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FOREWORD

Time to kick-start the process of adjustment

Germany is on the brink of far-reaching structural change. Radical reforms are needed to get
the country in shape for the 21st century. The German government’s “Agenda 2010” is a step
in the right direction. But we still lack an overarching strategy which will boost economic

growth and stabilise public finances and the social security system. This would also promote

broader acceptance of the reform process.

There has been a growing impression of late that the appetite for reform is diminishing. This
must not be allowed to happen. Given the high unemployment and mounting pressure of
demographic trends on the social security system, policymakers must now make it their top

priority to put in place measures that will allow Germany to regain its former strength.

Weak growth has also left its mark on the German banking industry. Furthermore, the diffi-
culties in this key sector of the economy are compounded by structural flaws. Recent successes
following considerable efforts by the banks to consolidate, though positive signals, will not
solve the underlying problem: obsolete structures. These are responsible in no small measure
for the low profitability of German banks. They preclude optimum operating sizes and effi-

cient business models. And they prevent market potential from being exploited to the full.
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The high level of state ownership in the German banking industry is an anachronism. In add-
ition, competition is severely restricted by close-knit alliances and the “regional principle”.
Only the withdrawal of the state and privatisation of public-sector banks will ensure that the
German economy is provided with financial services in an efficient and market-driven man-
ner. At present, temporising and gradual change are still the order of the day. Given the pace
of structural transformation in the European and international financial markets, this behav-

iour is having a detrimental effect on the German banks’ competitive position.

If the German economy is to hold its own in the global arena, it needs efficient and competi-
tive banks in its domestic market offering access to all necessary financial services. Germany’s
policymakers should finally kick-start the process of adjustment. Action is also needed from
the German Bundesbank and banking regulators. The phasing out of Anstaltslast and
Gewdhrtrdgerhaftung in July 2005 is an opportunity to begin a radical restructuring of the

German banking landscape. It is in everybody’s interests for this opportunity to be seized.
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President General Manager and
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Francisco Gonzalez Rodriguez
Chairman and CEO BBVA —Madrid

Alessandro Profumo
Chief Executive Officer

UniCredito Italiano S.p.A. —Milano



ASSOCIATION OF GERMAN BANKS

P W N PR

Contents

PROSPECTS FOR THE BANKING INDUSTRY IN GERMANY 7

Introduction 8

Reasons for the decline in bank earnings 9

Viewpoint—Sweden 12

Consolidation of the Swedish banking system

The need for structural reform 22

Challenges confronting the future banking system in Germany 23

Viewpoint-Spain 24

The Spanish banking system in perspective
Which structural characteristics are best suited to requirements? 31

Viewpoint—Italy 34
The new scenario in the Italian banking sector and

the reorganisation of UniCredito Italiano

The banking system of the future 40

The route to an efficient banking market—the political challenges 42

TOWARDS A BANKING SYSTEM FOR THE FUTURE 45

Shaping the international framework 46
A competitive market for financial services in Europe 50
A competitive framework for banks in Germany 56

Sound relations between banks and customers 59



*

*

Prospects for the
banking industry in Germany



PROSPECTS FOR THE BANKING INDUSTRY IN GERMANY

0. Introduction

Germany is currently experiencing a phase
of extensive structural reforms which are de-
signed to lay the economic and policy foun-
dations necessary to meet the challenges of
the 21st century. Large sections of the polit-
ical classes, and of the population as a whole,
have only grudgingly acknowledged the
need for structural changes at a very late
stage. Persistent economic stagnation, the
seemingly inexorable rise in unemployment,
the critical state of the nation’s public fi-
nances, as well as the financial problems be-
setting the social security system have led to
the realisation that Germany’s current eco-
nomic and social problems cannot be solved

by a traditional approach.

The debate over the future of German
banks lags behind this process of dawning
realisation, even though the situation in the
banking industry very closely mirrors and is
intimately linked to developments in the Ger-
man economy as a whole. Just as Germany’s
combination of weak growth and relentlessly
rising unemployment is both a consequence
and symptom of systematic defects, so is the
persistent deterioration in the performance
of financial institutions an indication of struc-
tural failings in the banking market. Similarly,
doubts in the business health and efficiency
of German financial institutions were also
reflected in the short-lived discussion of a
“credit crunch” said to be threatening lending

to German companies.

The earnings position of German finan-
cial institutions throughout the entire bank-
ing industry has deteriorated consistently
over the last 20 years. The return on equity of
banks in Germany fell from around 20% in
1983 to 4.4% in 2002. One of the main rea-
sons for this development has been the de-
cline in net interest income. The net interest
income of financial institutions decreased as
a percentage of the average bank’s balance
sheet total by 1.1 percentage points between
1983 and 2002. This diminishing income has
not been compensated for by other sources

of revenue, such as commission income.

To date financial institutions have re-
sponded to these developments by making
internal, institution-specificadjustments with-
in the framework of existing structures. This
approachis no longer adequate. The deterior-
ation of the banks’ balance sheet structures is
no longer an isolated issue affecting individ-
ual banks or bank groups, and the problems
confronting banks are not transitory difficul-
ties linked solely to a sagging economy but
are the outcome of structural distortions in

the German banking sector.

The structural sources of this problem
also become apparent when one realises that
there is no general tendency towards lower
bank profitability in the international arena.
On the contrary, banks in neighbouring Euro-
pean countries have developed quite differ-
ently and the most important European com-
petitors report much higher earnings and
profit trends than German banks. In its au-

tumn 2003 FSAP Germany report, the Inter-



national Monetary Fund (IMF) accurately
pointed out that the profitability of all bank
groups in Germany is inferior to that of com-
parable groups in other European econ-
omies. The German banking market is clearly
suffering from home-grown structural weak-
nesses which can only be overcome by a pro-
cess of root-and-branch reform on a scale
which reflects the importance of the German

banking sector for the economy as a whole.

After all, the problems associated with
structural change are not restricted to the
banking industry alone. Given the central
role played by banks in national economies
their business performance and stability are
of critical importance for the efficiency of na-
tional financial markets and thus for jobs and
growth. The modernisation of the German
economy must therefore include the creation
in Germany of an efficient, internationally
competitive banking system—a banking sys-
tem which also secures the competitiveness
of Germany as a business location. Which is
why structural changes in the banking sector
should be granted top priority on the polit-

jcal agenda.

0. Reasons for the decline
in bank earnings

a) External influencing factors

The earnings problems encountered by the
German banking industry have two main
sources: a fundamental change in market
conditions over the last 20 years and the

structure of the banking market itself.

The key external influencing factors
include changes in customer behaviour pat-
terns. With the rising tide of affluence invest-
ors are placing much more exacting demands
on their banks. Over the last 50 years, the
population has accumulated financial assets
worth almost four trillion euros. As the value
of assets has grown, so has the rate of return
investors expect to achieve and their interest
in diversifying their investments. As a result,
the structure of current savings has been
fully transformed over this period. Until the
early 1980s, around two-thirds of monetary
wealth accumulated by private households in
Germany was held in the form of bank de-
posits. Today, only about one quarter of new
savings is entrusted to banks. Investments in
insurance policies, investment funds and se-
curities have now come to the fore, with pri-
vate investors increasingly switching to for-

eign currency or other investments abroad.

As a result, banks can no longer count
on a dependable inflow of low-cost deposits
from private households and must increas-
ingly turn to the money and capital markets
for refinancing purposes. And those private

savers who do give their money to the banks

ASSOCIATION OF GERMAN BANKS



PROSPECTS FOR THE BANKING INDUSTRY IN GERMANY

have become much more sensitive to the in-
terest they receive on their savings. Over the
past ten years, for example, the volume of
traditional savings deposits has fallen by 20
billion euros, while special savings vehicles
offering significantly higher interest—such
as bonus-carrying savings deposits—have
grown by more than 230 billion euros. All in
all, the refinancing costs for banks have risen

dramatically.

Structural changes on a similar scale are
also affecting the field of corporate financ-
ing. While the majority of business ventures
are still financed via bank loans, many com-
panies—including small and medium enter-
prises—are increasingly drawing on alterna-
tive sources of finance. As a result, the
number of national and international bonds
issued by German companies has risen by a
factor of thirteen since 1995 alone. Over the
same period of time the foreign liabilities of
German companies have also tripled. The
amounts owed by German companies, either
as bonds payable or loans raised abroad, are
now worth almost 50% of bank loans grant-
ed in Germany itself. The growing signifi-
cance of alternative sources of finance—
combined with the general decline in demand
for bank loans as a result of the economic
slowdown—is also one of the key causes of
the weak development of banks’ lending busi-

ness in Germany in recent years.

The more companies turn to capital
markets or look abroad for finance, the more
In the

“traditional” business banks lose.

course of this development, capital market
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yields on corporate bonds have become one
of the most important yardsticks for the
banks’” own terms. And as capital market-
based customers have become scarcer in
German banks’ lending business, this has led
to a deterioration in the credit ratings of

banks’ loan portfolios.

These developments have also been fos-
tered by the new freedom of movement of
capital, extensive liberalisation of interbank
markets in the industrial countries, progress
in information and communications technol-
ogy, as well as the establishment of the Euro-
pean Economic and Monetary Union. As a
result, internal processes have been ration-
alised, information systems improved, new
products and sales channels developed, and
new markets tapped. Transparency and choice
have also increased for customers, leading in
turn to more intense competition between
banks in Germany and abroad, and between
financial institutions and other financial ser-
vice providers, and even other non-bank

operators.

These developments reflect the increas-
ing “emancipation” of savers and companies,
as well as the growing efficiency of financial
markets, and must be regarded positively in
this respect. However, the resulting pressure
on margins offers only a partial explanation
for the lacklustre profitability of banks.
Normally, structural changes of this nature
would induce the affected companies to re-
spond accordingly. Most financial institutions
have been slow to react, however, partly be-

cause other influencing factors, such as the



boom in securities trading in the late 1990s,

have tended to conceal underlying trends.

Itis only in recent years that banks have
begun to make considerable efforts to make
up for lost ground. The results for the year
2003 show the first positive impact of
endeavours in this direction. Nevertheless,
earnings remain at a low level. It is particu-
larly important to bear in mind in this con-
text that banks in other European countries
are posting considerably higher and faster
growing profits than German banks, despite
working under similar overall economic con-
ditions. Clearly these banks have been more
successful in adapting to changed market
conditions and have better exploited their
earnings potential. This suggests that we are
dealing with problems that are quite specific

to Germany.

b) Structure of the banking market

The main reason why German banks have
fallen behind is obvious enough: the high
public sector share in the banking industry,
and the structure of banking business which
consists of three clearly definable groups.
Around 45% of the banking market—as a
share of balance sheet totals—is covered by

state-owned financial institutions.

In international terms this is a uniquely
high public sector share and one which more-
over leads to competitive distortions and an
anti-competitive environment which is ex-
acerbated by special public guarantees. These
state guarantees (known as Anstaltslast and

Gewdhrtrdgerhaftung) represent a massive

11

competitive advantage for state-owned fi-
nancialinstitutions. Germany’s Landesbanken
in particular are able to raise money far more
cheaply on the capital market because the
state, and in the final analysis the taxpayer, is
responsible for these banks’ viability and ac-
cepts liability for their debts. Private sector
competitors have to pay considerably more

for their issues of debt securities.

This enables the Landesbanken to offer
loans on conditions which do not even re-
motely reflect market realities, to acquire
additional customers, and to expand into
fields of business which have no relation to
their original tasks. At the same time they im-
pose non-market-oriented, lower margins on
their competitors or push them out of the
market entirely. Thanks to their expansive
policy, the market share of the Landesbanken

has increased significantly in recent years.

Anstaltslast and Gewdhrtrdgerhaftung
are due to be phased out by the middle of
2005. This is an important step towards the
creation of a level playing field on the Ger-
man banking market. However, there are still
considerable competitive distortions which
need to be rectified in the interest of an effi-

cient banking market.

The rating agencies, for example, still
assume that—even after the public guaran-
tee arrangements have terminated—the
public sector owners of the Landesbanken
and Sparkassen (state savings banks) would
leap in to cover these institutions’ debt

service payments should any difficulties arise.
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VIEWPOINT-SWEDEN

Consolidation of the
Swedish banking system

Lars H. Thunell
President SEB — Stockholm

Sweden is a small country with only nine million inhabitants and is thereby quite different from Germany. However, in relation
to its size it holds an unnaturally high number of large multinational corporations. Their demands have had and are having a
positive impact on the development of the Swedish financial industry. The Swedish market is also modern in terms of savings
and technical solutions. Sweden has among the highest—if not the highest— penetration of mutual fund/equity-related savings

and e-banking in the world.

The Swedish banking market is today one of the most concentrated in Europe. The four leading banks, Skandinaviska Enskilda
Banken (SEB), Svenska Handelsbanken, Nordea and FéreningsSparbanken (Swedbank) dominate each product area. Their com-
bined market share is 79% for deposits, 70% for lending, 87% in mortgages and 76% in mutual funds.

Consolidation—a long process accelerated in the 0000s and 00s

The consolidation of the Swedish banking market started already during the first half of the previous century but was acceler-
ated during the 1980s and 90s. In the 1930s the number of banks was around 900. By the late 1970s the number of banks had
been reduced but was still almost 600; 14 privately owned banks, 164 savings banks and 400 cooperative banks. In 1995, the
market consisted of four full-scale privately owned banks, 91 savings banks (one large nationwide and 90 local, more or less
allin alliance with the large one) and one cooperative bank which had been formed as a limited company. In 1997, the nation-
wide savings bank (Sparbanken Sverige) merged with (acquired) the cooperative bank, Féreningsbanken, forming Forenings-
Sparbanken, which is listed on the Stockholm stock exchange.

12
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From local to regional and finally nationwide
The path towards consolidation differed in timing and, to
some extent, reasons between the three types of banks.

Privately owned banks reached a peak level in terms of
number of banks as early as 1908 when the Swedish market
included 84 privately owned banks. Consolidation among this
category of banks started a few years after the peak, mainly
due to increased demand on capital requirements from the
Swedish regulator. The consolidation continued as a response
to the growth of Swedish industry. In order to meet the de-
mands from larger Swedish companies the banks needed to
be bigger. The growth and prosperous period for Swedish

01 R
h“'* Ll | corporations had, however, led to expansionary credit
|

1. : - volumes from the banks. As the economic situation turned in

the 1920s several banks got into problems and were acquired
or merged in order to survive. By 1954 there were 17 privately
owned banks in Sweden. More or less the same number as in
1984 when there were still 15 privately owned banks. At this
point in time only a few of the banks were nationwide where-
as the others were strong regional banks. The continued
concentration of Swedish corporations moving their head-
quarters to Stockholm made it, however, more difficult for
regional banks to keep their business with the companies

“In the early 1990s, a law was passed which
allowed the savings banks to be incorpor-
ated as limited companies. This facilitated
the later consolidation phase.”

Lars H. Thunell

14
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that previously were located in the region. In addition, de-
regulation of the market, for example abandonment of credit
expansion restrictions and interest rate regulations as well as
the possibility for foreign institutions to establish banks in
Sweden, changed the competitive situation. These factors
started a new consolidation phase where several regional
banks joined forces to reach a more nationwide coverage and
enough size to build a presence in Stockholm and to compete
more effectively. The financial crisis in the early 1990s forced
some of these banks to merge into larger banking structures.
The Swedish part of Nordea is the result of mergers in the
1980s and 1990s including several regional banks:
Sundsvallsbanken, Uplandsbanken, Wermlandsbanken,
Gotabanken and Skaraborgsbanken. After the financial crisis
in the early 90s, there were only four privately owned full-
fledged banks in Sweden: SEB—a result of acquisitions and
mergers involving 44 banks over the past 150 years, Svenska
Handelsbanken—65 banks, Nordea— 60 banks and Ostgota

Enskilda Bank—involving five banks since the mid-1800s.

The savings banks have taken a similar path towards consoli-
dation but at a later stage and for somewhat different rea-
sons. In the peak year 1928, there were 498 savings banks in
Sweden. By 1960 there were still 434. The number of banks
was reduced over the next 20 years as small local savings
banks merged and became regional. By 1980 there were 164
savings banks in Sweden. As late as that year there was still
a debate within the savings bank sector whether there was a

contradiction between profitability and social responsibility.
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However, a few of the presidents of the larger savings banks
saw the need for increased profitability and efficiency in
order to generate capital to be able to compete with the
privately owned banks. Stronger capital bases were needed
to do business with corporations which were growing in size.
This led to an “unholy” merger between the savings banks in
Stockholm and Goteborg which sparked the consolidation
phase within the savings bank sector. Several other regional
savings banks merged into various structures in order to
adapt to the new competitive landscape. Towards the end of
the 1980s the need for external (international) funding be-
came more evident and the federative cooperative structures
were questioned. There was a need for a stronger joint legal
entity to act as counter-party in international funding. In 1991
a new law was passed which enabled savings banks to be-
come limited companies. The shares were owned by local/
regional savings bank foundations. Vested personal interests
seem to have postponed the forming of a large nationwide
savings bank. The financial crisis did, however, speed up the
process, forcing several of the regional savings banks into
Sparbanken Sverige in 1993. At this point there were (and
there still are) 90 savings banks in Sweden. Sparbanken
Sverige with 75% of the business (assets) and the other more
local savings banks, of which all except two are in alliance
with and use the same brand name as the nationwide savings
bank. Sparbanken Sverige was listed on the Stockholm stock
exchange in 1995.
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The cooperative banks were historically local by nature. As
late as 1974 there were approximately 400 cooperative banks
in Sweden. These merged into 12 regional banks and in 1992
into one cooperative bank, Foreningsbanken, in order to make
the cooperative banks more competitive as other banks had
moved in this direction. In 1997, Foreningsbanken was ac-
quired by (officially merged with) Sparbanken Sverige, form-
ing ForeningsSparbanken (Swedbank).

Since the mid-90s the Swedish financial industry has con-
tinued the consolidation path by acquiring or establishing life
insurance companies. At the same time, however, several
niche banks have entered the Swedish banking scene. These
are still small and often limited in their product range and
customer base. However, their market share has increased

over the past five years.

In total this means that today, the Swedish banking market
consists of five nationwide banks, the four large ones men-
tioned above and the Danish bank, Danske Bank, which
acquired a regional bank (Ostgota Enskilda Bank) in the 1990s
and has since then established itself in larger cities. In add-
ition, there are the 90 local savings banks, of which almost all
are in alliance with Swedbank, a few niche banks as well

as some international banks mainly focused on corporate

customers.

16

Several factors enabling and driving consolidation

There are, of course, several factors that have driven and
enabled the consolidation of the Swedish banking market. In
my view, some factors are related to both privately owned
banks and savings/cooperative banks and some apply only to

one structure.

— Reforms by regulators on, for example, minimum capital
requirements made it difficult for smaller banks to operate
with reasonable profitability. A law concerning this was
passed already in 1911 requiring privately owned banks to
raise at least one million SEK in equity. The deregulation in
the 1980s, reducing, for example, credit expansion limits
and interest rate regulations on deposits as well as open-
ing up the market for international banks, spurred the
consolidation further.

Increasing market and shareholder demand on profit-
ability made banks enter into mergers in order to achieve
higher cost-efficiency. This is one of the reasons why
privately owned banks started the consolidation process
earlier than the savings/cooperative banks, whose owner-
ship and governance structures were less clear.

The growth of Swedish industry introduced new demands
on Swedish banks. In order to meet these, the banks had
to become larger—they needed stronger capital bases.
The increasing need for capital forced the savings banks
to focus more on profitability. Mergers were one way of
achieving higher cost-efficiency and thereby profitability.
The need for external funding drove changes in the legal
structure of savings banks. In the early 1990s, a law was
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passed which allowed the savings banks to be incorpor-
ated as limited companies. This facilitated the later con-
solidation phase.

Concentration of Swedish corporations in Stockholm.
Many corporations that previously had their headquarters
outside of Stockholm moved at least their financial centres
to Stockholm. This fact meant that a bank had to have a
strong presence in Stockholm in order to compete for this
business. In other words, local/regional banks lost their
competitive advantage when headquarters or financial
centres were moved.

Among the savings banks, a handful of strong and vision-
ary leaders took the first steps to meet the new demands
from customers and the market. The initial merger between
the savings banks in Stockholm and Goteborg kick-started
the consolidation phase among the savings banks. Other
savings banks followed the same route.

SWEDISH BANKS*
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Source: Swedish Central Bank, banks’ annual reports.

— The good cooperation between the banks and the unions

has facilitated the consolidation. Unions have realised the
need for reform to create strong banks in order to ensure
long-term sustainable profitability and thereby job security.
Last but not least, financial crises have accelerated the
consolidation process. It happened in the first half of the
last century and was even more evident in the early 1990s.
Several banks had shown that they were not willing to
merge but with problems arriving there was no other way
than to join forces. The savings banks were formed into
one large entity during the financial crisis, Gotabanken —
consisting of several regional banks — was acquired by
Nordbanken (Nordea), which had been taken over by the
government in order to save the bank.

STEADY PROFIT BEFORE CREDIT LOSSES,

Profit before
credit losses

.

*Excl. BfG and Unidanmark.
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Consolidation—not necessarily a highway to higher profits
for the banking industry

The consolidation process as well as substantial investments
in technology, for example internet solutions for both private
individuals and corporations, have enabled the large Swedish
banks to become among the most cost-efficient in Europe.
Costs in relation to total assets were reduced from 2.5% in
1995 to below 1.9% in 2000. The banks show significantly
higher cost-efficiency measures than banks in many other
European countries. For example, in 2001 the Swedish banks’
costs in relation to risk-weighted assets were 2.9% whereas
the average in the UK, Germany, France, Spain and the
Netherlands was above 4%. The cost-efficiency has enabled
the Swedish banks to show among the lowest cost-income
ratios in Europe in spite of the fact that prices/margins on
many products are significantly lower than in most European
markets. For example, there are no front load fees on mutual
funds. Prices have been reduced substantially since the mid-
1990s, in some areas by as much as 50%. This development
has led to a situation where the total profit before credit
losses for the Swedish banks was more or less flat in real
terms between 1991 and 2000 — in spite of the high concen-
tration (see graph). Strong focus on capital efficiency has,
however, kept average return on equity on a reasonable level
at around 15%.

Thus, the “winners” are the customers, but also the share-
holders.
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As a result, these institutions will continue to
enjoy top-notch ratings which are far better
than their business position would otherwise
warrant even after the Anstaltslast and Ge-
wdhrtrdgerhaftung guarantees are phased
outinJuly 2005. The Landesbanken in particu-
lar will still continue to enjoy considerable
refinancing advantages over other banks
based entirely on their public ownership sta-
tus. Savings banks will also profit from this
state of affairs in proportion to their future

use of the capital market.

While deposits remain the prime source
of finance for savings banks—with securities
issues playing a relatively minor role—they
nonetheless have a significant competitive
lead due to their state-owned character.
These advantages include the enhanced
psychological security which state backing
appears to offer investors compared with
rival private banks, even though the private
and cooperative financial institutions offer
deposit insurance schemes of a comparable

standard.

This prospecting advantage has gener-
ated a huge volume of low-interest deposits
for the savings banks. Up to the 1980s, con-
siderably more than 50% of savings banks’
refinancing originated from savings deposits.
Despite the greater sensitivity which custom-
ers now show towards interest rates, this
form of deposit still accounts for a good 30%

of the funds raised by savings banks.
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This has also enabled the savings banks
to acquire a large number of customers for
other forms of business, even in those cases
in which comparable products are offered
more cheaply by rivals. The interest expend-
iture of the savings banks as a percentage of
their average total assets is thus lower than
that of the private banks, not least due to the

backing they enjoy from the state.

Their public sector status also means
that savings banks and the Landesbanken
need to meet comparably lower capital re-
quirements given that their public ownership
constitutes a de facto promise on the part of
the state to satisfy creditors’ claims in the
final resort. Private institutions are only able
to compensate for the level of protection of-
fered to publicly owned banks by the state by
setting aside more capital. Publicly owned fi-
nancial institutions are thus required to main-
tain a lower share of capital as a percentage
of their assets than the private or coopera-

tive institutions.

Private banks can only maintain suffi-
cient equity, on the other hand, by attracting
new investors and by continuing to convince
their shareholders to maintain their invest-
ments. This forces them to engage in perman-
ent competition for an adequate return
on equity—something which public-owned
banks are under no compulsion to do. Apart
from a very few exceptions, the profits dis-
tributed by the savings banks have therefore
always been significantly lower than the divi-

dends paid by private and cooperative banks.

ASSOCIATION OF GERMAN BANKS
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As a result, state-owned institutions enjoy
considerable advantages both in terms of
meeting their external financing require-
ments and in acquiring own funds—advan-
tages which are based solely on their status.
Yet another factor impinging on competition
is the restriction of the activities of state-
owned financial institutions to a particular
region (regional principle) and the close-knit
integration of these institutions as part of a
banking group. There are around 2,450 banks
in Germany accounting for 30% of all finan-
cial institutions in the European Union. The
market share of the five largest financial in-
stitutions in the Federal Republic of Germany
is 20%. However, this data implies a level of
competition which does not actually exist in
reality. Of the 2,450 financial institutions,
around 1,900 are members of public sector
or cooperative bank groups. Owing to the
strict regional restrictions on their activities,
there is little or no competition for business
between individual savings banks and be-
tween cooperative institutions. This means
that competition is largely excluded between
more than three-quarters of German finan-
cialinstitutions. In contrast, private banks are

engaged in competition with each other.

The savings bank and Landesbank group
is much more than a loose cooperation of in-
dependent companies dealing with specific
transactions, such as back-office activities.
On the contrary, the S-Finanzgruppe is an
entity with a single corporate market and ad-
vertising identity which offers joint products
that enable it to concentrate market power

in competitive business. Savings banks and

20

Landesbanken frequently act as a single,

nationally operating company.

The combined effects of public owner-
ship, the regional principle, and the group
system—with its cartel-like character—have
enabled the Landesbanken and savings banks
to pursue a strategy, over decades, of maxi-
mising their sales revenue, of predatory
competition, and avoidance of competition
between individual group members. Anti-
market conditions in the past have enabled
these banks to crowd private competitors
out of large sections of the market or to
prevent private competitors from entering

markets at all.

The stifling of competition in this way
has a negative impact on customers and the
entire economy in two different ways. On the
one hand, owing to the lack of private com-
petition, the terms of business for customers
throughout large stretches of the Federal
Republic of Germany are now significantly
less attractive than they would be under con-
ditions of true competition. On the other
hand, the lack of competitive pressure means
there are few incentives to improve the per-
formance of financial institutions or to de-
velop the financial services they offer their
customers. Only the discovery procedure and
regulating function of competition is able to
provide new, better, and more cost-effective
products or sales channels. Where there is
no competition, there is also no incentive to
modernise the range of products and ser-
vices on offer or to make a distinctive impres-

sion on the market. It should come as no



surprise that hardly any of the many innov-
ations which have found a firm place oninter-
national financial markets in recent years

originated in Germany.

This lack of innovation incentive has a
negative impact on the ability of German
banks to strengthen their profitability as
this is only possible if additional revenue is
generated—and this in turn calls for innov-
ations, as well as new and better products
and sales vehicles. This is demonstrated by
experience in other industrial countries: the
most successful banks are innovative banks.
Competitive ideas and improved products
then benefit customers. However, this
depends on appropriate incentives and
competitive conditions. A market structure
which—as in Germany—actually curbs the
innovativeness of companies weakens their
profitability and prevents them from provid-
ing the population with qualitatively better
bank products in the form of investment and

lending business or consultancy services.

In the long run, a strategy of market
share acquisition based on the exploitation
of “second-hand” competitive advantages
benefits neither the financial institutions
which pursue such policies nor their custom-
ers. Under such conditions the earnings basis
of all market players remains weak and the
ability of financial institutions to supply the
market with sufficient financial resources
during hard economic times involving a big
rise in bad loan provisions is seriously im-

paired.
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This is amply demonstrated by develop-
ments in Germany in recent years. All the
bank groups have cut back on lending to do-
mestic enterprises and the self-employed.
Even bearing in mind the significant slump in
demand for credit, this development none-
theless reflects a more cautious approach by
banks to their lending business. The reluc-
tance to lend inevitably increases the weaker
the earnings and equity base of financial in-
stitutions is, and the more that bad debts

slash operating profits.

These developments have not, as is
often suggested, only had an impact on pri-
vate banks. The only difference between the
various bank groups lies in their customer
structure and in the timing of their response

to the slowdown in economic growth.

The market structure in Germany is not
only at the root of current problems, it has
also so far stood in the way of attempts
to rectify them. Institutions in all the bank
groups have endeavoured to cut their costs,
to improve their internal processes, and to
reorient themselves strategically. However, it
is the group structure of the industry itself
which stands in the way of a return to a sound
earnings basis. To date consolidation has been
more or less contained within each of the
groups themselves. Cross-group mergers are
not possible. There is one exception to this
rule, however, and one that has already been
put into practice: publicly owned financial in-
stitutions are able to take over private banks;
legal hurdles prevent private banks making

moves in the opposite direction however.

ASSOCIATION OF GERMAN BANKS



PROSPECTS FOR THE BANKING INDUSTRY IN GERMANY

The restriction of mergers or cooper-
ations to institutions from the same group in-
evitably leads to less than optimum results.
Synergy effects remain unexploited and
mergers are limited to institutions which are
often less than optimally matched to each
other. Over time this necessarily drains the
entire banking sector of efficiency, perform-
ance, and competitiveness to the detriment

of customers and the German economy.

0. The need for structural
reform

An efficient banking system will only emerge
from a process of comprehensive structural
reform. Only then will it be possible to boost
earnings and efficiency sustainably through-
out the entire sector and, in addition,
enhance the attractiveness of Germany as
a locus of business activity. Given the high
proportion of institutions in public owner-
ship, structural reform of the banking market
would however require resolute political
action. But this is not the only reason for

a change of course.

A stable, competitive and innovative fi-
nancial sector would bolster the growth po-
tential of German business and industry. In
this respect, the quality of the banking sector
depends crucially on its ability to steer cap-
ital towards its most productive use. This calls
for institutions which are able to offer a com-
prehensive range of modern financial ser-
vices and which are able to respond rapidly

to market changes and to the needs and
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behaviour of customers. However, high-
performance, flexible and efficient banks de-
pend on their ability to generate adequate

earnings.

As Germany is part of the European sin-
gle market and the eurozone, the European
context is also highly significant. Extensive
structural adjustments affecting the banking
industry which have resulted in higher bank
earnings have already been made in many
neighbouring countries. At the same time,
institutions have developed which are in a
position to press ahead with consolidation at

the European level.

Comparable developments have not
taken place in Germany. Past omissions have,
in European terms, had a comparatively de-
bilitating impact on German financial institu-
tions. This is a cause for concern. The process
of national consolidation is largely complete
in most countries and, in a single market, will
sooner or later be followed by a wave of con-
solidation throughout the European financial
sector. In many cases, the larger institutions
in other countries only have one expansion
option available to them: cross-border ex-
pansion. In a bygone era this expansion, and
vigorous international competition, might
have been restricted to wholesale business
(large corporate customers, the capital mar-
ket, etc.); now, however, it is retail business
(private customers, Germany’s small and
medium-sized Mittelstand companies, etc.)
which is being targeted. On the one hand
business with private customers and small

and medium-sized enterprises holds out the



promise of a steady and adequate flow of
revenues. On the other, modern technology
and sales forms allow almost every type of
bank activity to be pursued across national
borders. The first movements in this direc-
tion are already discernible and will continue

in the future.

German banks must rediscover their old
strengths before the round of consolidations
across Europe gets under way. And quickly!
Bearing in mind developments in neighbour-
ing countries, the time for creating an effi-
cient banking system in Germany is running
out. Against this background, clutching
to outdated structures in an era of radical
changes in the wider industry is not a viable
response to the challenges of the future; on

the contrary, it is simply irresponsible.

As Germany is an economic heavy-
weight within the European single market,
and given the export-orientation of the
German economy, German banks must be
enabled to play an active role in the process
of consolidation on the European banking
market. This is also important because only a
country with a competitive and profitable
banking system will be able to have a say in
determining the shape of the European fi-

nancial marketplace.

The impending changes in the public-
sector banking world provide an excellent
opportunity for launching a far-reaching
process of reform. The Anstaltslast and
Gewdhrtrdgerhaftung state guarantees for

Landesbanken and savings banks will be
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phased out from mid-2005. This date should
not simply mark the beginning of a long-
overdue process in which massive competi-
tive distortions are eliminated. It ought to be
much more—it should be exploited as an
opportunity for the complete restructuring

of the German banking system.

0. Challenges confronting the
future banking system in
Germany

A fundamental structural reform which

boosts the profitability, performance and

innovativeness of financial institutions and
transforms them into successful competitors
on the German and European financial mar-
kets must take account of the specific eco-
nomic structures and the needs of customers
in Germany as well as the structure of the

market for financial services. Germany is a

highly developed industrial country with a

diversified economic structure and a large

number of industrial sectors. No single sec-
tor of the economy contributes more than

6% to the country’s gross domestic product.

The German economy also consists of more

than three million companies, the lion’s share

of which are accounted for by small and me-

dium-sized enterprises. The coexistence of a

limited number of major conglomerates and

a large number of midsize companies and

self-employed is perfectly normal in a coun-

try with an economy the size of Germany’s.

Peculiar to Germany, however, is the large

proportion of sole traders and partnerships.
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The Spanish banking system
n perspective

Francisco Gonzalez Rodriguez
Chairman and CEO BBVA - Madrid

Banking has undergone a profound transformation in Spain in the past 10 years. The most visible feature of this transformation
has been consolidation. However, it is not, by any means, its only aspect. Together with consolidation, some even more import-
ant changes have taken place. Also worthy of mention are the increase in competition and the process of internationalisation
of the Spanish banks with clear focus on Latin America.

Consolidation has been—in Spain as in many other countries—the name of the game in banking for almost two decades now.
For most of the 20th century, seven banks (called The Big Seven, though comparatively they were quite small) had a pivotal role
in the Spanish banking arena. Now, six of the seven (and an array of former public banks, too) have merged into two big bank-
ing groups: BBVA and Santander. This notwithstanding, the combined market share of these two leading financial groups is just
about 30% of the total market.

In fact, this consolidation has resulted in increased competition. This is related to a number of factors.
Traditionally, Spanish banks had very weak commercial orientation. Moreover, in an over-regulated system, there was no real
differentiation among the diverse banks. Prices were regulated or as good as regulated, while levels of service were very

similar. On the other hand, savings banks although, in some cases, very strong in their own regions, were not allowed to ex-
pand beyond the boundaries of their provincial territory.
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This changed dramatically from the late eighties onwards:
banks began to compete not only among themselves, but
also against savings banks. The savings banks enjoyed re-
markable development once the barriers to their expansion

were taken away.

As a consequence, despite consolidation, the Spanish finan-
cial system ranks very high in terms of openness to competi-
tion. Besides the impressive development of savings banks,
which now account for almost half of the retail business in
Spain, there is also the impact of foreign banks that have
arrived in Spain. In some cases foreign banks have a limited
range of activities, but in some others they provide a fully-
fledged retail service like Deutsche Bank or Barclays Bank.

Increased competition has resulted in undeniable benefits for
the client. Prices have gone down (Spain has some of the
most competitive prices in important products such as mort-

gages), and quality of service has increased significantly.

“Increased competition has resulted in un-
deniable benefits for the client. Prices have
gone down, and the quality of service has
increased significantly.”

Francisco Gonzdlez Rodriguez
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The Spanish financial system has been very efficient since

the seventies, due mainly to its excellent system of payments.

Strong cost control and enhanced efficiency have further
contributed to building high-performing groups, ranking
among the best in Europe in terms of ROE and profit.

The big financial groups in Spain are no longer confined to
the domestic market. Take BBVA as an example. We decided
some years ago to expand in Latin America, and now two-
thirds of our clients and staff are outside Spain. We are in

14 Latin American countries with a franchise that includes
not only banks, but also pension management and insurance

companies.

Mexico is the stronghold and centrepiece of this expansion.
Mexico is by far the most important country in the region in
terms of development and potential. What is more, its close

ties to the United States are a guarantee of stability.

BBVA Bancomer, our Mexican franchise, records market
shares of between 40% and 25% in all significant areas. It is
not only the leading Mexican franchise, but also the most
important Latin American financial provider. Very recently,
BBVA—whose stake at BBVA Bancomer was around the 60%
level—launched a de-listing offer to fully integrate the
Mexican operation into our perimeter of activity. Mexico is
clearly now a high-potential second domestic market for the

Group.
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But we also have significant operations in other countries

like Peru (second largest bank), Colombia (third), Venezuela
(second), Argentina (second), Chile (fourth), Paraguay,
Uruguay, and Puerto Rico. We have built the second largest
Latin American financial franchise, the first, if we consider the
combination of the countries where we operate, with an ag-
gregated market share of 13% in credit and 17% in deposits.

Of course, this expansion has had its cost and difficulties. But
the right strategy, with extremely cautious risk management,
together with prudent criteria for acquisitions, allows us to
believe that this will be, in the medium and long term, a
success story. In fact, to a large degree, it is already a success

story.

Coming back to our first domestic market, Spain has a well-
developed financial system, with very efficient players, good
quality of service, and good financial performance. But, in

our view, it is far from being a mature sector.

At BBVA we think that there is significant potential for
development and growth in the Spanish domestic market.
Technology is only just beginning to deliver the revolution it
can bring to the financial landscape. When we think of tech-
nology and the banking system we tend to concentrate on
the possibilities of reducing red tape and giving additional
channels to clients to do the same things. Technology can
bring so much more to banking. Quite simply, it can dramat-

ically broaden the scope of services we deliver to our clients.
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But this is not something that technology will bring out of
the blue. To make it happen, innovation is also required.
Innovation is a state of mind, an attitude. Although, tradition-
ally, banking has not been a paradigm of innovation. The
financial services industry has to make extensive use of in-
novative approaches to find its new place in business. We
cannot progress by just doing things the way we used to do,
or even by doing them better. We need to do different things.
We must be able to create a more comprehensive relation-
ship with our clients. We are developing a number of projects
to get more involved with our clients, to strengthen the links
of a mutually profitable partnership with them.

At BBVA we have a vision: we work to shape a better future
for people. This vision inspires our approach to business. It
inspires our strong corporate governance model with an
emphasis on integrity and morality. It inspires our Corporate
Social Responsibility action plan, committed to sustainability
and progress in all societies in which we work. It inspires our
human resources policy, our commitment to the training and
career development of over 86,000 staff. And of course, it
inspires our commitment with our shareholders to create
value through profitable and sustainable growth.

We are just one example of the healthy financial sector in
Spain. In a highly competitive environment, we are ready for
competition, both at home and abroad. In the context of
globalisation, finance is per se the most global sector. More
changes and transformations are ahead, and we here in BBVA
welcome them, as we have prepared ourselves to be in the
driver’s seat.
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Germany is also a successful open econ-
omy. More than two-thirds of gross domestic
product is moved across the country’s bor-
ders. German companies export to almost
every corner of the globe. Domestic enter-
prises also have a large number of foreign
affiliates or are part of internationally operat-
ing company groups. Many companies from
abroad also operate branches within Ger-

many.

The internationalisation of the activities
of domestic enterprises will increase as glob-
alisation continues apace. This means that
Germany’s export-oriented economy already
profits significantly from the high levels of
growth in Asia and in central and eastern
Europe. The enlargement of the European
Union and, in a few years, of European
Economic and Monetary Union will continue
to intensify the division of labour between

Germany and the new member states.

The corporate landscape in Germany
is—as this brief summary shows—extremely
diverse. The interests of German companies
diverge correspondingly in terms of their
preferred financing and investment options,
their payment transactions, or with regard to
their need for information and consultancy
support. The multifarious nature of the
German economy, its global orientation, and
the diversity of its company structures call for
a wide range of financing solutions which
need to be provided by banks. In addition to
standardised basic products, customers are
increasingly demanding financial services

tailored to the needs of specific projects and
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the individual situation of particular com-
panies. This is especially the case for inter-
national financing and investments, which
are set to become even more important
as companies increasingly engage in trans-
national business. Ever greater and increas-
ingly complex demands are thus being made
of banks—demands to which they must offer

an adequate response.

Business loans will continue to play an
important role, particularly for smaller com-
panies. However, the economic stagnation
experienced over the last three years has also
clearly demonstrated that many smaller and
medium-sized enterprises have a consider-
able need for additional equity finance. It will
become increasingly important in the future
to broaden the basis of small and medium-
sized enterprises’ finance in the future by de-
veloping complementary capital market prod-
ucts and alternative financing solutions
which will secure these companies’ credit rat-
ings. The injection of additional equity from
outside will become more important, even if
many companies still evince considerable re-

luctance to go down this particular road.

The structure of banks’ private clientele
will also become more complex, varied and
sophisticated in its requirements. Thanks to
the economic achievements over the last few
decades, the German population now has
considerable financial and property assets at
its disposal and incomes in Germany are
among the highest in the world. Despite in-
come differentials and disparities in the dis-

tribution of wealth, broad sections of the
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population nonetheless own substantial
assets and employees earn incomes which

afford them a high standard of living.

Bearing in mind demographic develop-
ments and the sinking level of benefits pro-
vided by the pay-as-you-go statutory pension
insurance scheme, the financial assets of pri-
vate households will be determined by pri-
vate provision in the years ahead: provision
for old age and against life risks such as ill-
ness, incapacity to work and unemployment.
The change in the savings behaviour of bank
customers which this implies will have a sig-
nificant influence on how banks refinance
themselves. Financial institutions must offer
products which are tailored to changing sav-
ings objectives and, in particular, they must
increasingly develop and provide investment

vehicles for personal provision.

Virtual sales channels will continue to
expand in national retail business. Over the
last five years alone, the number of online
accounts in Germany has increased almost
tenfold; 40% of all account relationships now
take the form of online accounts. Customers
have fewer and fewer occasions to actually
visit their bank branch. There will nonethe-
less continue to be a need for intensive one-
to-one financial advice. Fewer physical bank
branches will however be required in the

future.

Banks also need to be prepared to deal
with a process of permanent change on the
financial markets of the future. The trend to-

wards disintermediation and securitisation,
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and thus the direct use of the capital market
for investment and financing purposes, will
continue apace. Private savers will invest a
large share of their financial assets in secur-
ities or with institutional investors who, in
turn, will demand a diverse range of capital
market products. The share of capital market
financing, particularly among companies, will
continue to rise and banks must ensure that
their lending business is better able to with-
stand competition by providing alternative

sources of finance.

Markets are also becoming increasingly
internationalised. The German banking mar-
ket has long since ceased to be a purely na-
tional market; it is part of the European finan-
cial market and the euro monetary zone.
Although it will still be some time before the
financial markets relevant to business with
private customers and SMEs are integrated,
the trend towards greater integration—in-
cluding in retail business—has become un-

stoppable.

Private and business customers in Ger-
many increasingly compare the terms offered
by domestic banks with those provided by in-
stitutions in other eurozone countries. The
Internet age has made it much easier in most
cases for customers to obtain a speedy over-
view of the market at relatively little cost. The
products being offered by foreign financial
institutions in Germany — particularly for de-
mand and term deposits—are already being
used by a large number of customers. This
demonstrates, on the one hand, that price

continues to play the dominant role with re-



gard to standard bank services and, on the
other, that customers are increasingly pre-
pared to engage in selected transactions with
specific banks other than their principle
banks —and that they are willing, in the pro-
cess, to consider doing business with institu-

tions from other countries.

The European Commission’s plans to
open up what were previously by and large
national retail markets and to make the con-
comitant advantages of a single European
market available to consumers is an appro-
priate response to foreseeable developments
and should therefore be welcomed. There is
no longer any justification for closed markets
within the European single market. No finan-
cial institution can expect to be spared com-
petition from foreign competitors in the
future. While geographical proximity to
customers continues to be an important com-

petitive factor, its significance is in decline.

In order to weather the competitive
pressures of the future, banks must be able
to serve qualitatively demanding and increas-
ingly individual customer needs. Only high-
performance institutions will be in a position
to meet their customers’ demand for the rele-
vant services. Only efficient banks will be
able to compete effectively with providers
from inside and outside Germany. Banks
which meet these criteria will only be able to
develop in a market which offers them the
requisite opportunities. That is not currently

the case in Germany.
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0. Which structural
characteristics are best
suited to requirements?

Efforts to reshape the German banking mar-
ket of the future should primarily tackle those
areas of weakness which are mainly respon-
sible for the problems currently besetting the
industry and which hinder or in part even
stand in the way of the development of an

efficient banking sector.

To begin with it is important to take a
critical look at the role played by the state in
the banking industry. Germany’s economic
system is, for good reasons, based on the
principle of a social market economy. The
interaction between the profit motive and
competition ensures the comprehensive, effi-
cient, and consequently economic supply of
goods to the population. The market econ-
omy regulatory framework channels the
drive for profits, and competition ensures
that enterprises constantly strive to make
their products and services more attractive. It
is only in a competitive environment that
enterprises are able to recognise changes in
the broader economic setting in good time.
It is this competitive environment which
allows them to weigh up and respond to the
opportunities and risks better without being

subject to other, political influencing factors.

The free market system has been one of
the key determinants of the high level of wel-
fare enjoyed by large sections of the German
population. International experiences also

show that systems based on free enterprise
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and untrammelled competition are superior

to all other systems.

Interventions by the state in market pro-
cesses are not fundamentally excluded in a
social market economy. However, there must
be good reasons for the state to engage in
economic activity in each case. Intervention
is only appropriate if the market is too small
or only generates inadequate solutions. It is
important in this context to bear in mind that
state intervention in markets is always linked
with social costs—either because state in-
tervention elicits adaptive responses which
generate outcomes which are less optimum
than they would have been had the state not
acted, or because they prevent market pro-
cesses from functioning correctly and thus
undermine positive market effects such as

enhanced efficiency and dynamism.

Interventions in economic life by the
state should therefore be restricted to a min-
imum. It is essential that the need for and
benefits provided by such intervention are
constantly subject to critical appraisal. When-
ever goods and services can be provided by
competing enterprises, the population will
be better served in this way than via state or-
ganisations as competitive pressures compel
producers to provide a more efficient output
of goods and services. The state should with-
draw from areas such as these in which it is
still active and exploit the scope for the eco-
nomic efficiency gains which private enter-

prise can provide.
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These considerations apply without any
qualification to the banking industry. In the
financial sector, the interaction between com-
petition and banks’ endeavours to make a
profit ensures that customers are provided
with comprehensive high-quality financial
services tailored to their needs. Competition
between institutions promotes innovation by
banks which, by creating new products and
sales channels, aim to acquire or secure
existing customer-oriented and profitable
business. Changes in savings preferences or
the financing needs of borrowers are reflect-
ed in the range of products and services of-
fered by banks more quickly and more effi-

ciently than in any other market system.

There are no special characteristics in
the financial sector which call for special
structures which diverge from this basic prin-
ciple. This is illustrated by the fact that the
public sector share of the banking market is
significantly smaller in all other industrial
countries than it is in Germany. None of these
countries suffers from a shortage of banking
services. This is also true of the United
Kingdom, the country which is so often cited
as an example of the problems associated
with a banking system organised along whol-
ly private enterprise lines. Interestingly, refer-
ence is only ever made in this context to the
United Kingdom, even though the share of
the banking market served by private banks
is much greater in the other European coun-
tries thanitis in Germany and in many places
the state has long since withdrawn from
banking business. If market failure were a

typical phenomenon in the banking sector,



these countries would surely be experiencing
fundamental problems obtaining banking
services — problems which would presumably
be due to the pure profit-oriented behaviour

of local banks. This is not the case, however.

There can be no doubt that, even under
favourable conditions, cases do arise in which
a banking market organised on a purely pri-
vate enterprise basis fails to bring savings
and investments smoothly into line with each
other and in which the market fails to pro-
vide the financial services which would be

desirable in the relevant economy.

In exceptional cases of this kind focused
solutions need to be found which are geared
towards the specific issue involved and which
take account of the overall impact of meas-
ures on the economy as a whole. A number
of different options are available. The rele-
vant service can be put out to tender and
awarded to the lowest bidder. A second op-
tion would be to commission a specialised in-
stitution with the provision of special forms
of financing with narrowly defined terms of
reference, for example relating to the setting
up of new businesses or particular forms of

export business.

The number of such cases in a de-
veloped financial market like Germany is
limited indeed. The establishment of publicly
owned universal banks is much less efficient
and much more cost intensive than the alter-
native solutions referred to here. Above all,
however, none of these variants would have

the massively distorting impact and debili-
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tating effects on the economy as a whole
which the forms of organisation currently in

place have in Germany.

Numerous studies have advanced an-
other argument in favour of a banking sys-
tem organised in accordance with the pre-
cepts of private enterprise: the fact that
public sector companies—because they are
often required to meet political objectives as
well—are less efficient than private com-
panies. This is also true of the Landesbanken
and savings banks which are regarded as
“principle banks” by their sponsoring institu-
tions, the local and regional authorities. The
Monopolies Commission rightly criticises the
fact that the Landesbanken in particular are
often called on to support regional structural
policies and that they thereby exert an influ-
ence on market competition which goes far
beyond the banking sector. In the final analy-
sis this is detrimental to the efficiency of the
entire banking market in Germany and of
those markets in which individual players
receive financing on favourable terms. In
general it would be fair to say that state insti-
tutions may have a constructive role to play
in a weak banking system in an underdevel-
oped country; this certainly does not apply
to a developed financial market such as
Germany, however.

To date the banking industry in
Germany—a country with a free market
system —has not been organised according
to market economy criteria. On the contrary,
the dominant influence has been the omni-

present influence of the state and corporatist
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The new scenario in the Italian banking sector
and the reorganisation of UniCredito Italiano

Alessandro Profumo
Chief Executive Officer UniCredito Italiano S.p.A.— Milano

The transformation process through which the Italian financial system has been going since the early 1990s has marked a genu-
ine and important turning point for all the national players involved. The acceleration in the rate of change in the banking
system has been much greater than in the other large European countries, and is attributable to a large extent to the financial
and monetary integration taking place in the EU. It has enabled the Italian system to attain the competitive edge and profile
necessary for operation at the new European benchmark level.

With the severance of the links between the banking and public sectors and subsequent privatisation of the Italian banks, state
presence in the banks’ ownership structures has steadily diminished. In only ten years, the share of banking activity controlled
by the public sector and by banking foundations has fallen from 68% to 10%. At present, banks listed on the Italian stock
exchange account for over 80% of total banking activity. The result is that the Italian banking market now has a higher equity
base and is more competitive. The banks’ profitability and operating efficiency have reached a level similar to those in other
large countries. Return on equity almost tripled in just over five years, rising from 5.4% in 1995 to 14.5% in 2001, whilst the
cost-to-income ratio fell by more than 14 percentage points. In addition, a reduction in administrative expenses? together with
an increase in net operating income? has helped to push up non-interest income from 24% in 1995 to 48% in 2001.

Total assets rose sharply from 1,245 billion euros in 1995 to 1,998 billion euros in 2002 (+60%), while staff levels increased by
a much more modest 2%. These statistics demonstrate the substantial improvement in per-capita productivity.
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Today’s Italian banking system is extremely stable (in June
2002 the risk-weighted capital ratio was 11.2%), with a low

ratio (4.5%) of non-performing loans to total loans.

These changes in the banking system have been accompan-
ied by a major process of concentration. Over the five years
from 1997 to 2001, the total value of mergers and acquisi-
tions in the Italian banking sector rose to over 70 billion
euros. This is higher than in any other European banking
market, and is equivalent to around 22% of the total value
of all bank mergers in the European Union.

There are 814 banks in Italy at present, compared to 1,100 in
1990. The level of concentration within the banking market
has also increased. The five largest banks now control around
55% of the market and over four-fifths of branches now be-
long to 78 of the country’s banking groups.

On the organisational side, the banking groups have intro-
duced more flexible, diversified structures, which have en-
abled them to separate production centres, both intra-group
and in the market, and various sales units, which tend to
specialise in a particular customer segment.

The creation of units specialising in asset management and
investment banking has considerably widened the range of
products on offer and has increased revenues from non-

lending operations.
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Overall, the reorganisation undertaken by the Italian banking
groups has enabled them to make more extensive and flex-
ible use of their various sales channels (branches, sales net-
works, telephone and online channels), and to maximise rev-
enues from the services offered to their clients. There has
been an increase in telephone banking, especially over the
last few years, and this is now used by over 3.5 million
clients?. The internet has also become more popular and is
now used by over 3.3 million clients.

The UniCredito Italiano Group naturally figures prominently
amongst the leading players in this remarkable transform-
ation of the national banking scene. It was formed in 1998
from the merger of Gruppo Credito Italiano and Gruppo
Unicredit and has subsequently been steadily enlarged by

a number of acquisitions of other banks.

Underlying this growth phase was a federal type of organisa-
tional structure. This enabled the Group to exploit strong
territorial links and specialist expertise available at individual
banks, and to combine operating efficiency with central stra-
tegic planning. UniCredito’s development in the Italian domes-
tic market has been accompanied by the creation of a higher
profile in the markets of eastern and central Europe. This
started in 1999 with the Group’s acquisition of a controlling
interest in Poland’s second largest commercial bank, Bank
Pekao. UniCredito followed this up with acquisitions of the
Slovakian bank UniBanka, Bulbank, the leading Bulgarian
bank, Zagrebacka Banka, the largest Croatian bank,
Demirbank Romania (now UniCredit Romania) and the Czech
commercial bank Zivnostenska Banka. An agreement has also
been signed with the Turkish Ko¢ Group (one of the largest
private groups in Turkey) for a joint venture in the field of

banking and financial services.



In 2000, UniCredito also acquired the US Pioneer Group, which
specialises in asset management. The aim of this acquisition
was to give the Group an opportunity to play a leading role
beyond the confines of Italy’s national borders in a sector of
considerable strategic importance with good growth pros-
pects.

During the course of 2001, UniCredito became increasingly
aware that its federal model was no longer capable of guar-
anteeing the sort of value creation essential for survival in
competitive markets. This led to the launch of the S3 project,
so named because of the “three market segments” on which
the new organisational structure would focus. The basic strat-
egy behind this decision aimed at increasing business special-
isation and customer satisfaction. The Group’s seven Italian
banks were radically reorganised, both structurally and func-
tionally, into three new big banks, each focussing on specific
market segments and able to supply innovative products and

services.
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“With the privatisation of the Italian banks, state
presence in the banks’ ownership structures has
steadily diminished. The result is that the Italian
banking market now has a higher equity base

and is more competitive.”

Alessandro Profumo
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The project culminated in the creation of three new banking
entities on 1 January 2003:

— UniCredit Banca, the retail bank for families, the self-
employed and small businesses

— UniCredit Banca d’Impresa, the bank for medium-sized
and large businesses

— UniCredit Private Banking, for the management of large
personal fortunes

The changes in organisational structure made it possible to
establish a new and distinctive style of banking in the market-
place. This is based on three key elements: specialisation,
strong territorial roots and customer satisfaction, not forget-
ting the professional skills and motivation of the people work-
ing at UniCredit.

These three segment-oriented banks are now a prominent
feature in the national banking landscape, and are in a pos-
ition, with their highly competent staff, to enjoy considerable
advantages over other market players as a result of this policy
of specialisation.

First results confirm the effectiveness of the new organisation
and reinforce our conviction that it was the right way to create
medium and long-term value for shareholders, stakeholders
and the whole community in which we operate.

1) Interms of total assets.

2) The ratio of administrative expenses to total assets fell from 2.42% in
1995 to 2.03% in 2001.

3) The ratio of gross income to total assets rose from 3.56% in 1995 to
3.68% in 2001.

4) Over 80 banks now offer information and banking services.
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thinking. A functioning market, however, is
based on competitive rivalry between enter-
prises and not between groups which are ex-
empt from market forces and controls. There
is an urgent need for a rethink—among pol-
icymakers as well as those directly involved.
A necessary prerequisite for the functional
health of a market-based banking system is
free competition and the creation of a level
playing field for all financial institutions. This
means that there would be no room in an
efficient banking market for the “regional

principle” or cartel-like groups.

It must also be possible for mergers to
take place between all institutions —with the
exception of special state institutions operat-
ing in strictly limited fields—to the extent
that this does not conflict with competition
law. Cooperations alone—welcome though
they are—are not enough. This would en-
able the considerable synergy potential in-
herent in a restructuring of the fragmented

German banking market to be realised.

The positive lessons learned abroad will
be of help in this respect. Many European
countries have undertaken major consolida-
tions of their banking sectors since the be-
ginning of the 1990s. The influence of the
state in these countries has been significantly
reduced in the process. Experiences in coun-
tries such as lItaly, France, Spain or Sweden
show that structural change towards a great-
er private sector orientation has positive ef-
fects on both the banking market and the
economy as a whole. Germany would do well

to learn from these examples. A look at other
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markets, such as the telecommunications
market, also reveals that the new, “real” com-
petition which follows on the heels of liber-

alisation benefits customers.

These considerations suggest that roll-
ing back the role played by the state is a cru-
cial prerequisite for a future-oriented, efficient
banking industry in Germany. Landesbanken

and savings banks should be privatised.

The privatisation of publicly owned
financial institutions would also have benefi-
cial effects on local government budgets. As
relatively few profits are distributed, owner-
ship of a Landesbank or savings bank prom-
ises only a very modest return. This is in con-
trast to the incalculable, and to some extent
substantial, budget risks which could have a
virulent knock-on effect if the going were to
get rough for the public-owned institution.
Selling the savings banks and investing the
sales proceeds on the capital market, in con-
trast, would generate income which would
be significantly higher than the annual
profits distributed by these institutions and
which could be used for specific regional or

local development purposes.

The competitive handicaps and im-
paired efficiency of the local banking market
induced by public ownership greatly out-
weigh the supposed advantages provided by
the instrumentation of these institutions for
industrial or regional policy objectives. This
also applies to the income received by the

Ldnder and local authorities.
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In the long run the savings banks and
Landesbanken require regular injections of
capital for restructuring purposes and in
order to expand their business. Given the de-
pleted state of public funds, the public
owners of these institutions will hardly be in
a position in the foreseeable future to stump
up the capital required. As a result, these in-
stitutions are pursuing a consolidation strat-
egy geared towards a higher return on
equity. Officially, the target pre-tax yield was
fixed for the outset at 15%, with sights set on
even higher returns after an initial transition
phase. This makes perfect sense from a busi-
ness management perspective and bearing
in mind the difficulties the owners would
have injecting new capital. However, it also
shows that with regard to business policy im-
peratives and business management meas-
ures there is no difference between “profit-
oriented private banks” and “non-profit”
savings banks. The savings banks aim to gen-
erate the highest possible earnings they can,
just like their private bank rivals. Thanks to
the preferential treatment they have enjoyed
in competition with other banks in the past
they have often been more successful in
achieving this objective than institutions
from other groups. The logical conclusion in
the interest of bank customers must there-
fore be to establish real, free and undistorted

competition on the German banking market.
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0. The banking system
of the future

The banking system of the future in Germany
should consist of private, market-oriented in-
stitutions, responsible for defining their own
strategies and ranges of products, and en-
gaged inintensive, free and undistorted com-
petition with each other. Where state inter-
vention is required in exceptional circum-
stances to provide specific financial services,
these should be offered by specialised insti-

tutions.

We can expect the future banking mar-
ket to be characterised by the coexistence of
a large number of institutions with various
business orientations, strategies and struc-
tures, all subject to market forces. The cus-
tomers of such banks would be able to
choose from a wider range of products and
business and industry as a whole would be
able to draw on the support of an inter-
nationally competitive and stable banking
sector. The conditions for such a scenario are
favourable. Germany is a big country with
specific regional features, a large number of
companies offering a diversity of products,
and local, regional, national and internation-
al sales markets as well as a number of busi-
ness centres. Institutions will probably focus
on starkly different business objectives.
Alongside banks concentrating on national,
European or global business, a large number
of other banks will focus on regional or local
tasks. Universal banks and specialised institu-

tions will have a role to play.



The structure and business activities of
individual banks will, however, be deter-
mined by decisions taken by the banks in
question and not by regulations in the form
of legal restrictions or integration in a group
structure. This in turn will have substantially

positive effects on customer service.

A process of consolidation would of
course mean that there would be fewer banks
than there are today. That would not neces-
sarily be an argument against a market-
based system however. After all, it is already
clear that even if no changes at all take place
in current structures the number of financial
institutions and bank branches in Germany is
set to fall further. Even if structures were to
remain unchanged, consolidation within the
groups would continue. In the years ahead,
the number of financial institutions and
branches in Germany—regardless of the form
consolidation actually takes in the long run—

will be considerably lower than today.

Even if after a general wave of privatisa-
tion fewer banks were to remain than would
be the case if current structures were re-
tained, local competition and competition
via various sales channels would still be more
intense across the board than it is today. This
would also be the case in rural regions. The
restrictions imposed on competition by the
group membership of financial institutions

and the regional principle would no longer

apply.

Bearing in mind the size and diversity of

the German economy there is no reason to
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believe that the entire German banking mar-
ket would be likely to fall under the sway of
a small number of competition-strangling
banks. Besides which, there is no financial in-
stitution either in Germany or abroad which
has anything like the financial resources
which would be necessary to assume a domin-

ating marketing position in Germany.

More intensive competition freed from
restrictive regulations, preferential treat-
ment, and political influence, as well as the
realisation of synergy potentials following
the break-up of today’s banking groups
would bring about a significant improvement
in the range and quality of goods and ser-
vices on offer. This would be particularly
beneficial for the medium-sized enterprises
which form the backbone of the German

economy.

The same considerations apply to the
regional distribution of bank services. In the
final analysis lucrative lines of business for
banks are not concentrated regionally but
are spread across the whole of Germany. Not
only that—banks inevitably have a stake in
the healthy development of a region in which
they have made a commitment to particular
projects or companies as this forms the basis
of the business relationship and, in particu-
lar, of the creditworthiness of the borrower.
Financiers will therefore be found for meas-
ures designed to promote the economic

development of a particular area.

In this respect there is no reason to fear

that a market-based banking market would
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fail to provide nationwide financial services.
Modern technology would in any case en-
sure that everyone would have access to
basic banking services regardless of where

he or she lives.

As far as the promotion of regional
economic development is concerned, the
overriding principle still applies that regional
policy is the remit of local and regional au-
thorities. Special promotion objectives can
be more efficiently achieved by public au-
thorities making use of specially designed in-
struments rather than an all-around publicly
owned bank. To safeguard the principle of
transparency for citizens, public measures
should also be taken in the context of public
budgets—in other words as verifiable public
spending projects subject to the control of

parliaments.

The route to an efficient
banking market—the
political challenges

The efficient banking structure for Germany
cannot be imposed or shaped from above, as
itis impossible to know in advance what such
a structure would look like. However, one
thing is certain: existing structures stand in
the way of the healthy development of the
German financial sector; a market-based sys-
tem would be significantly more efficient
both for the economy and German society as
a whole. The actual detail of such a system—
as the IMF convincingly argued in its FSAP

report of November 2003—will only be re-
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vealed in the framework of a competitive
process of discovery. The market participants
know best—better than policymakers or
group associations—which strategies are

likely to prove successful.

The way ahead is not without obstacles;
incorrect judgements by market players are
just as much part of such a process as pro-
gress. There will be winners and losers—in
all “groups”. That, however, is not the key
issue. The objective must be to encourage
the development of structures on the German
banking market which guarantee the best
possible provision of financial services to the
German population and to German com-
panies and, at the same time, provide a
sound basis for stable and profitable banks,
regardless of which “camp” they belong to.
This—without infringing regulations to en-
sure functioning competition—is the task

of the market.

Certain preconditions need to be ful-
filled, however, before such a process can be
initiated. Above all, this means that the ob-
stacles blocking this process need to be elim-
inated. This also involves separating all those
activities which genuinely fall under the remit
of public authorities from the commercial
business of publicly owned financial institu-
tions and transferring these tasks to special-

ised institutions run by public authorities.

The savings bank legislation in the
Ldnder would also need to be amended to
enable savings banks to be privatised. The

public guarantors of such banks must also be



granted the relevant scope to act. They must
be allowed to decide whether they wish to
retain a publicly owned financial institution
or not. Finally, the commercial business of
the savings banks and Landesbanken must

be privatised.

In this context, Section 40 of the German
Banking Act (Kreditwesengesetz), which, with
the exception of so-called “free” savings
banks, restricts the use of the term “savings
bank” to publicly owned financial institu-
tions, must be abolished. This section pre-
vents the term “savings bank” being used
subsequent to privatisation and, by pro-
hibiting the use of a name which could under
certain circumstances offer business benefits,
makes it impossible for an investor to profit
in full from the acquisition of just such a

savings bank.

At the end of the day, the barriers to co-
operation and mergers between banks from
different banking groups must be broken
down. Only if this is successful will it be pos-
sible to realise the synergies which are cur-
rently going unused in the present banking
structure. The regional principle also needs
to be abandoned. This would not only re-
move a factor which currently distorts com-
petition, it would also significantly boost the
performance of those institutions which are

currently subject to such regional restrictions.

The across-the-board, inter-group con-
solidation of the German banking market is
long overdue. A root and branch reform of

the German banking market would have pos-
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itive effects on the economy as a whole and
is therefore in the interest of German busi-
ness and industry as well as of the people of
Germany. This also applies to the regions.
German banks would be equipped for com-
petition on the European banking market
and would therefore make an important con-
tribution to securing Germany’s role as a
major business location. It is now up to the

policymakers.
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TOWARDS A BANKING SYSTEM FOR THE FUTURE

0. Shaping the international
framework

a) Banking representation at
international level

Modern banking business is now governed
by a whole range of rules and regulations is-
sued not only by national regulators but also,
to an increasing extent, by the European
Union and international standard-setters
such as the International Accounting Stand-
ards Board (IASB) and the Basel Committee
on Banking Supervision. This is why one of
the main tasks of the Association of German
Banks (BdB) is to keep a close watch on inter-

national developments.

Within the European Union, the Euro-
pean Banking Federation in Brussels is the
BdB’s principal partner in this respect. At the
same time, the BdB undertakes activities of

its own on European issues.

Global issues are addressed within the
International Chamber of Commerce and,
specifically where standard-setting by the
Basel Committee on Banking Supervision
is concerned, within the Institute of Inter-

national Finance.

To represent the interests of its mem-
bers in the US marketplace, the BdB is affili-
ated to the Institute of International Bankers,
the US association of foreign banks, and also
maintains contacts of its own there. In add-
ition, the BdB represents the interests of its
members vis-a-vis other major third coun-

tries. It also contributes to the national, EU
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and OECD decision-making processes to im-
prove the framework for government cover
of export credits and project financing. A fur-
ther field of activity is creating a practicable
system of financial sanctions against coun-

tries or persons and organisations.

Finally, together with other central asso-
ciations, and in close consultation with the
government, the BdB participates in foreign
trade initiatives devoted to supporting
German enterprises in their international

activities.

b) Liberalisation negotiations within the
World Trade Organization (WTO)

The World Trade Organization (WTO) pro-
vides an important framework for banks’
international activities. At the Cancun
(Mexico) conference in September 2003, the
ministers of the 148 WTO member countries
failed to reach agreement on the procedure
for the further negotiations within the frame-
work of the WTO'’s Doha Round. This means
that the ambitious deadline—1 January
2005 —set for completion of this round of
WTO negotiations, which was opened in
November 2001, is no longer feasible. That
also goes for the liberalisation of financial
services under the General Agreement on

Trade in Services (GATS).

Despite the failure of the Cancun sum-
mit, the WTO member countries and the EU
in particular should still make a serious effort
to complete the Doha Round in the medium
term, since the alternative—bilateral negoti-

ations—generally appears less attractive.



The WTO negotiations under the GATS
are also likely to accelerate the opening of
the financial systems of the WTO member

countries.

While the WTO negotiations on the fur-
ther opening of markets have currently
ground to a halt, the liberalisation already
achieved within the World Trade Organization
and its forerunner, the GATT (General Agree-
ment on Tariffs and Trade, remains legally

untouchable.

Furthermore, the WTO evidently re-
mains attractive to countries which have not
yet joined: the EU and other interested WTO
members are currently negotiating with
Russia, Saudi Arabia and Vietnam on WTO
accession. This opens up new opportunities
for further liberalisation of financial services

as well.

¢) US financial market regulation
Legislation in the United States is becoming
more and more important for the German

banking industry.

On a positive note, New York State
supervisors have considerably relaxed the
asset pledge requirements they set for
branches of German private commercial

banks licensed to operate there.

At the same time, however, two US laws
with an extraterritorial impact on European
banks and other undertakings have caused
some friction. The so-called USA Patriot Act

of October 2001 subjects foreign banks in
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general to anti-money-laundering rules,
regardless of whether or not they are re-
quired—like German banks—to comply
with effective provisions in their home coun-
try. Similarly, the Sarbanes-Oxley Act of July
2002 fails to allow properly for the fact that,
even where their quality is the same, home-
country corporate governance rules for
European undertakings may differ from US
rules, so that foreigners using the US capital

market face partly conflicting requirements.

The irritation caused to European com-
panies by the USA Patriot Act and the
Sarbanes-Oxley Act was limited in some
cases by implementing and interpreting
these laws in a dialogue with the European
Union. Nevertheless, in future —for example,
where consolidated implementation of
Basel Il also at US branches of German banks
is concerned—foreign jurisdictions with
high standards should be recognised by US
legislators. The transatlantic financial com-
munity would particularly welcome a broad,
joint strategic initiative by the EU and the
USA for mutual recognition of their banking

and capital market standards.

d) Corporate governance

As the example of the United States shows,
the ongoing debate about the various as-
pects of corporate governance has led in
many jurisdictions to the development of
sets of standards for good and responsible
corporate management. Recent company
collapses and accounting scandals, such as
those involving Enron or Worldcom, EM.TV

or Parmalat, have refuelled the discussion on
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“good” corporate governance on both sides

of the Atlantic.

Against the backdrop of, among other
things, changes in the legal framework in
some countries, the OECD has announced
that it intends to modify its Principles of
Corporate Governance, which it adopted in
1999. The original version of these OECD
Principles was addressed less to the western
industrialised countries and more to the
emerging economies in Asia, eastern Europe
and Latin America, since, when the Principles
were adopted, their key elements were al-
ready part of German company law, for ex-
ample. Nevertheless, the modified version is
likely to influence the German Corporate
Governance Code as well to a certain extent.

The OECD’s guiding principle of
strengthening investor confidence in the in-
tegrity of corporate management through
more transparency must be welcomed.
Disclosure of information may produce bet-
ter results in many areas—take accounting,
for example —than additional provisions of
substantive law. At the same time, it should
be remembered that swamping the public
with—in some cases non-market-relevant —
information may also prove counter-produc-
tive and ultimately fail to achieve the aim of
creating transparency. A helpful criterion
for identifying market-relevant information
could be whether or not this information is

usually presented at analyst conferences.
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e) Rating agencies

In view of the growing use of the capital mar-
kets, the importance of rating agencies for
both corporate and sovereign borrowers has
increased considerably. This more or less
automatically raises the question of how
such agencies can be integrated properly
into an internationally recognised regulatory
framework like that governing the other

financial market players.

The German banking industry does not
believe that going it alone at national or
European level is the right approach in this
connection; only globally agreed and recog-
nised regulations would make any sense.
Moreover, any government regulation of rat-
ing agencies should be geared solely to im-
proving the functioning of the financial mar-
ket. There should therefore be no interference
with rating processes themselves. A conceiv-
able approach would be setting certain
standards that should be met by rating agen-
cies, e.g. standards for the transparency
of rating procedures and the treatment of

potential conflicts of interest.

Although a few more rating agencies
would be desirable, any increase in their
numbers should be market-driven. Because
of the international structure of the financial
market and the important role played by US
investors, setting up an agency with a firmly

European focus would not be a solution.

f) Basel Il — the international dimension
The reform of the Basel Capital Accord

(Basel Il) is intended to relate the banks’



capital requirements more closely to the
actual risk of default. Establishing an inter-
nationally uniform set of minimum standards
for measuring the risk inherent in a loan will
be a major contribution to the stability of the

global financial system.

The Basel Committee on Banking Super-
vision, comprising banking supervisors from
the world’s most important economic na-
tions, published its third consultation paper
(CP3) on Basel Il in April 2003. Compared to
the two previous consultation documents, it
envisages considerably more favourable
access to credit for small and medium-sized

enterprises (SMEs).

In the meantime, the Basel Committee
has agreed on a whole series of other import-
ant changes to the rules, aimed at making
the new capital requirements less complex
and more practical to implement. Envisaged
modifications to the capital treatment for ex-
pected and unexpected credit losses, in par-
ticular, made postponing the adoption of
Basel Il by another six months to mid-2004
unavoidable. At its upcoming meeting in May
2004, the Committee will decide whether to
stick to the planned implementation date of
the end of 2006. This is a question of vital im-
portance for the banks’ urgently needed

planning certainty.

Itis to be welcomed that the “agreement
in principle” scheduled for adoption in mid-
2004 is to be considered a framework rather
than the definitive version of the new Accord.

This leaves scope for possible improvements
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in certain areas. Above all, it allows for incor-
porating the findings of a further inter-
national impact study (QIS 4). Such a study is
essential to evaluate the global implications
that the far-reaching modifications will have

for the banks’ lending business.

As a general rule, the Basel Committee
should operate on the principle of putting
“quality before the timetable” when ap-
proaching the numerous problems that
remain to be solved. Ensuring that the new
international capital standards are sound
and can be implemented in a practicable
manner must have priority over meeting a

tight deadline.

g) Harmonisation of accounting

In the face of the fast-moving process of glob-
alisation, harmonisation of the different
accounting standards throughout the world
is essential. The starting point for action is
the already widely recognised International
Accounting Standards (lIAS) and the US
Generally Accepted Accounting Principles (US
GAAP). The aim of convergence is to create
uniform, global standards that are accepted
on all stock markets. In Europe, the EU
Regulation on the Application of Inter-
national Accounting Standards is the centre-
piece of harmonisation of the accounting
standards applied in the marketplace. At na-
tional level, the German government pre-
sented in December 2003 a bill to reform
accounting law that would transpose this
regulation and various other European direc-

tives into German law.
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0. A competitive market for
financial services in Europe

a) Regulation, deregulation and harmon-
isation in the single European market

Whilst in the wholesale market segments,
where professional suppliers and clients do
business, a “borderless” market can now be
said to exist at least within the eurozone,
more efforts need to be made now to open
up the retail sector as well. The EU institu-
tions should at the same time turn their at-
tention more firmly to setting up the Euro-
pean supervisory system called for in the
meantime by all suppliers and clients operat-

ing EU-wide.

Since 1999, work on the single European
financial market has been shaped by the
Financial Services Action Plan. Now that vir-
tually all the measures set out in the action
plan are well on the way to completion at EU
level, their implementation at national level
has made clear that there was no sound
concept behind the harmonisation efforts
launched five years ago. This is now proving
to be more and more of an obstacle in regu-
latory practice, but also in cross-border bank-

ing business.

A discussion about such a principles-
based regulatory concept that, for example,
takes more account of European banks’ com-
petitive position in the international arena,
keeps intervention in the market to a min-
imum and allows more room for self-requla-
tion could give a major, new boost to the

integration of markets for financial services.
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b) Basel II-the European dimension

The reform of the Basel Capital Accord
(Basel Il) also has an important European di-
mension. In principle, the new framework is
intended to apply only to large internation-
ally active banks. But the European Com-
mission decided at an early stage to draft
a directive making Baselll binding on all

European banks.

The Commission’s revision of Europe’s
existing capital adequacy requirements is
therefore based, both in terms of timing and
content, on the work carried out by the Basel

Committee on Banking Supervision.

In July 2003 the Commission published
its third consultation paper. Its goal is to en-
sure that the Basel Il rules will be applied to
the entire spectrum of European financial
institutions while taking reasonable account

of the specifics of the EU context.

At the same time, the principles of a
level playing field require that the same rules
for determining capital charges apply to all
banks and investment firms in the EU, regard-
less of whether they have to comply with
only the European regime or Basel Il as well.
A very few substantial differences aside, the
Commission’s proposals are broadly consist-

ent with those of the Basel Committee.

Itis absolutely essential, however, to en-
sure parallelism between the two regimes in
timing as well as in content. The European
Parliament is therefore called upon to adopt

the final version of the directive in a fast-



track co-decision process with the Council of
Ministers in time for it to be implemented on
schedule at the end of 2006. The comitology
procedure envisaged in the directive will play
a pivotal role in enabling account to be taken
of any adjustments agreed in Basel during

this process.

Subsequently, the national supervisory
authorities will be responsible for ensuring
consistent implementation of the legislation
in member states. It is crucially important
that Basel II's numerous options for both the
banks and their supervisors are not exercised

in such a way as to undermine fair competi-
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tion in the EU. Against this background, the

proposals on supervisory disclosure are to be

THE PRIVATE BANKS’ JOINT RATINGS PROJECT

The joint ratings project was launched around two years ago by the Association of German
Banks and its wholly owned subsidiary, the Cologne publishing house and IT services provider
Bank-Verlag. The project offers all banks cost-effective access to a dependable, high-quality and
Basel-compliant internal rating system, thus helping participating banks to boost their competi-
tiveness in this field.

The pooling of anonymised borrower statistics from a number of banks solves the problem of
the critical mass of data needed for validation of an internal rating system. The joint project
offers small and medium-sized banks, in particular, a number of advantages over in-house devel-
opment, which would often be virtually, if not totally, unfeasible. Participating banks are in a
position to measure credit risk and meet regulatory requirements using a statistically validated
internal rating system on acceptable terms. But the project can also be of interest to larger banks—
particularly where individual Basel portfolios are concerned. The system is also open to non-
members of the Association. Around 40 banks are currently taking part, including private bank-
ers, regional banks, cooperative banks and mortgage banks.

The joint project offers rating solutions for all Basel portfolios, which can be provided on a
modular basis to match the particular portfolio structure of the individual bank. The approach is
to outsource the bank’s rating process to Bank-Verlag, provided that this is in compliance with
regulatory requirements and makes good business sense.

In April 2002, nine months after work on the project had begun, the first prototypes were made
available to participating banks for the corporate, retail and banks portfolios. A further mile-
stone was reached in April 2003 with the roll-out of the first version of a system capable of
performing ratings in practice. This interim system supplies sophisticated rating solutions for
various retail portfolio segments (private individuals, high net-worth individuals, small business
facilities) and for the corporate portfolio. February 2004 saw the release of version 2.1, which
contains important developments in several areas for the corporate and retail customer segments.
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welcomed. This approach will create competi-
tive transparency and promote consistent

implementation of Baselll across the EU.

¢) European banking supervision

On the European financial market the bound-
aries between the banking, insurance and
securities sectors are becoming ever more
blurred. At the same time, the progress made
in information and communications tech-
nologies is driving the internationalisation of
financial transactions. To create a true single
financial market, however, a number of pre-
requisites in the area of financial supervision
first need to be met (elimination of multiple
reporting to different supervisory author-

ities, inconsistencies in supervisory practice).

One way of overcoming these problems
would be to establish a European financial
services authority or a cross-sectoral, decen-
tralised system of European supervisory
authorities. In a European system of super-
visory authorities, a central financial services
agency could be responsible for consistent
supervisory rules and practices and for their
implementation by national supervisors in
member states. It is also conceivable that
companies operating across borders with an
EU-wide dimension could be supervised by
the central agency direct rather than by na-
tional authorities. A two-tier system of this
kind would be in line with the principle of

subsidiarity enshrined in the EU Treaty.

Nevertheless, an EU supervisory author-
ity with powers over companies is likely to be

a project for the medium term, which can be
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realised only when various legal prerequis-
ites have been met (fully harmonised super-
visory law, uniform administrative law and
law of execution, partial harmonisation of

civil law).

The extension of the Lamfalussy process
from the securities area to the banking and
insurance sectors is an important step to-
wards the creation of a level playing field in
Europe. This comitology system is intended
not only to speed up and introduce more
flexibility into EU financial market legislation,
but also to ensure consistent implementa-
tion in member states and promote the ex-
change of best practice. This deepening of
cooperation between national supervisory

authorities is to be warmly welcomed.

d) Implementation of the Financial
Services Action Plan (FSAP)

A whole host of measures have been under-
taken as part of the European Financial
Services Action Plan adopted in 1999. Some
of them were agreed using the Lamfalussy
principles. While several measures have
already been finalised at European level,
Germany must now implement them in

national law.

The EU Market Abuse Directive served
as a pilot scheme. Further important EU
legislation is contained in the Prospectus
Directive and the revised Investment Services
Directive, which have to be transposed into

German law in 2005 and 2006 respectively.



It is not yet clear how levels 3 and 4 of
the Lamfalussy process can be organised to
operate in the most practicable manner. So
no one knows at this stage how the various
bodies will work together and how imple-
mentation of the measures will be moni-

tored.

When considering a possible FSAP I,
measures in the financial markets area should
be limited for the time being to reorganising
the legal framework for clearing and settle-
ment. Otherwise, the focus should be on

gathering experience and evaluating results.

e) New legal framework for payment
systems in the internal market

Creation of the Single Euro Payments Area
(SEPA)

The European Payments Council (EPC) was
set up by the European Credit Sector
Associations and the national banking asso-
ciations in June 2002 with the aim of creating
the Single Euro Payments Area (SEPA). The
EPC is the European payments decision-
making body accepted by all players in the
European payments sector. It is the main con-
tact for the European Commission, the Euro-
pean Parliament and the European Central
Bank on all European payment issues.
Specifically, the EPC is working to establish
conventions, infrastructure and systems for
cross-border euro payments to make the
processing of euro payments from one euro-
zone country to another just as efficient, safe
and cheap as the processing of transactions

within the eurozone countries. This mandate,

given to the EPC by the European banking
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industry, is also designed to help ensure that
European Union citizens can ultimately reap
the benefits of the EU in the cross-border

payments sector as well.

New legal framework for the euro
payments area

If a single euro payments area is to become a
reality, there is a need for a coherent legal
environment as well as self-regulation and
a standardised infrastructure. The European
Commission’s December 2003 consultation
document on the creation of a new legal
framework for payments in the internal mar-
ket is therefore to be welcomed in principle.
An overarching strategy, revising and consoli-
dating existing rules while limiting the intro-
duction of new legislation to that which
is absolutely necessary, would support the
European banking industry’s endeavours to
create a single euro payments area. Such a
strategy must not lose sight of the cost-to-
benefit ratio, however. More stringent rules
for suppliers could ultimately result in higher

fees for the users of payment systems.

The EU’s new legal framework should
confine itself to those areas in which the
above criteria indicate a real need for regula-
tion. This is only the case if the differences in
member states’ legal systems are such that
they distort competition or constitute a con-
crete obstacle to processing payments in the
internal market—as with the revocation of
credit transfers, for example. It is in these
areas that a level playing field needs to be

created.
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Some methods of payment, on the other
hand, such as the use of cards, already work
smoothly and efficiently without European
legislation. There is therefore no need for
legislative action on “electronic payment
instruments” (card-based payments, home
banking). Furthermore, issues that can be
regulated by market participants themselves,
like the standardisation of organisational
procedures, should be excluded from the
initiative. It is sufficient in such cases to per-
mit and support self-regulation. As a general
principle, moreover, it is in the interests of
the long-term development of the payment
systems market to ensure that suppliers’ free-
dom to make their own business-policy de-
cisions, particularly on product design and

pricing, is not encroached upon.

f) Retail markets

The Financial Services Action Plan has brought
the European Union a major step closer to-
wards a European single market for financial
services. Despite the progress that has been
made, however, obstacles to cross-border fi-
nancial transactions still remain in some sec-
tions of the market. Natural obstacles are
first and foremost differences in language
and mentality. But these are compounded by
artificial obstacles: every member state regu-
lates its market with a whole host of national
laws and these still differ widely from one
country to another, especially in the area of
civil law. Furthermore, the minimum harmon-
isation approach followed for many years in
directives concerned with consumer and in-
vestor protection has not proved an effective

means of creating uniform framework condi-
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tions. National implementing laws diverge
too widely to enable European consumers
and suppliers to benefit. A key sector of the
financial market thus lacks a set of consistent
and dependabile rules to govern cross-border

transactions.

This situation highlights the need for
further harmonisation of civil law. Such har-
monisation can probably best be achieved by
a prudent alignment of the EU’s diverse legal
systems. The first step should be to establish
common definitions, followed by gradual
and appropriate harmonisation of those
areas of law which have particular relevance
to cross-border business relationships until
civil law is consistent across the EU. This—
doubtless long-term —project could culmin-
ate in a European Civil Code. The endeavours
of the European Commission and European
Parliament in this regard are to be welcomed.
The Commission’s proposals for regulations
on conflict of laws rules can only be seen as
an interim step —albeit an important one—

towards a European civil law.

g) Corporate governance in Europe

Legislators are endeavouring at both Euro-
pean and national level to strengthen invest-
or confidence in the integrity, stability and
transparency of the financial markets—par-
ticularly by improving corporate governance
systems. In Europe, reform of corporate gov-
ernance systems has been spurred by the
European Commission’s action plan of May
2003 for modernising company law and
enhancing corporate governance in the

European Union. In Germany, the financial



marketplace should be bolstered by a series
of basically welcome measures presented by
the government at the end of February 2003
to strengthen corporate integrity and invest-
or protection. The demand made in these for
more transparency with regard to the
remuneration of executive directors has

already been met by the modified German

Corporate Governance Code of May 2003.

Further reform is also needed in the
field of company law. The aim must be to
allow undertakings to move their seats free-
ly between EU markets. The decision by the
European Commission to call in its action
plan for the quick creation of the legal frame-
work for cross-border mergers and transfers
of seats must therefore be welcomed in prin-
ciple. To ensure a level playing field here, any
competitive disadvantages for German com-
panies due to employee participation provi-
sions that meet with little understanding
among foreign investors must be avoided.
The “employee participation” compromise
found for the European Company (SE) cannot
therefore serve as a model in this respect. In
view of the largely free choice of company
law established by the European Court of
Justice rulings in the Centros, Uberseering
and Inspire Art cases and the resulting stiffer
competition between company law models
in Europe, how German law needs to change
to remain competitive is something that will

have to be examined in any case.

h) European state aid policy
A competitive single European financial mar-

ket also requires the removal of one-sided
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competitive advantages. At the end of 2002,
all the amendments to laws required to im-
plement Brussels |-the EU understanding
on the phasing-out of state guarantees for
Germany’s Sparkassen (savings banks) and
Landesbanken (central savings banks)—had
been passed on schedule at federal state
level. At government level, the legal frame-
work for implementation of the EU under-
standing on special credit institutions
(Brussels Il) which allows legally independent
special credit institutions to continue to take
advantage of state guarantees provided they
confine their activities solely to precisely de-
fined promotional tasks, was then created

in the summer of 2003.

Implementation of Brussels Il has also
got under way at federal state level, e.g. also
in North Rhine-Westphalia, whose Landes-
bank, WestLB, is at the centre of another case
in which public-sector banks were given a
competitive advantage: the transfer of state
housing agency funds to Landesbanken. Al-
though in 2003 the Court of First Instance of
the European Communities overturned the
Commission’s decision in the WestLB case, it
at the same time upheld the Commission’s
position that the transfer of state housing
agency funds to WestLB is illegal state aid.
At present, the Commission is preparing a
new decision. At the same time, it is examin-
ing similar cases in six other federal states.
The Commission’s decisions on market remu-
neration of such transfers of funds will set an
important precedent. Given the financial
plight of the public sector, such transfers of

funds will be the only way to obtain capital
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increases unless the federal states turn their
Landesbanken into stock corporations and

take them onto the capital market.

In addition, the European Commission
is currently looking at Section 40 of the Ger-
man Banking Act. This provision allows only
domestic public-sector banks to use the name
“Sparkasse”. It is thus at odds with the free-
dom of establishment and the free move-
ment of capital in the European Union. The
Commission is therefore likely to call on
Germany to lift this provision, removing
a serious obstacle to the privatisation of

Sparkassen.

0. A competitive framework
for banks in Germany

a) Less government

Economic policy in Germany interferes in
many ways in economic life. To start with,
there is the “invisible” interference, such as
regulation. Although it goes virtually un-
noticed by the public, it can be responsible to

a great extent for Germany’s slow growth.

Then there is the government’s largely
invisible interference in the pricing process.
Almost a third of all consumer prices in Ger-
many are influenced directly or indirectly by
the government. But if prices do not reflect
actual supply and demand, this leads to less
efficient allocation of resources and, ultim-
ately, to less prosperity than would otherwise

be the case.
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Visible cases of government activity are
where government spending is involved or
where the government itself operates as an
entrepreneur. Government spending is still
over 48% of GDP in Germany. One of the rea-
sons it is so high is that, compared with other
countries, a disproportionately large share of
GDP goes into income transfers and subsid-

ies.

The government operates as an entre-
preneur in Germany in many ways. Firstly,
there are those areas in which government
intervention is seen to be justified because
the market has failed. But there are also entre-
preneurial activities that cannot be explained
by either a public mandate or the failure of

the market.

To correct the growth-hampering gov-
ernment interference in economic activity in
Germany, a reduction in the ratio of govern-
ment spending to GDP is called for first. Then,
the still hesitant steps to relax the various
forms of market regulation should be carried
on more forcefully. Deregulation also of the
“services of general interest” (SGI) sector

should not be a taboo issue.

b) Fundamental reform of income and
corporate taxation

Large areas of German tax law no longer
meet the requirements of a modern tax re-
gime that faces international competition
and is thus a crucial business location factor.
Gradually lowering income tax to a bottom
rate of 15% and a top rate of 42% in the final

phase (2005) of the 2000 tax reform is there-



fore a step forward in this respect. The same
goes for the cut in corporation tax to 25%
that is also part of this reform. Nevertheless,
because it also levies trade tax, Germany re-
mains a high-tax country for companies in

particular.

Recent proposals for a radical tax reform
made by scholars and by the opposition par-
ties CDU/CSU and FDP envisage, among
other things, further tax cuts. All concepts
point in the right direction in that they pro-
vide for lower tax rates, while at the same
time broadening the assessment basis by

eliminating tax subsidies and exemptions.

The current reform proposals focus
mainly on income tax, although the banking
industry feels that a more radical reform of
corporate taxation is also needed. A basic de-
mand made by companies is for the abolition
of trade tax as an extra burden that is not
usually imposed in other countries. To this
end, the German business sector presented a
model some time ago that would give towns
and local communities a reliable, broad
source of revenue by granting them the right
to levy an income and corporation surtax in-
stead of trade tax. A comprehensive reform
of corporate taxation also includes improve-
ments in the fiscal framework for corporate
restructuring, taxation of affiliated com-
panies and the law on external tax relations.
In the banking sector, the removal of VAT-
related obstacles to the outsourcing of bank-

ing services is particularly important.
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The concepts required for a fundamen-
tal tax reform have already been submitted.
The political parties should now summon the
courage to work together to find a suitable
solution. Any further hesitation would dam-
age Germany’s competitiveness as a business

location and a financial centre.

¢) Reform of capital income taxation

Private capital income is an area where sub-
stantive taxation and tax collection still vary
considerably at international level. This is
why action in Germany to establish tax law
that stands up to competition for internation-

ally active investors is particularly urgent.

Controls that, like all national tax collec-
tion measures, end at national borders are
just as unable to solve the problem of how to
tax capital income in Germany as legal sanc-
tions. What is therefore needed is national
tax law that is accepted again by both do-
mestic and foreign investors and can com-
pete internationally. The banking industry
and the rest of the business sector have thus
been calling for some time now for an overall
concept that provides for a moderate final
tax covering dividends and private securities
sale transactions as well as interest and deals
with past tax transgressions at the same

time.

The Act Promoting Tax Honesty, passed
at the end of 2003, marks a first step towards
such a reform and gives “tax sinners” the
chance, for a limited period from 1 January
2004 onwards, to return to the fold of honest

taxpayers. According to a government proto-
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col to the Act Promoting Tax Honesty, private
capital income will be reorganised along
internationally competitive lines in a second

step.

To maintain Germany’s competitiveness
as a financial centre, a final tax based on the
above-mentioned concept should be intro-
duced as soon as possible. Now that a broad,
basic consensus has emerged both among
scholars and business leaders and within the
government and the opposition parties, a
“grand coalition of convenience” ought to be
possible. This would offer the chance to find
a suitable solution in the limitable field of
private capital income taxation and to profit
from the positive experience that a number
of other countries have already made with
a final tax. It would be fatal for the German
financial marketplace if this chance were to

be passed up.

d) Reorganising social security

The social security system in Germany is run
mainly on a pay-as-you-go (PAYG) basis. This
system is highly vulnerable to demographic
changes. The foreseeable demographic trend
will therefore mean rising contributions to
the pension insurance, nursing care and
health insurance schemes in the future — with
all the negative consequences for jobs and

economic growth.

To avoid a further increase in social
security contributions, a partial shift from a
PAYG system to a funded system is required.
Although a funded system is not immune to

demographic changes, the spectre of an
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“asset meltdown”—a sharp drop in the value
of, and return on, assets in the face of a
declining population —conjured up in some

cases is nevertheless very far-fetched.

For one thing, any lower return on assets
can be offset by international diversification
of the capital accumulated. For another
thing, a declining population needs more,
not less, capital to preserve its standard of
living via higher labour productivity. A heav-
ier blend of PAYG and funded components is

also advisable in order to spread risks.

To build up a stronger, funded system of
personal provision, citizens need to have
enough financial room for manoeuvre. This
can only be created if the benefits provided
under, and thus the cost of, the state-run
PAYG system are gradually cut back. First
steps have already been taken in this direc-
tion in the field of old-age provision with, for
example, the “Riester pension”. These steps
have to be improved, however. Similar meas-
ures must be taken in the statutory health
insurance scheme at the same time. The still
relatively new nursing care insurance scheme
should actually be converted completely to
a funded scheme. All in all, a healthy blend
of PAYG and funded components would not
only enhance the viability of the social secur-
ity system but also improve the conditions

again for economic growth in Germany.



e) Towards a modern state with
e-government

Increasing use is being made of modern
information and communications tech-
nologies by political parties, the state and
public authorities to support opinion-forming
and decision-making processes and deliver
administrative services. This has given rise to
the term “e-government” to describe the
online capability of public bodies. In spite of
this trend, however, the development of
e-government services in Germany is still in
its infancy. A major problem is that the use of
digital signatures has yet to become suffi-
ciently well established. In many cases, it is
only possible to make full use of e-govern-
ment processes if the transaction can be
concluded with an electronic signature. Since
the number of electronic signature cards
issued has yet to reach a critical mass, many
attractive applications cannot be implement-
ed. Llast year, however, measures were
stepped up to promote the use of electronic
signatures and the “Electronic Signature
Alliance” was born. The banking industry’s
secure chip card operating system (SECCOS)
already provides an infrastructure for digital
signature cards, so the widespread issue of
signature cards could begin throughout the
country on the basis of appropriate business

cases.
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0. Sound relations between
banks and customers

a) The Mittelstand

Financing and assistance

If they are to secure funding and hold their
own in the face of competition, the small and
medium-sized companies making up Ger-
many’s Mittelstand must improve their cap-
ital base, which is extremely low by inter-
national standards. This is a task for the
companies themselves, the government and
the banks. Germany’s private banks already
make an important contribution in this
respect by making available equity capital
and bringing SMEs together with venture cap-
italists. Larger companies benefit from the
banks’ expertise and placement power on
the stock exchange. Credit ratings calculated
to comply with banking supervisory rules
provide companies with an expert assess-
ment of their creditworthiness. Banks and
SMEs together identify weaknesses and de-
velop strategies to eliminate them, thus im-

proving cooperation to their mutual benefit.

Export financing

The German economy is heavily export ori-
ented. This also applies to the large number
of Mittelstand companies selling leading
products and technologies throughout the
world. The private banks support Germany’s
exporters by providing both short-term trade
financing and the medium to long-term loans
which are the most widespread method of
financing the export of capital goods to

threshold and developing countries.
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On 18 December 2003 the OECD coun-
tries adopted a revised version of their envir-
onmental guidelines on public issuance of
such export credits. This gives more weight
to internationally recognised environmental
standards than did the original version of
November 2001 while aiming to avoid mak-
ing the cover application procedure exces-
sively bureaucratic for both exporters and
banks. This will benefit not least Germany’s
small and medium-sized exporters, which
took out around three-quarters of the export
credit cover applications accepted by the

German government in 2002.

Under the Brussels Understanding on
special credit institutions reached between
the European Commission and the German
government on 1 March 2002, the Kredit-
anstalt fur Wiederaufbau (KfW) will have to
hive off its commercial financing activities by
2007 to an independent subsidiary enjoying
no competitive privileges. It may retain only
those export credits that complement finan-
cing by commercial banks. This will ensure
that Mittelstand exporters and Germany’s
exporting community as a whole continue to
have access to financing on internationally
competitive terms without commercial banks
being placed at a competitive disadvantage
to the KfW.
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b) Retail banking

Retirement provision

The growing importance of private retire-
ment provision is reflected in the banks’ retail
banking business. At the same time a major
role is played by the way the parameters
governing private pension schemes have

been framed by the state.

There is consensus on the need to en-
courage private retirement provision. Legis-
lators have already taken first steps in this dir-
ection, but more needs to be done. It is vital
to simplify radically the system by which the
state supports citizens in making private pro-
vision for their old age. The aim must be for
equally favourable framework conditions to
exist for all sections of the population, allow-
ing them to select the type of product that
is best suited to their personal situation —be
it a bank or investment fund savings plan

or an insurance scheme.

The current system of state assistance
for private retirement provision is too com-
plicated. It should be replaced by a system
based on tried-and-tested, leaner models.
Moreover, the certification of every single
product is superfluous, since all pension plan
providers are, in any event, subject to super-
vision by Germany’s financial services regula-
tor. Only if Germany succeeds in freeing the
system of unnecessary ballast can the coun-
try’s demographic time bomb be defused.
This cannot be achieved without swift and

lasting changes.



Consumer protection

The European Commission’s goal in revising
the Consumer Credit Directive is to improve
consumer protection and, in particular, solve
the problem of over-indebtedness. A major
problem with the Commission proposal is
that it abandons the principle of consumers’
personal responsibility for taking out a loan.
The lending bank cannot relieve consumers
of all the associated uncertainties. State reg-
ulation in the field of consumer protection
should not be seen as an end in itself, but
must serve to protect the informed and

responsible consumer from possible risks.

The German credit bureau SCHUFA
HOLDING AG addressed the debate surround-
ing the alleged rise in consumer debt in its
2003 “Debt Compass” and analysed its data-
base. The survey failed to find any evidence
of an increase in delinquent payments and
defaults in the period from 1999 to 2002.
Over-indebtedness is a problem for society as
a whole; effective measures must be found
to help prevent indebtedness arising in the
first place. These include, first and foremost,
improving consumer education. To this end,
Germany’s private banks and their Schul/
Bank programme have set themselves the
target of awakening young people’s interest
in economic matters. The Association of
German Banks also calls for economics to be

included in the school curriculum.

To settle differences of opinion between
customers and their bank as rapidly and
smoothly as possible, Germany’s private

banks offer consumers a state-recognised
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out-of-court dispute resolution procedure:
the Ombudsman Scheme of the German pri-
vate commercial banks. The complaints re-
ceived reflect that the ZKA “Current account
for everyone” (Girokonto fiir jedermann) rec-
ommendation to open, in principle, a current
account for every consumer on request has
proved successful. The private banks recog-
nise the social significance of owning a bank
account, which is an important prerequisite

for taking part in economic life.

Data protection
Compliance with data protection rules is of
central importance in the relationship of trust

between customers and banks.

Regardless of their originally private
purpose, many of the customer data man-
aged by banks are, however, now attracting
growing interest from the state. The easier
access by law-enforcement authorities to
bank customer data spurred by legislation to
fight terrorism continues to gain momen-
tum, with customers—against whom the
measures are ultimately directed—virtually
no longer able to influence the process. For
example, automated access to account de-
tails (Section 24 c of the Banking Act) is now
used for tax collection purposes as well
(Sections 93, 93 b of the Tax Code). In con-
nection with existing customer data, banks
are also obliged to comply with ever tougher
risk-controlling and crime-fighting require-
ments set by banking supervisors, though
these have not always been agreed with the
data protection authorities. Data protection

law, originally intended to shield citizens
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against prying by the state, is thus being in-
creasingly eroded by legislators in the finan-
cial sector. The course now steered, one lead-
ing to intensified control of how citizens
handle their financial affairs, should be re-
considered. Above all, financial and data pro-
tection supervisors should establish joint
data protection concepts and interpretations
of the law that take due account of the inter-

ests of both customers and their banks.

The “uniform legal regime” principle
should also be kept firmly in mind in the fur-
ther development of data protection law.
Even though there is no pressing need for ac-
tion at the moment, the aim in the long term
should be to simplify and trim German data
protection law, provided that any further
amendment of the Data Protection Act is
preceded by a careful assessment of the legal
consequences involving all the parties con-

cerned.

Bank signature cards

On 3 April 2003 representatives from Ger-
many’s federal and regional governments
and business community launched the
“Electronic Signature Alliance”. The aim of
the initiative is to cooperate across institu-
tions and sectors to promote the use of

electronic signatures in e-commerce and

e-government.

In view of the fact that the banking in-
dustry has extensive practical experience
both in the card business and in chip-card
technology, the German government is

strongly advocating that customers be issued
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with bank signature cards on a widespread

basis.

This is rendered possible by the com-
mon technical platform developed by the
Zentraler Kreditausschuss, the joint commit-
tee of German banking associations. The
platform is based on the SECCOS chip card
operating system, which allows debit and
credit cards to be issued with a chip contain-
ing a Digital Signature Act compliant signa-
ture application (bank signature card). ZKA-
certified chip cards of this kind are already

available on the market.

A prerequisite for issuing bank signa-
ture cards is that the infrastructure provided
by the banking industry is recognised as com-
pliant with the German Digital Signature Act.
This includes, for example, recognition of the
proof of identity that must be furnished
when opening an account under Section 154
of the German Tax Code and Section 1 (5) of
the German Money Laundering Act. The key
requirements which have to be met are, first,
that the identification process is deemed
legally equivalent to paper-based methods.
In addition, the Regulatory Authority for
Telecommunications and Posts (Reg TP),
which is responsible for monitoring certifica-
tion service providers under the Digital
Signature Act, must recognise the process

as compliant with the Act.






