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CHAPTER 5. THE GERMAN BANKING SYSTEM: STRUCTURE, BUSINESS
OPERATIONS, SUPERVISION AND RECENT GOVERNMENT
DEVELOPMENTS

5.1. INTRODUCTION

Providing integral functions, banks play a major today’s modern
economies. This seems even more relevant for Ggrmerere banks traditionally
play a more important role in funding the econoimgrt in other economies. Not
only in the highlight of the recent financial andoaomic crisis since 2007, a
sound banking and financial system is critical floe performance of the whole
German economy. Banks borrow and lend by meansebt dontracts, with
different maturity and bank loans are one of thesmiimportant source of funding
in Germany and therefore with an important roleallocating resources. Banks
often decide, which projects will be funded, soythave also an initiatory function
in many economies (Schumpeter 1911; Dietrich 20G88)ton and Schmidt (2000)
provide evidence that German universal banks playagr role considering the
performance of German firms and German corporatergpance as a consequence
of the specific German economy which is charaaterizy bank equity ownership,
proxy voting by banks and high concentration ofiggownership (Dietrich 2009).
So it is hard for a firm in the German economy pemte without close ties to the
banking sector since obtaining equity financinghy stock market is even harder:
“When enterprises are deciding on which financireghods to adopt, the advice of
their principal bankers may be sometimes be to tgkenew loans, because the
share issue which might be to the advantage oémterprise is not rated so highly
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by the bank; however definite statements in thgaré can neither be made nor
proved” (Deutsche Bundesbank 1984, p. 15). Thugsikdbamight play an
exceptionally important part in Germany’s capitdlo@tion process. In the
following chapters, we try to highlight the Germbanking system, its origin and
structure, its business operations and importarme tfie German economy.
Furthermore, we describe the financial supervisamg regulatory framework of
the German banking system and the monetary pofitgeoDeutsche Bundesbank
in the European System of Central Banks (ESCB)allinwe broach the issue of
recent developments in German banking and corpgaternance, against the
background of the financial crisis.

5.2. ORIGIN AND EVOLUTION OF THE GERMAN BANKING
SYSTEM

The most important point in the history of the Gambanking system is
the year 1871, when the “German Reich” has beended. After that German
banks were able to operate within a unitary econaanéa. With the introduction
of the gold standard 1873 the country had a unitaryency for the first time in
German history. In 1876 the German Reichsbankestars economic activity. So,
for the first time in German history the countrydrmGerman central bank, later on
called the German Bundesbank. The German Reichslsamde its founding in
1876 had been considered as commercial bank aitétte. Doing bank businesses
for the state it principally had equal rights lilivate banks. In 1909 the
Reichsbank was raised above the commercial barkstapaper money became
the functional currency. After the Great InflatiDepression in 1923 until 1931 the
German currency was called a “gold-currency-statiidsince other currency given
for the German Reichsmark had also been redeenablgold. Since the great
German banking crisis in 1931 and a breakdown ofiyrtzanks, also big ones,
only a national moratorium of could stop a run @mks. As a consequence the
German Mark was no longer redeemable into otheenares. In World War Il the
German currency was devaluated for the second tima,consequence of inflation
but not hyperinflation. After the war in 1948 a m@mcy reform occurred by
devaluating the currency at the ratio of 1:10. Adawgly to the decentralised
organisation of the German state in lands, firskiyyd central banks had been
founded, with the Bank Deutscher Lander as a ceimsttute. It took nearly 10
years, since the German Bundesbank, as we knawdalyt was founded in 1957,
with its function as the German central bank (Weitck981).
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5.3. STRUCTURE OF THE GERMAN BANKING SYSTEM

5.3.1. OVERVIEW

The German banking system is characterized by at gveriety of
different banking institutions. The predominatimgtitutional banking type is the
so-called universal bank (Universalbank) offeringide range of commercial and
investment banking services, either incorporatedeunprivate or public law
(Schneider/Hellwig/Kingsman 1986). The second inguutr institutional banking
type is the specialist bank (Spezialbank) (Kleif8)

5.3.2. TYPES OF FINANCIAL INSTITUTIONS

Important criteria to differentiate German bankimgtitutions are the
legal form, balance sheet total, number of emplsydiection of lending business
and deposit business, business purpose and owmesshicture. Usually single
banking institutions are divided via the criteridegal form”. As a consequence,
there is a three-pillar-structure (Figure 1) of tlerman banking system,
consisting of private commercial banks, public-lé#manks and mutual savings
banks (Bofinger et al. 2008).

Private commercial bankare mainly universal banks with the legal form
of a corporation, obviously there are also privabenpanies. Private banks are
major banks, e.g. Deutsche Bank AG, Dresdner BaBk @ommerzbank AG or
Deutsche Postbank AG. Furthermore, regional baimdiyidual bankers, local
branches of foreign banks and building-credit dierse
(Schneider/Hellwig/Kingsman 1986).

Public-law banks cover land banks, savings banks, land building
associations and banks with special tasks, e.gkfie Bankengruppe. They are
usually owned by the Federal Republic of Germamggefal Lands or single
communities and should act on common welfare. @dkether there are eleven land
banks. After some fusions only seven of them ammemically independent. Like
credit banks, the land banks mainly operate asews@ banks, but also as
principal bank of Federal Lands and as centralitingins for savings banks.
Savings banks have also a license to operate aersai banks. Contrary to land
banks, they are limited in doing business in spec#gions fegional principlg
but they cooperate with each other in specificdfielike marketing, data storage
and processing or product development to raise cro@s of scale. Generally,
takeovers from abroad are strongly limited, wheta&sovers and fusions between
land banks or savings banks are possible horidgraall between land banks and
savings banks vertically (Bofinger et al. 2008; iB#der/Hellwig/Kingsman 1986;
Klein 1998).

Mutual savings banksover credit associations, their central instgy{eZ
Bank and WGZ Bank) and corporate building assamiati The legal form of a
German association means that buying stakes of ssocition makes the
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stakeholder a member and co-owner and that voiids' power does not depend
on the amount of the stake: every member has oiee.vés a consequence
takeovers from outside are hindered drasticallynildr to the savings banks,
mutual savings banks underlie a historically graegional principle (Bofinger et
al. 2008; Klein 1998).

5.3.3. BUSINESS OPERATIONS OF FINANCIAL INSTITUTION S

Doing business is pretty different within the diffat types of financial
institutions of the German banking system. Takinigak at thesource of funds
private commercial banks, especially major banks,land banks and the central
institutes of credit associations are highly engage foreign markets.
Contrariwise, savings banks and credit associatioigly do business with funds
from Germany. Concerning re-financing one shouldswter the high degree of
41.4 percent in inter-bank business of centralitinss with a comparably low
degree of 20.8 percent of land banks which meansduanced pull-out from
business with non-banks and a concentration onmh@& function of mutual
savings banks. Land banks traditionally financertbperations via coupon bonds
and savings banks and credit associations do thain business in the private
sector. Examining theisposition of funds (crediting)rivate commercial banks,
especially major banks, the land banks and cemiséitutes are highly involved in
foreign business operations. Contrariwise, savingsks and credit associations
are only marginally active abroad. Consequentlyediting with domestic
companies and private persons is in the centerha$et types of institutions’
business operations. Furthermore, high degreeredfts for domestic buildings of
savings banks and credit associations are notieeAbtonsiderably high extent of
crediting on employees and further private pershrmsvs a broad concentration of
those institutions.

Considering the relevance of different types ofaficial institutions in
Germany and their market shares in different se¢gnesavings banks and credit
associations in nearly all areas have the biggeskeh shares, often with more
than 50 percent, obviously their balance sheet tstaonly 29 percent of all
financial institutions. High proportions of credite self-employed persons by
savings banks and credit associations are also reenarkable. Land banks and
central institutes seem to concentrate mainly aair ttole within inter-banking
business.

5.4. FINANCIAL SUPERVISORY AND REGULATORY
FRAMEWORK OF THE GERMAN BANKING SYSTEM
In post-war Germany, regulation of the German hbagldector is based
primarily on the German Banking Act (KWG) of 1964hich has been relatively
liberal for some time. As one of the first coundria Europe, the establishment of
banks and bank industries had been deregulatediraecest rates were fully
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liberalized. Apart from solvency-related provisiptisere are also no restrictions
on lending. Banks are free to invest in non-finahcorporations and to engage in
a broad spectrum of banking and bank-related &etiyi including almost all
aspects of investment banking (Schmidt/Tyrell 20@4}h the main trade-off for
politics between necessary regulatory interventamd neutrality within the
competitive environment (Tolkmitt 2007; Klein 2008)

In Germany, banking regulation and supervision entty lies with the
Federal Financial Supervisory Authority  Byndesanstalt far
Finanzdienstleistungsaufsicht BaFin) which is assisted by the Deutsche
Bundesbank. Their cooperation is governed by segtiof the Banking Act, which
stipulates that, among other things, the Bundesiséak, as part of the ongoing
supervision process, analyse the reports and setbat institutions have to submit
on a regular basis and assess whether their capithltheir risk management
procedures are adequate. BaFin and the DeutscheéeBloank have on agreed on
the details of this arrangement in a Memorandurdraderstanding. Supervision is
also conducted by the private banking federati®nsce it was established in May
2002, the Federal Financial Supervisory Authoriag brought the supervision of
banks and financial services providers, insuranodertakings and securities
trading under one roof. BaFin is an independentlipidw institution and is
subject to the legal and technical oversight offkederal Ministry of Finance (its
predecessor, the Federal Banking Supervisory Aityh@tBSA) was also expected
to cooperate closely with the Bundesbank and g#oral affiliates, the so-called
Landeszentralbanken which were responsible for on-site inspections
(Schmidt/Tyrell 2004)). Hence the BaFin is a unifogovernmental regulatory
authority for all financial institutionsA(lfinanzaufsicht. While the BaFin takes
regulatory decisions, the operational supervisorgc@ss lies mainly with the
Bundesbank (Bebenroth/Vollmer/Dietrich 2009).

The BaFin is funded by fees and contributions fribw institutions and
undertakings that it supervises. It is therefodependent of the Federal Budget.
BaFin operates in the public interest. Its primabjective is to ensure the proper
functioning, stability and integrity of the Germafinancial system. Bank
customers, insurance policyholders and investoighbtio be able to trust the
financial system. BaFin has almost 1,900 employeesking in Bonn and
Frankfurt am Main Eigure 2. They supervise around 2,000 banks, 710 financial
services institutions, approximately 620 insurancelertakings and 28 pension
funds as well as around 6,000 domestic investmards and 73 asset management
companies (as of March 2010). Under its solven@ebuision, BaFin ensures the
ability of banks, financial services institutionsdainsurance undertakings to meet
their payment obligations. Through its market sujséwn, BaFin also enforces
standards of professional conduct which preservesitors’ trust in the financial
markets. BaFin grants commercial bank licenses witminimum capital entry
requirement for opening a bank of € 5 million ardrastriction on the percentage
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of capital held by a single owner. Following BaHelevery bank should have a
capital-to-asset ration of a minimum of 8 percergpectively 12.5 percent for
newly established ones in the first three yealginess. Periodic external audits
are obligatory and auditors have to be licensecedified and must submit a copy
of the auditor’s report to BaFin whereas BaFin may take legal action against
external auditors for negliance, but can refuseesternal auditor according to
section 28 of the German Banking Act (KWG). Neveltiss, BaFin may force a
bank to change its internal organisational strict&ollowing article 19 of the by-
laws of the European Central Banks, commercial amkist hold minimum
reserves with the central bank on which they eaterést. A subject, very often
discussed in case of the recent financial crisishat banks must hold enough
liquidity reserves, which means that weighted skemin liabilities should not
exceed weighted short-term assets.

Regarding the case of Islandic Kaupthing Bank fotoag time in
Germany there’'s a deposit insurance system whidonsprised of two different
schemes which are both funded by the banks (DeaitBeimdesbank 2000). All
deposits of commercial banks which are member @Bhndesverband deutscher
Banken (BdB) are practically insured without limibere the insurance fund of the
BdB also covers the retention remaining from thengolsory scheme as well as
any amount above € 20.000 per depositor. The caopuscheme does not apply
to banks for which the viability is safeguardedviyue of their by-laws, as e.g. to
savings banks and land banks. For those institsitioeing members of such
mutually supportive banking groups, direct deposstrance does not only cover
liabilities since the respective banking federatisnobliged to guarantee the
existence for each single bank (Bebenroth/Volimettizth 2009). As part of its
investor protection, BaFin also seeks to preversuthorised financial business
(BaFin 2010):

BaFin's by-laws represent a major set of preceptshbw it acts. They
contain regulations governing its structure andaoiggtion and its rights and
obligations. They also govern the functions and gewof BaFin's supervisory
body, its Administrative CounciMerwaltungsra), and details of its budget. BaFin
also bases the way in which it carries out its stipery activities on the Mission
Statement it gave itself shortly after it was elstied. According to this Mission
Statement, BaFin’s function is to limit risks tet@erman financial system at both
the national and international level and to ensluaé Germany as a financial centre
continues to function properly and that its intggis preserved. As part of the
Federal administration, BaFin is subject to thealeand technical oversight of the
Federal Ministry of Finance, with the frameworkwatich the legality and fithess
for purpose of BaFin’s administrative actions amnitored.

Banking  Supervision, Insurance Supervision and ez
Supervision/Asset Management are three differegamisational units within
BaFin — the so-called Directorates. They compristotal of twelve separate
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departments within which specialist sections sugergredit institutions, insurance
undertakings, financial services institutions andestment companies. Issues of
fundamental importance for supervisory law are tdedh in basic issues sections.
Functions that extend beyond individual sectors ecaeried out, not by the
Directorates, but by cross-sectoral departmentg @rthese, for example, brings
together all BaFin's international activities argpresents German interests in EU
and other international committees. Other crostesalc departments are
responsible, among other things, for dealing witimplaints and the prosecution
of unauthorised financial business. Since theyrekteeyond individual sectors,
basic issues regarding the quantitative mathematicalelling of market, credit,
liquidity and operational risks fall within the ré&mof another cross-sectoral
department; its staff tests these models by waynedite inspections. There is also
a group that deals exclusively with combating molaeydering and the financing
of terrorism.

BaFin must cover its expenditure entirely out of dwn income. It
receives no funding from the Federal budget. Bakises the funds required to
cover its costs from the undertakings it supervisstead. The legal foundation for
this is the Act Establishing the Federal Finan8apervisory Authority (FInDAG).
Pursuant to section 13 (1) of the Act, BaFin's searof funding consist primarily
of fees (section 14 of the Act)separate reimbursementection 15) and
contributions (section 16). The actual amount of fees and dmutions is
calculated on the basis of the Ordinance on theositipn of Fees and Allocation
of Costs Pursuant to the FinDAG (FinDAGKostV) andaiccordance with special
rules governing the charges to be applied by Balfircertain circumstances the
undertakings under BaFin's supervision may alsauringther costs, the most
important of which are described briefly belokirstly, these are “costs” in the
wider sense. What is meant by this are any cosim@ras a result of the execution
of enforcement measures, especially coercive pepajtments, and the imposition
of fines in the event of the unlawful carrying-orf business. Secondly
undertakings must bear the costs arising as atre$uhccountants and other
experts being called in or undertakings meetingr tetatutory disclosure and
reporting requirements. However, these costs aremmarged by BaFin but on the
basis of a private-law agreement between the uskiag and the accountant(s) or
expert(s) in each case. For that reason BaFin ocavide no information on the
amount of the charges that undertaking may exmebave to payFinally, there
are also the costs of the deposit protection scheand compensation funds that
credit institutions and financial service providemse required by law to be
members of. These costs are not charged by Bathierei

Taking a look at recent developments, the finanarad economic crisis
from the end of 2007 has laid bare some deficiancidanking supervision, which
may in part be related to its shared responsislitas well as to a lack of
independence of the regulator. The German govertin@han to consolidate
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banking supervision at the Bundesbank (as oppas#uketprior division of labour
between the Bundesbank and the German Financiar@apry Authority) seems
to be a step in the right direction, not leasttashould raise the independence of
the supervisor and provide the framework for a mmoeero-prudential approach to
supervision. Given the widespread regulatory eaabgr prior to the crisis, the
powers of the supervisor should be strengthenedrtkyecent legislative changes
to allow for the possibility to widen the scope Bupervision beyond compliance
with quantitative requirements. In this regard, esujsors should address more
clearly the risks that business strategies ertadddition, consideration should be
given to introducing capital buffers that fluctuakéth the business cycle. The
government’s initial use ofid hocmeasures to bail out individual banks showed
that the current mechanisms to handle bankingscdsi not provide sufficient
scope for an appropriate response to systemioaliwant banks in distress. Thus,
in order to allow for a more efficient dealing withture bank failures, existing
plans for the introduction of a framework for resturing and winding-up of
systemically-relevant banks should be pursued éar@@hapter §. Ideally, such a
scheme would allow the negative system-wide effettn individual bank failure
to be limited, while keeping the costs for the &ygr to a minimum and mitigating
incentive distortions. A critical element of sucHramework should thus be that
supervisory intervention takes place at an eamdgest to widen the options for
restructuring (OECD 2010).

5.5. MONETARY POLICY OF THE BUNDESBANK IN THE
EUROPEAN SYSTEM OF CENTRAL BANKS

The European System of Central Banks (ESCB) canefsthe European
Central Bank (ECB) and the national central bamkg.(the German Bundesbank)
of the European Union (EU) Member States. The GumgrCouncil of the ECB is
responsible for the formulation of monetary poligyhile the Executive Board is
empowered to implement monetary policy accordingh® decisions made and
guidelines laid down by the Governing Council. Tie extent deemed possible and
appropriate and with a view to ensuring operatioefficiency, the ECB has
recourse to the national central banks for carrgingthe operations which form
part of the tasks of the Eurosystem. The natioratral banks may, if necessary
for the implementation of monetary policy, share oagst the Eurosystem
members’ individual information, such as operatlondata, related to
counterparties participating in Eurosystem openatid he Eurosystem’s monetary
policy operations are executed under uniform teams conditions in all Member
States (European Central Bank 2008). The Eurosybtesra number of monetary
policy instruments which it uses to achieve its stany policy objectives. The
main components of this set of instruments are aparket operations, standing
facilities and minimum reserves (Deutsche Bundelsi2é 0):

143



The main refinancing operationwith a weekly frequency and a maturity
of one week, are the most important monetary poiigtrument used by the
Eurosystem for money market management. On an hameege, such operations
are used to cover around three-quarters of thesbaeled for central bank money.
The Eurosystem conducts monthlgnger-term refinancingoperations (basic
tenders) with a three-month maturity in order tasly the supply of liquidity and
to assist banks which are active in the money ntairkehe security of their
operations. In addition to the regular basic tegd#re Eurosystem is conducting
supplementary longer-term refinancing operationsngwo the current financial
market turmoil. With these operations, the Euramystaims to support the
normalisation process and the smooth functioninghef euro money market.
Supplementary longer-term refinancing operatiores @anrently being conducted
with a maturity of one minimum reserve period, threonths and six months, each
at the beginning of a minimum reserve period. Lortgem refinancing operations
with a maturity of twelve months are offered onuaderly basis together with the
regular basic tender at the end of the quarter. laén and the longer-term
refinancing operations are executed according todicative calendar published
by the ECB each September. The calendar is publishkeast three months before
the start of the year for which it is valid. Ther&system may also condugtiick
tendersin order to smooth unexpected liquidity fluctuasorapidly. The two
standing facilities - the marginal lending facilignd the deposit facility - are
designed to provide or absorb liquidity until thexhbusiness day. Furthermore,
the Eurosystem prescribes the minimum reserveshathie banks are required to
hold order to increase the structural liquidityuiggments of the banking system.

5.6. RECENT DEVELOPMENTS AND IMPACT ON
CORPORATE GOVERNANCE IN BANKS

5.6.1. THE FINANCIAL AND ECONOMIC CRISIS

Since the end of 2007, Germany, as well as mangratbuntries in the
modern world, has experienced a crisis which nolaty expected in its extent.
The economic crisis that erupted in 2008 and desgém 2009 is challenging a
host of our economic conceptions and theories aad tevealed severe
shortcomings in corporate governance arrangemésgecially the role of the
banking sector within the current crisis has lectmassive loss of trust and put
pressure not only on companies within the finansattor but also on policy
makers. Nevertheless, shortcomings contributingpeocrisis of confidence are not
uniquely American as one could expect taking a labkehman Brothers or Bear
Stearns, however, with banking companies also inm@ey adding their own
governance shortcomings to the crisis and onlytipalibailout could abandon the
financial crash of Hypo Real Estate and IKB Deutstidustriebank AG or other
companies in Germany depending on these compavim® than two years after
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that, science, politics and regulators are stilking towards the future of the
financial sector. The financial crisis representpaoditical as well as substantive
challenge to policy makers. The impact of the sr@n judgements about banking
companies’ practices is arguably summed up bydhsarks of Alan Greenspan at
a hearing by the US Congress: “I made the mistakprésuming that the self-
interests of organizations, specifically banks attters, were such that they were
best capable of protecting their own shareholdex$ the equity of the firm”
(Greenspan 2008, p. 33).

The national and international response to thésdnss been characterised
by widespread calls for further (re-)regulation thie financial sector. Bank
supervision in particular is being restructured &gttened. Policy makers cannot
stay aloof from the debate which raises questidiaitathe relative role of legally
binding, requirements and their enforcement as sggoto principles-based,
flexible instruments. It is important to take a wid/iew since banks and others are
not fundamentally different from other companiegshwiespect to management
(OECD 2009), especially when no one is sure whethercrisis is completely
over, and whether banks and the financial systewe tedready hit the bottom
(Chambers 2009). Recent cases like the one of Conwawek AG with a further
loss of € 4.5 billion in 2009 (and a need for fresipital) and a strong financial
linkage within the German financial sector, e.gliaghlz SE, Europe’s biggest
insurance company holds 10 percent of Commerzba@k #hould leave us
sceptical.

5.6.2. CHANGES IN CORPORATE GOVERNANCE OF BANKS

It is almost widely discussed internationally if i@&n supervisory boards
hold expectations towards monitoring and advisinganagement boards
effectively. The financial crisis and especiallye tfole of banks in it could be a
further, bad signal for international investors &wds German corporations and
may confirm them in their reservations towards @e¥man corporate governance
system. Since supervisory boards were indirectépaasible for the sharp rise in
executive compensation before and after the fimdrisis, often little related to
company performance, many public figures came ticize them as improper
(“pay without performance”, Bebchuk/Fried 2006).

Concerning those remuneration issues, German gamenhas passed
two laws concerning remuneration. The first onemfr@006 is called the Act
Regarding the Disclosure of Management Board’s Remation (VorstOG), with
its main purpose to give companies an incentiveatd& proper, performance-
based executive compensation. Against all expecitsitiexecutive salaries have
been levelled and (unfortunately) boosted, witlommon argument of companies,
that one cannot evaluate separately the performahitelividual board members,
said Klaus-Peter Muller, Head of the German Coden@ssion, criticising the
financial sector heavily (Muller 2009). Consequgnizerman government has
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passed the Act Regarding the Appropriateness of algeament Board'’s
Remuneration (VorstAG) in 2009, with its main puspoto link the variable
remuneration of the Management Board to the conipasgvelopment based on
several years’ assessment data. As a first readtipaxample Allianz SE assessed
the short-, middle- and long-term elements of marsigvariable remuneration
equally in the future and enforced its malus sysitemase of bad performance, as
well as Deutsche Bank AG did.

Moreover again, detected shortcomings concernirgp@&@tion between
the management board and the supervisory board th@dqualification of
supervisory boards in general the Code Commissitabshing the German
Corporate Governance Code (GCGC) has put the isduémproving the
professionalism of supervisory boards (§ 100 Ger@arporation Act, AktG) of
listed companies as one of the main issues omgénda in 2010. This may expand
the group of suitable candidates that could inrfuexercise supervisory mandates
and achieve greater diversity within managemeningeavith a focus on more
women or foreigners in corporate boards. Furtheemtire Commission addresses
the fundamental need to increase the qualificatiohssupervisory boards in
general by expanding additional training that iaikable to both future candidates
for supervisory boards and existing members. Thigy nprovide in-depth
theoretical and practical information, in particula the areas of legal principles,
group financial accounting and risk controllingpyovide in-depth information on
the rights, obligations and responsibilities of awisory boards on the basis of the
German Corporation Act (8 107 Akt@jd the GCGC. Further aspects of training
may be, to examine how committees work, reportind eontrol mechanisms as
well as providing practical information on the wook supervisory boards with
codetermination and addressing conflicts of inte(€@erman Code Commission
2010). Additionally, Germany has passed the Acdagntaw Modernization Act
(BilMoG) in 2009 with several changes in corporg@vernance. Beneath the
qualifications and duties of supervisory boards MBIG discusses the
establishment of an audit committee (88 324 andiZ6drman Commercial Code,
HGB) and its duties of supervising audit process#sctiveness of internal control
processes and audit (88 289, 315 HGB) and putsyme®n listed companies to
inform its stakeholders about corporate governaspecific issues via a
Declaration on Corporate Governance (8 289a HGBijs Teclaration could be a
standardized instrument for companies to presem @arporate governance
practices on a recipient-specific basis and be rthdu source for investors to
compare companies by corporate governance spesfiiees. Altogether, there
hasn’t been any major interference into the congogamvernance of big financial
institutions at the managerial level concerningcfffiecorporate governance rules
or new best practices. So the corporate governagstems of big financial
institutions in Germany don’t seem to have chamgduktantially since and during
the crisis.
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Finally, the impact of high debt ratios of Germamks shall be discussed.
Following Myers (1977), high debt ratios may leadnmagers to act too much on
the interest of shareholders and let pass by pmojeith positive cashflow. High
debt ratios force management to take cashflow &yinyg companies’ dues which
additionally leads to a loss of equity and indudegher risk of illiquidity.
Subprime crisis has shown drastically, how the wh&érman economy can suffer
from such overly risk-taking firm politics, e.gofn Hypo Real Estate (which also
didn't withstand the recent European stress-teBisutsche Bundsbank/BaFin
2010), IKB or Commerzbank. German government hasteel immediately and
gave fresh money or guarantees for these institsitiith its protective shield of
more than € 400 billion. Further action towardshieigequity ratios shall clearly be
taken by companies within the financial sector thelves (Sanio 2009). There are
also some examples like Hypo Real Estate or Conmrmaekz where the German
state participates now not only as regulator bsb as shareholder by giving
guarantees to those institutions but not as arnveacthareholder within the
supervisory board. Nevertheless, one shouldn'tidenghis as a rule. Only few
financial institutions used this protective shiefdmore than € 400 billionHigure
3) and state only intervened at those companiesgbeamsidered as "system-
relevant”. Letting those companies going bancrigg been supposed by policy-
makers to be worse for the whole German economy rtscuing them. In order to
use this protective shield a financial institutiinst has to apply for at the German
Federal Agency for Financial Market StabilisatiGif(SA) (Figure 4).

There’s a Financial Market Stabilisation Fund (Solr&hich guarantees
for newly issued debt securities and other liabgitof financial sector enterprises.
All liabilities may have a term of up to 36 montinsgeneral and 60 months as a
maximum. As compensation for the granting of thargatee, the SoFFin charges
a specific percentage of the guaranteed sum refetite likelihood of default plus
a margin. The granting of the guarantee requirasttie benefited financial sector
enterprise is reasonably equipped with its owntas3&e maximum amount of the
guarantee is determined based on the value ofrtfeepgise’s assets (including its
affiliates).

Other possibilities of SoFFin arecapitalizationand assumption of risk
positions Therecapitalizationis directed towards a reasonable own funds bdisis o
the financial sector enterprise. This may be addeby the issuance of shares,
silent participations, or the acquisition of otleégments of own funds. The SoFFin
receives a fair market consideration for capitahtdbutions. The maximum
amount of recapitalization measures in a singletyelfincluding its affiliates)
amounts to 10 billion Euros, subject to the decisibthe steering committee. The
SoFFin may hold and sell participations beyond 204€quired shares, silent
participation rights, and other rights, shall bddsen a manner that avoids
substantial impacts on the market. The SoFFin asgume risk positioné.g.
receivables, securities) from financial sector garises that were acquired prior to
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13 October 2008. As consideration the SoFFin texssfo the financial sector
enterprises debt instruments of the Federal RepuolblGermany. The SoFFin can
hold the risk position until their maturity. As cpensation for the assumption of
risk positions, the SoFFin charged interest inmowent determined on the basis of
the assumed risk, at least equal to the cost afsfunf the SoFFin. The maximum
amount of the assumption of risk positions in agkinentity (including its
affiliates) amounts to 5 billion Euros, subject ttee decision of the steering
committee.

REFERENCES

1. BaFin 2010, Bundesanstalt fur Finanzdienstleistanfgicht, BaFin, Bonn/Frankfurt a.
M., http://www.bafin.de

2. Bebchuk, L A, Fried J 2006, Pay without performar@eerview of the issues, in: CFA
Digest, 36(2), pp. 29-31.

3. Bebenroth R, Vollmer U, Dietrich D 2009, Bank regfion and supervision in bank-
dominated financial systems, in: European Jourhélagv and Economics, 27(2), pp.
177-209.

4. Bofinger P, Franz W, Rirup B, Weder di Mauro B &diggard W 2008, Das deutsche
Finanzsystem, Bonifatius Verlag, Paderborn.

5. Chambers C 2009, Another day another culprit, imsiBess Law Review, 30(12), pp.
264-269.

6. Deutsche Bundesbank 1984, Monthly report, April 49®eutsche Bundesbank,
Frankfurt a. M.

7. Deutsche Bundesbank 2000, Monthly report, July 20D@utsche Bundesbank,
Frankfurt a. M.

8. Deutsche Bundesbank 2010, Monetary policy instrusjebeutsche Bundesbank,
Frankfurt a. M., http://www.bundesbank.de.

9. Deutsche Bundesbank/BaFin 2010, Joint press relésmeed by the Deutsche
Bundesbank and BaFin regarding the results of tenifle stress test for Germany,
Deutsche Bundesbank/BaFin, Bonn/Frankfurt a. Mp; fitvww.bafin.de.

10. Dietrich B J 2009, German banking structure, pgcand competition, Peter Lang
Verlag, Frankfurt a. M.

11. European Central Bank 2008, The implementation afietary policy in the Euro area,
European Central Bank, Frankfurt a. M., http://weeln.int.

12. German Code Commission 2010, Qualification of suvigery Boards, Code
Commission, Berlin, http://www.corporate-governaicogle.de.

13. Greenspan A 2008, Hearing by the Congressional Gtieenfor Oversight and
Government Reform on the role of federal regulatoithe financial crisis, Preliminary
hearing transcript, Washington, October 23, 2008.

14. Klein D K R 1998, Die Bankensysteme der EU-Lan®ed ed., Fritz Knapp Verlag,
Frankfurt a. M.

15. Myers S C 1977, Determinants of corporate borrowimg Journal of Financial
Economics, 5(2), pp. 147-175.

148



16.
17.

18.
19.

20.

21.

22.

23.
24.

Muller, K-P 2009, Ich raume ein, dass wir zu ofsgfawviegen haben, in: Handelsblatt,
November 16, 2009, pp. 4-5.

OECD 2009, Corporate governance and the finandgiscOECD, Paris.

OECD 2010, Economic survey of Germany, 2010, OEE#®is.

Sanio J 2009, BaFin-Prasident fordert grof3tmogliElgenkapitalstarke fur Banken,
Speech by the president of the German Federal EmlaSupervisory Authority
(BaFin), Bonn, May 19, 2009.

Schmidt R H, Tyrell M 2004, What constitutes a finel system in general and the
German financial system in particular?, in: Krahne, Schmidt R H (eds.), The
German financial system, Oxford University PresswiNYork, pp. 19-67.

Schneider H, Hellwig H-J and Kingsman D J 1986, Geman banking system, 4th
ed., Fritz Knapp Verlag, Frankfurt a. M.

Schumpeter J 1911, The theory of economic developmn inquiry into profits,
capital, credit, interest and business cycle, Hariniversity Press, Cambridge/Mass.
Tolkmitt V 2007, Neue Bankbetriebslehre, 2nd edblér Verlag, Wiesbaden.
Welcker J 1981, Struktur des deutschen Bankwesen§chmidt H, Schurig M and
Welcker J (eds.), Bank- und Bérsenwesen, Band flay#&/ahlen, Miinchen, pp. 7-70.

149



Appendix A
Table A.1. Source and disposition of funds in the German branki/stem in 2007, percent

Private commercial banks
Including:
Regional | Land | Savings| Central Credit
Overall | Major | banks & | banks| banks | institutes| associations
banks| further
credit banks
1 pillar 2" pillar 3% pillar
Source of funds

Deposits &
borrowed
funds
Domestic 423 | 36.8] 503 | 394 823 52.8 80.6
Including:
Banks 9.2 8.5 11.6 20. 18.6 41. 11.6
Non-banks 33.1 28.3 47.7 18. 63. 11. 69.0
Foreign 34.3 375 17.8 22. 2.7 21. 2.3
Coupon bonds 11.0 13.2 9.2 29.5 4.6 17.0 6.2
Capital 4.8 4.6 5.9 4.1 5.2 4.2 5.9

Disposition of funds (Crediting)
Domestic 46.0 | 39.2] 623 ] 524 894 53.5 86.4
Including:
Banks 131 | 117 16.5 27.% 22.1 42.% 23.4
Non-banks 33.0 275 45.8 25, 66.7 10. 63.Q
Including:
Companies
& private 27.8 21.9 39.8 17.3 55.3 7.5 57.0
persons
Including:
Domestic 117 | 101 17.7 36| 293 0.1 305
buildings
Companies 11.2 9.8 11.5 135 13.8 7.2 9.1
Self-
employed 3.6 34 4.8 1.3 13.9 0.2 155
persons
Employees
& further 128 | 87 23.4 24| 2758 0.2 31.8
private
persons
Foreign banks 30.0 32.9 19.9 268 2.2 201 3.3

Source:Bofinger et al. 2008, p. 89 on basis of figuresrfrDeutsche Bundesbank.
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Table A. 2. Relevance of important types of financial instius in Germany in
2007, market shares in percent

Private commercial banks
Including:
Ezg;:)snzl Land | Savings .Ce.ntral Cre.dit.
Overall | Major banks | banks | institutes | associationg
banks furthgr
credit
banks
1st pillar 2nd pillar 3rd pillar
Balance | 594 | 243 11.9 27.4] 181 45 10.9
sheet total
Credits to
domestic 329 17.1 14.0 175 30.8 1.2 17.6
non-banks
Including:
Companies
& 337 | 166| 148 148 311 11 19.4
private
persons
Including:
Credits for
domestic| 32.1 17.2 14.9 7.0 37.3 0.0 235
buildings
Companies 37.1 20.0 11.6 31.4 20. 2.8 8.4
Self-
employed 23.7 13.7 9.7 5.9 42.0 0.1 28.3
persons
Employees
&further | 554 | 449 19.7 4.7 35.4 0.0 245
private
persons
Deposits &
borrowed
funds from 34.3 18.2 15.2 13.6 30.7 1.4 20.0
domestic
non-banks

Source:Bofinger et al. 2008, p. 91 on basis of figuresrfrDeutsche Bundesbank
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Appendix B

Private commercial Public-law banks Mutual savings banks
banks e.g. e.g.

e.g. Kfw Bankengruppe DZ Bank
Deutsche Bank AG WGZ Bank
Dresdner Bank AG
Commerzbank AG

Figure B.1. Three pillars of the German banking syem
BaFin
Banking Regulatory | President | Insurance Securities
Supervision services / and Pension| Supervision /
Human Fund Asset
resources Supervision | Management

Figure B.2. Organisation chart of the BaFin
Source:http://www.bafin.de
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Federal Republic of
Germany
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20 billion Euros

Bears administrative
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the German Parliament

Requires
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Figure B.3. Financial structure of SoFFin
Source:http://www.soffin.de
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Steering Committee

Decides upon

= Slabilisation measures
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imparange
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Financial Market Stabilisation Fund
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Wind-up Wind-up Wind-up
institution A institution B institution C

Figure B.4. SoFFin organizational structure
Source:http://www.soffin.de
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