ dependence on lending to
households for housing purposes, especially
for banks in those countries where house prices
have increased substantially over the last few
years.

Notwithstanding the potential recovery in
borrowing by corporates, evidence of a
sustained improvement in this source of
income for banks is still elusive. Corporates
appear reluctant to increase their borrowing for
long periods of time. The largest part of the
increase in borrowing volumes is for maturities
of no more than five years, irrespective of the
potential benefits of locking in generally low
interest rates at present (see Chart S54).
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The aggregated figures for domestic banks in
the consolidated banking data show that there
was a very small decline in lending in banks’
balance sheets as a share of total assets in the
euro area (see Table S6). Part of this fall is
related to the more rapid increase in euro area
banks’ assets. The group of large banks
recorded the most noteworthy reduction in
loans as a share of total assets. It cannot be
excluded that the development in lending by
large banks may indicate a broad-based
containment of lending by banks, in relation to
their accumulation of total assets.

Apart from the developments in terms of lending
volumes, information on loan pricing shows that
lending margins, based on MFI data, fluctuated
rather sharply in the first half of 2004 before
stabilising in the second half 0f2004 and into the
first half of 2005 (see Chart S57). Banks appear
to be experiencing strong competition in their
lending activities, especially to households, and
thus face significant constraints in increasing
their lending margins (see also Box 11).
Therefore, the tentative increase in margins may
overestimate the potential for increased interest
income for euro area banks going forward.

Deposit margins have evolved less positively.
Asbanks have increased their lending, they have
had to compete for depositors’ funds; however,
with the household sector increasingly burdened
by housing debt, deposits may not have been
widely available to banks. The declining
margins for most of 2004 and the first half of
2005 indicate that euro area MFIs were faced
with a scarcity of funding from deposits (see
Chart S58). The information from banks’
balance sheets points in the same direction: as a
share of total assets, deposits remained basically
unchanged in the euro area (see Table S6).

The gradual flattening of yield curves in the
euro area could impair banks’ efforts to
improve their net interest income going
forward. A flatter yield curve reduces the
revenues that banks derive from traditional
maturity transformation business. Apart from



lower revenues, the continuing increase in 2004 both in terms of total assets and of total
lending by banks, as also indicated by the income,and made a positive contribution to the
sustained demand for consumer and housing net non-interest income of euro area banks. By
loans and the increasing demand for corporate contrast, profits from securities and foreign
loans in the latest euro area Bank Lending exchange trading (henceforth “trading and
Survey (October 2005, see Box 11), coupled forex results”), fell for all bank groups in the
with strong competition among banks, could euro area, both as a share of total assets and
negatively affect the quality of banks’ loan total income. While fees and commissions may
portfolios. also be earned by banks on their more

traditional lending activities, trading and forex
Net non-interest income as a share of total results are more directly correlated with
assets remained broadly unchanged (see Table securities market conditions, where the low
S5). Among the components of non-interest volatility environment may provide limited
income, fees and commissions increased in opportunities for trading activity.

ASSESSING FINANCIAL STABILITY IMPLICATIONS OF RECENT FINDINGS FROM THE ECB BANK
LENDING SURVEY

The ECB’s Bank Lending Survey (BLS) provides timely qualitative evidence of the lending
policies of the euro area banking sector, and should be a useful tool for detecting turning points
in the credit cycle and potential credit crunches facing euro area households and firms. This
Box examines recent developments in banks’ credit standards — and the underlying
determinants —on the approval of loans to households and loans since early 2005, as reported in
the October 2005 BLS.

Chart BI 1.1 Changes in credit standards applied to the approval of loans or credit lines to
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According to the BLS, in the third quarter of 2005 banks reported more or less unchanged
(compared with the previous quarter) credit standards on the approval of loans to enterprises.
The slight net tightening (+2%) in the third quarter of 2005 occurred following five
consecutive quarters of net easing of credit standards towards the non-financial corporate
sector. While it is still too early to tell whether this change constitutes a turnaround in the
easing cycle of credit standards on corporate loans, it may partly reflect a strong increase in
perceived loan demand (as reported in the October 2005 BLS), enabling banks to attract
borrowers without having to ease credit standards. Broadly unchanged underlying factors
(such as the industry or firm-specific outlook, and expectations regarding general economic
activity) compared with the previous quarter contributed to ending the net easing of credit
standards (see Chart B11.1). The increase in corporate loan demand may also have mitigated
the effects of competition from other banks on credit standards applied to loans. With regard to
the terms and conditions by which credit standards were applied, banks reported that margins
on average loans were lowered (although less than in previous quarters), while non-interest
rate charges and margins on riskier loans tended to support a net tightening of credit standards,
suggesting that banks were becoming more discriminating in their pricing of risks.

With regard to the approval of loans to households for house purchase, banks reported a net
easing of credit standards in the third quarter of 2005. This was in line with developments in
previous quarters, except for the second quarter of 2005 when a slight net tightening was
reported. The net easing seemed to reflect, in particular, reduced concerns regarding housing
market prospects as well as a slight improvement in expectations concerning general economic
activity (see Chart B11.2). Moreover, competition from other banks continued to contribute to
the net easing of credit standards. The tightening of credit standards on loans for house
purchase was mainly carried out through the margin on riskier loans, while margins on average
loans as well as less stringent loan-to-value ratios contributed to the net easing.

Chart B11.2 Changes in credit standards applied to the approval of loans or credit lines to
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Chart B11.3 Changes in credit standards applied to the approval of loans or credit lines for

consumer credit and other loans to households
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In the third quarter of 2005, euro area banks reported broadly unchanged credit standards on the
approval of loans for consumer credit and other loans to households, following four quarters of
net easing (see Chart B11.3). The factors behind the applied credit standards were more or less
unchanged from the previous quarter, with competition from other banks (and from non-banks)
contributing to a net easing, while factors such as borrowers’ creditworthiness, the risk of
collateral demanded and expectations of the general economic activity continued to pull
towards a net tightening. With regard to terms and conditions, the net easing of credit standards
on consumer credit and other loans to households was carried out, in particular, through lower
margins on average loans; margins on riskier loans were not eased, however.

Overall, as in previous quarters, in the second and third quarters of 2005 euro area banks
largely continued to ease or to keep credit standards on loans to the non-financial private sector
broadly unchanged. The net easing was mainly driven by strong competition from other banks,
but took place against a background of deteriorating expectations regarding economic activity.
This suggests that banks may have taken on more risk in order to gain market share and boost
profitability. In the most recent quarter, however, there are some signs that banks have reacted
to the still moderate economic growth prospects and increasing loan demand by ending the net
easing of credit standards. Moreover, the perceived increase in risk-taking in recent quarters
seems to have been reflected in more differentiated pricing of loans. All in all, the question
whether these developments could entail future difficulties, such as a deterioration in the
quality of banks’ credit portfolios, depends on the extent to which the accumulated risks
materialise in the period ahead.
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COST EFFICIENCY IMPROVED

Cost  containment, which  contributed
positively to banks’ profitability in 2002 and
2003, continued at a slower pace in 2004 (see
Chart 4.1). Nevertheless, total costs, as a share
of total assets, still declined for all bank
categories (see Table S5).

Developments varied among the components of
total costs. For example, the share of staff costs
declined only marginally, and this left banks
relying on administrative and other costs to
reduce their total costs. This may imply limited
scope for future cost-efficiency gains. As
banks in the euro area have relied rather heavily
on cost-cutting to support profitability over the
last few years, the exhaustion of this source of
profitability may exert pressure on results in
the future.

PROVISION FLOWS DECLINED FURTHER, BUT
THE COVERAGE RATIO INCREASED

General economic conditions in the euro area
have supported banks’ activities: insolvencies
in the household and corporate sectors declined
further, any deterioration in banks’ asset
quality was marginal, loan losses declined, and
significant write-offs or write-downs of credit
overdue in the previous years in at least a few
Member States reduced the impact of credit
risk on the banks’ balance sheets. Against the
background of such a benign credit environment,
the aggregate flow of provisions declined
further, and as a share of total assets the stock
of provisions also fell between 2003 and 2004
(see Table S5 for the flow of provisions and
Table S7 for the stock). Developments varied
across countries, however, as in at least one
large country the level of provisions fell as a
normalisation in the aftermath of the high
provisioning activity observed in 2002, when
insolvency figures had risen sharply.

An additional factor expected to affect the flow
of provisions in 2005 is the move of stock
market-listed banks (and, in some countries, all
banks) to IFRS.? While it is still premature to
make a precise assessment of the impact of the
level of provisions, not least because the
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impact is likely to differ across the euro areca
depending on the accounting regime adopted
until 2004, two broad indications can
nevertheless already be provided: (1)
provisioning requirements under IFRS may be
more restrictive, as IFRS require objective
evidence of impairment that is supported by
cash flows before an impairment provision can
be created; and (2) the ‘Funds for General
Banking Risks’, or general provisions, no
longer exist. Given that the credit cycle is at a
potentially delicate juncture, the impact of
these accounting changes on provisions calls
for careful monitoring in 2005 to ensure that
capital buffers remain at a prudent level.

Indeed, beyond the short-term horizon, the
overall low levels of provisions could be
questioned. While the low level may be justified
at present by the benign credit risk environment,
a less benign environment would make the
situation more difficult for banks. Possible
triggers for a deterioration include a rise in
short and long-term interest rates, or a sudden
worsening in the macroeconomic environment.
In at least a few Member States, there is a
perception that credit quality, particularly in the
household sector, could weaken over the
medium term, and it cannot be excluded that the
ability of the present stock of provisions to
provide a sufficient buffer may be tested.*

In contrast to the observed changes in
provisioning as a share of total assets, changes
in asset quality and the coverage ratio, i.e. the
ratio of provisioning stocks over total non-
performing and doubtful assets, paint a more
positive picture (see Chart 4.3). For the group of
domestic banks, the share of non-performing
and doubtful assets as a percentage of own
funds, gross and net of provisioning, decreased

3 See Special Feature E, “Main effects of the new accounting
framework on banks”, in this Review for a more thorough
assessment of the implications of the new accounting
standards.

4 In most euro area countries, banks are in general not allowed to
provision in anticipation of the credit cycle, and provisioning
levels are mostly based on historical asset impairment.
Nonetheless, recent low levels of provisions have reduced
banks’ buffers in the event of a downturn in the credit cycle.



Chart 4.3 Euro area banks’ total provisions
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solvency ratios for euro area banks

(2002 - 2004, % of non-performing and doubtful assets)

120 120

100

80

60

40

20

domestic banks

foreign banks

Source: Banking Supervision Committee.

between 2003 and 2004. The largest reduction
was in gross terms (see Table S7).

The positive developments in coverage ratios
among most groups of banks should be
considered with caution, as the picture of the
quality of the assets portfolio of banks is
backward-looking and is in general highly
sensitive to changes in the phase of the credit
cycle. A sudden deterioration in credit quality
would cause a drop in coverage ratios. Due
to the possibility, albeit remote, of such
circumstances, the absolute amount of the flow
and the stock of provisions would be the more
meaningful indicator.

SOLVENCY BROADLY UNCHANGED

Banks’ capital adequacy in the ecuro area
remained broadly unchanged in 2004, as the
overall solvency ratio slightly fell and the
Tier 1 ratio remained broadly constant (see
Table S8). These developments are broadly
consistent with the indicators for large banks
based on published accounting data for the first
half of 2005 (see Box 10). Large banks have a
substantial impact on the aggregate indicators,
and therefore the share of the total banking
sector with an overall solvency ratio of less
than 9% increased.
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Looking at the information that is collected at
country rather than bank level, the dispersion in
the overall solvency ratio increased in 2004.
This would suggest that, together with the
downward shift in the average level, some
pockets of fragility may be developing,
although it must be borne in mind that solvency
figures remain comfortably above the
regulatory minimums (see Chart 4.4).

The share of risk-weighted assets of total risk-
adjusted assets declined for the group of
domestic banks (see Table S8), owing to a
reduction in risk-adjusted trading book assets.
On the other hand, risk-adjusted off-balance
sheet assets increased (see Table S8).

LIQUIDITY DEVELOPMENTS MIXED
Developments in euro area banks’ liquidity
were mixed in 2004. On the assets side,
liquidity increased on the basis of the indicator
covering assets with the lowest maturity, while
it declined in relation to the broadest liquidity
measure, which includes assets with longer
maturities (see Table S6 and Chart 4.5).°

5 The narrowest liquidity indicator, Liquidity asset ratio 1 in the
tables, covers only cash and short-term government debt, as a
share of total assets; the intermediate indicator, Liquidity asset
ratio 2, also includes loans to credit institutions; and the wider
liquidity indicator, Liquidity asset ratio 3, includes in addition
also longer-term debt securities issued by public bodies.

ECB
Financial Stability Review
December 2005

Il THE EURO AREA
FINANCIAL
SYSTEM




Chart 4.5 Euro area banks’ liquid asset ratios

(2002 — 2004, % of total assets)

2002
2003
2004

3.0

3.0

domestic banks’
liquid asset ratio 1

foreign banks’
liquid asset ratio 1

Source: Banking Supervision Committee.

Note: Liquid asset ratio 1 includes cash and short-term government

institutions and debt securities issued by public bodies.

Against this background, the expectation of an
upward shift in long-term interest rates may
have encouraged banks to keep most of their
funds in assets with the shortest maturities,
such as cash and government debt.

On the liabilities side, banks decreased their
reliance on the interbank market, as the
amounts owed to credit institutions as a share
of total assets fell (see Table S6). Banks partly
compensated for this by stepping up the use of
market instruments such as debt certificates
and subordinated liabilities. The mix of
increased market funding and decreased
deposits in some euro areca Member States
could indicate a tightening in the price of
liquidity of banks in those countries. Given that
market funding is more expensive for banks,
such developments may have a negative impact
on banks’ profitability in the near future.

4.2 RISKS FACING THE BANKING SECTOR

Following the review of the financial
conditions of the euro area banking sector, this
sub-section considers the risks facing the euro
area banking sector in the period ahead. It
should be emphasised that these risks are
not highlighted with the aim of identifying
the most probable outcome, but rather with
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the intention of highlighting potential and
plausible sources of downside risks with regard
to the likeliest outcome.

Given the favourable developments in the
financial performance of the euro area banking
sector, including many of the weakest performing
banks, the baseline assessment of the outlook for
banks is broadly positive. This assessment is also
supported by the fact that in many euro area
countries, improved banking sector performance
took place against a backdrop of subdued
economic growth. Despite this rather benign
overall assessment, certain vulnerabilities can be
identified, some internal and others external.
Box 12 reports on the results of the survey of the
main risks going forward as identified by the
banks themselves in spring 2005.

Starting with sources of risk and vulnerabilities
internal to the banking sector, as discussed in
sub-section 4.1, the improvement in banking
sector profitability was supported by a
substantial reduction in the number of corporate
sector defaults and non-performing loans
between 2002 and the first half of 2005, and a
corresponding fall in provisioning for loan
losses by banks in almost all countries. There
are some signs, however, that the cuts in
provisioning may have advanced rather far as, in



an increasing number of cases, banks have
reported that provisions had reached all-time
low levels. Going forward, the adequacy of low
levels of provisioning will therefore rely on the
viability of expectations that the credit quality of
bank loan portfolios will continue to develop
favourably, which in some countries could be
questioned in the current phase of the credit
cycle.

Although abating in intensity compared with
previous years, banks’ efforts to cut costs, as a
share of total assets, continued to reflect tight
competition and, in some countries, the
difficulty of generating income from the core
maturity transformation business in a low
interest rate environment. Since provisioning
and costs both have lower limits, in order to
sustain profitability banks might come under
increasing pressure to resort to non-interest
income, thereby possibly taking on greater
risk. Furthermore, as discussed elsewhere in
this Review, the uncertainty surrounding the
adoption of the new IFRS accounting standards
may contain transitory risks to banks insofar as
their practices of reporting provisioning need to
be amended.

The principal sources of external risks and
vulnerabilities in the operating environment of
banks continued to be high oil prices and the
persistence of wide global imbalances. High oil

prices, should these persist, could adversely
affect the ability of non-financial sectors to
honour their liabilities to banks. A disorderly
unwinding of global imbalances could, if
this were to materialise, result in heightened
exchange rate and bond market volatility.
While the direct exposures of euro area banks
to the oil market and to foreign exchange risks
seem rather limited, the risks posed by
exchange rates could prove to be correlated
with the credit risks of non-financial sectors —
especially firms in the export sector and their
suppliers such as SMEs.

The protracted period of low short-term
interest rates and ample global liquidity has —
via the global quest for yield — helped compress
spreads across the credit spectrum to
exceptionally low levels. The tightness of
credit spreads could represent a greater than
normal market risk for banks, and may also
have affected their pricing of risks in the
context of corporate lending.

To assess the possible impacts of these risks,
this sub-section first provides an assessment of
EU banks’ credit risks originating from their
lending to the household and corporate sectors.
It then assesses the market risks from interest
rate, exchange rate and other market exposures,
as well as banks’ exposures to emerging
markets and hedge funds.

SURVEY ON MAJOR EU BANKS’ PERCEPTION OF RISKS IN THE YEAR AHEAD

This Box summarises the answers from a survey of banks’ perceptions of main risks for the year
ahead. The survey was undertaken by the Banking Supervision Committee, with the assistance
of the Working Group on Developments in Banking (WGBD), in February and March 2005,
covering all EU Member States. It was similar to the one held in 2004 (see ECB (2004),
Report on EU Banking Structures, November). It was completed by 99 banks, 43 of which were
from euro area Member States, and 56 from non-euro area Member States. A maximum of five
banks per country participated in the survey. The respondent banks were asked to state what
they perceived as major risks and to distinguish between macroeconomic, financial market,
sectoral, strategic and regulatory risks. They were then asked to assign different scores to these
five broad categories on a scale from 1 (very low) to 5 (most important), and to elaborate in
more detail what they felt constituted those risks.
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Chart BI2.1 Sources of risk for euro area Chart B12.2 Sources of risk for non-euro
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Sources: Banking Supervision Committee and ECB calculations.
Note: Data not available for Irish banks.

Charts B12.1 and B12.2 present the distribution of the banks’ scores on the different broad
risks, each as a percentage of the replies rated 1 to 5, with a further disaggregation between the
euro area and non-euro area. A higher percentage of replies with score 5 for a specific risk, for
example, indicates that relatively more banks see this risk as a very important one. It should be
noted that the risks reported here are directly attributable to the respondent banks, and do not
necessarily reflect the ranking of risks by supervisory authorities or central banks (as reflected
elsewhere in this Review).

The results clearly indicate that, similar to last year, euro area banks regard macroeconomic
risks as the major challenge in the period under review (i.e. until Q1 2006), followed by
possible risks stemming from the financial markets. For non-euro area banks, the balance of
risks is more evenly spread across different sources of risk. This possibly reflects relatively
more favourable macroeconomic and financial market conditions in the latter countries, which
allows banks to pay more attention to other sources of risk.

Further detail was gained by a decomposition of the broad sources of risk into specific items,
for which banks were also asked to assess the “expected negative impact” on profits, ranging
from less than one month to one quarter or a full year’s profit. The discussion below focuses on
euro area banks, although Table B12.1 also displays evidence for non-euro area banks, which
presents a fairly similar picture. The table shows that 86% of the respondent euro area banks
see downside credit risks stemming from a deterioration in borrower quality as a major
challenge to profits, of which 61% regard this as having a potentially major impact on profits.
Another major macro challenge for euro area banks is weak capital spending, which would
reduce the lending volume to the corporate sector. On the other hand, banks do not consider
lower consumer spending and borrowing to be a major issue. A possible house price bubble,
however, does worry banks from almost all euro area countries. At the time of the survey, oil
prices had not risen to the levels currently experienced, and banks regarded oil prices therefore
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Table B12.1 Respondent banks’ main risks stemming from five broad classes of risk

(2005, %)

Macroeconomic

Credit risk-deterioration
borrower quality

Weak capital spending
corporates

House price bubble
Sustained high or rising oil
prices

Credit risk-overheating-
high indebtedness

Global imbalances
Financial markets

Major downturn of

equity market

Decrease in interest rates
Increase in interest rates
Exchange rate developments
Credit event

Flattening of the yield curve
Sectoral

Competitive pressure/
overcapacity

Emergence of new players
M&A and consolidation,
need for size

Strategic

Need to increase
performance/efficiency
Expansion in new markets
Need to increase size
Operational risks

Risks from financial
innovations

Regulatory

International accounting
standards

Basel 11

Corporate governance or
reporting burden

New EU Directives
Increasing importance of
rating agencies

all

86

60
42

30

26
23

67
49
40
37
35
33

88

63

47

77

40

37

37

35

93

72

49
44

33

euro area banks

major constant

61

40
61

31

18
50

36
40
78
27
29
69

41

20

25

45

41

19

25

13

40

42

24
50

36

73

54
44

23

73
20

79
38
41
63
60
71

42

37

30

39

41

69

63

20

20

29

5
21

36

trend
upward

24

46
56

77

18
80

14
59
31
33

55
44

65
55
59
31
31
80
70

71

95
79

64

major/
upward

35

80
46

80

100

=1

43
38

39
36

67

32

100

10

43

50

88

56

100
80

100

all

68

45
57

32

59
16

38
59
57
54
39
36

96

63

50

82

34

43

32

34

70

86

36
46

20

non-euro area banks

major

41

29
25
13
14
20

55
25

45

18
13

30
29

trend

constant| upward| major/

47

72
31

33

36
67

71
33
34
53
73
35

15

43

43

24

42

46

50

37

26

19

25
31

36

29

16
69

61

61
33

24
58
59
33
14
55

83

46

50

70

58

50

39

58

67

77

75
62

64

upward

26

40
69

80

69

50
50
57
14

55
90
57
67
72
50
50
29
75
76

81

75
70

100

Sources: Banking Supervision Committee and ECB calculations.
Note: “All” refers to the number of respondents mentioning a certain issue (as a % of the number of respondents). “Major”
denotes the % of banks that identified the issue as having a major impact on profits (equal to quarterly profit or more).
“Trend” compares the importance of the issue with one year ago, and gives the percentage of banks that identified a
constant or upward movement in its importance. “Major/upward trend” refers to the % of banks that identified the issue as
having a potentially major impact on profits and more important than one year ago (as a % of banks that expected a major

impact).
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as having a more remote and indirect impact on their profits, although the trend has been rising
compared with 2004.

As for financial markets, around two-thirds of euro area banks factored in a possible downturn
in equity markets later on in 2005. However, this seems to be a matter of normal caution, since
in about 80% of the cases the issue has not become more pronounced compared with one year
ago. Interest rate changes were a matter of concern for most euro area banks, although the
direction in which banks expected these to influence their performance proved to be quite
varied. Some banks expected to be mainly affected by rising rates, others by falling rates, and
still others were concerned by a flattening of the yield curve or increases in interest rate
volatility.

In the category of industry sector risks, almost 90% of euro area banks said they had been
affected by tighter competitive conditions, which has been reflected in margin pressure in both
deposit-taking and lending. In addition, around 60% of the surveyed banks were expecting
competition from new market players (e.g. in consumer finance) to increase.

Although performance improved in 2004, many banks seemingly still see a need to take further
measures to improve their situation. Otherwise, most banks seem to be relatively confident
about their strategic choices.

Finally, in line with some other banking industry surveys, the results showed that for most
banks the importance of regulatory and accounting issues has increased substantially
compared with one year ago. Around 70% of euro area banks regarded the new regulatory
framework (Basel II) as a challenge, while more than 90% mentioned that they expected to

notice the effects of the new accounting standards.

THE OUTLOOK FOR CREDIT RISK IS FAVOURABLE
BUT DOWNSIDE RISKS EXIST

Banks’ exposure to the household sector
continues to increase

A significant share of the lending portfolios of
euro area banks is composed of loans extended
to households, with non-consolidated data
suggesting that lending to households
represents roughly 36% of the total lending
stock in the euro area. Against the background
that lending to the household sector has, for
several years, been the most rapidly growing
line of business for banks, continued growth in
exposures to the household sector counts as a
potentially increasing source of credit risk,
despite the generally higher quality of credit
granted to households relative to the corporate
sector.
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Reflecting favourable financing conditions,
households continued to accumulate more debt
in the first half of 2005. As household debt
ratios rise, the vulnerability of households to
any negative income or interest rate shocks
should also increase.® All else being equal, this
means that adverse disturbances could have a
greater impact on the non-performing loan
rates of banks than in the past.

Most of the rise in household indebtedness
reflects strong mortgage financing growth.
Owing to the importance of this revenue source
for banks, developments in residential property
prices have become an important factor in the

6 See Special Feature C, “Assessing the financial vulnerability of
euro area households using micro-level data”, in this Review,
which highlights some of the characteristics of indebted
households in the euro area.



assessment of risks to banking sector stability,
warranting close monitoring of the housing
market.

Turning to banks’ credit conditions, despite the
rather substantial increase in loan-to-value
(LTV) ratios in the flow of new mortgages in
many euro area Member States, the average
LTV ratios of the mortgage lending stock in the
euro area are still rather conservative. This
suggests that a fall in house prices, should this
happen, would need to be fairly large before
credit quality in the euro area is more seriously
eroded. However, declining house prices are
often associated with rising unemployment
caused by a macroeconomic shock. In such a
scenario, the risk of default would rise in
tandem with the erosion of the value of
collateral (the residential property), thereby
reducing credit quality more directly.

Available information suggests that the current
household sector financial buffers should help
households to absorb reasonably large adverse
macroeconomic shocks. The ratio of debt to
financial assets stabilised in 2003 at around
30% (see Chart S35). Moreover, the estimated
total debt servicing burden of the household
sector (repayment of the principal, plus interest
payments) has remained broadly stable since
2000, at around 12% of disposable income (see
Chart S37).

However, the overall impact of a change in
interest  rates on  households’  debt
sustainability will notably depend on country-
specific features of mortgage contracts, in
particular the interest rate variability regime of
the outstanding loans. In particular, the impact
on households could be more substantial in
countries where variable rates are more
common. Furthermore, new borrowers would
be more sensitive to changes, as a greater
proportion of them are indebted at variable
rates, and as they have not yet amortised a high
amount of their principal.

The mortgage lending market has in recent
years been characterised by intensified

competition, to some degree spurred by the
favourable risk-weighting of mortgage loans
within the Basel II framework. As mentioned
above, in most euro area countries there has
been a general tendency over the last few years
towards granting higher LTV ratios, with banks
in an increasing number of countries offering
loans up to 100% of the value of the house.
Since this has often gone hand in hand with an
extension of the loan maturity, up to 30-35
years in some countries, the typical monthly
instalment rate has been kept broadly
unchanged (usually granted up to 30% of the
household’s monthly income). While the
monthly debt servicing burden has not
increased dramatically, the likelihood that
borrowers could struggle to meet payment
difficulties over longer repayment periods with
slower loan amortisation has become higher.

As the ECB Bank Lending Survey shows (see
Box 11), banks in the euro area slightly
tightened their credit standards in the second
quarter of 2005 in response to growing
perception of risk, particularly in terms of
worsening  housing  market  prospects.
However, the banks had once more eased their
credit standards by the following quarter,
reversing the tightening on account of reduced
concerns regarding housing market prospects,
coupled with a slight improvement in
expectations concerning general economic
activity. Looking forward, it remains unclear
whether banks will continue to ease their credit
standards or whether they could engage in a

reassessment of the housing market.
Nonetheless, banks’ risk management
techniques have improved, allowing them to
cope more effectively with complex

instruments used to transfer credit risks to the
secondary market. This could in part have
contributed to a lower share of non-performing
loans in total loans to households.

Regarding the developments in unsecured
consumer credit, outstanding amounts
continued to rise at a brisk pace in some
countries, compared with more moderate
overall picture. The growth rate of consumer
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credit continued on a modest upward trend until
July 2005, with the stock of consumer loans and
other credit as a proportion of total household
loans standing at 13.5%. Intense competition
among banks has contributed to a slight net
easing of banks’ credit standards for consumer
credit, although this has been recently
mitigated by an increased perception of risk on
demanded collateral and on consumer
creditworthiness.  Since  households in
financial distress tend to default on consumer
credit before defaulting on mortgages, payment
arrears are more likely to show up first in the
former category of loans. However, there are
currently no indications of a systemic increase
in payment disturbances and worsening
consumer credit quality in the euro area.

Corporate sector credit risks have eased

The information that has become available
since the June 2005 FSR suggests that the
quality of euro area banks’ corporate loan
portfolios may have started to improve. The
main factors underlying this were the strength
of corporate profitability coupled with
favourable financing conditions. Banking
sectors in most countries seem to have
benefited from a benign credit environment,
although marked differences across countries
still continue to exist. In the foreseeable future,
downside risks to corporate credit quality may
arise from a slower than expected economic
recovery in some Member States owing to weak
domestic demand and persistently high oil
prices, or from a possible turnaround in the
credit cycle.

The possibility that sluggish corporate credit
demand could hurt banks’ profitability seems
to have gradually eased in the euro area
Member States. Supporting this assessment,
bank lending to non-financial corporations
picked up considerably in several countries
between mid-2004 and mid-2005. The annual
growth of short-term MFI loans to non-
financial corporations has reached its highest
rate since late 2001 (see Chart S30). Increasing
financing needs for inventories, working
capital and M&A activity as well as for

ECB
Financial Stability Review
December 2005

Chart 4.6 Annual growth of euro area MFI
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2005

leveraged buyout activity may have
contributed to accelerating credit growth. To
this end, syndicated lending activity in the
euro area has increased, also reflecting
significant growth in the leveraged segment of
the market. According to market participants,
the activity in syndicated lending is expected
to evolve dynamically (see Box 13). On the
other hand, weak fixed investment activity
and the increased availability of internal
funding sources owing to improved corporate
profitability continued to have a dampening
effect on corporate credit demand.

As evidence that supply-side factors might
have also played arole in stronger loan growth,
banks continued to ease their credit standards
for loans to enterprises in the first half of 2005,
and only slightly tightened their credit
standards in the third quarter (see Chart 4.6).
The October ECB Bank Lending Survey (see
Box 11) indicates that for the banks in the euro
area, the relaxation of credit standards has
mainly reflected intensified competition, while
it is probably too soon to tell whether the
change in the third quarter constitutes a
turnaround in the easing cycle. This change
may in fact at least partly reflect a strong
increase in perceived loan demand, which has



allowed banks to attract borrowers without
having to ease credit standards. Additional
information on the lending conditions to the
corporate sector can be gathered from recent
developments in the syndicated lending
business. There, margins on leveraged loans
might not be appropriately differentiating
across the risk profile of EU borrowers, thus
creating concerns about possible ongoing
mispricing (see Box 13). In the event of slower
than expected economic growth, it cannot be
excluded that the loosening of credit standards,
combined with the low level of provisioning in
several countries, could leave some banks with
a rather thin cushion against deteriorating
credit quality, especially for those banks with
lower than average profitability results.

Compared with the assessment in the June 2005
FSR, there are indications that risk perceptions
of banks concerning SMEs might have started
to improve in some countries. Country-level
information suggests that the increase in the
number of corporate insolvencies, which has
been mainly driven by developments in the
SME sector, may have slowed down in the euro
area as a whole and even decreased in some
countries in the first half of 2005. This positive
development, however, should be treated with
caution as in those countries where the number
ofinsolvencies fell, the decline took place from
historically high levels.

Banks in the euro area have reported that the
recent easing of credit standards was also
extended to SMEs, suggesting an increased
willingness on the part of banks to lend to
smaller companies. Notwithstanding the
tentative evidence on the improved risk
perception of banks concerning SMEs in some
euro area countries, the loosening of credit
standards might also have reflected a decrease
in banks’ risk aversion in an environment of
narrow interest margins. Developments in the
pricing of small loans by banks were mixed in
the first eight months of 2005. While lending
margins declined in the first couple of months
of the year, they have since widened in the
second quarter of 2005 to stabilise in July and
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August 2005 at levels recorded at the end of
2004 (see Chart S67). In sum, the development
of margins suggests that banks’ perception of
SMEs’ credit risk fluctuated throughout the
first eight months of 2005.

Notwithstanding accelerating credit growth to
non-financial corporations since mid-2004,
euro area banks’ aggregate exposures at risk
are likely to have declined across most
industries owing to a continued decline in the
median EDFs (see Chart 4.7). Lending to those
sub-sectors which are vulnerable to further
increases in oil prices is, however, still
perceived as relatively risky, and could result
in higher credit losses for banks with sizeable
exposures to these industries.

Regarding banks’ exposure to the commercial
real estate sector, significant differences
continue to exist across euro area countries.
On many occasions, loans related to the
commercial real estate sector do not account
for a significant part of the loan portfolio. On
the other hand, experiences of those countries
where banks have sizeable exposures have
been diverse over the past year. In at least one
large country, falling rents and commercial real
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estate prices continue to pose risks for credits
extended by banks to this sub-sector. In some
countries, banks have reported that risk
perceptions may have improved somewhat
owing to a recovery in rental growth or
relatively high pre-sale rates for offices.

Finally, developments in the market indicators
of corporate credit risk have been mixed since
the publication of the June 2005 FSR. After a
tightening in early 2005, spreads on bonds
issued by euro area non-financial corporations
rose sharply in April and May, triggered by the

credit event affecting the US automobile
manufacturers. Corporate bond spreads have
moderated somewhat since then, but remain
slightly higher than in early 2005. EDFs of
large euro area firms continued to decline in the
first three months of the year, although this
improvement appears to have stopped in the
second quarter. Overall, there are as yet no
indications that the recent fluctuation in
corporate bond spreads reflects a permanent
worsening in perceptions of corporate credit
risk on the part of market participants.

ECB

THE SYNDICATED LOAN MARKET IN THE EURO AREA MATURES INTO A DISTINCT ASSET CLASS

The global syndicated loan market has grown significantly over the last decade, with the total
amount of gross issuance more than tripling between 1994 and 2004 (see Chart B13.1). The
share of euro area borrowing rose from close to negligible levels just a few years earlier to
reach 25% of global lending in 2005 (from January to October).

On the primary syndicated loan market — where loans are originated — loans can be broadly
distinguished into investment-grade and leveraged according to the credit quality of the
borrower. Spreads on investment-grade loans — which still account for the largest share of
gross signings —are at record lows, reflecting high levels of liquidity and strong competition at
this end of the rating scale (see Chart B13.2). Under these circumstances, conditions for
borrowers have improved: maturities of extended loans have increased from 4.1 years in 1999
to over 6 years in 2004, and a less frequent use of covenants was reported. At the same time, the

Chart B13.2 Euro area investment and
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pressure, and pricing in the euro area may not
reflect credit risk differentials, at least when
compared to similarly rated credit in the US. The broadening of the investor base in the
leveraged loan market — which now includes insurance corporations, hedge funds and
specialised CDO managers — has promoted product innovations which have in turn led to the
emergence of new structured loan tranches with various levels of subordination, such as second
lien loans! or payment-in-kind (PIK) instruments.?

Source: Loan Market Association.

The growth of the European secondary market, where syndicated loans are traded, reflects the
broadening of the investor base, and was supported by more uniform market practices and
standardised documentation produced by the Loan Market Association; however, at around 6%
of the primary market, it remains still small. The secondary market is differentiated into par/
near par, leveraged and distressed segments depending on the price to par at which the loan is
traded. The secondary leveraged trading volume, non-existent at the launch of the euro, has
since rapidly developed into the most important secondary market segment, accounting for
about 50% of the trading in the first half of 2005 (see Chart B13.3).

Three recent developments in the leveraged loan market provide a further indication of the
establishment of the syndicated loan market as a distinct asset class. Firstly, syndicated loans are
increasingly assigned ratings by the rating agencies, and a new set of recovery ratings (estimating
the likely recovery of the principal in the event of default) has been introduced. Secondly, the first
index for leveraged loans that provides a benchmark against which investors can assess the
performance of their investments was launched?®, and is likely to enhance transparency and
liquidity in the market still further. Thirdly, the arrival of CDS referencing European leveraged
loans may attract additional investors as it will enable them to manage actively their exposure.

These developments, coupled with considerable growth in both the primary and the secondary
market as well as significant changes in the product structure, have contributed to turn

—

Second lien loans are usually secured by a second-ranking charge on assets backing senior secured debt, and are typically
subordinated in their rights to receive principal and interest payments from the borrower to the rights of the holders of senior
secured debt.

PIK instruments pay interest in the form of additional loans (or bonds) instead of cash, thereby increasing the principal, and are
classified as first-loss tranche but with preference in liquidation to equity securities.

In November 2004 Standard & Poor’s launched the European Leveraged Loan Index (ELLI), tracking back to December 2002.
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leveraged loans into a debt product that allows financial market participants to tailor their
credit risk exposures. However, although these developments are indeed contributing to
ensuring a better allocation of risks in financial markets, they may also give rise to concerns on
financial stability grounds since, according to some market participants, credit risk may not be
adequately reflected in the pricing, which is evident in the small or non-existent differences in
prices for different layers of credit quality. At present, pricing is mainly driven by strong
competition in the primary market and reflects to a lesser extent credit risk differentials.
Pricing conditions that may currently appear to be appropriate could prove inadequate in the
case of a turn in the credit cycle. A rise in global interest rates and an increase in market
volatility, coupled with a significant increase in corporate sector leverage, may well contribute
to such a turn. An improvement in the pricing of syndicated credits is however on the horizon.
The recent launch of an official index for leveraged loans is expected to lead to better credit
differentiation in the pricing. Furthermore, the impact of Basel II may lessen the prevailing
importance of the current supply-demand dynamics and could also promote more efficient loan
pricing with differentiation according to the risk profile of the borrowers.

MARKET-RELATED RISKS VaR values remain low relative to banks’ capital
or income.

Interest rate risks not materially changed

Banks are exposed to interest rate risks either
directly, via interest rate-sensitive positions in
their trading and banking books, or indirectly
through credit risk. Interest rate risk scenarios
may include, on one hand, a sudden upturn in
long-term interest rates or, on the other hand,
a protracted low interest rate environment
associated with a flattening of the yield curve. It
should be emphasised, however, that while the
gradual increase of long-term interest rates
remains the main scenario, a more protracted
period of low long-term yields cannot be
excluded. Such a scenario would imply risks to
banks mainly due to reduced earnings from the
core maturity transformation business.

The relative size of capital requirements
provides estimates for banks’ direct exposures to
interest rate risk. Information available on
interest rate VaR for a sample of 15 large euro
area banks indicates that several large banks
increased their exposure to interest rate risk in
2004, whereas others reduced their exposure to a
significant extent (see Chart 4.8). Based on
country-level information and financial results
of large banks, some banks might have further
increased their risk-taking in the first half of
2005. It is important to stress, however, that the
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Interest-sensitive positions in the banking
book are another source of potential direct
losses stemming from adverse changes in
interest rates. However, given the lack of
harmonised information across both banks and
Member States, it is difficult to gauge the
relative importance of this type of risk
exposure across the euro area banking sector. It
can, nevertheless, be expected that banks in
countries where fixed income portfolios

Chart 4.8 Interest rate VaR for selected

large euro area banks

(2003 - 2004, % of Tier 1 capital)

2003

wmmm 2004
1.8 1.8
1.6 1.6
1.4 1.4
12 12
1.0 (il 1.0
0.8 (Ml | | 0.8
0.6 (Ml--Hl-ml 0.6
o4 - H-H- - I a—- 0.4
(WA (B8 (B8 (R ||ER | &% ||RS (&% |[E |[BN (5= &8 RE 0.2
00 Iﬁﬁlﬁllﬁlﬁﬂﬂﬂﬁ“ﬁ 0.0

bank bank bank bank bank bank bank bank bank bank bank bank bank bank bank
1 2 3 4 5 6 7 8 9 10 11 12 13 14 15

Source: Financial disclosures of banks.



account for a significant part of the banking
book may be particularly vulnerable to interest
rate increases.

The indirect effects of potential interest rate
increases that could materialise via credit risk
may be more important for banks than the risk
of direct losses.” In this context, the risk of
increased correlation between interest rates
and credit risk may also be considered as an
important source of risk for banks. A possible
sudden widening of credit spreads triggered by
an increase in risk aversion or a significant
negative credit event could affect banks
through arise in credit risk in relation to certain
asset classes (such as corporate and emerging
market-related loans), as well as through an
increase in trading book losses.

To conclude, there are some indications that
banks may have increased their trading book-
related exposures over the past year, although
the relative size of these exposures appears to
have remained modest. Nevertheless, indirect
effects implied by certain interest rate risk
scenarios may be more significant, although on
different time horizons.

In the short term, an unanticipated large increase
in long-term interest rates could have a
considerable short-term impact on banks’
profitability by prompting a deterioration in
credit quality and lower credit demand. To
maintain profitability, these losses would have
to be balanced by increased income from
maturity transformation on new loan businesses.

A prolonged period of low long-term interest
rates, on the other hand, would have a negative
impact on banks’ net interest income and could
encourage banks to seek revenues from riskier
activities such as lending to emerging markets.
Moreover, the low interest rate environment
could contribute to a further build-up of
financial imbalances, for example through a
rise in private sector indebtedness, which may
have an impact on banks’ credit risk, but with a
significant time-lag.

Direct exchange rate exposures

remain contained

Banks’ foreign exchange rate exposures can be
classified into two types: direct and indirect.
Country-level information available for the
first half of 2005 suggests that no significant
change in the direct exposure of banks to
exchange rate risk has taken place. Banks’ open
foreign exchange positions have in general
remained low, both in absolute terms and as a
share of regulatory own funds. Consolidated
data for 2004 show that the share of euro area
banks’ trading book own funds requirements
for foreign exchange risk remained broadly
unchanged from 2003 (see Table S8). These
exposures are generally lower than the
requirements for debt or equity instruments.

Moreover, there is little evidence of currency
mismatches between the asset and liability
sides of banks’ balance sheets on an overall
basis. Nevertheless, some risks may exist for
banks with branches or subsidiaries in faster
growing retail markets. These institutions may
be exposed to currency risk via unhedged
currency mismatches as well as to the
translation of currency changes on the balance
sheets of subsidiaries recorded in other
currencies than their domestic currency.

Banks can also be indirectly exposed to
foreign exchange risk through changes in
the competitiveness of non-financial firms
or defaults of loans denominated in foreign
currencies. The former type of indirect effects
would have an impact not only on banks with
open positions in foreign currencies, but in
general on all banks whose borrowers’ credit
quality could suffer because of a loss of
competitiveness. The latter type of indirect
effects could materialise via repayment
difficulties triggered by adverse -currency
movements in those countries where substantial
lending in foreign currencies, both to
households and corporates, has been encouraged
by favourable interest rate differentials. So far
there has been little sign that the fluctuations in

7 See ECB (2005), Financial Stability Review, June, Box 12.
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the euro exchange rates have translated into
balance sheet problems for firms. However, it is
possible that large exchange rate movements
related to a correction in global imbalances and
the associated adjustments in consumption in
deficit countries could pose problems for euro
area banks.

Equity market exposures increased
Consolidated data for 2004 show that the
expansion of trading activity contributed to a
slight increase in euro area banks’ exposures to
equity market risk as measured by the increase
in the share of the banks’ trading book own
funds requirements for this risk category (see
Table S8).

Since the publication of the June 2005 FSR,
banks’ income is likely to have increased both
in terms of fees and commissions and in terms
of trading activity, given that equity markets in
almost all euro area countries recorded further
gains between June and early November 2005.
In some cases these revenue sources could have
more than offset lower income from the core
maturity transformation business.

Chart 4.9 Distribution of hedge fund

returns

Exposures to hedge funds warrant monitoring
Since early 2003, inflows into hedge funds
have grown at a brisk pace. This development
continued throughout 2004 and into the first
half of 2005, although with some moderation
in the second quarter of 2005 due to poorer
hedge fund return performance. In particular,
certain credit strategies suffered in March-
April 2005, owing to market developments
associated with the downgrades of GM and
Ford to sub-investment-grade (see Chart 4.9).
As aresult, some banks may have faced higher
risks on their trading and lending exposures to
hedge funds during this period.

Banks’ agreements with hedge funds usually
include triggers of net asset value (NAV)
decline, which when breached would allow
banks to terminate all transactions and seize the
collateral held. NAV can fall for two main
reasons: negative performance, or investor
redemptions. Commonly, 15-20%, 25-30% and
35-45% thresholds are applied for NAV
declines during one, three and 12 months
respectively on a rolling basis. In the first half
of 2005, the share of hedge funds breaching

Chart 4.10 Share of hedge funds breaching
triggers of net asset value (NAV) decline

(Jan. 2004 - June 2005, %, net of all fees)

% of capital by return

ranges, right-hand scale

mmmm  median - 25th percentile
mmmn - 25th - 10th percentile
=== 10th percentile - minimum

Distribution of returns,
left-hand scale

= median

25th percentile

= = = 10th percentile

.....

60
| | | | | |
At
A - | *

o

2

0\ A/.‘ ----- /.°
L~ o0 P gt eN ot NY .

. % a Cel,et o™ P PO A o o

2 e et el

R A R

6 ‘e "

&

Sources: Lipper TASS database and ECB calculations.
Note: Excluding funds of hedge funds.

(Jan. 1994 - June 2005, % of total NAV)

= -40% on a rolling 12-month basis
ww - -25% on a rolling 3-month basis
=== -15% on a monthly basis
25 25
20 20
15 15
! I
10| l \ - 10
I {t h j’. W 0
nhlmn lmll Ml i x:' | ]ll hl-sl'ﬁd “m ll ll;h“ ml“ l’ uam. ki i 0

1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

Sources: Lipper TASS database and ECB calculations.

Note: Excluding funds of hedge funds. NAV is equivalent to
capital under management, i.e. its declines include
redemptions. If several assumed NAV decline triggers were
breached, then the fund in question was included into only
one group with the shortest rolling period.

ECB
Financial Stability Review
I8 December 2005



assumed triggers was higher than in 2004 (see
Chart 4.10). Barring weak performance or
higher levels of investor withdrawals, this fact
could also indirectly signal a more active use of
leverage among hedge funds globally.

An additional issue is the potential operational
risk related to the increased involvement of
hedge funds in the markets of complex
structured credit products. The tendency of
hedge funds to take a more short-term view on
these products, as opposed to traditional
investors who often hold the instruments to
maturity, has increased the number of settlement
procedures required to verify the holder of the
asset after a trade has taken place. It cannot
be excluded that in more stressed market
conditions, when a large number of investors
may be willing to exit similar trading positions

simultaneously, accumulated settlement backlogs
could worsen the distortions to the functioning
of the markets that are generated by an
unwinding of “crowded trades”.

For banks, the greatest challenge remains the
interaction of market, credit and illiquidity
risks when larger price movements or
unexpected changes in correlations force hedge
funds to liquidate their leveraged and possibly
undiversified positions. In such cases,
leveraged market risk faced by hedge funds
leads to credit risk for banks, which could be
further exacerbated by the drying up of
liquidity in affected markets. Moreover, the so-
called crowding of hedge fund trades could
further magnify the risks for banks, especially
if banks’ proprietary trading desks use similar
hedge fund-like strategies (see Box 14).

Il THE EURO AREA
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LARGE EU BANKS’ EXPOSURES TO HEDGE FUNDS

Over the last couple of years, the hedge fund industry has expanded rapidly. Because of the
important role that hedge funds play as participants in financial markets and as counterparties
to financial institutions, especially banks, it has become increasingly important to monitor
their activities and to assess the implications for financial stability. Against this backdrop, the
ESCB Banking Supervision Committee decided to investigate the links between EU banks and
hedge funds. This Box reports on the main findings of this survey.!

The survey excluded subsidiaries and branches of non-EU banks, some of which, primarily US
ones, were leading global financing and trading counterparties of hedge funds. More than 40
EU banks from 14 countries provided qualitative comments and sometimes quantitative data
on their connections with hedge funds. Based on the provided coverage information, 35
surveyed large banks (including 11 smaller banks with mainly investment exposures) as a
group constituted around 1%, 55% and 38% of respectively the total number, consolidated
assets and Tier 1 capital of all eligible banking groups in these countries. Some quantitative
data was supplied by 22 large banks from seven EU Member States.

Regarding banks’ financing exposures, at the end of 2004, for the 14 large banks from six
countries (AT, DE, ES, FR, NL and SE), the absolute amount of cash lending to hedge funds
collateralised with securities (e.g. via reverse repurchase agreements) totalled almost €100
billion, and large banks from two countries clearly dominated in the sample (see Chart B14.1).
For the smaller sample of five banks from four countries, which also provided 2003 data,
lending increased 1.5 times in 2004. In general, banks extended either no or only negligible

1 ECB (2005), Large EU banks’ exposures to hedge funds, November.
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Chart BI14.1 Cash lending to hedge funds Chart BI14.2 Investments in hedge funds
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amounts of unsecured lending, and many banks had policies completely forbidding unsecured
credit exposures to hedge funds. A number of banks indicated that lending spreads had declined
over 2004, especially for lending to larger hedge funds, as competition in this segment was the
most intense.

In many EU Member States investments in (funds of) hedge funds were the major and
sometimes the only form of direct links with the hedge fund industry. Banks saw such
investments as a way of gaining attractive risk-adjusted returns and improving the
diversification of their investment portfolios. At the end of 2004, the total amount of
investments in hedge funds by 16 large banks from six countries (AT, DE, ES, FR, NL and SE)
exceeded €9.4 billion, although most of these investments were made by large banks in two
countries (see Chart B14.2). In 2004, total investments by the smaller sample of five banks
from four countries that also provided 2003 data increased by 52%, and allocations to
unconnected hedge funds grew more rapidly.

Regarding trading exposures, for five large banks from three countries (DE, FR and SE) the
estimated gross market value of OTC contracts outstanding with hedge funds in derivatives
made up 2.7 % of all outstanding banks’ OTC contracts in derivatives at the end 0f 2004. In the
case of OTC interest rate derivatives, the share was 2.4%. Based on banks’ comments and some
quantitative evidence, it seems as if hedge funds were not key banks’ counterparties in credit
risk transfer markets and probably, on aggregate, were net credit protection buyers from banks.

Finally, on banks’ income exposures, according to the quantitative data from nine large banks
from four countries (AT, FR, NL and SE), banks earned nearly €0.8 billion from hedge funds in
2004. However, the share of net income derived from hedge funds was not high in relation to
total net income and its sub-components, although proportions were higher for net trading
commissions (see Chart B14.3). Across countries, net trading commissions made up the largest
share of total net income derived from hedge funds. Moreover, for the smaller sample of four
banks from three EU Member States that also provided 2003 data, the growth of total net
income and its sub-components derived from hedge funds was much faster than the net income
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Chart B14.3 Share of net income derived Chart BI14.4 Scope of stress testing
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growth from all activities in 2004. This positive contribution may further intensify banks’
efforts to foster hedge fund-related business and to attract more hedge fund clients, most likely
putting further pressure on applied price and non-price credit terms.

With respect to risk management practices, most banks that extensively dealt with hedge funds
had specific guidelines for this interaction as well as advanced risk management systems, or
were in the process of further enhancing them. Surveyed banks generally had stringent
requirements for exposures to hedge funds, with a strong emphasis on collateralisation.
Nearly all cash-lending exposures to hedge funds were collateralised. Moreover, many banks
with higher financing and trading exposures used sophisticated potential future credit
exposure (PFE) measures to calibrate the expected downside risks of their hedge fund
exposures that arise from the interaction of market, credit and illiquidity risks. Most banks also
reported that they used stress tests to evaluate the potential effects of volatile or illiquid
markets on their exposures. Regarding recent developments, banks did not see any systematic
increase in risk-taking, as leverage levels across hedge fund clients seemed to be moderate and
lower than in 1998, even though funds of hedge funds were reported to be increasing leverage.
It has to be noted, however, that banks generally did not have any information on off-balance
sheet leverage arising from trading in derivatives.

The survey also highlighted several areas with scope for further improvement that could
become a cause of concern, particularly if the current rather benign market conditions were to
change abruptly. These are:

(1)  counterparty discipline, as applied by banks, was found to be under pressure owing to
highly competitive market conditions. Hedge funds, particularly the larger ones, were
successful in negotiating less rigorous credit terms, including, for example, lower
lending spreads, higher NAV decline triggers or trading on variation margin only;

ECB

Financial Stability Review
December 2005

Il THE EURO AREA
FINANCIAL
SYSTEM




100

(i1) most stress tests applied by banks, particularly the regular ones, included only historical
scenarios and often were applied to individual hedge funds only (see Chart B14.4). In
addition, the stress testing of collateral was less common and offers further scope for
improvement;

(iii) aggregation by banks of their exposures to hedge funds across the entire financial group

and/or different business areas/geographical regions was sometimes seen as problematic;

(iv) hedge fund disclosures and information on leverage were, despite some progress, lagged

and not always adequate. In many cases hedge funds still provided banks with relatively

crude measures of leverage, although an increasing number of hedge funds were
supplying more advanced risk-based measures of leverage;

(v) banks’ descriptions of their risk management practices also raised questions whether

banks were sufficiently taking into account and/or had enough timely information on the

whole portfolio structure of hedge funds, particularly on the larger ones with financing
and trading relationships with several counterparties.

All in all, direct exposures to hedge funds of the large EU banks surveyed varied across
countries and generally were not substantial in relation to banks’ balance sheets and total
revenue. However, even the limited data provided indicated that exposures were growing
rapidly, although in most EU Member States these have remained negligible and/or mainly in
the form of investments. It is very likely that the absolute and relative size of exposures to
hedge funds will increase further in line with the continuing expansion of the whole hedge fund
industry, and in particular its European segment. Most of the recommendations that were raised
after the near-default of LTCM remain relevant, and banks should further continue to
strengthen the risk management of their exposures to hedge funds. Moreover, banks should
resist market pressures to lower credit standards applied and should continue to insist on more
transparency from hedge funds.

Emerging market exposures increased further
As discussed in detail in sub-section 1.1,
against a background of increasing commodity
prices and a low interest rate environment, the
economic performance in many emerging
markets was rather favourable in the first half
of 2005. Consequently, available data suggest
that euro area banks further increased their
exposures to these countries (see Charts S59
and S60 and Table S4).

Banks have particularly increased their already
large exposures to Latin American countries
where most large economies, with the
exception of Argentina, have seen further
inflows. Exposures have risen particularly
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strongly in Mexico and in Brazil, owing to the
rather benign economic performance of these
two countries which could have eased earlier
concerns about risks arising from investments
in the local bond markets. Completed
negotiations on the restructuring of the
defaulted debt in Argentina could have
mitigated one source of uncertainty in the
market. Nonetheless, international investors,
including some euro area banks, were forced to
accept a significant discount on their claims on
debt issued by the Republic of Argentina.

Exposures of euro area banks to selected
markets in Asia also either stabilised or
increased further.



4.3 SHOCK ABSORPTION CAPACITY OF THE
BANKING SECTOR ON THE BASIS OF
MARKET INDICATORS

MARKET INDICTORS CONTINUE TO SUGGEST A
POSITIVE SHORT-TERM OUTLOOK

Throughout much of 2004 and 2005, financial
market indicators suggested that market
participants were still optimistic and confident
about the robustness of euro area banks and the
banking industry’s future earnings prospects.
Therefore, for the time being, the markets seem
rather convinced that the euro area banks’ shock
absorption capacity remains comfortable,
despite the continued decline in loan loss
provisioning reported in 2004.

The ratio of banks’ share prices relative to the
general stock market index rose overall
between late 2003 and 2005, reaching new
heights in early November after a temporary
decline in the second quarter of 2005. Despite a
slight decrease of late, the bank stock market
index remains well above the market index
(see Chart 4.11). This suggests that market

Chart 4.11 Ratio of the Dow Jones EURO

STOXX bank index to the overall market
index for the euro area
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participants may have become more optimistic
about the future earnings prospects of banks,
and/or that they perceived the risks facing the
banking industry to have declined. On the
performance side, euro area banks’
profitability improved significantly in 2004
and in the first half of 2005 (see also sub-
section 4.1), creating expectations of further
growth. On the vulnerabilities side, euro area
banks’ credit risk outlook also has tentatively
improved (see sub-section 4.2). In particular,
the substantial reduction in the number of
corporate sector defaults and non-performing
loans is legitimising market participants’
rather benign perception of the risks lying
ahead.

Despite the generally favourable developments
at the level of the euro area banks’ stock index,
uncertainty — as captured by increased standard
deviation of the RND function derived from
options prices — has increased since the first
quarter of 2005 (see Chart 4.12). This could
reflect uncertainty regarding the general
macroeconomic and financial environment,

Chart 4.12 Risk-neutral probability density
function on the Dow Jones EURO STOXX bank
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Note: The methodology for estimating the risk-neutral
probability density functions is explained in Box 13 of the
June 2005 FSR. The full range of strike prices needed to
calculate the function can generate a measure of standard
deviation that can from time to time slightly deviate from the
index implied volatility figures that are also provided by
Bloomberg and reported in Charts S66 and B15.1.
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and the potential impact on banks’ future
profitability. Nevertheless, possibly reflecting
a series of positive financial results by several
large banks published in late October and in
early November, the function remained skewed
to the right, suggesting that market participants
continued to assign a higher probability to
near-term increases rather than to decreases in
the stock index.

Supporting the hypothesis of positive future
earnings prospects, in the third quarter of 2005
the earnings-per-share forecasts for large
banks in the euro area showed a continued very
positive outlook. (see Chart 4.13).

The fact that the euro area banks’ earnings
grew rather steadily in 2004 and until
early November 2005, while stock prices
temporarily dropped in the second quarter, is
reflected by the V-shaped development in the
price-earnings ratio (see Chart S65). Growth in
banks’ earnings in this period was still mainly
driven by improvements in cost efficiency,
lower provisions for loan losses, and a
further increase in lending to households, as
highlighted in sub-section 4.1.

Turning to market-based assessments of the
resilience of the euro area banking sector, the
median distance-to-default (DD) for the set of
large euro area banks fluctuated throughout the
first ten months of 2005 between very
comfortable levels (see Chart S62).% For banks
in the lowest percentile, there was a notable
improvement in the DD in early 2005, followed
by a drop in the second quarter. The temporary
increase in default risks most likely reflected
the turbulence in credit markets caused by the
GM/Ford downgrades in April 2005. Overall,
the behaviour of this indicator is in line with the
improvement in euro area banks’ performance
and the overall balance of risks facing the
banking sector discussed in the other parts of
this Review. According to this information, the
euro area banking sector would, therefore, be in
a comfortable position to honour its debt
obligations, and continues to move away from
the possibility of future financial distress.
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Chart 4.13 Large euro area banks’ earnings
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CDS spreads on the debt of euro area financial
institutions steadily declined for most of 2004.
However, these spreads widened in the second
quarter of 2005 (see Chart 4.14), with this
deterioration apparently being driven by the
two large corporate downgrades. Investors’
concerns about possible exposures of large
euro area banks to the troubled automobile
sector proved to be limited, although by no
means negligible, as witnessed by the widening
of euro areca banks’ subordinated debt spreads
to over 50 basis points. These spreads
subsequently reverted back towards the low
levels seen at the beginning of 2005.

Spreads in the offers to buy and sell protection
on European non-financial institutions’ debt
suffered a similar widening in the second
quarter. Although the widening of these
spreads was also rather short-lived, spreads
resumed at levels slightly higher than those
seen in the first quarter of 2005. Throughout
2004 and 2005 spreads on both senior and
subordinated debt issued by financial
institutions remained systematically lower
than spreads on non-financial institutions’
debt, which reflects confidence among

8 The DD measures the distance between the market value of a
firm’s (a bank’s) assets and the point at which it is insolvent. For
more details, see ECB (2005), Financial Stability Review, June,
Box 14.
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However, while the market indicators analysed SYSTEM

in this section necessarily focus on the most
likely outcome, risk assessment can provide
some hints about the distribution of risks
around this baseline scenario. On the negative
side, there is uncertainty regarding the near-

Chart 4.14 European financial and non-

financial institutions’ credit default swaps

(May. 2002 - Nov. 2005, basis points, five-year maturity)
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credit conditions deteriorate more markedly.
On the positive side, high levels of profitability
could have increased banks’ resilience in the
short term. In addition, banks in the euro area
have improved their risk management, which is
likely, at least partially, to shelter them from
severe losses in the event of worsening credit
quality.
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Source: JP Morgan Chase and Co.

Note: European financial institutions and non-financial
institutions correspond to JP Morgan Chase & Co.

definitions.

investors regarding the resilience and
robustness of the euro area financial sector.

A comparison between the message that

emerges from the forward-looking financial
market indicators, on one hand, and the view
that is provided by the assessment of risks in
the previous sub-section, on the other hand,
points towards a common baseline scenario of
continuing euro area banking sector stability.

Finally, looking at the developments in the
volatility of euro area banks’ stock prices, this
positive assessment could extend to the
markets’ current perception regarding the risk
of a cascading failure in the euro area banking
system (see Box 15).

A DECOMPOSITION OF EURO AREA BANK STOCK VOLATILITY

Since the recovery of the euro area stock markets started in March 2003, the Dow Jones EURO
STOXX banking sector index has performed strongly, increasing by roughly 80% up to
November 2005." Moreover, the upturn in euro area bank’s stock prices has been accompanied
by a declining trend in various measures of stock market uncertainty. In this respect, both
realised volatility and forward-looking measures such as implied volatility on options of
the bank index have declined in tandem to relatively low levels by historical standards (see
Chart B15.1). This development of lowered uncertainty would imply that the risks facing the
European banking sector are currently assessed as rather benign. By using data on individual
bank stocks, this Box decomposes the decline in overall bank index volatility into two separate
parts: the first measuring the contribution from single stock variances; and the second
reflecting the covariation between stocks making up the index. Given that the degree of

1 The Dow Jones EURO STOXX 50 has increased by slightly less than 50% over the same time period.
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covariation among individual banks’ stock returns is important for assessing the risk of
common vulnerability to similar shocks, and that this covariation from time to time may be
dominated by some subset of banks (possibly changing over time), this decomposition may
also provide some tentative hints about changes in the “systemic risk” embedded in financial
market prices.’

In order to extract time-varying measures of the volatility of individual stocks and the
correlation structure between them, a multivariate GARCH model of daily returns for 38 banks
included in the Dow Jones EURO STOXX banking sector index is employed.? These estimates
are then used — together with the individual weights of the banks represented in the index — to
decompose the overall index volatility into both the individual variance part and the covariance
part. The standard expression describing the variance of a portfolio of assets is used for the
decomposition:

n n
2
O portiolio — ZZ\Nino-ij , (1)

i=1j=1

where 6°p,,,;, 18 the total variance of the portfolio and w, represents the weight of the i:th
individual stock. Chart B15.1 shows an annualised version of the calculated portfolio volatility
together with the evolution of the implied volatility for the banking index and the realised
index volatility. Given the rather small and unsystematic difference between the three
volatility measures, the multivariate volatility model that underlies variance expression (1)
may be regarded as providing a fairly sound illustration of volatility developments over the
sample under consideration.*

One simple way of gauging information regarding euro area banking sector risk is to consider
the evolution of components of expression (1), which sums elements of the co-movement
between stocks. For the purposes of financial stability analysis, risk assessment typically
depends on these covariance patterns, even if overall volatility is low. However, not all banks
represented in the index are necessarily equally important in terms of their contribution to the
total covariance component. Taking this consideration into account, the variance
decomposition proposed here might shed some light on the impact of some subset of banks on
total volatility.

The analysis shows that the contribution from the covariance part in (1) has remained more or
less unchanged over the last few years for the index in total, fluctuating at around 85% of total
portfolio variance.’ The stable evolution of this proportion confirms that the recent decline in
the volatility of the banking index has been driven by a reduction in the covariation between
individual bank stocks.

S}

Bank stocks are assumed to be efficiently priced in that they reflect all publicly available information, both in terms of individual
banks’ balance sheet risks and the relationships between different banks’ risks.

Ten banks, accounting for less than 9% of the total bank index, have been excluded from the calculations owing to data limitations.
Data from 1 June 2000 to 1 November 2005 have been used to estimate a Dynamic Conditional Correlation model with GARCH(1,1)
margins. See R. Engle (2002), “Dynamic Conditional Correlation — A Simple Class of Multivariate Generalized Autoregressive
Conditional Hetroskedasticity Models”, Journal of Business and Economic Statistics, Vol. 20, No. 3, July.

4 Comparing realised volatility and volatility measures extracted from options prices may be somewhat misleading, as the former is
backward-looking while the latter is forward-looking. However, as market participants tend to use realised volatility when forming
their expectations about future volatility, the two measures usually exhibit similar movements over time.

This finding is not surprising, given that the bulk of total risk in a diversified portfolio should be made up of the covariance between
the individual stocks.

(%)

w
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Chart B15.1 Realised, implied and model-

based volatility on the Dow Jones EURO
STOXX bank index

Chart B15.2 Covariance contribution of the
ten largest banks included in the Dow Jones
EURO STOXX bank index
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From a financial stability perspective, increased co-movement between large institutions
might be perceived as particularly important. An estimate of the variance contribution from a
subset of the ten banks with the highest weights in the index — comprising about 60% of the
total market capitalisation — shows that the level of co-movement actually declined between
March 2003 and November 2005. Chart B15.2 shows that the contribution from these ten
institutions alone in terms of covariation was reduced by approximately 10% of total
covariance, thereby suggesting a slight reduction in “systemic risk” as measured by this
particular indicator. Thus, the change in the covariance structure among euro area banking
stocks, together with the observed reduction in implied volatility, lends some support to the
view that risks are currently assessed as being manageable for the banking sector as a whole.

THE UPWARD MIGRATION IN CREDIT RATINGS
HAS SLOWED DOWN

The generally positive assessment of the
resilience of the euro area banking sector,
although qualified by downside risks, is
broadly shared by the three major rating
agencies, which report that the average credit
quality of EU (debt) issuers improved further in
2004 and in the first two quarters of 2005,
albeit at a decelerating rate. However, for the
set of western European banks, Moody’s
reports a significant decrease in the upgrade-
to-downgrade ratio from 4 in 2004 to 0.5 in the
first half of 2005. This indicates that
throughout the first six months of 2005, the
number of downgrades was twice the number of
upgrades (see Chart 4.15 where the dotted line
denotes the difference between upgrades and
downgrades). Moderate economic growth and

increasing competition were seen as the main
factors behind the slowdown in the upward
migration rate. The still positive assessment of
the credit quality of banks was, on the other
hand, supported by the strength of banks’
earnings growth in 2004 and the first half of
2005, as well as some signs of acceleration in
the pace of cross-border consolidation in the
EU banking sector.

The ratings of the largest euro area banks
remained stable during the second quarter of
2005. However, there seems to remain little
upside potential for the long-term ratings of
these banks, as the majority are now rated in the
“AA” range. Most upgrades affected banks
rated within the “A” to “B+” range, while there
were no upgrades of banks with a rating of “A”
or higher.
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Chart 4.15 Western European banking
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4.4 OVERALL ASSESSMENT

The financial conditions of euro area banks
improved in 2004 and the first half of 2005,
continuing the positive developments recorded
in 2003. Profitability increased for the full
spectrum of banks, including those national
banking sectors that had substantially
underperformed in previous years. This
development was associated with sustained
growth in lending to households, mostly for
housing purposes, and an incipient recovery in
lending to the corporate sector, including to
SMEs. However, banks also experienced
increased competition from their peers in
granting loans, especially to households. This
fact contributed to a continuing decline in the
share of net interest income in total income and
still rather narrow lending margins.

While euro area banks at least partially
continued to exploit the Dbenefits to
profitability that can be reaped from cost-
cutting, their profitability was also affected by
the further decline in provisions. Given the
contemporaneous improvement in asset
quality, however, the coverage ratio has
increased.
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Overall, considering the outlook for euro area
banks in the foreseeable future, broadly
positive short-term indications of banks’
conditions suggest that, notwithstanding some
differences across countries, the euro area
banking sector has benefited from generally
benign credit and liquidity conditions. On the
other hand, the banks in the euro area have
achieved improved financial results in an
environment of sluggish economic growth in
many of the largest Member States. On the
whole, the assessment suggests that the euro
area banking sector is rather robust. However,
from a longer-term perspective, certain
internal and external risks to the banking sector
could emerge.

Concerning internal risks, banks have faced
mounting difficulties in increasing or
maintaining their interest income and interest
rate margins in mature markets, given the low
interest rate environment and strong
competition from their peers to secure
sustained lending growth. As a result, banks
may have started to loosen their credit
standards, possibly increasing their future
exposure to credit risk, or might have begun to
search for alternative, possibly riskier, sources
ofincome. A second internal risk is represented
by the historically very low levels of provisions
at present. Although the coverage ratio has
increased, low levels of provisioning have left
banks exposed to potentially high costs in the
event of a deterioration in credit quality.
Moreover, banks could potentially have
already largely exhausted the boost to
profitability that can be derived from cost-
cutting or cost containment, thus reducing the
number of sources they may resort to in order to
maintain satisfactory profitability levels in the
event of a deterioration in the credit
environment.

The main external risks include increasingly
high oil prices and persistently wide global
imbalances. Although the direct exposures of
euro area banks to these risks are likely to be
limited, the risks posed by exchange rates



could prove to be correlated with the credit
risks of non-financial sectors —especially firms
in the export sector and their suppliers such as
SMEs.

The interest rate risks faced by banks reflect the
somewhat different impact that these external
vulnerabilities could exert, if they were to
materialise. While the main scenario remains
one of gradually increasing long-term interest
rates, the likelihood of protracted low long-
term interest rates and a flat yield curve
environment might have increased, potentially
exposing banks to further difficulties in
generating interest income from their core
business. The current tightness of credit
spreads could represent greater than normal
market risk for banks, and may also have
affected their pricing of risks in the context of
corporate lending. Owing to the incipient
recovery in borrowing from the non-financial
corporate sector, which, per se, is a broadly
positive development for banks’ income
differentiation, banks have also become more
vulnerable to potential mispricing of credit
risk.

Market indicators present a broadly positive
forward-looking assessment of banks’ risk and
profitability outlook. However, most market
indicators tend to focus on the most likely
outcome, whereas an overall risk assessment
should emphasise the most disruptive,
although still plausible, outcome in terms of
distribution of risks around this baseline
scenario. The indicators that capture the
distribution  show  somewhat increased
uncertainty about future developments in
banks’ profits, possibly reflecting uncertainty
regarding the macroeconomic and financial
environment.

All in all, the current financial condition of
euro area banks is broadly satisfactory, and no
specific items can be identified that would
trigger the emergence of the more negative
scenario. However, despite the overall positive
assessment in the near future, the combination of
increased loan growth and lower provisioning
may leave banks more exposed to credit risk and
to a sudden deterioration in the currently benign
credit and liquidity environment.
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5 OTHER EURO AREA FINANCIAL
INSTITUTIONS

Profitability in the euro area insurance industry
improved further in 2004. The strengthening of
financial positions was mainly driven by strong
underwriting  results. Investment income,
however, remained subdued in an environment
of very low interest rates. Capital bases
improved in both the non-life and reinsurance
industries in 2004, whereas solvency positions
in the life insurance industry remained
unchanged. By late 2005, the outlook for the
insurance sector seemed positive, with the risk
facing the industry appearing rather contained.
5.1 FINANCIAL CONDITIONS IN THE
INSURANCE SECTOR'

FURTHER IMPROVEMENT IN PROFITABILITY IN
2004

In the life insurance sector, the average ROE
in 2004 stood at 10.9%, up from 9.9% in 2003
(see Chart 5.1).2 Non-life insurers enjoyed a
significant improvement in profitability, with
ROE reaching 12.2% in 2004, compared with
8.6% in 2003. By contrast, the reinsurance
industry saw a significant decline in profits in
2004 with the average ROE dropping from
14.8% in 2003 t0 9.7% in 2004.

Chart 5.1 Return on equity in the euro area
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