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Key messages 

 

 Reforming the banking sector by introducing a dual banking system would neither 

guarantee greater financial stability nor protect taxpayers. 

 

 The financial crisis showed that threats to stability can come from banks with a broad-based 

business model just as easily as from special or investment banks. The structure of the 

banking system does not, therefore, influence its stability. 

 

 Commercial and investment banking business models are closely interlinked and 

complement one another. A legal requirement to separate the two could not totally 

eliminate these links. Contrary to expectations, it would not succeed in eliminating systemic 

risk from parts of the banking system. 

 

 The structure of a country’s banking system has to reflect the structure of its economy. 

Germany’s export-driven economy benefits from the universal banking model. An efficient 

banking sector includes elements of both retail and wholesale banking, and of commercial 

and investment banking. 

 

 Important lessons have already been learned from the crisis. Splitting up banks would fly in 

the face of the most important lesson – namely that financial stability and a level playing 

field can only be secured by globally agreed rules. There would be a real danger of 

renationalising regulatory rules. 

 

 Financial stability should be strengthened by rigorously implementing the measures that 

have already been agreed at international level. This will ensure the greatest possible 

consistency between national instruments. Policymakers must stay on course. 
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1. Current debate and background 

The present financial crisis has undergone various shifts since it began in 2007. Initially escalating 

into a systemic crisis, it became a sovereign debt crisis in the course of 2010 and 2011. The 

governments of the affected industrialised countries have created new rescue facilities and 

mechanisms and, together with the IMF, have spent substantial sums trying to safeguard the 

stability of the global financial system and protect their nations from a continuing economic crisis. 

Against this backdrop, policymakers are seeking answers to two urgent questions. How can 

financial market stability be guaranteed in the long term? And how can the use of taxpayers’ 

money be avoided as far as possible in the process? 

 

The decisive step towards overcoming the financial crisis was taken when the G20 economies 

realised that financial stability could only be improved by agreeing on a global framework, 

consisting of globally consistent national laws and regulations introduced under a globally agreed 

timetable. There was also a consensus that the resilience of the financial system could best be 

strengthened by larger capital buffers, better risk management, greater transparency and cross-

border restructuring and resolution mechanisms. Regulation designed with this in mind was 

introduced or set in motion at international, European and national level. 

 

Almost five years after the outbreak of the crisis, however, it is clear that the initial support of the 

world’s major economies for internationally coordinated and consistent regulation is flagging. The 

G20’s original goal is in jeopardy. At the same time, increasing numbers are prepared, under these 

circumstances, to abandon the global approach in favour of national measures. The search is on for 

new policies capable of increasing financial stability and protecting the taxpayer. 

 

In this situation, there is growing support for the idea that a more stable banking system requires 

national reform of the banking system’s structure. In the United Kingdom, for instance, the 

Independent Commission on Banking has proposed a structural separation of allegedly safe retail 

banks and investment banks. European Commissioner Michel Barnier has set up a high-level expert 

group to prepare a report on the stability of the banking structure in the EU. And in the US, the 

Volcker Rule will largely ban banks from engaging in proprietary trading. 

 

This raises two questions: whether there is really an alternative to the regulatory process initiated 

by the G20 and whether a division into “good” and “bad” banks can really better protect taxpayers 

from having to foot the bill in a financial crisis. The Association of German Banks takes the view 

that the answer to both these questions is “no”. Our arguments are summarised below. 
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Volcker Rule and Vickers Report 

Volcker Rule (Section 619 of the Frank-Dodd Act) 

 
Under the Volcker Rule, US banks and all foreign banks with a US branch or subsidiary will be largely banned 
from engaging in proprietary trading. Investments in and sponsoring of hedge and private equity funds will 
also be prohibited so as to prevent the outsourcing of banned transactions. 
 

Proprietary trading is defined in the Act as all transactions in which the bank acquires financial products (and 

thus assumes risk) itself rather than in the interests of a client. Hedging transactions are explicitly permitted, 
as are all trades in US government bonds. Exemptions are also envisaged for market making. In practice, 
however, it is difficult to draw a clear line between proprietary trading and market making since the latter also 
involves holding positions for a short period and the result also depends on market developments.  
 
Since the Dodd-Frank Act was adopted, a number of US authorities have been working on the distinction 

between banned and permissible activities. This task is proving highly complex and extremely time-
consuming. The Volcker Rule will have huge adverse extraterritorial ramifications for globally active banks. 
 
 
Vickers Report 
(Final Report of the Independent Commission on Banking  
Chaired by Sir John Vickers) 

 

The Vickers Report recommends ring-fencing certain services, increasing loss absorbency and strengthening 
competition. The recommendations are intended to apply only to banks domiciled in the UK and to business in 
the European internal market.  
 
Ring-fencing: Deposit-taking, overdraft facilities, loans to consumers and small businesses, and payment 
services should be offered only by ring-fenced banks. These banks should be prohibited from engaging in 

certain activities and should only be permitted to engage in all others if they are essential to the provision of 
ring-fenced services. Banks operating within the ring-fence should be permitted to lend to businesses in the 
EU only with the approval of supervisors. The British government has recently recognised that some activities 
which were originally to have been banned, such as the provision of risk management products to corporate 
clients, should be permitted within the ring-fence.  
 

The Vickers Report proposes that higher capital requirements should protect ring-fenced banks from 
insolvency. Banks operating outside the ring-fence, especially when doing business with clients outside 
Europe, should be regulated according to internationally agreed standards.  

 
Loss absorbency: The report recommends that all ring-fenced banks should comply with a leverage ratio 
above that required by CRD IV. Banks above a certain size should hold significantly more loss-absorbing 
capital (up to 17% of RWAs); supervisors should be able to make this requirement more stringent still.  

 
Competition: Measures are proposed to reduce concentration in the markets for retail and SME customers. 
This aspect has little relevance to Germany owing to the low level of concentration in its banking market. 
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2. A dual banking system will not improve stability or protect taxpayers 

against future bailouts 

Structural reform of the banking sector (in the form of a dual banking system) cannot 

compensate for a lack of progress in international efforts to strengthen financial 

stability. It would merely increase the cost of banking operations, but would not be 

able to guarantee financial stability or protect the taxpayer. 

Is a dual banking system a way out of stalled efforts at reform? 

One of the major political demands to emerge in the wake of the financial crisis was that, in 

future, the losses of an ailing bank should be borne by its owners and creditors alone, not by 

the taxpayer. This will require, first, a stable international financial system and, second, 

suitable tools for cross-border bank restructuring and resolution. A number of regulatory 

measures have been introduced to this end in recent years. These include the German 

Restructuring Act as well as internationally agreed principles of crisis management, such as 

institutionalised working groups of supervisors. At European level, work is under way on a 

directive to facilitate the cross-border restructuring of systemically important institutions. 

 

It is in the nature of things, however, that the taxpayer cannot be completely protected at the 

stroke of a pen. The proposed structural reforms may therefore be seen as an attempt to make 

up for a lack of progress in improving the stability of the financial system by taking another 

route to the desired objective. 

 

Structural reform of the banking sector could only play a constructive role in this regard if a 

dual banking system had a direct influence on systemic risk and would make restructuring or 

resolution easier in the event of a crisis. Claims by the advocates of a dual banking system 

notwithstanding, there is no hard evidence that it could do either. On the contrary, the financial 

crisis has shown that neither of the models under consideration has proved especially 

convincing in this respect. 

 

The prerequisites for reducing systemic risk are not met 

Supporters of a dual banking system claim taxpayers would not end up footing the bill in a 

financial crisis for the following reasons. 

 

 Under all business models, banking activities can be divided into those which serve a 

“socially useful” purpose and those which are “socially useless”. 

 The “socially useful” part of banking is exposed fewer systemic risks. 

 Systemic risks can always be clearly allocated to one particular sector. 
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 In a dual banking system it is easier to ensure that, if a bank gets into difficulties, losses 

will be borne by its creditors and owners. 

 

In practice, however – and experience with dual banking systems backs this up – none of these 

criteria can be met. As is demonstrated in the following chapter, banking cannot be cleanly 

divided into “socially useful” and “socially useless” components. Nor can activities always be 

readily categorised as part of commercial or investment banking. But if it is not possible to 

make a strict distinction between the two, which would be the only basis for preventing 

contagion, then it is not possible either – despite claims to the contrary – to separate the 

associated risks. Contagion and spillover from investment banking or the capital markets could 

spread at any time to activities within the ring-fence proposed by the Vickers Report. A dual 

banking system would consequently offer no protection against contagion. 

 

On the contrary, it is even possible that a bank’s systemic risk would increase in a dual banking 

system. This is because separating its business activities might reduce their loss-absorbency if 

losses in one division could no longer be compensated for by profits in another. This aspect is 

also acknowledged by the Vickers Commission and is one of the reasons why it comes out 

against total separation. (See also the overview of the advantages of the universal banking 

system.) 

 

Nor is it generally possible to correlate retail or commercial banking on the one hand and 

wholesale or investment banking on the other with unchanging and different levels of risk. It is 

true that the current financial crisis ostensibly began in investment banking. But it would be a 

mistake to conclude from this that the systemic risks posed by investment banking are always 

higher than those emanating from other banking activities. For the real roots of this crisis, as of 

most systemic banking crises in the past, lay in a preceding period of excessive lending. The 

Nordic banking crises in Finland and Sweden in the early 1990s are textbook examples of how 

macroeconomic turmoil, weaknesses in internal management and bubbles in property and 

share markets can combine to trigger a crisis. Discussions about the need for structural reform 

of the banking sector should therefore refrain from focusing exclusively on the experience of 

the most recent crisis. 

 

Furthermore, little thought is generally given to the effect a dual banking system might have on 

investment banking. It is assumed that the loss of the traditional banking sector as a potential 

source of funding, coupled with the lack of an implicit bailout guarantee, would curb the returns 

and growth of investment banking. Two points are frequently forgotten, however. First, only big 

financial institutions are in a position to meet the funding needs of globally active firms. If a 

country’s domestic banks are no longer able to fulfil this task due to legal constraints on 

banking structures, big foreign banks will step in to fill the gap. Second, a limit on size might 

cause business to migrate to other, less regulated segments of the financial market. This, too, 

could potentially increase the risk posed to the entire financial system. 
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A dual banking system cannot protect taxpayers from future bailouts 

A key argument of both the Vickers Report and the Volcker Rule is that taxpayers will allegedly 

be effectively protected from having to foot the bill in the event of a financial crisis. It would 

only be possible to keep this promise, however, if investment banking activities were devoid of 

systemic risk. Only then could a bank become insolvent without affecting the entire financial 

system. But this is most certainly not the case. Even a dual banking system would not be able 

to totally eliminate interconnectedness, and thus channels of contagion, in the banking sector. 

 

The fate in the recent financial crisis of Bear Stearns, AIG and not least Lehman Brothers is a 

case in point. Lehman was a big investment bank; it was not rescued and would not have been 

rescued in a dual banking system. Nevertheless, the crisis was felt by all financial institutions. 

It is an illusion to believe that a dual banking system would sever all links between investment 

and traditional banks. The interbank market or the tendency for many banks to invest in the 

same or similar products also represent potential channels of contagion.  

 

Systemic risk is evidently largely independent of a bank’s business model and thus the 

structure of the banking sector. This view is backed up by a recent ECB study1, which found 

that a bank’s business model cannot protect it from getting into financial difficulties. Crises can 

therefore be most effectively prevented not by prescribing certain business models and thus 

placing restrictions on entrepreneurial freedom of choice, but only by managing risks 

adequately, ensuring rigorous supervision and forging international agreements on solving 

future banking crises. 

 

  

                                           

 

 
1 ECB: “Bank Risk During the Financial Crisis. Do Business Models Matter?”; Working Paper 1394, November 2011. 
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3. A modern bank cannot be divided into “socially useful” and “socially 

useless” parts 

The business models and, above all, products of commercial banking and investment 

banking are closely interlinked. Contrary to expectations, mandatory separation 

would not enable risks to be clearly allocated to one or the other.  

 

Investment banking is an inherent part of economically useful banking 

The existing proposals for structural reform of the banking sector assume that banking 

activities can be easily divided into commercial and investment banking and that fixed levels of 

risk can be allocated to individual business segments. The implication is often that only 

commercial banking activities serve a socially useful purpose. This view neither reflects the 

structures of the banking business today nor is correct in its assessment of how to apportion 

risk to various banking activities. 

 

From the perspective of both customers and banks, commercial and investment banking 

activities cannot be separated from one another in the banking business today. Whilst it is true 

that loans are the core product in Germany’s SME banking market, for instance, they are by no 

means the only financial product used by businesses. Given the importance of exports to the 

German economy and its growing interconnectedness with global markets, the standard range 

of financial products which banks are expected to provide include such investment banking 

services as liquidity management, international payments processing and trade finance. 

Companies also entrust banks with risk management in areas such as foreign exchange, credit, 

interest rate, commodity and energy risk. 

 

Investment banking services are becoming increasingly important to large SMEs’ funding 

strategies, too. These services range from syndicated loans to bond issues to and stock 

exchange listing. One-stop financing is advantageous to companies since it is able to offer 

holistic solutions composed of optimally coordinated and tailored elements. Financing cross-

border takeovers and finding solutions to succession problems are just two examples of 

situations demanding a closely coordinated mix of commercial and investment banking 

products. 

 

Retail clients also use a combination of commercial and banking both when borrowing and 

when saving. Long-term loans with fixed interest rates frequently require hedging activities on 

the part of the bank. These links are also in evidence on the savings side, where the simple 

savings book has long ceased to be the sole option for retail depositors. Investment products 

with capital preservation guarantees, which are a feature of retirement savings schemes, for 

instance, are a good example. 
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From the customer perspective, therefore, banking in the modern world consists of a close 

combination of commercial and investment banking. It should be borne in mind that investment 

banking products reflect concrete needs of corporate and retail customers. They are important 

instruments without which businesses would no longer be able to manage their wide-ranging 

risks. In short, without investment banking entrepreneurial activity would be impossible in a 

world of global competition. Investment banking delivers measurable added value for 

businesses. 

 

The fruitful interplay between the two sectors is apparent in other areas, too – albeit less 

directly. Transactions initiated by customer instructions often trigger a number of further 

transactions. A bank may use a currency swap to hedge the currency risk which has 

accumulated in its retail business, for example. And any bank with more deposits than loans 

(surplus of liabilities) will invest these funds with the aim of generating a profit to cover the 

interest paid on its deposits, or in other words will engage in or commission investment banking 

activities. This applies particularly to German savings banks and cooperative banks, which have 

to comply with the so-called regional principle. It even applies to entire banking systems in 

some parts of Europe. A structural surplus of liabilities exists in the Belgian banking system, for 

instance. Commercial and investment banking therefore complement one another from the 

banks’ perspective, too. 

 

The interconnectedness of business models means a separation of functions 

could not separate risks as well 

The financial innovations of recent decades have facilitated the interconnectedness of 

commercial and investment banking products in many respects. As a result, splitting a bank 

into two parts following the introduction of a dual banking system could not prevent investment 

banking risks from continuing to have an impact on the commercial banking arm. For this 

reason, ring-fencing deposit-taking and lending operations, as recommended by the Vickers 

Report, is unlikely to serve a useful purpose as long as products inside the ring-fence retain 

certain links with investment banking.  

 

It is easy enough to find examples of these links. Businesses regularly demand services which 

inevitably involve both commercial and investment banking. An exporting company may take 

out a foreign currency loan, for instance, and the bank will hedge the associated risk with 

derivatives. In the type of dual banking system proposed in the Vickers Report, the risk 

associated with the loan would be allocated to the ring-fenced bank, while the derivatives risk 

would be borne by the investment banking arm. Given that both could get into difficulties 

independently of one another, however, problems experienced by the investment bank would 

compromise the loan within the ring-fence as well. Similar scenarios could also arise in export 

financing, for instance.  
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Separating corporate and investment banking from retail banking along the lines envisaged in 

the United Kingdom would generate significant costs. Banks would no longer have the benefit 

of a mixed financing structure of deposits, capital market funding and equity as a basis on 

which to lend to businesses. Instead, they would be more dependent on the capital markets. 

This would not only mean higher costs for banks, but would inevitably also be reflected in the 

cost and availability of corporate loans. (See overview of universal banks.) 

 

For the advocates of a dual banking system, none of this is a reason to reject structural reform. 

They acknowledge that banking would become more complex and more costly. The Vickers 

Report, for instance, puts the annual cost of the reform to banks in the UK at £4 billion to £8 

billion. For the German economy, where industry plays a significantly greater role, the figure 

would probably be considerably higher. Nevertheless, the argument goes, these costs would be 

more than outweighed by the fact that risks in a dual banking system would be borne by 

investors, and not the taxpayer. This argument is not persuasive. The desired objective can be 

achieved with more suitable instruments without generating the costs associated with a dual 

banking system. 

Overview: Advantages of the universal banking system 

“Universal banks” is the term used to describe institutions that conduct both commercial banking – 

i.e. deposit-taking and lending as well as payments business – and investment banking. This 

broadly diversified business model is common in Germany and offers a number of advantages. 

 

 Stability through diversification 

Investment banking and commercial banking contribute to a bank’s earnings to a different 

degree in the course of a business cycle. Whilst commercial banking is relatively immune to 

cyclical trends, investment banking is more volatile. In the universal banking system, 

earnings fluctuations can then be smoothed out. The broader diversification compared with 

a dual banking system therefore strengthens the stability of universal banks and thus of the 

banking system as a whole. 

 

 Lower risk through economies of scope  

Another major advantage is delivered by the breadth of services on offer (economies of 

scope). This does not mean just the directly measurable economic benefits gained through 

the joint use of, for example, IT systems, buildings and administrative functions (fixed cost 

digression). Much more important is the broader relationship with individual customers. 

Lending and other services always entail risk for banks. This risk can be reduced through 

knowledge of a customer’s financial strengths and weaknesses, and this knowledge grows 

the more the relationship with the customer is deepened. (Example: hedging an export 

company’s currency risk, something which would be infinitely more difficult for a bank if it 

did not cater to the company’s domestic business needs at the same time.) 
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These advantages can also be backed up by empirical research. Various surveys2 show, for 

instance, that bond issues underwritten by universal banks have a lower default rate than 

those underwritten by pure investment banks. The advantages of a broad customer 

relationship can be verified empirically for share issues as well3. For example, because of 

universal banks’ broader customer relationship, investors are more confident that shares 

will be priced fairly. This justified confidence benefits companies raising capital and in this 

way strengthens the economy. 

 

Universal banks also offer advantages because of their centralised risk management. An IMF 

study shows that universal banks’ counterparty and liquidity risk exposure is much lower 

than that of banks in a dual banking system.4  

 

 Cost savings for customers 

Only at first glance do diversification and economies of scope benefit solely banks and their 

shareholders. They benefit customers as well – starting with lower costs due to the ability to 

provide a wide range of services from a single source. But the previously mentioned 

economies of scope, too, are passed on to customers in the form of lower costs. The keen 

competition in Germany suggests that in fact the bulk of these advantages accrue to 

customers. Particularly the trust between banks and customers additionally established by a 

universal banking system results in cheaper lending to “good risk carriers” and to restricted 

lending to “bad risk carriers”. This is a socially desirable effect, as it prevents crises and 

promotes a strong, innovative and stable economy. 

 

Investment banking 

 

Whereas investment banking used to mean mainly advising companies on corporate actions 

(mergers, acquisitions, capital increases, etc.), today it covers all bank services related to  issuing 

and trading in securities. One reason for this is that companies now want banks not only to provide 

advice but to also be directly involved in capital transactions. Another is that the development of 

innovative financial products accompanying the globalisation of financial markets has led to closer 

collaboration with market departments to produce new and increasingly customised financing 

solutions: 

 

Investment banking services include in particular: 

 

                                           

 

 
2 Kroszner and Rajan (1994): “Is the Glass-Steagall Act justified? A Study of the U.S. experience with Universal Banking before 1933” and 

Puri (1994): “The long-term default performance of bank-underwritten security issues”. 

3 For example, Schenone (2004): “The effect of banking relationships on the firm’s IPO underpricing” and Druckner and Puri (2005): “On the 

benefits of concurrent lending and underwriting”. 

4 See “Subsidiaries or Branches: Does One Size Fit All?”; IMF Staff Discussion Note, 7 March 2011. 
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 Advice and support to companies issuing and placing equity and debt (shares, bonds or 

Schuldscheine [type of German promissory note]) 

 Advice and process management in connection with mergers and acquisitions 

 Market making, i.e. trading in securities and standardised commodities (e.g. foreign 

currencies) by quoting bid and ask prices 

 Development of structured financing solutions for complex transactions  

(e.g. project financing) 

 Advice and execution of orders in securities trading for customers 

 Hedging corporate interest-rate, currency and commodity-price risk 

 Asset management and 

 Provision of liquidity through trading in equity and debt capital instruments within the 

regulatory limits. 

 

 

4. Connection between banking structure and national economy  

The structure of a country’s banking system and its economic structure must go 

together. The export-based German economy benefits from the universal banking model.  

  

Banking structures are not transferrable internationally  

Even it were assumed for a moment that a separation of banking activities as called for by 

some were feasible, it would have to be asked whether transferring the regulatory 

approaches adopted in the US and the UK to other countries such as Germany or the entire 

European Union would have similar results when it comes to the costs incurred and reducing 

risk. It is quite evident that this could only be the case if the structure of a country’s banking 

system were independent of its economic structure. Precisely this is unlikely, however. 

 

A country’s banking structure is an integral part of its economic structure. As a rule, these 

have evolved parallel or complementary to each other over a number of decades or even 

centuries and form a tight symbiosis. For example, Germany’s export-based, SME-driven 

economic structure relies more strongly than in other countries on long-term bank financing. 

Improving a country’s economic structure leads via new sources of financing to an 

improvement in its banking structure as well, just as improving the banking structure opens 

up new sources of financing to companies and thus allows macroeconomic growth in the first 

place. In Germany, the evolution of a strong universal banking system is the logical 

consequence of this approach. The attempt to replace this symbiosis with a uniform EU-wide 

dual banking system would make corporate financing in Germany more difficult for many 

years to come and reduce companies’ international competitiveness. 
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Banking structure provides no protection against financial crises 

This does not mean that dual banking systems are always necessarily inferior to universal 

banking systems. The US and, above all, Japan enjoyed outstanding economic growth under 

dual banking systems over a period of many decades. Yet, in both countries, these banking 

systems were unable to protect the economy against serious financial crises – take, for 

example, the savings and loan debacle in the US in the 1980s and the bursting of the real 

estate bubble in Japan at the beginning of the 1990s. 

  

Moreover, the US dual banking system allowed the emergence over the years of those 

specialist banks that were largely to blame for the recent financial crisis. If one wanted to 

draw a lesson from this, it would perhaps be that the US did not have enough elements of a 

universal banking system.  

 

There is one other fundamental argument against the introduction of uniform banking 

systems in Europe along UK or US lines. In times of crisis, differences between national 

banking systems can limit the impact of systemic failure among individual categories of 

financial intermediary and thus have a stabilising effect. An internationally diverse banking 

structure is consequently also a good basis for mutual assistance in crises. There is therefore 

much to be said for allowing different structures to evolve freely within a uniform global 

framework. Regulation aimed at stabilising the financial markets must consequently be 

geared to the risks inherent in banking business and their transfer. It should be as consistent 

as possible at international level so as to take account of market interdependence and 

prevent regulatory arbitrage as well as the emergence of loopholes. It should neither favour 

nor obstruct specific business models or business sizes or individual national market 

structures. 

Banking structure reform opens the door to renationalisation of financial market 

regulation 

Irrespective of these findings, the fact that particularly smaller countries with globally 

operating financial sectors, i.e. Belgium, Switzerland and Iceland, but also the UK, were hit 

hard during the recent crisis is cited as justification for a dual banking system. Yet, even in 

these cases, a dual banking system would not have been of any help. On the contrary, the 

most important lesson from the crisis – namely, that the stability of the global financial 

system can only be ensured through regulation along globally accepted lines – would have 

been undermined.  

 

The Vickers Report in the UK shows, for example, that banking structure reform easily 

culminates in a reversion to national forms of regulation. Instead of – as called for by the 

G20 – finding a way to ensure equal treatment of all creditors of a distressed bank regardless 
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of their location, the Vickers Report tries to give UK creditors, but not their foreign 

counterparts, protection through UK supervisors.  

 

Satisfactory structures allowing burden-sharing at international level following the failure of a 

globally operating bank are still missing, however. So it is understandable that countries with 

big (measured in terms of annual GDP) globally operating banks are looking for alternatives. 

At the same time, it should not be forgotten that such measures are the first step towards 

abandoning a global financial system. What is more, if one of the causes of the financial crisis 

was the incompatibility of a global financial system with national supervisory structures, then 

it is hard to imagine that trying to wall off an economy is a satisfactory response to the 

challenges of global financial markets.  

 

5. What can further improve stability? 

Major lessons have already been drawn from the financial crisis. Banking structure 

reform would undermine the most important lesson from the financial crisis – namely, 

that financial stability calls for a level playing field and globally agreed rules.  

What has been achieved? 

A lot has been done to overcome the financial crisis. Numerous legislative initiatives have been 

adopted to re-regulate the markets and create new structures in international supervision. The 

following coordinated measures effectively counter the threats to financial market stability: 

 

 Tighter capital and liquidity requirements  

Under the rules issued by the Basel Committee on Banking Supervision (Basel III), banks 

will be subject in future to tighter capital and liquidity requirements in order to strengthen 

their resilience in crises.  

 Stress tests 

Stress tests are a prudential early-warning system tool simulating how a bank copes with 

changed – particularly deteriorated – general economic conditions. They allow counter-

measures or precautionary measures to be taken at an early stage 

 Higher requirements for systemically important financial institutions  

There is agreement both at international and European level that systemically important 

financial institutions (SIFIs) should be subject to stricter supervisory rules (e.g. more 

intensive supervision and tighter capital requirements) in future. In addition, they will be 

required to draw up contingency plans or so-called “living wills” outlining how they can be 

restructured or resolved without posing any threat to financial market stability should they 

become distressed.  
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 Better risk management  

Banks have improved their risk management, e.g. by overhauling their risk models and 

processes. 

 More sustainable remuneration schemes   

The remuneration rules for banks introduced in Germany to implement the Financial 

Stability Board (FSB) Principles for Sound Compensation Practices help to gear banks’ 

remuneration structures more strongly to long-term business success and due consideration 

of risk exposure, while at the same time avoiding wrong incentives. 

 Closer regulation of the securitisation market  

In addition to higher risk retention, transparency and accountability requirements, higher 

capital requirements apply. As a consequence, hardly any complex resecuritisations are now 

issued. 

 Improved crisis management for banks 

The Restructuring Act in Germany added crisis prevention and crisis management tools to 

the existing supervisory framework. These tools include, in particular, broader supervisory 

powers to adopt measures early at the first sign of bank distress. The principal aim of all 

measures is safeguarding financial market stability and not – as is often assumed – 

rescuing banks. 

 Bank levy  

The costs of future crises are covered in Germany by the Restructuring Fund financed by 

the banking industry. Calculation of fund contributions is based on a bank’s level of 

systemic risk and thus helps to promote risk-sensitive corporate governance.  

 Derivates  

To heighten transparency for supervisors, all derivative transactions will be reported to a 

transaction register in future. Risk management will continue to be improved (e.g. through 

centralised clearing and settlement of transactions). 

What remains to be done?  

The crisis has shown that, because of banks’ interdependence in a global banking network, national 

solutions largely fail – a systemic crisis does not stop at national borders. So it is a question of 

resolutely sticking to the route taken and making sure that an internationally agreed approach, as 

well as rules and procedures based on the same fundamental principles, are adopted on key issues 

in the process. It is vital that all stakeholders – both supervisors and policymakers – take their 

tasks seriously and perform these proactively when cooperating on and coordinating measures.  

 

The reform of European financial supervision has removed a number of flaws exposed by the 

financial crisis. The tasks assigned particularly to the three new EU supervisory bodies – the 

European Banking Authority (EBA), the European Securities and Markets Authority (ESMA), the 
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European Insurance and Occupational Pensions Authority (EIOPA) and the European Systemic Risk 

Board (ESRB) – and their corresponding powers in this connection now need to be fleshed out and, 

above all, implemented. This includes establishing clarity quickly on the organisation and focus of 

the new authorities and on adequate staffing. 

 

What is also needed is a uniform international – but at least EU-wide – legal framework for 

effective cross-border crisis management in the banking sector and a restructuring and resolution 

regime for banks. With its Restructuring Act, Germany is already well equipped in this area. The 

European Commission needs to present its own related legislative proposals, as announced. 

 

Finally, the experience made in the past with different financial crises teaches us that there is no 

forecasting which financial institution, which market or which financial instrument may pose a 

threat to financial market stability. This is why the tools to prevent and resolve systemic crises 

must be applicable not only to banks but to a variety of situations and market participants. The 

Association of German Banks therefore supports efforts to adequately regulate the shadow banking 

sector. 

6. Conclusion  

The ostensibly simple solution of introducing a dual banking system does not help to increase 

financial market stability and would have serious drawbacks, particularly for Germany’s export-

based economy. So, while the call for a dual banking system as a regulatory “magic formula” 

signals a willingness to act and seemingly indicates that a similar regulatory target is apparently 

being pursued in other countries, e.g. the UK, it fails to deliver the desired result. The German 

economy needs universal banks. 

 

The international financial crisis has shown that both banks with a broadly diversified business 

model and specialist banks or investment banks may pose a threat to financial market stability 

regardless of their size. This is why the measures to strengthen financial market stability already 

agreed at international level need to be firmly implemented and why as much convergence as 

possible should be sought on the different national supervisory toolkits. Even banking structure 

reform would not obviate the need for such action. It does not make strong supervision any less of 

a necessity.  

 

The key elements of systematic and stringent banking regulation are:  

 

 Strengthening capital and liquidity management  

 Internationally agreed rules on restructuring and resolution 

 Appropriate and sustainable remuneration schemes  
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 Adequate qualification requirements for members of supervisory bodies 

 A clear-cut, powerful supervisory structure with international consultation processes capable 

of responding quickly 

Failure to put together such a package of coordinated regulation could plant the seed for renewed 

dislocation in the financial markets due to distortions of competition and regulatory arbitrage.  

 

* * * * * 


