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Chapter VI — Competition on the financial markets
1 Introduction

1329. Financial markets are at the centre of interestod economic policy and of the public. The
discussion focuses on the economic and “moral”’aesipility of the financial sector for the finantia
and economic crisis in Europe and on the poteftigboliticians to avoid future crises. The goveii
coalition in Germany stipulated in the coalitiorregment for the current legislative period thagacle
boundaries have to be set on speculation, thatyaxp would not be burdened with the financial
sector’s risks, and that no financial market a¢tos financial product or market should remain
without adequate regulation.

1330. In this special chapter, the Monopolies Commissaralyses the development and the
regulation of financial markets since the outbredkhe crisis. The German public debate on the
financial crisis and its consequences revolves gmilgnaround questions of financial market stapilit
and around moral questions of fault and punishméfawever, in accordance with its mandate, the
Monopolies Commission comments on matters of coitigetpolicy only, and thus has nothing to say
on the responsibility of market participants forspaberrations. The Monopolies Commission’s
comments are also made within the limits of a Idgaihework provided by European and German
competition law. Within this framework, regulatiand law enforcement on the financial markets must
be shaped in a way as to further, and not impddecteation of a European single market where
competition is not distorte®d.

1331. In the first section of this chapter, the Monopsli€ommission provides an outline of the
financial markets and the relevant regulatory cdantand includes an assessment produced for the
German Council of Economic Experts and the Mon@soLtommission. The second section focuses
on the systemic distortions of competition favogrimanks and shadow badldisposing of implicit
State guarantees. In this context, the Monopoliem@ission evaluates the re-regulation of the
financial markets addressed in the coalition agergnon the basis of the competition-related policy
goals of the European Treatfesn the third section, the Monopolies Commissiorsaiibes the
competitive distortions favouring certain groups kafnks within the three-pillar structure of the
German banking sectdrin the final section, the Monopolies Commissiormagents on current
competition problems at the level of financial pwots and transactions, for instance, with respect t

CDU, CSU and SPD, Coalition Agreement"1&gislative Period, published on 27 November 2@1%2.

2 See, particularly, Article 3(3)(1) EUV, Article§01 ff. TFEU, Protocol No. 27 to the Treaties, 0115, 9
May 2008, p. 309. The German Basic Ladrifndgesefzdoes not contain comparable provisions on the
economy.

In this Report, the term “banks” is used for ctadstitutions (including savings banks), the teishadow
banks” for non-banks engaging in forms of credi¢éimediation.

As to systemic issues, see already previously Moles Commission, XVth Main Report 2002/2003,
Competition Policy Under Shadow of “National Chaons”, Baden-Baden 2004, paras. 1 ff. (competition
and industrial policy), and there particularly pard3 ff.; XVIlIith Main Report 2008/2009, More
Competition, Few Exceptions, Baden-Baden 2010, fpaB24 ff.; and the Special Reports No. 26,
Regulative Guidance for a Functioning Financial t8ys Baden-Baden 1998, and No. 27, System
Competition, Baden-Baden 1998.

As to the structure of the German banking systese, already Monopolies Commission, Ist Main Report
1973/1975, More Competition is Possible, Baden-Ratie76, pp. 191 ff.; IInd Main Report 1976/1977,
Increasing Concentration at Large Companies, B&#aten 1978, paras. 101 ff., 495 ff.; IVth Main Repo
1980/1981, Progress at the Measurement of Contiemrd8aden-Baden 1982, paras. 872 ff.; IXth Main
Report 1990/1991, Competition Policy Versus IndabktPolicy, Baden-Baden 1992, para. 52; XIth Main
Report 1994/1995, Competition Policy in Times ofa@pe, Baden-Baden 1996, paras. 109 ff.; Xlith Main
Report 1996/1997, Opening Up Markets Extensivebd@-Baden 1998, paras. 53 ff.; Xllith Main Report
1998/1999, Competition Policy in Network Structyr@aden-Baden 2000, paras. 122 ff.; as well as the
Concentration Reporting in the Main Reports.
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the current allegations of manipulation levelleciagt large (also German) banks and on continuing
problems relating to the current account and paysnbosinesses (relating, e.g., to credit card and
cash-machine fee8)The Monopolies Commission confines its recomméada to how the objective

of undistorted competition, according to its pafhview, can best be achieved.

1332. The Monopolies Commission welcomes the willingnefsthe German political protagonists to
work towards the elimination of existing compegtidistortions on the financial markets. It
encourages politicians to equally and actively supghe enforcement of competition rules in relatio
to existing structures, products and types of @atisns on the financial markets, and to ensure
improvement of market conditions where market pgadints (including consumers) are at a structural
disadvantage.

2 The financial markets

2.1 Functions

1333. The main remit of the financial markets consistcaordinating the supply and demand of
capital as well as efficiently allocating capitaln order to match supply and demand of capital,
financial markets fulfil three important transformomal functions: lot size, maturity and risk
transformatiori. Lot size transformation takes place to accomnetha different intentions of capital
investors and acquirers of capital as to the ansotmbe traded. Maturity transformation leadshi® t
equation of different periods of time for which rkeir participants want to invest or acquire capital.
Risk transformation finally harmonises differergkripreferences of capital investors and acquirers o
capital. Alongside these functions, payment ses/entral to the economy are processed through the
financial markets.

1334. The mentioned functions are carried out by a nudétof financial intermediaries. Besides
credit institutions in the traditional sense, th@sdude players which today are readily subsumed
under the concept of shadow banking, such as ewrapital companies, hedge funds and insurance
companies, to name but a féwDepending on the relative importance of the retpe financial
intermediaries within a financial system, it canckessified as bank-based or (financial) markeetas

1335. Financial intermediaries decisively contribute he growth of an economy as a whole by the
identification and funding of innovative and proimgs projects as well as by the assumption of risks.
The macroeconomic significance of financial mark#tss, is not limited to their direct share of the
aggregate value added, which for Germany was 420118, but in addition encompasses the indirect
contribution to the growth of the so-called readmamy due to the efficient allocation of capitdlhe
importance of the financial system for the realreroy was most recently revealed by the financial
crisis, when the distortions on the financial méskeaused, among others, a decrease of the gross
domestic product in 2009 of 5.1%, adjusted forearic

® Regarding this issue, see Monopolies Commissiovillt Main Report 2006/2007, Less State, More

Competition, Baden-Baden 2008, paras. 918 ff.; KIXtain Report 2010/2011, Strengthening Competition
in Retailing and Services, Baden-Baden 2012, pafs|f.
" Cf. Hartmann-Wendels, T./Pfingsten, A./Weber, Bankbetriebslehre, 5th Ed., Berlin/Heidelberg 2010,
pp. 4-10.
In contrast to these market participants, howelanks also have a central function in that thesaier
money by supplying credit.
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2.2 The banking systems
2.2.1 The German banking system

1336. Germany’s financial system is mainly banking-bagédf is, banks play an unequally more

important role in the allocation of capital than capital markets. Financial market actors such as
insurance companies, venture capital companiesgenddnds, etc., in this respect play only a

secondary role in Germany. Accordingly, the extefirgancing of German business takes place
mainly through bank lending, while only few andglerr companies issue bonds.

A specific feature of the German banking systemtli® so-called house bank principle
(“Hausbankprinzip™, according to which the business relationshipvben banks and their customers
is established for the long term. Such long-terosifiess relationships minimise information
asymmetries and enable banks to better assessdti#inrs’ situation, and arguably to maintain the
business relationship even in times of crisis.ti@aarly during the last financial crisis, thisipeiple
had a stabilising effect on the German economy dbwtributing to secure lending for German
businesses.

Nonetheless, sometimes the underdevelopment oG#renan capital market and the concomitant
dependence of the German economy on banks givegaisriticism. Measures to further capital
markets have been called for again and again #®rsdme reason. As a matter of principle, the
coexistence of bank and capital market financingmee reasonable, not least in order to secure
external financing for German business also iresrthat mainly affect traditional banking.

Structure

1337. The German banking system, due to its structuralsis called a “three pillar system”, within
which institutes normally are assigned to threeugsp according to their legal form. In this three
pillar structure, private commercial banks congtitthe first, the public banks the second and
cooperative banks the third pilfarThese three pillars may be outlined as follows:

* The private banks have a private legal form (mastbck company) and mostly do business
as universal banks. The private banks encompassajor or “large banks"Grol3bankeh
(Commerzbank AG, Deutsche Bank AG, Deutsche Pokth&) UniCredit Bank AG) as well
as the groups of private regional banks and of Ispnadate banks, whose numbers have been
dwindling over the years. Also in this pillar areluded the subsidiaries and branches of
foreign banks and so-called real credit institugidior example, the private mortgage banks.

* The public banks are mainly established as publicihstitutions and are meant to fulfil a
public mandate. This group encompasses in paatidile savings banks financial group
(Sparkassen-Finanzgruppesavings bankslLandesbankerand special banks such as the
building societies of the Landdrgndesbausparkassgn Furthermore, the public banks with
special missionsBanken mit Sonderaufgabjecan, at least from a competition point of view,
be counted in this group, in particular the puldérelopment banks (e.g., the KfW banking
group). The activities of the public banks areriast cases restricted by law — for instance,
the savings banks may mainly or exclusively do mess within the territory of their
controlling entity (regional principleRegionalprinzip).

e The cooperative banks, due to their particularllégian, compose a third group within the
German banking system. Registered cooperativesnar&ed by the issuance of (at least

® Cf extensively Council of Economic Experts (SaaBténdigenrat zur Begutachtung der
gesamtwirtschaftlichen Entwicklung), Das deutscheairzsystem: Effizienz steigern — Stabilitéat erhiyhe
Expertise of 17 June 2008, paras. 140 ff.
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three) shares, the voting rights being personaliadependent of the amount invested (“one
man — one vote”). Among the cooperative bankstlaeecooperative financial group (VR-
banks, WGZ-bank, DZ-bank and their respective slidnses, for example, the building
society Schwabisch-Hall) as well as Sparda-bani&) Panks, ecclesiastical banks and
further special banks. The VR-banks, too, obséneeregional principle, which, however,
does not legally bind them.

1338. The commercial banks of the particular banking gsodiffer not only as to their legal form,
but, particularly, also as to their business madeéia aggregate view of assets and liabilitieshaf t
respective types of bank for the period of 1993-20@dost notably shows articulate differences
between small and larger bariRs.Small banks (savings and cooperative banks, lsat rgional
banks), according to this, finance their businessiqularly on the basis of their customers’ defssi
which they bundle and pass on as credits to otlpmers. In contrast, the business models oéllarg
banks encompass capital market activities to ataggtent. Here, the portfolio of the major baisks
particularly diversified, which finance their buess in large part also on the basis of deposits, bu
besides also on the basis of interbank lendingteaing activities. They mainly issue consumer,
business and interbank loans, but are also extgsictive in commercial transactions. The
Landesbankefinance their business mainly on the basis ofrb@ek loans, capital market activities
and customer deposits, and issue mainly consumgindss and interbank loans. To the two
cooperative central banks, interbank loans are nmygbrtant both as a source and for the use of
funds, due to their function as the central barikb®@ cooperative banking sector.

1339. The German banking system, as measured by the gajgrébalance sheet total, has
substantially grown over the past two decades. |&\the aggregate balance sheet total of all bamks i
Germany (excluding the Bundesbank and money mdtkeds) at the end of 1990 amounted to
EUR 2,681 billion, this figure, after a transitopeak of EUR 8,467 billion in 2011, reached
EUR 7,604 billion at the end of 2013.Thus, the aggregate balance sheet total in 26f8sponded

to roughly 2.8 times the German GDP, in contragiso double in 1990. The sharp rise in the German
banking system’s aggregate balance sheet totat sivec 1990s mainly goes back to an expansion of
the large private banks, which could substantigin market shares from the savings and mortgage
banks.

Measured by the aggregate balance sheet totatredé banks (private banks) with a common market
share of 36.39% today constitute the largest gmeitipin the German banking sector. Among these,
the four large banks account for 22.62%, the regji@nd other credit banks for 10.73% and the
branches of foreign banks for 3.038The group governed by public law, consistingafisgs banks
(14.61%) and_andesbanker(14.37%), amounts to a market share of roughly ,288% cooperative
group consisting of credit cooperatives (10.02%)l #me two cooperative central banks (3.59%)
approximately 13.6%. In addition to these bankerd exist mortgage banks (5.85%), building
societies (2.70%) as well as banks with speciakimis (12.48%), encompassing in particular the
development banks.

10 Concerning the following, cf. Koetter, M., Mark&tructure and Competition in German Banking, Gutecth

im Auftrag des Sachverstandigenrats und der Morapomission, 11 February 2014, pp. 14 ff.

Deutsche Bundesbank, Makro6konomische Zeitreitieng line No. BBK01.0U0308: Bilanzsumme (until

Dec. 1998: Geschéftsvolumen)/Alle Bankengruppetp; vww.bundesbank.de/Navigation/DE/Statistiken/

Zeitreihen_Datenbanken/Makrooekonomische_Zeitréitsetist_node.html?listid=www_s100_mb2425 1

02; accessed: 24 June 2014.

12 Cf. Deutsche Bundesbank, Bankenstatistik April2Qdp. 10 ff. The market shares above relate éadtta
that the Deutsche Bundesbank lists in the banlsttat Bankenstatistik Other market shares can result in
particular if banks with special taskBanken mit Sonderaufgabjeare not considered or allocated to the
pillar of public banks.

11
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1340. During the past two decades, an appreciable caladmn has taken place in the German
banking sector, which, due to the strict separatbnthe three pillars, primarily occurred not

comprehensively, but within each of the pillarscréss all banking groups, the number of banks
reporting to the Bundesbank diminished from the eh@l990 to the end of 2013 from 4,638 to 1,846
or by roughly 60%, although this process of comsdion has slowed down in recent times. The
declining number of banks mainly goes back to nmsrgeithin the savings and the cooperative
banking sector§’

Beside the number of banks, the number of brantitesfhas also considerably decreased. While the
banks were operating a total of 67,930 branchd®9%, in 2012 only 36,283 branch offices existed.
This corresponds to a decline of 46.6%. In thipees one can observe that this reduction of damest
branch offices has accelerated in the most recasit pJust in 2012, the number of branch offices
decreased by 1,436 or 3.8% in comparison to 20dlgwiing a previous decrease by 1.2% in
comparison to 2010. The latest reduction of braofices is mainly imputable to the credit banks,
which in 2012 thinned out their network of brandfices by 1,115 branch offices (10.4%). In the
same period, savings and cooperative banks, withatid 160 branch offices, only cut back 1.3%
respectively, and continue to have the densestrgpbigz branch office presence. In 2012, savings
banks were operating 13,094, cooperative bank8%4#d credit banks 9,637 branch offites.

1341. The declining number of banks has led to an ineré@ashe average size of German banks as
well as to higher market concentration. Still, @erman banking system remains heavily fragmented
as compared with international standards. Thiltustrated by common concentration measures such
as the CR5, which measures the cumulative markeesdf the five largest banks of a country by

balance sheet total, or the Herfindahl-Hirschmamtekx (HHI), which specifies the sum of the squared
market shares of all banks. In 2012, the cona#atr of the German banking system continued to be
the lowest within the EU-27 with a cumulative markbare of the five largest banks of 33% and an
HHI of 307

This low concentration can be attributed to saviagsl cooperative banks with partly very low
balance sheet totals. Thus, if one looks at theeaientioned concentration measures alternatieely f
regional markets, one sees unequally higher coratért ratios. The cumulative market share of the
five largest banks, at the level of so-called regloplanning areas, amounts to approximately
73 percent, with an HHI of approximately 2,100. réjeooth indicators have risen sharply since 1993,
due to the growing banking sector and the decrieaee number of banks. Looking at the regional
distribution of market concentration measures, caredetect a Northeast-Southwest differential, with
the highest market concentration in the Northe&esmany'®

Profitability

1342. The German banking sector, in international congoariis regarded as relatively unprofitable,
which is mainly imputed to weak earnings. On thstside, German banks were attested a relatively
high cost efficiency for some time; only more recgisaggregated surveys paint a more unfavourable

13 Cf. Deutsche Bundesbank, Makrookonomische ZeireitAnzahl der berichtenden Institute; accessible:

http://www.bundesbank.de/Navigation/DE/Statistilgitreihen_Datenbanken/Makrooekonomische_Zeitrei
hen/its_list_node.html?listid=www_s100_mb2425 1 &icessed on 24 June 2014.
14 Cf. Deutsche Bundesbank, Bankstellenbericht 2@rwicklung des Bankstellennetzes im Jahr 2012,
30 August 2013.
5 Cf. ECB, Structural Indicators for the EU Bankiigctor, 2013; http://www.ecbh.europa.eu/stats/p@f708
ssi_table.pdf?6eb6a27bf4fc505cee66a57a5¢c20d0ssed on 24 June 2014.

16 Cf. Koetter, M., Market Structure and CompetitinrGerman Banking, supra (fn. 10), pp. 33 ff.
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picture in this respect. Yet, independently frdra tost side, the low profitability should be mginl
attributable to weak earnings.

1343. This — compared with international standards — pemmings situation of German banks
traditionally shows in a higher than average cosiine ratio and in a low return on equftyThe
cost—income ratio, which relates administrationt€o® gross profit (respectively to operating
earnings), was in 2012 for German banks above #dian of the euro area, and has even declined
since 2008? Its average across all banks in 2012 was at 6883R2%), up from 66.4% (63.7%) in
2010% Savings and cooperative banks, on the basisasisgprofit, showed a clearly better cost—
income ratio than large banks. Considering opegagarnings, the difference was much smaller,
particularly since the large banks could signifibammprove their cost—-income ratios from 2010 to
2012, while those of savings and cooperative bdeksriorated.

1344. A look at the net interest and commission incomsich underlie the cost-income ratio,
makes clear the poor result situation. The intgpesfits as the most important source of income of
German banks has been declining since the earlpsl98nd in 2012 reached a record low of
0.99 percent on average across all banking grogiace the financial crisis only the savings and
cooperative banks, which traditionally generatetigiest interest margins, managed to improve their
results and in 2012 obtained interest margins i#%. and 2.21% respectively, followed by the private
regional banks and other credit banks (1.51%).inderest margin below average was attained by the
large banks (0.68%), tHeandesbanke(D.63%), and the cooperative central banks (0.48%)

Net commission income as the second most imposiaumtce of income has also been declining for
years. It went down from 0.39% in 2006 to 0.30%2@12 across all banking groups. A net
commission income traditionally above average isegated by the regional banks (0.61%) and the
savings and cooperative banks (0.56%). The largeatp banks, in contrast with earlier years,
attained a net commission income, only slightiyabaverage, of 0.32%4.

1345. The return on equity as further measure of prafitghin 2012 lay at 7.80% before taxes
across all banks and thus — in consequence tartéecial crisis and in comparison with earlier year
— was above the European average of #9&trelatively high return on equity was as in iearyears
generated by the savings and cooperative banks Mith6% and 15.71%. The large banks with
6.08% attained their best figure since 2007. Qwee, the return on equity of large banks is much
more volatile than that of savings and cooperdtiaeks as a consequence of their business model.

Competition in the German banking sector

1346. The low profitability of German banks is often teacback to a particularly high intensity of
competition in Germany, which supposedly is mamgesn a low concentration of the banking sector.
Concentration measures based on market shares asuthe aforementioned CR ratio and the
Herfindahl-Hirschmann index however are only didituse in measuring competition; first, because
market shares as such allow at best for a raw appation of the actual intensity of competition;
second, because the competition in banking takesepiainly in regional markets and on product
level, particularly so in Germany on the basis led tegional principle to which most savings and
cooperative banks conform. Thus, if such measan@$o be used at all, they should be determined on

7 Cf. Council of Economic Experts, Das deutsche fisgstem: Effizienz steigern — Stabilitat erhramra

(fn. 9), paras. 158 ff.

18 Cf. ibid., para. 158.

19 Cf. ECB, Banking Structures Report, November 2@125.

2 Cf. Deutsche Bundesbank, Die Ertragslage der deetsKreditinstitute, supra.

2L Cf. Deutsche Bundesbank, Monatsbericht SeptenEs, 2. 35.

22 Cf. Bain & Company, European banking: Striking tight balance between risk and return, study st
on 17 July 2013, p. 8; Deutsche Bundesbank, Diagstage der deutschen Kreditinstitute, supra.
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a regional level. As far as this is concerned,aaiqularly low concentration — by international
standards — of the German banking system by iniena standards does not as such imply a greater
intensity of competition.

1347. Empirical measures, such as the Lerner index, ibatistic or the Boone indicator are more
suitable for determining the intensity of competiti International surveys based on these competiti
measures have found an intensity of competitioriifie German banking sector in the past which was
only, if at all, marginally greater than aver&deln addition, more recent surveys tend to poinato
decreasing intensity of competition in the Germanking sector since the early 2000s, as measured
by an increase in the Lerner indéx.Koetter (2014), for instance, measures a Lerndesx of

39 percent for the entire German banking sectanduhe period from 1993 to 2012. He shows this
index to have markedly increased from a relatiatéple level of around 36% to 38% from the 1990s
to 2006 to 43%, and that it reached a new higloaghly 47% in 2011 after a short setback at the
early stages of the financial crisis. This lategirease here is attributed mainly to central bank
activities in response to the criéis.

1348. Surveys looking at the intensity of competition aegpely by types of bank, in contrast, come
to partially quite diverse results. Hempell (20@2}his respect shows, on the basis of the hssi@ti
for the period from 1993 to 1998, that large baskd particularly foreign and credit banks tendeo b
much more exposed to competitive pressure thanl smdlmedium banks, respectively savings and
cooperative bank8. Gischer/Thiele (2004) confirm the lower intengitiycompetition in the savings
banks sector for the period from 1993 to 2002, fanithermore show that smaller banks are exposed
to an even lower intensity of competition than éarganks. Kick/Prieto (2013), on the basis of the
Lerner index for the period from 1994 to 2010, shiwat particularly small private banks, but also
savings and cooperative banks have the greatesetmaower virtually over the entire observation
period. Additionally, it becomes apparent that theener index of the savings and cooperative banks
shows the least variability over the years. Pevatge banks, in contrast, not only show the hghe
variability, but tend also to have the lowest Lerivelex, even if this latter has increased over the
observation periotf

1349. In clear contrast to this are the results of Koef®®14)*° Indeed, here it is first established
that savings and cooperative banks, during thereasen period from 1993 to 2012, generated
substantially higher price-cost margins than ott@mmercial bank®. The analysis by means of the
Lerner index, which better depicts banks market grplwowever shows a greater market power of
larger banks® The highest Lerner index here is observed forfthe large banks (76%), while

23 Cf. Council of Economic Experts, Das deutsche isgstem: Effizienz steigern — Stabilitat erhrmmra

(fn. 9), paras. 158 ff.
24 Cf. Kick, T./Prieto, E., Bank Risk Taking and Coetition: Evidence from Regional Banking Markets,
Deutsche Bundesbank Discussion Paper No 30/201&tétpMarket Structure and Competition in German
Banking, supra (fn. 10), pp. 46 ff. In additiohjst study measures competition in the German bgnkin
sector based on the Boone Indicator and the rs8tatiWhereas the h-statistic confirms the resoitthe
Lerner Index, i.e.increasing market power, the Boone indicator poiatdecreasing market power.
Cf. Koetter, Market Structure and Competition ier@@an Banking, supra (fn. 10), pp. 51 ff.
Cf. Hempell, H.S., Testing for Competition Amongr@&an Banks, Deutsche Bundesbank Discussion Paper
04/02, January 2002.
Cf. Gischer, H./Stiele, M., Testing for Banking rGpetition in Germany: Evidence from Savings Banks,
FEMM Working Paper Series No. 20/2005, 2005.
%8 Cf. Kick, T./Prieto, E., Bank Risk Taking and Coetiion: Evidence from Regional Banking Markets,
supra.
As to the following, cf. Koetter, M., Market Sttuce and Competition in German Banking, supraXf).
Price-cost margins are here defined as the difterebetween interest earned and interest paid, igach
relation to the respective interest-bearing businegerations. In contrast, the term “interest nmdrg
denotes the differential between interest earnet iaterest paid in relation to the average balastueet
total.
31 The diverging results of Kick/Prieto (2013) andefter (2014) should be a consequence of partigulad
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savings banks (40%) and cooperative banks (37%) gshe lowest figures. In this context, an
increase of market power can be observed from 189%he outbreak of the financial crisis in
particular for the large banks and thendesbankemas well as, since the turn of the millennium, for
the cooperative and mortgage banks. Additiondllysishown that the market power of banks
decisively depends on factors of the business muuatsiued. According to this survey, among others
a specialised credit portfolio, a smaller netwoflbanch offices and a lower dependence on funding
on the basis of deposits and on trading activitiese a positive effect on the Lerner index.
Furthermore, the market power of banks is amplifigd larger balance sheet total, a higher retarn o
equity as well as a larger share of customer editd off-balance sheet activities, while it is
alleviated, among others, by larger liquidity buffe

Not least, this survey illustrates that the intgnsf competition differs quite considerably betwdhe
different German regions, and that banks have mandet power in the North-East than in the South-
West. This is shown by the regional distributiorthbof the price-cost margins and of the Lerner
index. The survey thus focuses attention on tned market and economic factors, and shows that
banks’ market power is amplified, among others,abligher cumulative market share of the local
three largest banks (CR3), a larger interest spraabigher per capita income as well as local
restructuring mergers. In contrast, higher redia@@nomic growth has a positive effect on the
intensity of competition.

1350. These results, on the one hand, illustrate the l@nub of evaluating the intensity of
competition on the basis of econometric methodsth@rother hand, they show that competition in the
banking sector is contingent on many factors medatioth to the business model of banks and to
regional market and economic factors. Since coitipetin the banking sector takes place in
particular on regional markets and can vary comalag within national economies, international
comparisons of the intensity of competition withiational banking systems should be interpreted
with caution. In order to evaluate the factuakidity of competition in particular markets, howeve
the definition of the relevant product and geograpmarkets, as undertaken by competition
authorities, is indispensable. In this respect Hexleral Cartel Office (FCO), for instance,
differentiates between the private, business amgocate customers’ segments and discerns markets
for current accounts, deposits and credits. Intamfdithe geographic markets are mostly defined as
regional®> The fact that mergers are regularly prohibitedsanh basis again illustrates the mainly
regional orientation of banking competition — pautarly in Germany.

General appraisal of competition in the banking $ec

1351. There is commonly a preference for as much inteosepetition as possible on the markets
because effective competition allows for an effiti@llocation of scarce resources and, thus,
contributes to the most cost-efficient productiasgible. In addition, intense competition furthidres
dynamic efficiency of the markets by making companinnovative on an ongoing basis. On the
financial markets, however, these positive effe¢tsompetition are somewhat controversial given the
potential of negative repercussions on financiabisty. At the core, theoretical economic litena
breaks down into two factions regarding the retatiop between competition and stability in the
banking sector: one assuming a destabilising etiecompetition and another presuming stabilising
effects®

differing econometric estimation methods (Stoclta&tingle Frontier Model vs. Latent Class Stochastic
Frontier Model), the fact that Koetter (2014) irds mortgage banks, and differing survey periods.

%2 Cf., e.g., FCO, Decision of 28. February 2012,58411.

% An overview of relevant literature can be foundBeck, T., Bank Competition and Financial Stability
Friends or Foes?, World Bank, WPS4656, June 2008.
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1352. The critics of intense competition point in partaouto the possibility that less intense
competition could discipline banks in their riskcaptance behaviour as the expectation of future
profits would set incentives to avoid bankruptty. In contrast, more competitive pressure
accompanied by lower profits could induce banksatmept higher risks. Also, more intense
competition could shorten the financial relationstieen companies and banks and reduce the
incentives for banks to invest in thorough compasgessments. This would lead to the result of
inefficient bank loan supply and a rise in creditadilt risks®

The proponents of intense competition, in contraktim that bank customers could react to the
increased funding costs due to lower bank compatibly accepting more risks themselves and by
choosing riskier investment strategies. In comtrdse decreased interest burden of more intense
competition would result in safer investment sg@e and, thus, to a lower risk of credit defaalt f
the bank® Hence, all things seen together, more intenseetition would have a positive effect on
systemic stability.

1353. Similar to theory, empirical research does not poedclear results as concerns the relationship
between competition and stability, though a tengdowards a positive relationship can be discerned
— contrary to earlier assumptiotfs. Indications in this direction can be derived jaitirly from
cross-border studies whereas the results of cogpigific studies are not totally clear. The vagyi
results are mainly attributed to the consideratgbdifferent regulatory conditions in the cross-ther
studies’®

A principal result of empirical literature is tha@anking systems fraught with more restraints on
competition are more susceptible to banking crisesaddition, it shows once again how important
the distinction is between concentration and coitipet ratios. Beside higher intensity of
competition, also higher market concentration cavetpositive effects on the stability of the baigkin
system as long as it is associated with higherrslifireation of risks.

1354. All in all, it must be stated that competition istrbad for the stability of the banking sector as
such, but to the contrary that measures restraigmmpetition can result in risks for stability.
However, a functioning regulatory framework anceefive supervision constitute the precondition for
effective competition in the banking sector. Imtast, disruptions like the ones becoming apparent
the most recent financial crisis point to a flawmedjulatory framework and, along with that, to
competition issues. In that regard, it is an essletask of banking regulation to establish market
economy and efficiency enhancing processes initlaadial system, making it possible, for example,
that failed banks — regardless of their size —leawe the market at any time.

2.2.2 European banking and financial systems

1355. In the European Union, more bank-based financistesys stand alongside more market-based
systems. Given this circumstance, when one aralyseEuropean financial systems, it is necessary
to consider particularly the connection betweenklyan systems and regulated markets. In this

% Cf., e.g., Keeley, M.C., Deposit Insurance, Risd Market Power in Banking, American Economic Rewie

80, 1990, pp. 1183-1200.

Cf., e.g., Allen, F./Gale, D., Competition and d&fcial Stability, Journal of Money, Credit, and Riagy
36(3) Pt. 2, 2004, pp. 453-480.

% Cf, e.g., Boyd, J.H./De Nicol6, G., The TheoryBzfink Risk Taking and Competition Revisited, Jounfa
Finance 60(3), 2005, pp. 1329-1343.

Cf. Beck, T., Bank Competition and Financial StibiFriends or Foes?, supra.

See, among others, Beck, T./De Jonghe, O./Sche@enBank Competition and Stability: Cross-Coyntr
Heterogeneity, [2013] Journal of Financial Interiagidn 22(2), pp. 218-244.

35

37
38



Chapter VI « Financial markets 520

regard, the Middle and Eastern European States (®taktes) have frequently pursued a special path
after the opening up of the former Eastern Bfoc.

The evolution of the European banking systems

1356. Originally, large differences existed between thedpean banking systems. Classic universal
banking systems (e.g., in Germany, ltaly) existiesgside quite distinct dual banking systems (e.g.,
in France, the United Kingdom). Already in the tdecades preceding the financial crisis, however,
great changes took place in the European landsafdmnking in that major banks developed in many
Member States and there was strong consolidattam.example, in the EU-15 States, the number of
credit institutions dropped by 27% in the pericohfir1995 to 2004° This consolidation also affected
savings and cooperative banks. In many Membee$§tamaller credit institutions saw themselves
driven into niches or had to vanish from the madanpletely. The structure of the German banking
system with its three-pillar structure remainedblkgtadespite this consolidation, which was
exceptionaf?!

1357. The consolidation of the landscape of Europeanibgrik still not over. In its development so
far, it is considered as insufficient by experegulators, and even many market participants. datm
cases, consolidation took place in an uncoordinfastdion and moreover had a defensive thrust in
many Member States (defensive and rescue mergéhss. implies that it did not necessarily lead to
stable market structures. On some national uralelmnking markets already marked by
overcapacity, “national champions” developed indtéag., in France, Spain). This development was
accompanied by the rise of oligopolies particulanithe economies strongly relying on the financial
sector (particularly, the UK, Ireland but with coampble developments in the Scandinavian
countriesf? Continental European politicians supported theetimment of “national champions”
even actively in many cases, be it to further tealdishment of internationally competitive market
players or for fear of foreign takeovers. Such &mikes also existed in Germany for a certain time.
From a competition perspective, they had alwaysetjudged critically?

1358. In some smaller Member States, the developmentagdmbanks and the strong reliance on the
financial sector had as a result that the domdbtieative institutions and other financial market

organisms (e.g. funds) controlled more and moretas® the extent that the financial sector has
become a central factor in the national econony,(& the Netherlands, Belgium), which partly even
exceeded considerably the size of the national@ugr(e.g., in Luxembourg, Cyprus). In the former

Eastern Bloc countries, highly concentrated markelved which have since been dominated by
foreign institutions.

1359. Altogether, however, the banking sector remaineqy veeterogeneous before the financial
crisis™ In Austria, France, Germany, Italy, Luxemboungd also the UK, the market share of the five

% Cf. Bijlsma, M.J./Zwart, G.T.J., The Changing Laodpe of Financial Markets in Europe, the Uniteatest
and Japan, CPB Discussion Paper No. 238, March.2013

40 Cf. Allen, F./Bartiloro, L./Kowalewski, O., The f@ncial System of the EU 25, October 2005, p. ibdijas:

Gischer, H./Richter, T., ‘Global Player’ im Bankessen — 6konomisch sinnvoll oder problembehaftet?,

[2011] FEMM Working Paper Series No. 12, p. 2: éase of banking concentration by 32% from 1997 to

2008. Branch density developed inconsistentlypating to the authors.

Cf. Lahusen, R., Konsolidierung in europaischenk3aktoren: Grof3e Fortschritte — auRer in Deutschla

DB Research, EU-Monitor, December 2003, p. 4.

See House of Commons, Treasury Committee, Corigpetind choice in retail banking, Report published

on 2 April 2011, HC 612-I (so-called CruickshankpBe); further European Commission, press reledse o

19 September 2001, IP/01/1290.

Cf. Monopolies Commission, XV. Main Report, supvaras. 1, 18 ff. The discussion recently retunvitd

a call for so-called “European Champions”, thougis has so far not been related to the bankingseste

Friedrich, T.A., EU-Industriepolitik soll Champiofigrdern, vdi nachrichten, 30 May 2014.

4 Cf. Allen, F./Bartiloro, L./Kowalewski, O., The fincial System of the EU 25, supra, pp. 14 ff.
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largest credit institutions remained clearly bels®® until 2007 In the latter two Member States
and Ireland, concentration remained low primarile do the presence of many foreign banks. The
genuinely domestic banking sector, in contrast, mash more concentrated. Concentrations where
the five largest banks combined more than 80% efntlarket shares could be observed in Belgium,
Estonia, Finland, the Netherlands and, except & year, in Lithuania already during this period.
Branch density developed inconsistently as welklightly declined on the whole, however.

1360. Starting already in the 1970s and in some respeohimg counter to the increasing
concentration on the national level, there exisettend towards more European financial market
regulation. Cross-border financial activities areornerstone of creating a single market, ondef t
central objectives of the European Union. Pardidyl the introduction of the euro currency on
1 January 1999 also made the evolution of a sifiggmcial market appear a realistic objective ia th
longer term and was followed by several cross-tbdodek mergers, though not by a large number.

1361. The banks in the Member States used the oppoesrassociated with the opening up of the
markets for cross-border financial transactiona t@ried extent and in different ways. For example
banks in Western and Southern Europe (France, 8algin) expanded into Central Europe, and banks
in Central Europe (Belgium, Austria) expanded ifastern Europe. German and French banks
played a major role in the international credit dodn business, followed by Belgian and Italian
banks?® That said, the significance of cross-border @@ty in relation to the total balance sheet
varied considerably across Member States.

1362. The Europeanisation of financial market regulatioainly consisted in a narrowing of the
differences in accounting standards and the capifals at first, and in the introduction of basic
legislative standards. In contrast, prudential mradket supervision continued to be national uhal
creation of a banking union, and it was not homeges for the entire banking sector, unlike as, for
example, in the United States.

1363. The differences in regulation and supervision maysben as a major reason for European
financial markets remaining very heterogeneoushagicly fragmented overall, despite the increase in
cross-border market activities. The conditionsdsgal on the larger banks in the context of State ai
proceedings during the financial crisis (e.g., viigddown their foreign business, newly developing a
business model focused on their domestic market@@ased fragmentation even further. In addition to
that, the financial crisis revealed serious maiketies due to overcapacities and badly functioning
competitive mechanisms.

1364. Aside from that, deregulation and rather uncoorgidaprivatisations took place in some
Member States, in Western Europe since the 198@srathe MOE States after the collapse of the
Eastern Bloc.

1365. All in all, banking and financial market regulatidid not keep pace with the market changes
and the development of new financial products @ted financial innovations) prior to the financial
crisis. The financial crisis itself has led to mdromogeneous regulation, both across Europe and
beyond. The market effects of that regulation catwe estimated at this poitit.

1366. That said, market observers continue to see thepgan financial markets as being fraught
with problematic market structures. Measured bg tharket share of the five largest credit
institutions, market concentration continued te iirs most Member States in the period from 2008 to
2012, and did so rather strongly in the countrievipusly exhibiting rather low market concentratio

4 Cf. ECB, EU Banking Structures, October 2006,4).EECB, EU Banking Structures, October 2008, p. 38.
4 Cf. Buch, C.M./Heinrich, R.P., Financial Integmati in Europe and Banking Sector Performance, Kiel
Institute of World Economics, 2002, pp. 7 f.

4" See below Section 3.6.
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by EU-wide comparisoff. Apart from still-existing overcapacities, als@ tbompetition mechanisms
continue not to function smoothly. Not enough maible banks leave the market, in particular. In
addition, the European economic and debt crisisstrasgly entwined the financial sector with the
national economies in the Member States, whichgbanrise to major instabilities.

1367. Based on current estimates, the banking sectoore iwoncentrated in all EU Member States
than, for instance, in the United States, althocghcentrations within the EU continue to fluctuate
considerably? At the same time, the banking systems “balloceydnd what would be natural. For
instance, the assets controlled by banks in the awga accounted for approximately 270% of Gross
National Product (GDP) at the end of 2013, or eveme than 330%, adding the subsidiaries of non-
EU banks that are seated in the EU. This app#spite the fact that the European banking has Ehrun
by roughly 10% since the financial crisis (2008he level of European bank debt continues to stay a
alarming rates as wett.

The evolution of the European capital markets

1368. In the area of company and State financing, théaamarkets play an important role aside
from bank loans. The capital markets allow mageaticipants to collect capital also from outside
their traditional business territory. In severakmber States, the capital markets today play an
important role as an alternative to the traditidmeahking sector.

1369. Throughout the period since 1995, most nationahegves outside the EU have developed in
an increasingly market-oriented fashion whereast lsbsMember States were bank-based from the
outset and have even developed further in thictire Their credit and loan business, in particular,
expanded massively until the eruption of the finanerisis in 20073

1370. The regulated stock exchange is a classic casampifat market transactions. In respect of
stock market capitalisation, the UK, France, Gewynand Spain dispose of the largest markets at the
present tim&' That said, measured by the ratio of company nargitalisation and GDP, the euro
markets continue to be significantly smaller thiae /S market and also the Japanese matket.

1371. In the decade preceding the financial crisis, thieopean regulated markets were often not
very attractive for domestic undertakings, whichdsmahem sometimes try to be listed at the US
exchanges. Apart from accruing costs, this folldvedso from regulatory deficits in the areas of
accounting and investor protection, due to whioh tHf5 markets were considered more attractive.
Listings in other Member States were rarer and wea also frequently related to privatisationgs(th
often, e.g., in the MOE State¥).

48 Cf. ECB, Banking Structures Report, November 2@i8,12-13.

49 See, e.g., Advisory Scientific Committee of theRBS Is Europe Overbanked?, ASC Report No. 4, June
2014, p. 22; Schnabel, I., Das europaische Bankteisy Bestandsaufnahme und Herausforderungen,
Wirtschaftsdienst Sonderheft 2014, pp. 6-10.

% Cf. Bijlsma, M.J./Zwart, G.T.J., The Changing Landpe of Financial Markets in Europe, the Uniteate3t

and Japan, supra, pp. 31 f.

See Advisory Scientific Committee of the ESRBELgope Overbanked?, supra, p. 4.

Cf. Advisory Scientific Committee of the ESRB Hsrope Overbanked?, supra, p. 23.

% Cf. Bijlsma, M.J./Zwart, G.T.J., The Changing Landpe of Financial Markets in Europe, the Uniteate3t

and Japan, supra, p. 10.

Cf. Quandl, Stock Market Capitalization By Counthttp://www.quandl.com/economics/stock-market-

capitalization-by-country; accessed: 24 June 2014.

ECB, Financial Markets, Equity Market (1990-2012jttps://www.ecb.europa.eu/mopo/eaec/markets/html/

index.en.html; accessed: 24 June 2014.

% Allen, F./Bartiloro, L./Kowalewski, O., The Finaiat System of the EU 25, supra, pp. 22 f.
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1372. Deregulation, globalisation, and technical innamatihowever, have spurred the integration of
the European markets and have rendered these market attractive. Also the European stock
exchanges themselves have contributed to the madeketopment, including Deutsche Bérse.

1373. The bond markets make up roughly two thirds of tihtal volume of the European capital
markets, i.e.they are more important than the stock marketsostMbonds are issued by the State
(approx. 60%), followed by corporate bonds (appBH06) and ABS (approx. 10%). A large fraction
of the bond trade takes place outside the regulatetdtet (“Over The Counter”). The bond markets
are marked by the fact that the securitisationigiits is governed by contracts, taking into account
national securities and capital markets law. Tinéddl States continues to have the most important
bonds market? The importance of the European markets has isetgahough, and particularly after
20052° The European market for sovereign bonds, in qaetr, has been subject to a major overturn
in recent year® However, also European companies have identifiedond market for themselves.
In view of banking regulation, the general intetestl, and the demand for market liquidity, dorieest
companies have resumed issuing more corporate Bbril€annot be said at this stage, however, to
what extent the bond market in Europe will be aerahtive for company financing to the loan market
in the long run.

1374. Thus, the capital markets are important for soger@eind company funding, but although this
is the case, it should be noted that the Europeanomies are consequently not independent from
banks. To the contrary, contrary to what one mitftik, especially the more market-oriented
economies have the largest banking sectors, ftaros, the UK, France, and the Netherlands. This
may be related to the banks’ orientation towardssiborder business and to the fact that also the
banks in market-based economies use the oppossiniiigenerate earnings on the capital mafkets.
In addition, it must be considered that banks caguently not be dispensed with in relation to the
issuance of capital market products and relateitaderedit-like and other products). Furthermore,
banks engage in the capital market for indirecthstomer-related transactions (market making,
hedging). The role of banks in the derivativesiftess is particularly noteworthy. While derivagve
have expanded worldwide, they have done so in icpkarly pronounced fashion in Eurofe.On a
number of EU markets for capital market productmks therefore are among the most important
market participants.

2.3 Relevance of other aspects

1375. In accordance with its statutory mandate, the Mohep Commission only takes a position on
topical issues of competition policy on the finaamnarkets in this Report. To that end, it must
however also consider a variety of intertwined tatguy aspects and objectives which are relevant
also for competition policy. This variety is duethe central economic role of the financial masket
and to certain characteristics of these marketganticular: multifarious information asymmetries
(particularly as regards risks), the connectionsveen market participants, the dependence of

> Cf. ibid., p. 24. However, the merger with NYSHEr&next was blocked in the reporting period; see

European Commission, Decision of 1 February 201QME/M.6166 — Deutsche Borse/NYSE Euronext

and above Chapter IV, paras. 694 f., 721-743, 763 f

Cf., e.g., Morgan Stanley, Investmentfocus — Theliion of the Global Bond Market, April 2012, .

% Cf. Bijlsma, M.J./Zwart, G.T.J., The Changing Landpe of Financial Markets in Europe, the Uniteate3t
and Japan, supra, p. 13.

®  Cf. ECB, Statistical Data Warehouse, 2014.

61 Cf. Kaya, O./Meyer, T., Unternehmensanleihen imopa — Wo stehen wir und wohin geht die Reise?, DB
Research, EU-Monitor Globale Finanzmarkte, 11 M&@h3.

62 Bijlsma, M.J./Zwart, G.T.J., The Changing Landszap Financial Markets in Europe, the United States

Japan, supra, pp. 28, 36.

Advisory Scientific Committee of the ESRB, Is EpecOverbanked?, supra, p. 3.
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transactions on certain infrastructures (platforrasjnetimes high switching costs, and the complexit
and abstractness of products and transactions.

1376. Issues of banking and financial market stabilitgyph distinctly prominent role. Given the
different maturities of loans and deposits, theafiicial markets are susceptible to liquidity crises
which can threaten the financial intermediarie$/asncy (bank runs). In the case of a systemias;ris
the safeguarding of competition must take secomdepko the protection of the financial system.
However, also apart from this issue, aspects okibgnand financial market stability overlap with
aspects of safeguarding competition. For examglpervisory rules distorting competition are
generally objectionable. Moreover, supervisorgsuhpplying uniformly on the relevant markets are
usually necessary to prevent any artificial fragtagon of markets.

1377. Aspects of competition and consumer protection lapeon the financial markets as well.
Sometimes, suppliers are able to disadvantage thstomers irrespective of any market power by
exploiting the market conditior?8.

1378. Further, other policy aspects can gain competitekevance in the individual case, for

example, where the supply of the population witlaficial products in the general economic integest i
at stake (public-interest servicesBPaseinsvorsorgel, or to limit ethically or financial transactions

that are questionable in terms of social policg.(én relation to commodity speculation).

1379. Throughout its Report on competition on the finahenharkets, the Monopolies Commission
takes these various aspects into account whenelesant.

3 Systemic relevance and systemic stability

3.1 Introduction

1380. The Monopolies Commission’s competition policy matedincludes the task of evaluating, to
the extent necessary, whether and to what extenpettion is distorted by regulation, and whether
these distortions can be removed by the currentndments to financial market regulation. In
addition, it may evaluate the other competitiveeet§ of that regulation on the financial and thed re

economy. In contrast, a general politico-econoemaluation of the financial market regulation ig no
part of the Monopolies Commission’s mandate ancefbee does not feature in this Report.

The principle of undistorted competition is a fundantal principle of EU law, which is binding for
the Legislature and the executive given the Letisiés approval of the EU Treati&s.Against this
backdrop, the Monopolies Commission is entrusteith whe task of giving recommendations as to
how the principle of undistorted competition candokequately aligned with the objective of financial
stability by means of consistent regulation offinancial market§®

® In that regard, the FCO stated long ago that tihesumer is clearly not in a position, contrarylame

industrial customers, to use its margin of manoewpened through competition” (unofficial transatiof
“der Verbraucher im Gegensatz zum industriellen Ronden offensichtlich nicht in der Lage ist, seine
durch den Wettbewerb geschaffenen Spielraum zemiQfzf. FCO, Activity Report 1976, BT-Drs. 8/704,
p. 91.
% Protocol No. 27 to the Treaties, OJ C 115, 9 Ma@& p. 309; see also ECJ, Judgment of 21 Febi99,
6/72, Continental Can, [1973] E.C.R. 215, para. 23.
Cf. European Commission, Communication — The ng¢algation of financial institutions in the curiten
financial crisis [...] (Recapitalisation Communicat)jp OJ C 10, 15 January 2009, p. 2, paras. 16, 20;
Communication on the treatment of impaired assetp (Impaired Assets Communication), OJ C 72, 26
March 2009, p. 1, para. 13; Communication on tharneto viability and the assessment of restruntyri
measures [...] (Restructuring Communication measupesi. 29.
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3.2 The stabilisation of the financial markets must ladigned also with the
objectives of competition policy

1381. The Monopolies Commission acknowledges the achiemésnof the German authorities in
stabilising the financial markets during the cridisough it also considers it to be important that
competitive aspects will have a greater bearingh@nevolution of financial market policy in the
future. Current financial market regulation does seek to regulate the financial sector by medns o
competition policy, but it is oriented towards gkip and fiscal policy objectives instead.
Consequently, an important field remains unusedagrah to the Government’s and the Legislature’s
competition policy. The Monopolies Commission’'saommendations have the following basis in that
respect.

1382. Current financial market regulation would be nelufiram a competition policy perspective if
financial market stability were an issue that cohldl assessed in isolation. Indeed, questions of
competition and financial market stability are reged separately from one another. Competition
regulation concerns the market position of thevaaé bank (institutior? and its behaviour when
supplying or sourcing financial products and sexsien competition. Financial market regulation
includes rules concerning the risk associated Jitlancial market products for other market
participants. It is supposed to ensure the stglofi individual banks with regard to those riskad
also to serve systemic stability. Both areas gulaion can be considered separately to a certain
extent. For example, Deutsche Bank is considevebdet systemically relevant although it has not
enjoyed market power on the relevant markets tha¢ flbeen assessed by the competition authorities
to date. In contrast, the savings banks and tloperative banks are typically not systemically
relevant although they may have a locally or regliyrdominant market position in retail banking.

1383. That being said, there are overlaps between therégolatory areas. These overlaps result
directly from the core task of banks to provide éapital allocation in the national economy. The
banks achieve their profits by supplying credit, égample, where they can earn the highest interest
taking into consideration the risk. Thus, theatdint investment opportunities are in competitiath w
one another when the banks vie with each otherirfeestor capital. At the same time, in the
borrowers’ view, the products of individual banksrpete with each other and with the products of
alternative credit suppliers. Hence, the existinginess relations are essentially determined gffirou
competition®® That competition, however, takes place with patsluand for products that are
connected with risk. The products and the condeask cannot be assessed wholly independently
from one another.

1384. This does not exclude that either financial maregfulation or the competition rules claim
priority, depending on the circumstances. Forainsg, the financial crisis demonstrated clearly tha
the market power of individual market participantslonger plays a role if systemic risk materiaise
and the market structures are entirely on the brintollapse. In this case, the priority is clgandith
measures to stabilise the system short-term, amwviith financial market regulation. That saidsit
also true that financial market regulation anddbmpetition rules must be aligned with each other i
the longer term as they create a regulative framewo their interplay, within which competition
arises on the financial markets.

1385. A consequence is that there is currently room fanoguvre in terms of competition policy on
the financial markets. It is true that most of theasures adopted to regulate the financial markets
since the outbreak of the crisis have been negessaein in the acute systemic danger associated

7 |n this Chapter, the term “institution” is usectadding to the definition in Article 4(1) No. 3 &egulation

575/2013 (credit institution or investment firmpdaalso synonymously to the term “bank” in the et
not concerning the issues of capital and shadowibgn

8  See Section 4.5.2 on development banks wheretiysapplies with certain limitations.



Chapter VI « Financial markets 526

with the crisis and to re-establish systemic sitgbdhort-term. However, the more these short-term
problems are being solved, the more questionsra-term political design come to the fore again.
The political mandate for such design calls indregg for harmonising the objective of stabilising
the financial system with the objectives of prategtcompetition and other policy objectives set out
by EU law (e.g., the internal market) and the Bdsiwv (Grundgesetze.g., the social welfare
principle, the social restrictions to market-ecoggmoperty). One-sidedly pursuing the objective of
stabilising the system does not meet these regaiesin the long term.

1386. In the Monopolies Commission’s view, the primasfycompetition must be the starting point
for a readjustment of competition policy since cetifpon dispels market power and, as a rule, is
thereby inherently directed towards stabilising system. This applies at least as long as deficien
regulation does not channel competition in a way kads to risk accumulations that put the financi
system at risk. In the financial crisis, the rigk the financial markets threatened systemic $tgbil
among others, because individual banks (LehmanhBrst HRE Landesbankenetc.) were able to
visibly gain systemic relevance, which meant thaltcould no longer leave the market without this
threatening the entire financial system. For thegstemically relevant institutions, thus, a core
principle of competition disapplied, i,ghe principle that generally all market particigamust be
able to leave the market in competitfdn.This must be taken into account in the futureigtesf
regulation. In that context, it is necessary tasider that it is usually easier to break down raark
power through competition than to curb that powesnmanently through regulation.

1387. Against this backdrop, the Monopolies Commissiooascerned that there is no debate so far
regarding the adequate harmonisation of stabilit4g aompetition aspects in relation to financial
market regulation, even though measures are addpatdvill have a deep impact on the financial
sector. It must be regretted that legislative psas even on controversial regulation are predente
without addressing alternatives, even where alteegmare discussed in the political arena, or wher
they at least suggest themsel{fedn Germany, a discussion of opposing viewpoimisues even less
than in the EU where the European Commission madgadatory proposals without direct democratic
involvement, but where it offers the possibility fapinions to be expressed freely in its consultet]
assesses the alternatives brought forward in a @@mpsive and published Impact Assessment, and
works out the characteristic benefits of the chad&srnative on that basis.

1388.A policy one-sidedly oriented towards financial ketrstabilisation and fiscal aspects (the cost
of the financial crisis) is associated with riskattare difficult to appraise. The financial maskeeact
very sensitively to changes of the competitive dmas. Incompletely devised regulation merely
induces competition to shift into areas not covdrgdhe regulation. In that context, the rulehatt
comprehensive regulation only contains more gagisrttarket participants will exploit in competition.
Apart from that, regulation will in any case haepe&rcussions on the allocation of market power in
the financial sector. Thus, regulation itself casult in competition distortions that can enteiks for
the stability of the markets. In addition, it daawe repercussions outside the financial sectothen
real economy.

1389.The Monopolies Commission submits recommendatiorthis Report, observing its mandate,
on how the further development of financial markegulation can be used to reduce competition
distortions ensuing from the systemic relevancandividual market participants and the related

%9 See Sections 3.4 ff. for the details.

0 Cf. Federal Government, Legislative Proposal, Emfveines Gesetzes zur Abschirmung von Risiken und
zur Planung der Sanierung und Abwicklung von Kiedittuten und Finanzgruppen, BT-Drs. 17/12601;
similarly Entwurf eines Gesetzes zur UmsetzungRiehtlinie 2012/.../EU Uber den Zugang zur Tatigkei
von Kreditinstituten und die Beaufsichtigung voreHitinstituten und Wertpapierfirmen und zur Anpagsu
des Aufsichtsrechts an die Verordnung (EU) N&2012 Uber die Aufsichtsanforderungen an Kreditinti
und Wertpapierfirmen (CRD IV-Umsetzungsgesetz), BiRR- 510/12. It is expressly noted in the Propmsal
“Alternatives to all Articles: None.” and “Alternaes: None.”
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regulation, and how the market forces operatinghefinancial sector can be brought to bear in a
positive way. It considers it to be urgent thatitmeans, beyond short-term anti-crisis measures,
attend more decidedly and in the most pro-competitiay possible to the long-term design mandate
that it has on the financial markets.

1390.In this context, the Monopolies Commission limits Report to the regulation of economic
activities on the financial markets. It does ndtir@ss the measures of the European central banks,
underlining however that these measures also hawstantial — though quite unpredictable —
competitive effects at the present tiffie.

3.3 Systemic relevance as a stability problem

1391 The systemic relevance of banks is at the centtieeo€urrent international efforts in developing
the financial market architecture further. ThetddiStates was one of the first countries to tédess
towards comprehensive special regulation of larggtesnic bank$’® Reaching further, German
politicians endeavour to ensure that no instituieoor becomes so big in the future that it canidho
the State for ransom” regarding the consequencis fafilure. Increasingly, awareness is develgpin
that these issues have to be resolved not only reijard to banks, but with regard to all financial
market participants — including the ones pertaininthe so-called shadow banking sector.

3.3.1 Characteristics of systemic relevance

1392.Financial market participants are viewed to be esystally relevant if they play such an
important role in the financial system that theifludre cannot be accepted. At present, there tis no
conclusive and generally applied definition of sysic relevance. That said, there is consensus that
the determination of systemic relevance does mgehon the size, complexity, and market power of a
financial market participant as sydbut rather on the interconnectedness with corqgustiand the
other side of the market and on the associated edatitat the risks between financial market
participants can spread without control (contagifiacts)’

1393.Thus, the Financial Stability Board (FSB) defingstsmically important institutions (SIFIs) as
financial institutions “whose distress or disorgiefhilure, because of their size, complexity and
systemic interconnectedness, would cause signtfideanuption to the wider financial system and
economic activity”* This is broadly in line with the definition of dgsnic importance in the US

American Dodd-Frank Act, where the risk of out-ofatrol risk contagion is addressed explicfflyin

' See the reference of the German ConstitutionattQBundesverfassungsgerigtio the European Court of

Justice in the matter BVerfG, 2 BvR 2728/13, ef(jateviously: 2 BVvR 1390/12, et al.), on the sigr@fice
of Article 127(1)(3) TFEU for the actions of the BGrom a constitutional perspective (see also BSerf
press release No. 9/2014 of 7 February 2014); ercéimpetition law assessment of central bank dietyi
see moreover European Commission, Communicatione-application of State aid rules to measures taken
in relation to financial institutions in the contexf the current global financial crisis (Banking
Communication), OJ C 270, 25 October 2008, p. Ba.[&l (with restrictions).
2" Dodd-Frank Wall Street Reform and Consumer Primedict (“Dodd-Frank Act”), Pub.L. 111-203, H.R.
4173 (proposed 2009, in force since 2010).
See preamble to Federal Government, Legislativpddal, Entwurf eines Gesetzes zur Restrukturierung
und geordneten Abwicklung von Kreditinstituten, z#rrichtung eines Restrukturierungsfonds fur
Kreditinstitute und zur Verlangerung der Verjahrsingt der aktienrechtlichen Organhaftung
(Restrukturierungsgesetz), BT-Drs. 17/3024 of 2Ft&aber 2010, 103.
Cf. FSB, Policy Measures to Address Systemicatipdrtant Financial Institutions, 4 November 201To
avoid this outcome, authorities have all too fraglyehad no choice but to forestall the failure safch
institutions through public solvency support. Asdarscored by this crisis, this has deleterious
consequences for private incentives and for pdinances.”
Sec. 803(9) des Dodd-Frank Act: “The terms ‘systalty important’ and ‘systemic importance’ mean a
situation where the failure of or a disruption lbe functioning of a financial market utility or tieenduct of
a payment, clearing, or settlement activity coulelte, or increase, the risk of significant liqtyddr credit
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EU law, the problem of systemic relevance is adar@sn various contexts, in particular in the rules
on the resolution of banks and in the legal basistlie European Systemic Risk Board (ESFEB).
There as well, emphasis is put on the crucial eft¢mokrisk that may threaten the stability of thndie
financial system, and on the fact that systemievahce does not depend on size alone, but aldzeon t
functions of an institution within the financial stgm, its indispensability and the level of
interconnectedness.

1394.In German law, 88 48a, 48b KWG do not contain anttedn of systemic relevance, but they
stil make clear that the existing regulation conggg systemic relevance is based on the
interdependence of threats to the institution dmdats to the financial systeth. Under § 48b(2)
KWG, the financial system is threatened

“if there is reason to be concerned that the threathe survival of the credit institution will hena
significant negative impact on other undertakingghe financial sector, on the financial markets, o
the general confidence of the depositors and otharket participants in the functioning of the
financial system.”

Based on this concept, Article 6(1) of the prudardiuthorities’ Supervisory Guidariééncludes the
following definition:

“Systemically relevant institutions are institut®mhere, if their survival were threatened, thisulglo
provoke significant negative effects at other dréutitutions given their size, the intensity it
interbank relations, and their close interconnentowith foreign countries, and could destabilise th
financial system.”

In view of the different systemic effects, the awtties distinguish between banks of global and of
national systemic relevané®.

3.3.2 Variations of systemic relevance (too big/too contezl/too many to fail)

1395.In the view of financial market experts, it is pibés to distinguish different variations of
systemic relevance. According to the above défimg, it is a common feature of these variatiors th

problems spreading among financial institutionsnarkets and thereby threaten the stability of tharicial

system of the United States.” (also, see Sec. 20),
6 See Articles 2 lit. ¢, 3(1) of Regulation 1092/R01urther Article 4(1) No. 11 of Regulation 5751&) and
previously Article 124(4) of Directive 2006/48/E@dhas to branches Article 1(4) of Directive 111/2@8s
well as the Proposal COM(2008) 602 of 1 October &00noreover, see EESC, Opinion on the
Communication from the Commission to the Europearidment, the Council, the European Economic and
Social Committee and the European Central Bank guRg¢ing financial services for sustainable growth
COM(2010) 301 final, OJ C 107, 6 April 2011, p. &kction 3.11.2.; http://www.esrb.europa.eu/about/
tasks/html/index.de.html; accessed: 24 June 2014.
Individual products or data can be systemicalllevant as well or make the entity controlling them
systemically relevant, cf. Section 5.6 and Artitl§5) and Recitals 52-53 of Regulation 596/2014namket
abuse (Market Abuse Regulation), OJ L 173, 12 A&, p. 1.
However, see also § 1(4) No. 2a Rettungsubernabsety (RettungsG) for a definition of systemic
relevance in German law, today obsolete due td §BéttungsG.
“[W]enn zu besorgen ist, dass sich die Bestanddgeiing des Kreditinstituts in erheblicher Weisgatées
auf andere Unternehmen des Finanzsektors, auf wianEmarkte oder auf das allgemeine Vertrauen der
Einleger und anderen Marktteilnehmer in die Funksfiihigkeit des Finanzsystems auswirkuhofficial
translation).
BaFin, Supervisory Guideline of 21 May 2013.
“Systemrelevante Institute sind Institute, deregst@ndsgefahrdung aufgrund ihrer Groéf3e, der Inténsi
ihrer Interbankbeziehungen und ihrer engen Verfiga mit dem Ausland erhebliche negative Folgetffek
bei anderen Kreditinstituten auslésen und zu einstabilitdt des Finanzsystems flhren kénnteriofficial
translation)
Cf. also Basel Committee on Banking Supervisiomgb@l systemically important banks: assessment
methodology and the additional loss absorbencyireauent, Rules text, November 2011.
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the materialisation of risks threatens the survofdinancial market participants, and destabilites
financial system by way of contagion. Howeverythigfer in which financial market participants
face a threat to their survivii:

e Too big to fail: A situation where particularly ¢m, complex, or numerous risks are
concentrated at a financial market participant thas business or other relations (i.e.,
interacts) with other financial market participgraad where those risks materialise in a way
that threatens the survival of the relevant mapketicipant:

e Too connected to fail: A situation where multiplaaincial market participants are in a way
interconnected due to their interaction that patéidy large, complex, or numerous risks are
concentrated on all of these financial market pgrdints, and where those risks materialise in
a way that threatens the survival of one or morgketgarticipants.

« Too many to fail: A situation where several finalanarket participants pursue a business
with similar risks, without these financial markerticipants being interconnected, and where
those risks materialise in a way that threatenstingval of those market participants.

In the reality of the financial business, the afoeationed categories probably overlap frequenity.
particular, it must be assumed that banks idedtdie systemically relevant by the FSB or the German
prudential authorities can frequently be considergtdonly as being “too big to fail”, but also asirg

“too connected to fail®®

1396.The Monopolies Commission considers it necessapssess the competition-policy relevance
of systemic connections in more detail. Such meseaould shift the focus from the financial market
participants whose distress or survival is systaflyiaelevant to the business relations between the
financial market participants and the risks astediavith these business relations. A first possibl
step in this direction is taken by a Swiss suriegt aissessed the business connections between the
financial market participants in the period 20082@10, and that identified a group of 22 banks
globally that appear to have occupied a systemjcpksition during the financial cristé. A broader
circle of the 50 most systemic relevant undertakialgo included other financial investors apantnfro
banks. The latter group included companies manyheth probably only have limited activities in
Germany. The list of relevant undertakings diverfflem the FSB's list of globally systemically
relevant banks. It is also still unclear to whateat those undertakings are able to exert a
competitively significant influence due to theiisggmic relevance in Germany.

1397.1t is problematic that the lack of commonly accelpteiteria for the determination of systemic
relevanc& may induce partly questionable simplificationsn the public perception, the most

81 See Hellwig in: Hellwig/Hofling/Zimmer, Gutachtedf/F/G zum 68. Deutschen Juristentag, Munich 2010,

pp. E 29-30; further, see Hofling, ibid., p. F 59BaFin’s risk classification in 2008.

The term “too big to fail” is common, though it msisleading as the relevant market participant duss
have to be large (“too big”) and as not the failiréecisive (“to fail”), but its systemic conseqaes. The
addressed connections are relevant in the broadase (information channels between the financaket
participants, e.g., can be sufficient).

Such overlaps should also exist, e.g., wheretinigths are regarded as “too complex to fail’; see
IMF/BIS/FSB, Guidance to Assess the Systemic ingu# of Financial Institutions, Report to the G-20
Finance Ministers and Central Bank Governors, Cat@®09, p. 13. It is unclear to date whether tiim
denotes an individual category of systemic releeanc

8 Cf. Battiston, S., et al., DebtRank: Too CentmlFail? Financial Networks, the FED and SystemiskRi
Nature Scientific Reports Vol. 2, Article 541, 2 dust 2012; further Hesse, D./Strehle, R., “Too embed

to fail”, Basler Zeitung, 29 October 2011. Thedstidentifies Deutsche Bank AG and Allianz SE axt p&
the network of the 50 most influential firms.

Cf. IMF/BIS/FSB, Guidance to Assess the Systemipdrtance of Financial Institutions, supra. The
definition of SIF used in this Guidance is itselfticised as being too narrow. See Nastansky, A.,
Systemrelevante Finanzinstitute, WISU 42(8/9), 2048. 1057-1060, for an overview of the different
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important category of financial market particip@ithe category of undertakings that can be lathelle
as “too big to fail”, a category where absoluteesszcommonly taken as an indication for the presen

of systemic relevance. Indeed, research suggésts lianks with a balance sheet total of
USD 100 billion must be regarded as being “too tugfail”.?® However, the issue of systemic

relevance extends beyond the category of “toodigit”.

1398.The lack of clear relevant criteria led in the fiogl crisis to the rescue of relatively small
institutions because they were alleged to be “syistaly relevant®’ It is not possible to assess from
the outside whether these rescue measures weifeeglst not. In any event, the risk exists thatls
cases will be taken as precedents in the futuredtify the saving of not genuinely systemically
relevant banks, simply because the public truststtie banks will be rescued and expects the rescue
In essence, thus, potentially any institution wolikye to be saved as being “too big to fail”. This
would not only defeat the purpose of the effortsdi@ating a European single resolution mechanism,
but it would also have incalculable effects on tdmnpetitive situation in the financial markets.
Therefore, the Monopolies Commission advocatesahégast the legairiteria for the determination

of systemic relevance be harmonised to the extesdiple in the longer term, and that they be framed
and published in a way that allows the public talanstand why a financial market participant is
rescued or not.

1399 Consequently, the above-mentioned categories ofdhations of systemic relevance have only
a limited meaning. However, the categories aradiyoaccepted, and they are significant at leasbin
far as the measures of financial market regulati@nnecessarily incomplete if they only address one
category of systemic relevance, but not the others.

3.4 Implicit State guarantees as a problem for competit

1400.The Monopolies Commission considers systemic relesao be problematic if other market
participants can become aware and react to it.kBand other financial market participants are said
to benefit from an implicit State guarantee becausannot be suffered that they leave the méfket.
This State guarantee is implicit because it isbasted on an express State measure. It is notldirec
captured by State aid I

3.4.1 Characteristics and effects of implicit guarantees

1401.The expectation for an implicit guarantee providesentives to the financial market
participants to grow beyond an efficient size oatzept more risk in other ways, in order to obtain

approaches to measure systemic relevance.
8 See, e.g., Brewer llI, E./Jagtiani, J., How Mucbuld Banks Be Willing to Pay to Become ‘Too-Big-to-
Fail’ and to Capture Other Benefits, The FederadRee Bank of Kansas City RWP 07-05, July 2007,3p.
Penas, M.F./Unal, H., Gains in Bank Mergers: Evigefrom the Bond Markets, Journal of Financial
Economics 74(1), 2004, p. 149-179; Kane, E.J.,rtices for Banking Megamergers: What Motives Might
Regulators Infer from Event-Study Evidence?, Jan2800.
For instance, the eighth- and ninth-largest Damighks Roskilde and Fiona with balance sheet tathls
EUR 5 billion and EUR 4.4 billion respectively, searopean Commission, Decision of 5 November 2008,
NN 39/2008, Denmark (Roskilde), para. 77; Decigib@0 May 2009, NN 23/2009, Denmark (Fiona Bank),
paras. 2, 44-46.
The attribution of an implicit guarantee probaalgo retro-acts on the systemic relevance: Whemirket
participants (re-)evaluate the risk of a bank,ngkinto account an implicit guarantee, alreadywhkeiation
will be suffice to make the bank systemically relet; irrespective of the question whether this adun is
justified on objective grounds (higher estimatexkY.i
8 Articles 123(1), 125(1)(2) TFEU, if anything, adds the issue indirectly in so far as the use @iiain
guarantees puts an excessive burden on the individember State.
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the benefit of the implicit guarantee or are evile & extend that guarantee under the circumssance
(“moral hazard”). This may go along with signifitalistortions of competitioff:

» For the relevant undertaking, the implicit guararitas the effect of a guarantee of survival.
Thus, the competition principle is rendered indffecthat generally every market participant
must be allowed to leave the market.

« In the context of business relations, the impliciarantee is moreover linked to indirect
benefits because other market participants takguheantee into account constantly. This
gives rise to funding advantages in particularabse the investors do not have to consider
the systemically relevant undertakings’ risk ofalvency in their pricing.

1402.The competitive advantage associated with an imgjiarantee is the larger it is, the more the
market assumes that the systemically relevant teddeg is in a position to transfer risks to thatst

by means of the guarantee. In that context, thieiaking probably benefits from the fact that the
financial markets are still marked by a substariek of security, meaning that other financial kedr
participants will in doubt assume relatively eaBliate measures. In that regard, one may question
whether any declaration that the State would natigto certain banks its protection would be credib

at all*

1403 For these reasons, undertakings can be assumedeécah incentive to exploit regulatory gaps
in areas with high risk since the prospect of asirag implicit State guarantee is particularly high
such instances. Such engagements could be sebe ipanking sector before the financial crisis
started in 2007, which is discussed in the follayvirections? It cannot be ruled out at the present
time that similar risks are evolving again in scameas?

3.4.2 Rescue expectations as the cause

1404. If market participants become aware that a bandtleer financial market actor may not leave
the market due to its systemic relevance, theycgsothis finding with the expectation that that8t

will rescue this financial market actor during #sis. These rescue expectations can have a twofold
effect on the bank itself. On the one hand, thay make the bank take on more risk because it
assumes that it will be rescued in a situationistrelss (“moral hazard”). On the other hand, tbay
distort competition by improving the refinancingstsituation of a bank considered to be systenyicall
relevant, which provides the bank with a competitadvantage vis-a-vis non-systemically relevant
institutions. Whereas empirical literature hagadty analysed the moral hazard effect to a relgtive
large extent, and has found indications for andased risk appetite the influence of the rescue

% This is also the view of the European competitiauthorities, see, e.g., European Commission,

Communication — The application of State aid ritesneasures taken in relation to financial insitos in

the context of the current global financial crigis] C 270 of 25 October 2008, p. 8, para. 27.hdukl be

possible to rule out competitive effects if the igudee only exists in the view of the competendpniial

authorities without the systemically financial matrlactor itself or other market participants bedmgare of

that guarantee. This should, however, be a theatetase.

Negating: Hellwig in: Hellwig/Hofling/Zimmer, Guthten E/F/G zum 68. Deutschen Juristentag, supra,

p. E 55.

See, in the following, Section 3.5.1.

See Bakk-Simon, K., et al., Shadow Banking inEueo Area. An Overview, ECB Occasional Paper Series

No. 133, April 2012, p. 21; EUSIPA, press releat@ September 2013, and the development of the ABX-

Index (Markit) in 2012-2013; further, from the pse®aul, H., Die Kreditmaschine lauft wieder h&i3Z,

28 February 2013 (as to the US), and already puslyoKatzensteiner, T./Papendick, U.-T., Kasinoakat

manager magazine, 1 April 2011, 31, according tewlbanks have re-started to invest in structuretl an

shadow banking product (particularly, in the U&oncerning the available data in general, see Ed@hal

Shadow Banking Monitoring Report 2012, 28 Noven@&t2.

% Cf. Black, L./Hazelwood, L., The Effect of TARP @®ank Risk-Taking, International Finance Discussion
Paper 1043, March 2012; Dam, L./Koetter, M., Bardil®its and Moral Hazard: Evidence from Germany,
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expectations on bank competition has barely beatysed to date. If anything, then studies exist on
the influence of rescue measures on competitiothénbanking sector. For instance, it has been
determined for the United States that the bankmgagart in the TARP programme were able to
enlarge their market share and market power, itioodar if they paid back the granted aid swiffly.

1405.Regarding the expectations of whether it is prabdbht a credit institution in distress will be
rescued, the Monopolies Commission and the Ecomoiipert Council commissioned a survey to
analyse the effects of such expectations on theajppetite of the responsible individuals, and the
development of competition in the German bankingtas@® Based on a sample covering a large
fraction of all universal banks and mortgage bamksGermany in the 1995 to 2010 period,
econometric methods were used to gauge the mdfketsof the rescue expectations resulting from
the existence of the bank-specific security systant the rescue measures adopted by the Federal
Agency for Financial Market Stabilisation (FMSA)The survey showed that a higher rescue
expectancy increases the risk appetite of the resdiple individuals and the market power of banks
already in distress significanfl{. In addition, the survey provided indications foe comprehensive
FMSA rescue measures having an additional reinigr@ffect on the risk appetite and the market
power of the relevant banks, as compared to th&-bpecific security mechanisms. There was no
clear result as to the question whether the inebatarket power of these banks followed from lower
cost or higher earnings.

1406.As an interesting element, a division of the sanie two sub-samples for the 1995-2007 and
2008-2010 periods shows that rescue expectatiodsahsignificantly positive effect on the risk
appetite only for the period before 2008. An iasein market power, in turn, can only be estabtish
for the period after 2007. In addition, furthetimsites distinguishing between individual banking
groups and stakeholder groups and regional busawséties respectively show that increased rescue
expectations always seem to entail a higher rigletiie® According to the survey, however, the
market power due to increased rescue expecta@sngieasured by the Lerner Index, only increased
for private credit institutions and cooperative k&nTo the extent that the overall sample estiadtis
positive effect of the rescue expectations on nigrkever, this appears to be relevant particulaslyoa
the cooperative banks, which are active throughieeitcountry. This may be due to the fact that
rescue measures distort competition in particulévere undertakings have only relatively few
financing alternatives to traditional bank credit.

1407.0Other studies have tried to quantify the finaneale of the rescue expectations. For example,

a US study established that the large banks camsider the study on the average benefited from a

refinancing advantage of 24 basis points or UShi8idn per year between 1990 and 2011, due to

implicit guarantees. In 2009, the value of thesargntees amounted to even more than 100 basis
points, or USD 170 billio® For large British banks, economists of the BahEmgland calculated

Review of Financial Studies 25(8), 2012, pp. 2338&
% Cf. Berger, A.N./Roman, R.A., Did TARP Banks Gettpetitive Advantages?, November 2013.
% On the following, see Koetter, M., Market Struetamd Competition in German Banking, supra (fn. 10)
° |t was discovered that an increase of rescue éati@es by one unit of the standard deviation mige
disposition towards risk by 8.2% and the Lernerebdan indicator of market power, by 1.7%. Takimigp
account an average probability of 6.3% that a badetaulted in the period 1995-2010, and an average
Lerner Index of 38.4%, the expectations about ttebability that a bank in distress will be resclusd
economically significant. Cf. Koetter, M., Mark8tructure and Competition in German Banking, s\fira
10), p. 88.
Banking groups are differentiated based on whdtieyr are Members of the Sparkassen- und Girovdtban
commercial banks, cooperative banks, or mortgagé&syaegarding the groups of owners, a distinctfon
made between private and public law credit ingtihg; and regarding the regional footprint, a didion is
made between credit institutions primarily activa the regional level and supra-regionally active
institutions.
% Cf. Acharya, V.V./Anginer, D./Warburton, A.J., THend of Market Discipline? Investor Expectations of
Implicit State Guarantees, December 2013.
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the value of the implicit guarantees during theaficial crisis at up to GBP 125 billion per year —
depending on the calculation method and the yeathefcrisis:®® Studies of the OECD made
conservative estimates using credit ratings, amavdior a sample of 100 large European banks that
implicit guarantees increased in value from EURbRIbn to up to EUR 120 billion per year between
2008 and July 2011. Since then, the figures hendead to decrease, which is essentially traced back
to the multitude of regulatory measures adoptedenTagain, however, a significant refinancing
advantage of EUR 50 billion still was establishedthe relevant banks in 2013. For the ten German
banks in the sample, the value was approximatelR El0 billion per yeat”® Despite all the
uncertainties associated with them, such estinstew the significant value of rescue expectations —
in particular in times of crisis.

1408.The volume of the rescue expectations can alsofeereéd from the ratings that investors take
as a basis when investing in products allowing gh&temically relevant undertakings to refinance
themselves. For example, the State support foksbemGermany improved the rating by the agency
Fitch for 19 out of 23 assessed banks in Germalhynsiarch 2014, notwithstanding the fact thaéth
rating agency applies a narrow understanding ofiginguarantees® This was to the particular
benefit of the large German banks and thedesbankemecause small institutions (including most
savings and cooperative banks) do not pursue ksssiaetivities requiring them to obtain a credit
institution rating. Six of théandesbankemlone continue to enjoy a rating improved by anéwo
notches according to Fitch, as compared with asim without an implicit State guarant&2. The
situation at the large German banks is similarchSan improved rating removes the incentives for
investors to ask the respective bank for investmemuneration that would be risk-adequate under
non-distorted market conditions. At the level lo¢ investors, thus, there continues to be configlenc
that the State will adopt measures to aid the syistdly relevant institution in case of distress.
Consequently, the relevant institutions need nfd¢cethe risk of the investments adequately in the
sales prices of the investments they offer (esuad securities). Likewise, the CDS markets reflec
distorted risk assessments to the degree that@ng IState would be in a position to save the refeva
institutionst**

1409.The publications addressing the investors of syis@p relevant banks can sometimes be
taken as evidence that these institutions indese Haeir business strategy on rescue expectations.
The annual report of Commerzbank is an interestixgmple in that respect. This bank ran into
serious economic difficulties in the second half 2008, which caused the Sonderfonds
Finanzmarktstabilisierung (SoFFin) to take on ardilparticipation of EUR 8.2 billion in it, and to
provide a guarantee framework to its benefit in @ineount of EUR 15 billion. In May 2009 this
support was supplemented by a capital increase mimguto EUR 1.8 billion and another silent
participation in the amount of EUR 8.2 billiol. Nevertheless, Commerzbank did not address the
fundamental problems of the bank in its businegentdor the year 2008, but rather it declared:

190 cf. Noss, J./Sowerbutts, R., The Implicit SubsimfyBanks, Bank of England Financial Stability Paper
No. 15, May 2012.

Cf. Schich, S./Bijlsma, M./Mocking, R., Improvirtge Monitoring of the Value of Implicit Guarantefes
Bank Debt, OECD Journal: Financial Market Trend$4(Q), March 2014.

102 Cf, FitchRatings, Various Support Ratings PathsGerman Banks, Special Report, 14 April 2014.ctFit
only considers implicit guarantees where a suffittie concrete ability and disposition exists to gog
those institutions; cf. FitchRatings, Global Finhdnstitutions Rating Criteria, Master Criterid 81
January 2014.

Cf. FitchRatings, Various Support Ratings Patlisferman Banks, Special Report, 14 April 2014,.p. 7

104 ¢cf. vélz, M./Wedow, M., Does Banks’ Size Distoriakket Prices? Evidence for Too-Big-to-Fail in theE
Market, Deutsche Bundesbank Discussion Paper S&riBanking and Financial Studies No. 06/2009; see
also Demirgiic-Kunt, A./Huizinga, H., Are Banks TBiy to Fail or Too Big to Save? International Evide
from Equity Prices and CDS Spreads, World Bank, 8488, July 2010.

European Commission, Decision of 7 May 2009, N/2d@d9, Commerzbank — Germany, paras. 29 ff. As a
matter of fact, the guarantee was only used innaouat of EUR 5 billion; see Historischer Uberblicker
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“We were able to respond to th[e] challenging [metk environment thanks to solid liquidity

management and a healthy funding structure. A aalial increase in customer deposits and a silent
participation by the Special Fund for Financial M@t Stabilization (SoFFin) also provided a

welcome buffer. Our customer-oriented businesyeulaa role in keeping our liquidity within a

comfortable range over the entire yedf”

Apart from that, Commerzbank put much emphasidsrself-presentation on the business strategy
aimed at aggressive growth:

“In 2008, the financial markets and banking sectacefd great challenges worldwide — a situation
which will continue in 2009. Despite this difficeltvironment, we took important steps in the past
business year towards establishing Commerzbankhasldading bank in Germany for private
customers and SMESY

In this context, the aid provided was apparentlysidered to be an integral part of the bank’s lgsn
strategy. Similar evidence can be found in thdipations of other institutions which the State had
rescue during the crigf§, or which are in any case controlled by the Sthte.

1410.More recent statements coming from Deutsche Baek faowever, of a different tone. A
member of the institution’s Board has laid a sti@sshe stability-enhancing effects of banks that a
so large that they can also support extreme sivirout falling into distress (“too strong to fail” In

that regard, Deutsche Bank could allegedly be qgfaat solution to the present problefi$.This does

not change anything, though, in that the markékédy to expect the rescue of Deutsche Bank i$ it

in distress. Deutsche Bank may consider itselgfrhdent from such expectations (almost as a
“system within the system”). Sitill, it is not cotapely detached from the market forces.

3.4.3 Inadequate regulation as the deeper cause

1411.The rescue expectations forming the basis of adiginstate guarantee can have different
origins. That said, a fundamental reason is pexvidy regulation that is not sufficiently directed
towards the business risks and that makes it desiibthe financial market participants to build u
systemic risk and to shift it to the State —,iexentually, the public. This does not necessaniian
that there is an insufficient degree of regulationderregulation). To the contrary, it may havéé¢o
assumed under the circumstances that implicit giea can also be reinforced if the business of the
relevant undertaking moves into non-regulated adeasto exceedingly narrow and rigid burdensome
regulation (over-regulation).

die MaRnahmen des SoFFin, current as of 31 DeceRii&.
1% Quote of CEO Blessing, Commerzbank, Annual Repo®8, p. VIII.
197 Quote of CEO Blessing, Commerzbank, Annual Repo@8, p. VI.
1% HRE, Annual Report 2008, pp. 7 f.: “Further adequimuidity support provided by the Federal RejuibF
Germany is an essential precondition for the cametihexistence of the Hypo Real Estate Group asreygo
concern. [...] The need for a specialist bank whigh come into being as a result of the restruictyris
obvious.” [Note the German version: “Der Bedarfmainer Spezialbank, die durch die Neuausrichtwerg d
Hypo Real Estate Group entsteht, ist offensichtl]chikewise, see BayernLB, Annual Report 2008 28:
“But new refinancing options for banks have beererma up by the new market segment of State-
guaranteed bonds, and on 23 January 2009, BaydssuBd its first State-guaranteed bond [...].”
Cf. Bremer Landesbank, press release of 17 Nover@b#l: “Bremer Landesbank expected [a rating
downgrade] since the calculations were based omltitgal assumption that the support of the contrgll
entities could, as a whole, decrease.” [‘Die Brem@ndesbank hat [ein Downgrade im Rating] erwartet,
weil die Berechnungen auf der globalen Annahmeebasj dass die Unterstiitzung der Trager insgesamt
abnehmen koénnte.” Unofficial translation.] At ttime this press release was published, the itistitudid
not benefit from explicit State liability guaransegnymore.
119 Co-CEO Fitschen, as cited in: Osman, Y., Fitschéagext, Handelsblatt, 18 November 2013.
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1412.1t is a central lesson of the financial crisis thequlation must in any event be directed to take
the implicit guarantees away from the benefitinglentakings and to abolish them altogether. The
implicit guarantees can in principle be abolisHedagh competition law or prudential measures.

However, the competitive advantage associated anithmplicit guarantee eludes existing competition
law. Competition law (antitrust law) concerns atteges accruing to companies because they can
expand or exploit their individual or common scdpeconduct on the market in a way that cannot be
challenged by other market participants. In thsecaf implicit guarantees, in contrast, financial
market participants are able to shift the liabifity their losses to the State (and, thereby, atiemket
participants).

Implicit guarantees were not regarded as a prualeptoblem before the financial crisis, as the
dangers to systemic stability, which are conneet#d the accumulation of systemic risk, were for a
long time ignored. The financial crisis, howevwmade it clear that the financial market particigant
benefiting from an implicit guarantee can shifblldy to States in a way that puts a significamam

on individual States or can even overburden them.

1413.In the financial crisis, the European Commissiongn to take into account the problem of
implicit guarantees in its State aid proceeding§tate aid law is suited at least indirectly to addrthe
competitive advantage associated with an impligérgntee. As a rule, State aid law does not requir
any direct compensation for the implicit guarargeeruing to individual market participants. That
said, it requires at least compensation for thetgdh State aid measures if the implicit guarantee i
used. In the relevant cases, also, the Europeamtixsion required additional compensation for the
distortion of competition which followed from thadt that banks with an implicit guarantee, which
suffered from endogenous problems, were only ableutvive during the crisis on the basis of that
guarantee.

1414.The regulation after the financial crisis is menteduce the risk of State aid by neutralising
existing implicit guarantees or by preventing tineeegence of such guarantees. In that contex, it i
the primary goal of regulation to make unnecessaagy State action to secure financial stabilityis It

no priority of the regulation so far to absorb ttwmpetitive advantages and the associated market
distortion.

1415.The following section identifies regulatory defgiat the origin of implicit guarantees, taking

the financial crisis as an example, and it evakidtee existing or planned regulation from a
competition policy perspective. Moreover, the Mpolies Commission makes recommendations for
developing the regulation further, taking due actai competition policy aspects.

3.5 Implicit State guarantees in the financial crisis

1416.The financial crisis developed in a situation whére US market for real property financing
was speculatively bloated (real property bubble) #re risks emanating from that bloated market
materialised in summer 2007. At the beginning, ¢hisis centred only on mortgage securitiés.
When the crisis developed further, however, thréatthe national and the global financial system
quickly emerged, which forced the EU Member Statesave banks considered to be systemically
relevant from distress. In that context, implgutarantees were utilised to a significant extent.

1417.The fact that banking regulation in the EU and Garynwas not risk adequate was merely one
cause for the development of systemic risk. Initaag other factors in the United States (the
liberalisation of the financial market, intensiveusing subsidies over a longer period, loose moyeta

111 According to estimates of the International Mongtaund (IMF), until October 2008, the drop in velin
this business alone was approx. USD 500 billiorsub-prime mortgages and approx. USD 80 billion in
prime mortgages.
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policy) as well as in Europe (inadequate businesad of the banks; in Southern Europe: conditions
for joining the euro area) contributed to the depetent of such risk. The materialisation of trekri
and the quick development of a systemic crisig,thad a number of causes, including:

* the opacity and information asymmetries as a génseket problem,

e trend-led and pro-cyclical herding of the markatipgpants,

« catastrophe blindness and a disposition to sleftigk (negative externalities), and
» the direct reflection of value losses (e.g., beeaidair value accounting).

Some of these causes reflect non-rational markevdeur (or confidence or the loss on confidence in
such behaviour), and were disregarded for a lang by leading economic doctriifg.

1418.In the context of this report, particular interissplaced on the shortcomings of bank regulation,
which became apparent during the crisis. The sborings of regulation not only fostered the
accumulation of systemic risk, but they also alldwae to infer competition-policy recommendations
for measures for neutralising and hindering theetigpment of implicit guarantees (cf. Section 3.5.1)
In addition, however, the crisis also demonstraledhigh cost for the national economy, which may
be associated with the use of the guarantees ifshkcadequate regulation exists (see Section 3.5.2)
Finally, as regards the regulatory measures adaptetiscussed as a reaction to the use of implicit
guarantees during the crisis, the European ComomissiState aid principles for the evaluation of
bank rescue measures in the crisis provide sonieaitimhs of how future financial market regulation
should be designed to effectively neutralise ordainthe development of implicit guarantees (see
Section 3.5.3).

3.5.1 The development of implicit guarantees

1419.In the run-up to the financial crisis, regulatorgfidits and the existing market conditions
worked together fatefully, hindering banks with @simess burdened with systemic risk from leaving
the market, at the same time furthering the busiveish high systemic risk, and hindering other
market participants from becoming aware and evialgdhe systemic risk. As to the relevant deficits
of regulation, thus, the following three types atises for implicit guarantees can be distinguished:

e First, regulation fostered the development of camgpastructures contributing to the
emergence of implicit guarantees.

e Second, the concentration of systemic risk at tiestéutions was fostered because regulation
benefited or at least tolerated the taking on dfifmss at these institutions, which was risky
and could threaten their survival.

e Third, the business environment was marked by etguy opacity and large information
asymmetries regarding the relevant risk.

A peculiarity in the German financial system is #gimiation of theLandesbankermnd Hypo Real
Estate, which are addressed separately below.

112 This could also affect current regulation, see,,el.ux, T., Effizienz und Stabilitdt von Finanzrkten:
Stehen wir vor einem Paradigmenwechsel?, [2013}sdhaftsdienst Sonderheft, pp. 16-22; Dullien, S.,
Umbau der Finanzmarkte: UbermaRiges Vertrauen imktvgionalitat halt an, [2013] Wirtschaftsdienst
Sonderheft, pp. 23-29.
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3.5.1.1 Preferential treatment for company structures coifituting to implicit guarantees

1420.The emergence of company structures benefitingddwelopment of implicit guarantees was
fostered from the outset by the lack of a resofutizechanism for systemically relevant banks, and
thus by the lack of a market-adequate sanctionieghanism for the acceptance of excessive risk.
Even though insolvency rules existed in the relevanisdictions, they were considered to be
inadequate for the resolution of banks even bdfwerisis.

1421.Likewise, no security system existed for all supdiof risk-associated financial products, ee.,
system that could have operated as an insuranéasagae materialisation of systemic risk. The
statutory deposit guarantee scheme was insuffitdeptotect depositors when the crisis erupted.

1422.In addition, multiple financial market participangxisted that operated one-sided business
profiles without adequate risk management, and plaaticipated in the business with problematic
mortgage securities and, thus, accumulated sysadiynielevant risks. The participation of these
undertakings took place throughout the distributibain, particularly because of the capital ruhes t
existed at the time — which are discussed sepgitagdbdw.

Mainly US investment banks operated at the mostregs level, i.e.institutions with a business
focus in the trade with securities, which had depedt within the US dual banking system Given the
fast-growing US real property sector, it becamenative for these banks to securitise mortgagedoan
of relatively weak debtors and to market theseadt®d sub-prime securities.

On the buy side, particularly investors with spatuk interests participated in the securities hess

on the sub-prime market, for example, short-terranded investors such as money market and hedge
funds. This group of speculative investors, howesatso included banks. These banks were either
universal banks or institutions with specialisedgibass models, for instance, particularly investmen
banks in the Anglo-American region. That saidisitstriking that also in Germany, which has a
universal banking system, not only the large conecraérbanks (Dresdner Bank/Commerzbank,
Deutsche Bank) participated — sometimes to a lasgent — in the business with US sub-prime
securities. To the contrary, here as well, mamkbawith relatively narrow business profiles took a
interest in engaging in that business. These bimcksded special private banks such as IKB, which
used short-dated sub-prime securities for refimanpgurposes, but also thendesbankerand the
head institutions of the savings bank group andcith@perative group, which acted as the central
banks of the two associated banking grotps.

1423.The large differences between banking regulatiahthe regulation of non-bank entities are a
factor that provided significant incentives for tparticipation of inadequately regulated institnso
and organisms in the securities business.

In particular, the banks themselves used organitvas did not fall under bank regulation. For
instance, on the side of mortgage securities isslitewas attractive to use so-called Special Pagpo
or Special Investment Vehicles (SPVs/SIVs; Condttlitais this made it possible to shift the risk of
default associated with the mortgage loans awaw fitte issuer. Also as investors, banks used SIVs
to purchase long-dated securities without assurthirgassociated risk of default. The relevant SIV
operated practically with only very little or nopil. The controlling banks issued liability

113 As to the public banks’ share of liability for teisis, see from the EU’s perspective, e.g., Higfel
Expert Group on reforming the structure of the EAtilking sector (Liikanen Commission), Final Repart,
October 2012; further, from the perspective of Gamnauthors, Demary, M./Schuster, T., Die Neuordnung
der Finanzmarkte. Stand der Finanzmarktreguliefiin§ Jahre nach der Lehman-Pleite, IW Analysen No.
90, August 2013. As to the Landesbhanken, seeSastion 1.1 below.

114 Cf. § 1(26) of the Banking Code&ieditwesengesetz KWG), § 231(2) of the Solvability Regulation
(Solvabilitatsverordnung- SolvV); further § 290(2) No. 4 of the Commerc@bde Handelsgesetzbuch
HGB).
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guarantees for the SIV, but they had to back tleeseantees with less capital than what would
actually have been necessary regarding the morligags. The German banks belonged to the group
of European banks that operated the largest’SIV.

Apart from that, further non-banks (shadow banlkajtipipated to a large extent in the securities
business, i.e.money market and hedge funds. This was no busitlesugh, where private equity
companies were active. These, so it appears, aiduffer problems threatening systemic stability
during the crisis either.

3.5.1.2 Preferential treatment for business potentially #gatening systemic stability

1424.1t became apparent during the crisis that regulatfarthered and supported business
transactions that potentially threatened the syst@&he difficulty, however, lies in the determirati

of the extent to which individual regulatory deéinocies indeed contributed to the financial crisis.
This Report can only provide a rough overview iatttegard.

1425.A problem that became acute as the crisis gathgyedd (pro-cyclicality) consisted in liquidity
risk associated with maturity transformation in theeca securities products. The securitisation of
mortgage loans should theoretically allow for tfardng the risk from long-dated mortgage secusitie
to investors with a long-dated investment horizzaomg thus being better prepared to bear the rigk tha
the mortgage debtors or the banks accepting thégage. In reality, however, also many short-term
investors engaged in this businé$s.These investors quickly withdrew large amountdiauidity
when problems arose on the securities markets.s [Elgi to a squeeze not only on the securities
markets, but the entire trade in short-dated otitiga dried up to a large extent in parallel.

1426.Another problem ensued from the fact that insuffiti capitalwas used to back the risk
provisions for the business affected by the criaigj that the banks used much borrowed capital
beside their own capital in order to increase tigtal return of their investments (“leveraging”).

The banks’_own capitais a directly available buffer for the risks ofettrelevant business.
Nevertheless, the capital requirements were vemnblefore the financial crisis. Regulatory inceativ
for the use of SIVs, for securitisation, and foe tise of CDS resulted from the fact that the chpita
requirements contained loopholes for these instnisne

Leverages an essential component of the banking busibesause it enables a bank to provide credit
beyond the amount of deposits it holds and to erédla¢reby the money needed in the economic
system. Within the framework of the US mortgagenl@nd securities business, however, the low
capital requirements made it attractive to makeessive credit offers and to supply credit excegive
and to expand the business using third-party daplta Germany, this applied particularly to banks
with special profiles that were, hence, active idet¢raditional banking from the outset, or to bank
that were universal banks, but whose traditionainess yielded particularly low profits due to the
savings banks’ and the cooperative banks’ natioewndrket coverage and the recession in Germany
in the years from 2001 to 2006andesbankerprivate banks):’ This situation led the relevant banks
to expand their lending substitution activities @ndourchase securities abundantfy. Sachsen LB

15 Cf. Acharya, V.V./Schnabl, P., Do Global Banks &t Global Imbalances? Asset-Backed Commercial

Paper during the Financial Crisis of 2007-09, [3AMF Economic Review 58(1), pp. 54-55.

Investment banks, money market and hedge fundsalseve, para. 1422.

Cf. Deutsche Bundesbank, Zur jingsten Entwickluey Kredite deutscher Banken an inléndische

Unternehmen und Privatpersonen, Monthly Reporty 20006, pp. 15 ff. In individual cases, also other

aspects play a role, e.g., in the case of SachsemlnBnsufficient basis of large customers; HRiBbaious

growth strategy.

118 Cf. Admati, A./Hellwig, M., The Bankers’ New Clath, Princeton 2013, p. 84; Lindner, F., Bankerb&wi
Eurokrise, IMK Report No. 82, June 2013.
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disposed of investment products valued at EUR B@ihi but had only EUR 1.4 billion in capital in
mid 2007+*°

Another problem was that capital regulation alloweahks to use their own risk weightthe
appropriateness of which was difficult to judgenfrthe outside. The risk models could generally not
capture all risks in an adequate fashion as essé@mormation was missing, for instance, inforroati

on systemic risks. The problem persists today.lilNbations existed for providing credit indepentle

of the amount of leverage.

1427.In particular regarding mortgage securities, thakbaalso had further leeway regarding the
underlying capital, this leeway following from tloesign of the products in the individual case.
Securities purchased by another entity — includamgSIV — could be held in the trading book.
Therefore, the securitised loans had to be backedabpital only to insure against price risks. In
contrast, no capital backing was required with réga credit risks. Thus, the capital backing was
lower than in the case of other loans that hadetddpt in the investment book (banking bobR).
Where institutions securitised mortgage loans tledves, the credit risk had to be taken into account
but it could be squared in the bank’s risk modehé& bank had contracted with a credit insurer ithat
took over the credit risk (CDS transactiofi).

1428.This made it possible to reserve significantly leapital for asset-backed securities than would
actually have been necessary in view of the risdsoeiated with these products. The relevant
financial products were, in essence, the follovpngducts:

e Asset Backed Securities (ABS): These consist duries or bonds that securitise payment
claims towards an SIV and that are collateralisgd ab pool of similar claims (asset
portfolio/assets}? In the case of true ABS, it is not possible tetaecourse to the seller of
the securities, which it has transferred to the Stkue sale”). Mortgage backed securities
(MBS) form a subgroup of ABS collateralised usingrtgages.

» Synthetic products (derivatives): These are fir@ninstruments that are constructed for
financial —not physical — performance, the poinpefformance being shifted to a pre-defined
point in time!** They have a “derivative” character because thgue is derived from or
dependent on the price of other prodd€tsThis makes it possible to shift risk independentl
from the underlying transactions. If ABS are stuwed as derivatives, only the default risks
from the asset portfolio are transferred to the BBtead of securities (synthetic AB'S).

« Combinations of securities and synthetic produstisi¢tured financial products): This group
encompasses, for example, bonds with an addededtit atefault insurance (“credit default
swap™?9), such as credit linked not¢SLN). In these cases, the issuer has the obligatio
pay the bond and to pay a premium to the selleh@fCDS (the investor). Apart from that,

119 cf. Balzli, B./Schiessl, M./Winter, S., Casino pirial, Der Spiegel 28/2008, p. 8.

120 & 1a(2) KWG.

121 Hellwig in: Hellwig/H6fling/Zimmer, Gutachten E/6/zum 68. Deutschen Juristentag, supra, p. E 33.
122 The claims in the pool can themselves be seceditr collateralised, or not; for the details, daln in
Schimansky/Bunte/Lwowski, Bankrechts-Handbuch, Béndith Ed., Munich 2011, § 114a paras. 1 ff.

In spite of the common classification as a “tireald, it is accepted that derivatives do not regurbase
value (“underlying”) with market value; cf. Fede@burt of JusticeBundesgerichtshef BGH), Judgment
of 31 October 1998, XI ZR 26/98, [1998] WM 2331rga20 (citation: Juris).

The instrument is called “exotic” if it deviatesofn a standard derivative (e.g., because it reguire
simulations).

The instrument is “synthetic” because no transfesecurities takes place.

The “swap” element is that the owner of the olilyapays a fixed sum to the counterparty. In cafsa
default of the obligation, the counterparty mustgbase the relevant security from the owner. Anpeyt
obligation regularly only exists for the actualfdience (“netting”), which is why derivatives suab CDS
are also called margin tradintpffferenzgeschéfte.
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also other structures, sometimes purely synthetagucts play an important role, for example
combinations from interest swaps and CDS (“TotalReSwaps” — TRS/TRoRSj!

The financial products above were often issuedandhes of differing credit standing. The better
“senior” tranche was served with priority over thenior” tranche(s). The latter absorbed the lssse
and were accordingly furnished with a better rightlaim interest (coupon).

1429.ABS were used as investment products and for nefing purposes in the context of the crisis-
relevant business. The employed SIVs funded thieesdy means of short-dated ABS, i&sset-
backed money market securities (“Asset-Backed CamialePapers” — ABCP). The longer-dated
ABS that they issued to the investors could be vy loans or bonds (“Collateralised Debt
Obligations” — CDO)?® In the case of CDO, the SIV retained the se@sitind only sold the cash
flows from these securities (e.g., payments ofregeand principal). The market for CDO expanded
enormously in the years before the crisis. Proin996, the trade only consisted of CDO in the
amount of roughly USD 5 billion, but by 2006, thelwme had risen by 7700% to USD 388 billigh.

1430.The structure for establishing or investing in #-safinancing securities business without
capital contribution can be sketched out as foltows

Figure VI.1: Structure of a securities business

Bank:
- Creditor/issuer (“originator®),
Borrower - typically also services sold claims
B N and provides services to borrowers

(“servicer")
raCP SIV (Conduit) cDO
Short-term institutional ‘ ) ‘ ) Long-term institutional
investors Asset pool investors
(refinancing)
Rating
Rating agency Arranging bank (“arranger®),

] (Supporting function)
Guarantor/custodian, etc.

Source: own illustration.

1431.Further, substantial incentives existed for theanacemployees- on the sellers’ and on the
buyers’ side — to develop the securitisation bussn® their own advantage, and to expand it
excessively:

* Remuneration incentives to achieve higher profjtebtering into corresponding risk (bonus
systems); in conjunction with

e Incentives to break rules given the lack of perb@actions and opportunities to shift
materialising risk (lack of deterrence).

127" Total (Rate of) Return Swaps are credit derivatiwdere the earnings and the fluctuations in theevaf
the underlying financial instrument are swappedregdixed payments of interest.

128 Depending on which asset is used as underlyingy groups can consequently be distinguished:
“Collateralized Loan Obligations” (CLO) and “Colatlized Bond Obligations” (CBO).

129 cf. Balzli, B., et al., Der kranke Gorilla, DeriSgel 5/2008, 28 January 2008.
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In this context, they used their alleged superisovidedge to their own benefit, without regard to
potential consequences for the respective ingiitufprincipal—agent problem).

3.5.1.3 A business environment impaired by opacity and imf@tion asymmetries

1432.The business environment marked by opacity andnmd@ton asymmetries constituted another
problem that led to the creation and finally to timaterialisation of systemic risk. The opacity
resulted to a large extent from the sub-prime pectsldhemselves and their use for speculative
purposes.

1433.ABS are used to invest in the securitised rightd ant necessarily for speculative purposes.
They enable the trade in products with limited fibiligy, for instance, long-dated mortgage
obligations. This trading opportunity, howeverncalso be used by investors with a short-term
investment horizon in order to acquire ABS for @ty speculative purposes. This may be accepted
if the investors understand the sometimes very éexmproducts and the associated risk. The ABS
securitising the relevant mortgage products, howewere often highly complex products (e.g., due to
multiple securitisations) whose risk profile oneilcbnot calculate.

1434.The use of financial derivatives must be regardeldeing even more problematic in the present
context. Derivatives are often not traded on tlaeket, nor are they investment products since they
have no underlying with a market value. This ekields when the claims resulting from a derivative
are transformed into securitised claims. The dmdeinction of derivatives is to transfer riskac
they can consequently be used to hedge risks, rasgieculatiot®® Even where the acquirer of a
derivative has to compensate for an initial negathargin, it does not pay a “purchase price” in the
legal sense for the financial instrument, i.e.riaepthat the supplier of the derivative can agskde
consideration. Rather, the negative margin ordpdgfers the chances of financial gain or the risk o
loss away from or to the customer in case a risteriaises=>* The right to claim performance only
arises when the risk being the object of the déxigahas materialised to one of the parties’ bénefi
(then, one claim is executed to the advantage efotmeficiary; “pay-off’). The operation has the
character of a financial bet, in accordance with theanwhile abrogated § 764 of the Civil Code
(Birgerliches GesetzbuehBGB), which was correct in that respect, sireerisk is the object of the
operation and since the probability of whetherribke materialises is only fortuitous and dependsnt
the available information (“statistical causatial®) The risk of derivatives for investors does not
follow from imbalances in the setting of contradtciaims either (impaired equivalence), but frora th
object of the contract itself, i.e., the risk alited to both parties, the materialisation of widepends

on probabilities alon&® Regarding the derivatives that were relevanhafinancial crisis, the risk

130 Due to that core function of derivatives, potdrdialivery obligations play a secondary role antl reimain

out of consideration in this context.

The shift of risk takes place to put the suppliérthe derivative in the position of a seller (dami
agreement on a commission). Thus, the suppleddheuobliged to disclose that the initial preseaite is
negative — like a seller would have to disclose phiee; cf. BGH, Judgment of 22 March 2011, XI ZR
33/10, BGHZ 189, 13, head note No. 3 and paras33{gitation: Juris) with comments by SchmiedeuBN

I G 1. — 16.12.; Higher Regional Couf®lferlandesgericht OLG) of Stuttgart, Judgment of 26 February
2010, 9 U 164/08, [2010] WM, 756, para. 5.

§ 764 of the Civil CodeBurgerliches GesetzbuchBGB), as repealed, read as follows: “Where arech

on the delivery of goods or securities is formethwie intention that the losing party shall pag winning
party the difference between the agreed price &aedeixchange or market price, the contract shall be
considered to be a game [...].” [Unofficial traatgdn of “Wird ein auf Lieferung von Waren oder
Wertpapieren lautender Vertrag in der Absicht gésesen, dafld der Unterschied zwischen dem vereimart
Preise und dem Borsen- oder Marktpreise der Liefgezeit von dem verlierenden Teile an den
gewinnenden gezahlt werden soll, so ist der VertdagSpiel anzusehen. [...]".The provision was deleted
in view of the legal consequences foreseen in SBER.

Speculating on a winning chance is an essent@heht of derivatives; see Reichsgericht, Judgmént o
17 December 1928, V 314/33, RGSt 415, 416.
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was frequently leveraged, exponentiating the chamafeprofit and the risk of loss, which made
re-margin payments necessary beyond the origina@ngtment. In addition, speculative use was
made of swap transactions, which were used to sieapsk of interest changes. These products were
very complex from the outset and were frequentlyeldaon risk assumptions that sometimes turned
out to be incorrect in the financial crisis.

1435.In view of the complexity of the relevant marketslgroducts, competitors and buyers were
not able from the outset to act in the interesinafket discipline and to cause the suppliers teroff
products with a comprehensible risk profile. Hoemvhe already described shortcomings existed
also at the other market participants in the saon@ &ll the way down the distribution chain. Oe th
buyer’s side as well, no sufficient incentives &disto require that the purchased sub-prime firgnci
products be structured with a comprehensible riskilp. For the buyers’ purchase interest, it was
decisive at least in the years up to 2006 thatrtbeeasing quality issues with the sub-prime présluc
were counterbalanced by the increase in US regleptp prices and the associated profit expectations
This had as a consequence that also European bemgegjed to a large extent in US mortgage
securities although they did not understand theketaand were in no position to understand it either
This engagement continued down to the level of @rtemers, who likewise acquired such products
(e.g., certificates). Buyers turned a blind ey¢hi® principle that high-yield expectations comengl
with high risk. It is estimated that European bwgyeought roughly one quarter of the securitiededa
on the US sub-prime market.

1436.No other mechanisms effectively substituted for ¢batrol by other market participants. The
self regulation of the financial industry did nqievate correctly given the prevailing interesthe T
rating agencies accepted the implicit guaranteesgigen fact. Due to the information asymmetries
regarding the relevant financial products and duthé fact that they were paid remuneration by the
product issuers, they did not have incentives teve the risk profile of the products in detailn |
addition, the rating agencies were not subjectdosiderable liability for wrong rating estimates
according to the applicable jurisprudence. Thelipdmancial market authorities were likewise not
able to remedy these deficiencies, already givenfdbt that the traded products were also complex
for the authorities, and because the market dexsdops could barely be assessed.

3.5.1.4 The particular situation of the Landesbanken

1437.The participation of public banks in the businegh WS sub-prime securities, which was at the
core of the crisis, was a German particularitye Thndesbanker but also some major savings banks
— had engaged in sub-prime securities to a paatigularge extent within the German financial

system. It is by no means by accident that theg®iqbanks were active in the business with
sub-prime securities in greater numbers than prigatl cooperative banks.

1438.The public banks’ investment in US sub-prime semsihad a deeper cause in substantial
competition distortions to the advantage of theaekb, which had to be removed following a
settlement with the EU in 2001 (the so-called Beis€oncordance)! This meant the abolition of
unlimited express State liability for the obligatsof public banks that were organised as public
institutions @ffentliche Anstalten(the so-calledAnstaltslastand Gewahrtragerhaftung Due to this
State liability, the relevant banks had enjoyedadwantageous rating, and consequently significant
refinancing advantages. It was estimated thaethesantages amounted to between 19 and 69 basis

points’® The settlement with the EU stipulated in prineighat theAnstaltslastcomponent be

13¢ European Commission, press release of 28 Febr2@®p, 1P/02/343; Decision of 27 March 2002, E
10/2000, Germany. Anstaltslast und Gewahrtragerhgft

135 Cf. Berge, K./Berger, R./Locarek-Junge, H., Delitst.andesbanken: Status Quo und Strategien vor dem
Hintergrund des Wegfalls der Staatsgarantien, [R@BV Vierteljahreshefte zur Wirtschaftsforschung
75(4), p. 76.
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aligned with the so-called market investor pringjnd that th&ewéhrtragerhaftunggomponent be
abolished altogether. Thereby, the liability faibpic banks should be aligned with an owner’s ligbi
for private banks as far as possible. The relebanks were granted a transitional period in wiich
reorganise their business until 18 July 2005; afieds, only existing obligations were allowed to be
covered by the State liability guarantees, and antjl the end of 2015.

1439.The looming disappearance of the competitive adgassociated with the liability guarantees
caused notably theandesbanketo take up much fresh capital on the financialkets until 2005. In
contrast to the savings banks, which were abledoganise their business rather easily according to
the obligations under the Brussels Concordancel #melesbankerpursued a business model that
depended greatly on good ratings by the rating @genbut that was often not associated with steady
customer relationships (large corporate bankingesiment banking). Thus, a deterioration of the
rating was immediately followed by a loss of custosn It was, however, an obstacle to reorienting
the Landesbanlbusiness that the savings banks were able to @nfwork division through their
associations, which to a large extent barred thegerinto retail banking for theandesbankef®
Consequently, thé.andesbankerfound themselves on the horns of the dilemma ofingamuch
excess liquidity without having a robust businessie™*’

1440.This provided significant incentives to the Gernmandesbankenin particular, to engage in
business in hazardous business areas where highpresnised high yields, including the US
sub-prime market. The savings banks participaiesbine extent in these activities within the contex
of the savings bank group, of which both thendesbankerand the savings banks are members.
These activities were generally not in line witlsgecial mandate of the public banks, however that
may be defined. They were possible because alfitlamcial market participants succumbed to a
certain unscrupulous way of thinking with regardrigk that could not be quantified. In addition,
political representation was frequent on the pubdioks’ management boards (which it still is togay)
and the representatives were often not sufficiertlypetent for their job®

3.5.1.5 The critical case of HRE

1441.The case of Hypo Real Estate (HRE) is another mectéhse in the German financial system —
which is also singular in its economic effects. HE®R business model was based on granting
high-interest, long-dated loans that were refindribeough short-dated loans (especially commercial
real property and infrastructure loans). To adaegtent, long-dated loans were also granted testa
and consequently had to be backed with very litfipital — as is still the laW HRE was moreover
active in issuing”fandbriefe(German covered bonds), a business closely retatedmmercial real
property financing. Securities were not a maitdfigf activity; however, HRE depended extremely on
the confidence in the functioning of the money metskand financial markets due to its refinancing
structure. To conduct its credit business, HRElwssubsidiary in Ireland, which had relativelyhlig
regulation. The German prudential regulator hadowerview of the actual risk of HRE’s entire
business. The risk was apparently not made pubiit not sufficiently evaluated by the rating
agencies eithéf® If that had been the case, it appears that itdvgenerally have been foreseeable
that HRE was due to quickly enter into distressthie financial crisis, and thus threatening its
existence.

1% This division of tasks itself raises competitimncerns. See Section 4.3.3.

137 Cf. OECD Bank Profitability Database: performanesen worse than average German bank;

http://stats.oecd.org/Index.aspx?DataSetCode=B&fekssed: 24 June 2014.

In this context, see Section 4.6.2; further HauThum, M., Subprime Crisis and Board (In-) Compets

Private Versus Public Banks in Germany, [2009] Eeoic Policy 24(60), pp. 701-752.

Cf. Hypo Real Estate Group, Annual Report 2007.

140 HRE benefited of high ratings with a stable oritds outlook until the end of 2007; see Hypo REatate
Group, Annual Report 2007, p. IV.
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3.5.2 Use of implicit guarantees and market result

1442.Implicit State guarantees were used when the systesks stemming from the business with
US mortgage securities materialised. It was omlthes point that they obtained their actual — and
basically priceless — value. In this contexthibsld be noted that implicit guarantees were atdled
upon by institutions whose systemic relevance naylestionable from today’s perspectie This,
however, was due to the lack of possibilities falititians and market participants to correctly
appraise potential systemic relevance in advamagilee firm belief in the view that individual bank

in distress actually had to be systemically relévarhis view was obviously not called into questio
by the relevant institutions. If anything, ther@asvan interest to shift the blame for one’s own
problems to the politicians and other market pigudicts that had not been early enough to denounce
another culprit (e.g., to HRE, thendesbankeretc.)'*?

1443.The existence of implicit guarantees forced Gerrmpaiiticians to support IKB Deutsche
Industriebank and SachsenLB and, after the Lehmath®&s collapse in 2008, HRE, Commerzbank
and most of the othetandesbankenWestLB, BayernLB, HSH Nordbank, LBBW) in quick
succession?® This aid was supplemented by more general memgt8tate aid schemigpsto support
financial institutions, and by measures which theusity schemes of the banking industry adopted on
their own; the security scheme of the private bdmkang itself to be recapitalised through State ai
as the situation developed. Moreover, the findratability fund (SoFFin) was created with the task
of providing means for the acquisition of defaultgthear-to-default assets and for the recapitaisa

of financial institutions® Other EU Members States took similar measuresufiport their own
banks.

1444.The capital need for these support measures wassdevable throughout the European Union.
According to the European Commission, roughly EUB9Strillion (EUR 5,085,960,000,000) was
provided in the form of guarantees, liquidity sugipor capital for bank rescue measures in theenti
Union between October 2008 and October 2012 (éggadi0.3% of EU GDP)Y* Out of this total,

141 See above, para. 1398: In these cases, systeleiance should have evolved already from the isgioe
that the banks were systemically relevant andttieit collapse would send a fatal signal to thekatar In

this context, see also BaFin, memorandum of 8 @et&D09: Zusammenfassung der Gesprache zur
Stitzung der Hypo Real Estate Gruppe (HRE) vom280D8 — 28.09.2008 am Frankfurter Dienstsitz der
BaFin, http://www.ftd.de/politik/deutschland/:prétdl-zur-hre-rettung-ackermann-fuehrt-aus-diesdsai-
tod/537077.html (no longer accessible).

As to the allocation of responsibility, see, e2Znd Committee of Inquiry of the 16th Legislativeridd
(HRE Committee), Status Report of 18 September 2@IBDrs. 16/14000; U.S. Senate, Permanent
Subcommittee on Investigations, Wall Street & TheaRcial Crisis: Anatomy of a Financial Collapse,
Report of 13 April 2011.

143 See European Commission, MEMO/13/337 of 16 ApBil2 on the State aid decisions adopted from 2008
to the (then) present. The recapitalisation ofdddB in the same time period was not directly retato the
crisis, but stands in a context with the increasapital requirements under Basel Ill. No aid hasrb
requested so far by Hessische Landesbank (Helaba).

See, e.g., European Commission, Decision of 26l62ct2008, N 512/2008, Germany. Rescue package for
credit institutions in Germany; Decision of 31 J@@09, N 314/09, Germany. German asset relief sehem
for impaired assets; Decision of 21 January 2002/K009, Germany. SoFFin - Guarantee for the Germa
deposit guarantee scheme for private banks — Ggrmaime savings bank group refused the use of its
security system for the rescue of ttendesbankersee European Commission, Staff Working Documént o
12 July 2010, SEC(2010) 834/2, Impact Assessmerdraganying a Proposal for a Directive on Deposit
Guarantee Schemes [recast], p. 24.

European Commission, Facts and figures on Stdtmmahe EU Member States, Staff Working Document —
Autumn 2012 Update —, 21 December 2012, {COM(20228 final} = SEC(2012) 443 final, pp. 29 ff;
corrected: Federal Government, Bericht der Bundgsneng tber die Entwicklung der Finanzhilfen des
Bundes und der Steuervergunstigungen fiir die Ja@dd bis 2014 (24. Subventionsbericht), BT-Drs.
17/14621, 19 August 2013, p. 42. The aid elen®nbt identified specifically in the mentioned doants;

cf. European Commission, ibid., p. 52. Hences itat reproduced throughout this section.
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EUR 3,394 trillion was approved as State aid in&8ldne. The approved and the used State aid for
German banks was EUR 646 billion and EUR 259 lnilliss can be seen in the following illustration:

Figure VI.2: State aid by selected EU countries fobank rescue measures (in billion Euro;
> EUR 100 billion) from 1 October 2008 to 1 October @12 (approved) or to 31 December 2011
(called upon)
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200 0 16 o5 130 12969
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Germany Spain France Netherlands Italy
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=

B Approved amounts of aid®  Used amounts of aid

Source: own illustration on the basis of Europeam@ission, Facts and figures on State aid in theVielthber
States, Staff Working Document — Autumn 2012 Update

1445.The following table breaks down the volume of thdividual State aid measures for German
institutions. According to it, most of the apprdvaid consisted in guarantees with EUR 456 billion,
EUR 135 hillion of which was also called on. Inddibn, recapitalisation and asset relief measures
with a large volume were approved and called upbmcontrast, the measures for liquidity support
were relatively small.

Table VI1.1: Amount of State aid measures for the beefit of German banks

Approved Called upon

(01.10.2008 — 01.10.2012) (01.10.2008 — 31.12.2011)
State aid measures ) in % of ) in % of

EUI; bn GDPn EUIIS bn GDPn
2011 2011

Recapitalisation 114.61 45 63.24 2.46
Guarantees 455.85 17.7 135.03 5.25
Asset relief measures 66.10 2.6 56.17 2.19
Liquidity measures 9.50 0.4 4.75 0.18
Total 646.06 25.1 259.19 10.08

Source: European Commissidtacts and figures on State aid in the EU MembeeSt&taff Working Paper
Autumn 2012 Update

1446.1t must be assumed that a major part of the Stdtevas provided to banks benefiting from
implicit State guarantees. As far as can be sedhe decisions, the European Commission typically
did not regard the institutions to be supportechwaid particularly at the peak of the financiakigj
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until spring 2009, as “fundamentally sound”, buhex as “suffering from endogenous probler{§”.

In this context, “fundamentally sound” institutiohad a generally balanced business and risk profile
and were only in distress due to the particulanasion in the financial crisis. Institutions with
“endogenous problems”, by contrast, pursued busimesivities that were unbalanced to a higher
degree. The fact that these institutions were meabe kept on the market through State aid is a
direct indication that they benefited from impligtarantees. It is not possible to isolate from th
granted aid the additional cost specifically assted with the banks’ ability to use their implicit
guarantees. The reason is that it could remaitean the individual case to what extent a baak w
suffering from endogenous risks or to what extdab ahe “fundamentally sound” business was
affected as well. That being said, it must alsdaken into consideration that the market distartio
through implicit guarantees was also reflectechin danger that, if they failed, institutions bureén
with systemic risk would also ruin “fundamentallyund” institutions. It anyway suffices to retaimret
fact at this stage that the ability to use implgutarantees was supposedly reflected — at leastgamo
others — in the amount of aid granted.

1447.The approved aid was in fact called upon only timé&ted extent. However, support measures
were not subject to State aid assessment if thie $¢adered the support as the bank’s owner in
accordance with the principles of the private markevestor test. The extent to which such

“clandestine” support took place (e.g. at the leoklthe primary institutions of the savings bank

group) must be left open.

1448.The European Commission's State aid decisions shewapproved State aid for individual
banks and for the respective security schemes)datpport provided by the security schemes, which
did not itself have to be notified. That said, themmission’s positive State aid decisions and the
publications of the Federal Agency for Financial rkéd Stabilisation (Bundesanstalt fir
Finanzmarktstabilisierung — FMSA) concerning théEo support measures provide an approximate
view of the extent to which the three pillars of erman banking system benefited from approved
State aid*’

146 particularly the far-reaching restructuring coiwis to which the approvals of State aid were wibyc
subject may be evidence of such problems; see, Eujopean Commission, Decision of 21 September
2008, C 10/2008, Restructuring of IKB; European @uossion, Decision of 12 May 2009, C 43/2008,
Germany. Restructuring of WestLB AG; European Cossion, Decision of 18 July 2011, SA.28264 = C
15/2009, Germany. State aid for the restructurinigypo Real Estate. In that context, see also.dst@1.

This comprises the State aid approved by Eurof@anmission decisions, not measures to fund SoRFin o
by security systems if the European Commissionndidassess those measures also as State aiddtedele
institutions. The European Commission classifieffFBn measures to the benefit of individual insiitns

as State aid if a private market investor wouldhte been expected to render such support; &. pad7.
The European Commission’s State aid decisions somagtdo not contain more detailed information iatth
regard.
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Figure VI1.3: Approved State aid (cumulated) by banking pillar fran 1 October 2008 to :
October 2012

EUR Bill.
300 -
550 | State aid (incl. guarantees) (HRE)
u State aid (incl. guarantees) (without HRE)
200 -
150 - 175
100 -
50 -
0 - . 0 |
Private Banks Public banks incl. Cooperative banks
Landesbanken

Source: own illustration. EuropeaCommission, http://europa.eu/rapid/preskease MEM(-14-126_en.htm,
accessed on 7 May 2014.14he illustration contains all types of approved @ittl. guarantees), irrespecti
of whether it was actually utilised.

1449.Upon request, the Federal Ministry cinance has provided the Monopolies Commission
the average volume of the used measures of SoREIK&V/Bund theBundesléande and the relevant
municipalities for the period from October 2008Qotober 2012 and the still outstanding measur
the end of 2013. According to this informatione tctually provided aid is lower than the origip:
approved aid, and it also divexg partially from the aid that is labelled abové'asdled upon” (par:
1445, which should be due particularly to differentributions of measures. According to it,
actually provided support per banking pillar amauetthe figures listed in the followirTable VI.2.

1450.These llustrations confirm that the largest pdrttlee approved and the actually provic
support was rendered to institutions from the pitih private banks. In the pillar of public ban
particularly theLandesbankemprofited from State aid. Frola competition policy perspective, a
IKB could be counted among these institutions, %6& whose shares were held by KfW (with
this however having a large impact on the overalupe). The savings banks only used State a&
minor extent andhie cooperative banks not at all. Still, it is re&ling if, based on the aggrege
amount of aid granted, it is claimed that the gevaanks had the primary responsibility for theisi
whereas the public banksexcept for theLandesbanker and thecooperative banks had been
only ones to show responsibility and not to spdeufayamble”) recklessly on the financial mark

148 Additionally, restructuring aid in the amount of RUB.3 billion and recapitalisation aid ine amount of
EUR2.6 billion was approved for Nord/LB in the reletgreriod. However, the European Commiss
accepted this aid primarily as needed recapitadisatithin the context of the capital assessmentcoted
by the European Banking AuthoritEBA), and it has consequently been left aside & dbove char
cf. European Commission, Decision of 25 July 2012, 8383 (2012/N), Germany (Restructuring aic
Norddeutsche Landesbank A¢
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Table VI.2: Provided measures in the period from ctober 2008 to 10ctober 2012 (average
volumes)

in billion EUR Private banks Landesbanken/savings Cooperative banks
banks

Measures of SoFFin and Kfw/Bund**® 123" 23.8

Other measures™* 0 47.4

Total 123 71.2

Annotation: rounding differences are possible.
Source: own illustration; Federal Ministry of Firzan

1451.The pillar of private banks is heterogeneous andoimposed of individual institutions that
compete with each other. In this pillar, the bafkkhe State support was provided to HRE (approx.
EUR 175 billion), which had assumed particularighhirisk due to its business model based on
extremely short-dated refinancing, and to Commarkzi§gUR 33.2 billion), which was forced to take
recourse to substantial State aid not least beasfue takeover of Dresdner Bank, which had been
supported by the State (concerning Commerzbankalseepara. 14582 The other large banks and
also the majority of the smaller private banksmtid call on public support.

1452.In contrast to the private banks, the savings bardup and the cooperative group form
so-called associated groupége(bundgruppenthat are organised based on work division andhimvit
which there is only limited competition. This gpstructure enables the savings bank group and the
cooperative group to offer one-stop shop for alikieg services, similar to the large banks. In the
savings bank group, the central banks (DekaBhakdesbankénfocus on corporate and investment
banking, whereas the savings banks provide resaiking services to small corporate customers and
private customers. In the cooperative group, dlaimvork division exists between DZ-Bank and
WGZ-Bank on the one hand and thielks- und Raiffeise(VR) banks on the other hand. Since the
savings banks and the cooperative banks were apbmsgible for anything like lending substitution
activities within the group, it came as no surptlsat they were barely affected by the financiadisr
Being the members of the savings bank group that wesponsible for the corporate and investment
banking, however, theandesbankemo a great extent collapsed during the financigis and were
forced to request substantial State aid, with dely exceptions. This aid was necessary despite the
participation of theLandesbankerin the liability association scheme of the savihgsk group>

The balance of the public banks in the financi&igris sobering against this background. In the

1 The measures (in billion EUR) for the private bar@nd the Landesbanken/savings banks can be broken

down on the basis of the information available igt@arantees (86.9 and 14.9), risk-shield measér8safd
5.9) and capital measures (29.8 and 3.0).

KfW share in IKB loans not included.

The heterogeneity of the data sources makes aggsagdifficult. Therefore, the quoted figures mbg
read as approximations. The measures (in billibiREfor the Landesbanken/savings banks can again be
broken down into guarantees (3.5 — until end 2313}, risk shield measures (27.0 — until end 2@B32),
and capital measures (16.9 — until end 2013: 17.1).

152 European Commission, Decision of 18 July 2011,28264 = C 15/2009 — Germany. State aid for the
restructuring of Hypo Real Estate; Decision of 7yM#09, N 244/2009, Germany. Capital injection into
Commerzbank, supplemented in Case SA.34539, GermAmendment of restructuring plan of
Commerzbank. As to Commerzbank, see criticallgaady Monopolies Commission, Stellungnahme zum
Finanzmarktstabilisierungsgesetz und dem “zweitenjiénkturpaket”, press release of 22 January 2009.
that context, the guarantees for HRE amount to El4B billion and the ones for Commerzbank to
EUR 15 billion.

The exceptions were for LBBW and WestLB; see EaampCommission, Decision of 15 December 2009,
C 17/2009, Germany. Restructuring of LandesbankeBad/irttemberg; Decision of 20 December 2011,
C 40/2009, Germany. Restructuring of WestLB; regmydthis case, see Lienemeyer, M./Magnus, M.,
WestLB liquidation — the end of the saga, [2011]mpetition Policy Newsletter No. 3, pp. 45-48.
According to the authors, the case of WestLB isdhly one so far where failed restructuring resulie
liquidation.
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cooperative group, the central institutions likeaviacurred critical losses during the crisis, the t
group was able to compensate for the losses. Hémedalance of the cooperative group in thegrisi
is better by far.

1453.1t cannot be ruled out that the use of implicit igudees has moreover given rise to so-called
umbrella effects in the markets in which Germarituigsons were active. For the use of an implicit
State guarantee can distort competition not onlytiie benefit of the systemically relevant
undertaking. Apart from that, also other financerarket participants who do not themselves benefit
from an implicit guarantee can benefit if the sygtally relevant undertaking uses the guarantee
protecting it. This is particularly likely in naw markets with few suppliers, i,enarkets that are
relatively lightly regulated and in which relatiydarge risk is concentrated.

It stands to reason that pricing without due actofithe actual risk can result from the use oflinip
guarantees in such markets, an aspect other sigppb@ benefit from. The problem of umbrella
effects is well known from cartel damage law. Eartel agreements can increase not only the pricing
leeway of the cartel participants, but also theveeeenjoyed by competitors in the same market that
are not part of the cartel! In the context of the financial crisis, an exampf umbrella effects
resulting from the rescue of a systemically reléuzank may have to be seen in the development of
mortgage loan prices in the Netherlands in thesydam 2008 to 2010. In this case, the European
Commission had conditioned the use of State aiddotain Dutch banks (among others, by so-called
price leadership bans). This made the banks refram aggressive pricing advances on the Dutch
mortgage market, which may have been anticipatetbbypetitors and may have caused them to align
their own pricing upward®® A similar development cannot be excluded for vate markets in
Germany.

1454.Further, the distortions of competition is not ondflected in the provided and used State aid,
but they may even have had a market effect whesgtutions benefiting from such guarantees
partially or completely abstained from calling o8 aid (e.g., Deutsche Barifj. First, the relevant
institutions benefited indirectly from the Stated girovided to other banks and preventing the
materialisation of the risk in the institutions’ nWooks. Second, indications exist that new arghih
substantial market distortions arose from the regefor the relevant institutions to reduce quyckl
and to a large extent their risk and to therefar@ract their balance sheets (“deleveraging”).

1455.To a large extent, these distortions could notdieih Germany because the institutions not
affected by the crisis (especially, the savingskbaand the cooperative banks) stabilised the system
meaning that a credit contraction following theemniational banks’ deleveraging (due to the criets a
the tightened capital rules afterwards) could beided™’ In addition, the more capital market
oriented banks strengthened their capital in gudigon of the tightening of regulation due to the
crisis, and they also improved their risk managengem. through credit limits). Thus, the German
banks took steps of their own following the crisi®rder to permanently stabilise the financialtegs

in Germany>®

154 Cf. ECJ, Judgment of 5 June 2014, C-557/12, Ko, yet officially reported, para. 34; detailedcals
Beth/Pinter, [2013] WuW 228.

135 Cf. Schinkel, M.P., State-aided Price Coordinatio®utch Mortgage Banking, presentation, 2-4 Seer
2012 (EARIE); http://acle.uva.nl/binaries/conteaslets/subsites/amsterdam-center-for-law--econongas/
s/plbschinkelearie2012.pdf; accessed: 24 June 2014.

156 Cf. Deutsche Bank, Annual Report 2008, p. 64; AiiiReport 2009, p. 29.

157 Cf. Council of Economic Experts, Das deutsche fisgstem: Effizienz steigern — Stabilitat erhdtsmpra

(fn. 9), para. 240. This applies at least to tkiemt that these institutions compensated the dtheks’

reduced loan provision. However, the demand fansowas equally limited, due to the economic domwntu

along with the crisis.

In the future, the supervisory authorities wikdly attend more to such measures taken by the enhark

participants to improve their risk management; $%B, Principles for an Effective Risk Appetite
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1456.1t is alleged, though, that the behaviour of thern@an banks that had backed the wrong
investments on the US sub-prime market also cargtbto the development of the European debt
and economic crisiS? This is based on the finding that German and ¢frénvestors — in particular,
banks — had previously been the most importantitorsdof today’s crisis countries. Until 2008,
international investors had been prepared to dnighier and higher loans to these countries andiyo b
their bonds. In the crisis — if they did not reeeBtate aid support — they had to build up nevitalap
and to contract their balance sheets to balancdéoses generated through the investments in US
mortgage securities. For this reason, they redtlegid loans to domestic banks in the crisis caestr

at relatively short notice and shortened their bpoditions, and they did this considerably before
non-bank investors started to reduce their clalme$ofe the Lehman collapsy.

Official data collections indicate that such a dapiecrease in claims (“sudden stop”) indeed took
place (cf.Figure VI.4). The significance of the withdrawal of the Gemlaanks from the crisis
countries remains to be assessed in detail. Téiaglsaid, one would have to regard it as grateeif
banks in any way contributed to the crisis themsimuch as the currency and economic crisis has
prolonged the effects of the financial crisis anad liself given rise to significant market distonts.

1457.The economic effects of the financial crisis in fleager term still can not be quantified
completely. To date, the European Commission densi the effects on competition to be
manageablé®’ However, overcoming the crisis by use of Statieamid the rapid new regulation of the
financial sector have brought about the followirgls for competition:

* Corroboration or incomplete neutralisation of imjili guarantees and, consequently,
furtherance of hazardous market behaviour outside reach of the current regulatory
measures (e.g., in the shadow banking sector),

e State-aid induced distortion of competition to thedriment of institutions not backed by the
State (e.g., distortion of refinancing conditions),

e Burden on not systemically relevant (particuladynall) institutions through the current
regulation intended to neutralise systemic releganod

« possibly further effects on the real econdfy.

That these risks had to be accepted was to a daatgat due to the existing circumstances, dee to
the complexity and urgency of the necessary measureomplete EU-wide supervision and
coordination, and the principally justified hesitanof Member States regarding the use of financial
support. Nevertheless, these risks can impaidévelopment of competition on the financial and the
real economy markets substantially long-term, druikl therefore be monitored in the longer term.

Framework, 18 November 2013; FSB, Increasing thenkity and Effectiveness of Supervision. Guidance
on Supervisory Interaction with Financial Institrts on Risk Culture, Consultative Document,
18 November 2013. In Germany, rules on (anonymuausstleblowers entered into force recently, which
have increased the pressure to improve risk managesee 8§ 25a(1)(6) No. 3 KWG.

Cf. Lindner, F., supra, however with conclusiomspmwlitical recommendations that are not relevanthie
context of this Report; WIFO (Austria), press rekeaf 28 June 2013.

See Council of Economic Experts, Annual Report 3PQ214, Gegen eine ruckwartsgewandte
Wirtschaftspolitik, Wiesbaden 2013, paras. 359Hfiropean Commission, Economic review of the fignc
regulation agenda, Staff Working Document of 15 NMa¢4, SWD(2014) 158 final, pp. 39-40.

European Commission, Report of 1 December 20kte &id scoreboard. Report on State aid grantdgl by
Member States, COM(2011) 848 final, p. 5.

See, e.g., European Parliament, State aid cu$es ffor the financial sector and the real econaostygly,
June 2011, PE 464.427 (for the EU); Jeske/Kruegarévh, Housing and the Macroeconomy: The Role of
Bailout Guarantees for Government Sponsored EnseggrNBER Working Paper No. 17537 (Oct. 2011)
(for the US).
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Figure VI.4: Consolidated foreign claims by banksn Germany and France towards Greece
Ireland, Italy, Portugal, and Spain (cumulated

EUR bill.
inflation-adjusted
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Source: own calculation. Quarterly data on foremaims cf. Bank for International Settlements (Bl
consolidated statistics, 2014. Based on the glyadata, yearly averages were calculated. Forconversion
and inflation adjustment, a real effective convamsiate was used; cf. European Central Bank (EGBijstical
Data Warehouse, 2014.

1458.In Germany, the competitive effects of the immeali@tate aid measures should be decre:
in the meantime.The banks receiving State aid hav-paid the received aid to some extent alre
and have waived the benefit of most of the Staterantee’® Commerzbank seems to be a spe
case because it is profiting permanently from digant competitive acantages due to State
according to competitor claim& In the Monopolies Commission’s view. it would besfarable tha
the State abolish this support in the enti

As concerns the reimbursement of the granted lagddata communicated by tGerman Ministry of
Finance provide the following picture (see Table3y.

83 |n that context, WestLB and HRE (and its legal sssors) benefit from shifting “toxic” assets inalesion
entities (“bad banks”) controlled by 1 State.

164" According to the Annual Report 2013, p. 21, therstd theBundis still 17%; the SoFFin capital measu
amounted to EUR.1 billion until 30 April 201z
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Table VI.3: Provided measures — outstanding per 3December 2013

Outstanding State aid measures in billion Private banks Landesbanken/savings Cooperative
EUR banks banks
Measures by SoFFin and Kfw/Bund™®® 23.4™° 2

Other measures™’ 0 54.2

Total 23,4 56,2

Annotation: rounding differences are possible.
Source: own illustration. Federal Ministry of Fircan

However, giving back the aid granted during thesisridoes not remedy the problem of implicit
guarantees. The granted aid constituted a majenfémence with the market, as it distorts comjmetit
permanently in part. It delayed (WestLB) or evamdbred market exits due to competition. Due to —
frequently politically motivated — mergers, sometlud larger institutions even grew in the course of
the financial crisis®® This was to the benefit also of some institutiaWisose merger was not
necessary to stabilise the system (e.g., in the oh®eutsche Bank/Postbank). On the other hand,
still no appreciable consolidation has taken platgarticular where banks had problems in reaching
a critical size and where consolidation conseqyemtuld be desirable with a view to increasing the
efficiency of the financial sector to the benefittbe economy (e.g., among thandesbanke®®
Such consolidation not only meets political opgoait though, but it also meets legal obstacles
(e.g., through the general-interest mandate ofpthsic banks). The regulatory measures adopted so
far are meant to neutralise the existing impliciagantees, but it is still open to what extent thdl

be successful in doing so.

In addition, the cost associated with surmountivegdrisis puts a serious strain on public finaraes
weakens parts of the German financial sector in a@rrisome way’® The Sonderfonds
Finanzmarktstabilisierung (SoFFin) establishedoiamk recapitalisation generated a cumulated loss of
almost EUR 21.5 billion from its creation in Octol®908 to the end of 2013' As a whole, a legacy

of toxic assets amounting to EUR 637 billion wa#tst into resolution entities and SPVs (“bad
bank$ ), is reduced only very slowly, and puts a contimustrain on the banks and their owréfsit

is concerning that substantial incentives curreetigt for the banks given the low level of inteéres
invest again in business fields offering high yse#hd reflecting corresponding risk.

%® The measures (in billion EUR) for the private baualkd the Landesbanken/savings banks can be alibcat

based on the information available into guarant@e® and 0.0), risk-shield measures (5.8 and @,
capital measures (16.4 and 2.0).

KfW share in IKB loans not included.

The heterogeneity of the data sources makes aggsagdifficult. Therefore, the quoted figures mbg
read as approximations. The measures (in billidiREfor the Landesbanken/savings banks can again be
broken down into guarantees (2.0), risk-shield messs(34.3) and capital measures (17.9).

188 As to the merger proceedings, see FCO, Decisifrist dNovember 2009 and of 18 February 2009, B4-
133/08 and B4-29/09, Deutsche Bank/Deutsche Pdsthaacision of 10 December 2008, B4-134/08,
Commerzbank/Dresdner Bank (/ Allianz SE); FCO, Wtyi Report 2007/2008, pp. 137-138; Activity
Report 2009/2010, p. 57.

In this context, higher concentration can alsal lEahigher stability; see the differentiating viefvOECD,
Competition, Concentration and Stability in the Biag Sector, Policy Roundtables 2010, particularly,
pp. 21 ff.; recently also Bremus, [2013] DIW Wochericht Nos. 13+14, p. 3.

The financial sector grew on the whole until 20d&jch can be inferred from the credit institutitioalance
sheet total that had been at approx. EUR 7.1%friih 2006 and rose to a peak of EUR 8.93 trilliortil
May 2012 (+24%) before falling again to EUR 7,388ion until April 2014; cf. Deutsche Bundesbank,
Bankenstatistik April 2013 and June 2014 (Tablés$umme der Aktiva).

FMSA, press release of 9 May 2014 on the yearedosing 2013 of the financial market stabilisatfond
(SoFFin), the restructuring fund, and the Fedeg@cy for Financial Market Stabilisation (FMSA).
According to the information available, a lessdmmsome solution is the forced capitalisation atts; see
Section 3.8.2. The quoted figures are based oaslddibner (Reuters) “Geheimsache Bad Banks”, articl
of 14 April 2013; accessible: www.format.at.
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3.5.3 The legal framework in EU State aid proceedings

1459.As was mentioned in the previous section, the nreasadopted by EU Member States to
support individual institutions were subject totStaid review by the European Commissioh.

1460.In this context, it became apparent soon that xistieg standards for State aid assessments had
to be modified given the systemic character of ¢hisis. The European Commission therefore
developed a special legal regime by means of gnief* and its decision practice — a legal regime
that has been amended repeatedly in the mednitimé order to bring in line the objectives of EU
competition with the Member State interest to rdglgsh financial stability.

1461.In this legal framework, the Commission took acdoointhe problem of implicit guarantees.
As noted above, it distinguished between “fundamlgnsound” institutions and institutions suffering
from “endogenous difficulties” already at an eastage'’® Later, it differentiated more in line with
the risk profile in the individual case. In thaayythe Commission considered that the business of
some banks could no longer be financed under mardeditions due to its risk. If a bank was
fundamentally sound, it could be justified to agkextent in view of the objective of re-establighi
undistorted competition to grant State aid to tratk, in order to save it from falling into distsedue

to the systemic disruptiodl§’ In contrast, if a bank was “technically insolvedie to its risk profile —

i.e., irrespective of these disruptions — it was theopaan Commission’s view that it should in
principle be liquidated’

1462.In developing the State aid practice further, theogean Commission also developed principles
to counter the market problems induced by thesxasid the Member States’ rescue measures. The
market problems due to the crisis included, inipaldr, the issue that the market was disrupted
because of the systemic character of the crisis tlaat the value of the assets of all banks hddrfal
considerably under the real market value becausieedibss of confidence in the market. To prevent
distortions of competition due to overly generouaté& aid grants, relief measures concerning the
banks’ impaired assets were supposed to be limitedbanks of (real) systemic relevariée.
Regarding these banks as well, measures had tikbe to prevent the granted State aid from carrying
forward implicit guarantees or even leading to rieplicit guarantee$® It was equally necessary to
counteract the fragmentation of the internal mafet

% See Articles 107 ff. TFEU.

17 particularly the aforementioned Banking Communigai(fn. 71), OJ 2008 C 270/8; the Recapitalisation
Communication (fn. 66), OJ 2009 C 10/2; the Immhidssets Communication (fn. 66), OJ 2009 C 72/&; th
Restructuring Communication (fn. 66), OJ 2009 C/298nd the Communication on the application, ftbm
January 2012, of State aid rules to support measariavour of banks in the context of the finahciasis
(Delimitation Communication), OJ 2011 C 356/7.

Most recently, see European Commission, Commuaitatn the application, from 1 August 2013, of 8tat
aid rules to support measures in favour of bankshé context of the financial crisis ([New] ‘Bankin
Communication’), OJ 2013 C 216/1. This Communaratadapts the existing legal framework to the new
banking regulation following the financial crisi#t is here only taken into account within the aodtof the
regulation.

Banking Communication, paras. 14, 33; RecapittidisaCommunication, para. 12; more differentiated
Impaired Assets Communication which only addreskesvaluation of assets impaired through the grisis
but also there the risk profile is taken into acdoypara. 52; cf. also the referencedvtoral Hazard and
expansion, e.g., in para. 36 of the Restructuriagn@unication.

Restructuring Communication, para. 29.

Impaired Assets Communication, paras. 22-23.

Impaired Assets Communication, para. 12.

Restructuring Communication, para. 28, Recapétfis Communication, paras. 9-10, 18.

Restructuring Communication, para. 29; Recap#titis Communication para. 8.
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1463.The objective of re-establishing homogeneous cmmditfor competition remained the starting
point for assessing the State aid meastife©n this basis, the European Commission develtped
following principles in its guidelines to balandwtinterest of protecting competition with the iets

of financial market stability.

1464.Concerning the issue of the necessity a particular State aid measure, the European
Commission defined essentially the following prpies as a basis:

e The financial crisis could result in value losseslhaffected institutions (whether they were
sound or unsound§?

« In view of financial stability, it had to be accegtthat institutions were rescued in a relatively
generous way, and that a trade-off was made irshiogt term with regard to the “burden-
sharing” as to the crisis-related costs. In rethowever, compensation at a later stage had to
be foreseen, for instance, througaw-back clause¥?

* The State aid granted by the Member States musho@ase the implicit guarantees further.
In particular, it must not put competitors thateieed no aid at a disadvanta@e. Therefore,
restructuring aid, for instance, should only coWer costs to restore profitability, but it should
not provide any possibility to expand in a way tivauld distort the market?

* The relevant institution was asked to make a diamt contribution before the provision of
State aid. This means that the banks should heie éwn money to the largest extent
possible to fund the restructuring measures. lsoskeuld be covered by the available capital,
and appropriate remuneration should be paid foteStaeasure¥’ The lower the own
contribution was which a bank provided during thisis, the higher it had to be afterwar&s.

* The State aid measures were subject to Europearmi@sion review with regard to their
fundamental necessity to stabilise the financialkeigt® the necessity of the given amount of
State aid, and regarding the characteristics ofaffected marketg”. With respect to the
question whether the aid was appropriate, the pisifile of the banking business and the
undervaluation of risk in the time before the arisiere taken into consideratibf. With
respect to the actual amount of the aid, propaatipnhad to be guaranteed: the market
interference associated with the State aid medsddo be limited to a minimum and to take
place in a non-discriminatory fashibfi. With respect to the measures to limit the contipeti
distortions due to the aid, the Commission veriftadt the competitive advantages to the
benefit of the supported bank were not increasdid regard to the size, scale and scope of its

business activitie¥® Finally, procedural transparency should be preditbr™®*

182 Cf. Recapitalisation Communication, para. 11: émel playing field and [...] a return to normal ket

conditions.”

Impaired Assets Communication, further Restruow@ommunication, para. 37.

Restructuring Communication, para. 25.

Restructuring Communication, para. 39.

Restructuring Communication, paras. 22-23.

Banking Communication, para. 25 ff.; Restructuri@@pmmunication, para. 24; Impaired Assets
Communication, para. 21.

Impaired Assets Communication, para. 25.

Impaired Assets Communication, paras. 27-29; Eeepara. 32: State aid limited to toxic assets matybe
sufficient.

Restructuring Communication, para. 30.

Recapitalisation Communication, paras. 13, 18ff.22.e., also in this context, a distinction cdde drawn
between fundamentally sound and unsound banks).

See also Banking Communication paras. 15, 3fffpaired Assets Communication, para. 16.
Restructuring Communication para. 30.

Impaired Assets Communication, paras. 20-21, ¥8; megarding the issue which assets were impained
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1465.Concerning the necessity for adequate compens#tdiothe received State aid, the European
Commission used an approach that it had develomedrdscue and restructuring measures
independently from the financial crisfS. On this basis, a distinction had generally todo@wn
between compensation for the aid measure as sechufieration at market value to the extent
possible) and compensation for the associatedrtimsimf competition. Distinguishing both elements
remained difficult, though, which meant that onhecsingle compensation was required in practfte.
Nevertheless, the guidelines contain principlefedéhtiating between the two forms of compensation
to a certain extent:

« Compensation for the aid measure (remuneratin)fhe European Commission assumed —
at least at the beginning — that recapitalisatiosegd no State aid issue if it was made at
current market valu€® It tolerated divergence from the market valueydnla given extent,
even in the case of sound banks Banks with endogenous risk (. practice, generally all
institutions that were in distress during the ejisin principle had to be liquidated or
restructured”® The higher the compensation was for the State thiel lower security
provisions were considered to be necessary by timen@ssion regarding potential distortions
of competition (including further compensatigh).

« Compensation for distortions of competition: Reljay the competitive effects,
compensation had to serve two farther-reaching ctibgs, causing the Commission to
develop increasingly detailed guidelines in thersewf time.

First, compensation had (also) to strengthen exjstompetition and to contribute to the
internal market®? In the calculation of the compensation, lossemaitket value of the
banks’ assets were increasingly factored in, takitgaccount also the “intrinsic risk” of
the bank$®® The guidelines additionally contained individgabvisions for a design of
the State aid measure in line with competition t{palarly, concerning claw-back
mechanisms}?* The profitability of the institution in the lortgrm had to be considered
as well?® Further, the measure was supposed to includatines for the re-payment of
the public capitaf®

Second, the use of State aid to distort compethiad to be prevented. The beneficiary
bank therefore had to offer terms and condition$inie with competition, and was not
allowed to use the State aid for expansion purpdsdus, its terms had to be in line
with the existing situation on the financial matk&tMoreover, it was necessary to take

195

196
197
198
199

200
201
202

203
204
205
206
207
208

which were not. Participants to the procedure e@gwwarticularly the transparency of the procedwa a
problem.

Cf. Impaired Assets Communication, para. 49, wiflerence to European Commission, Community
Guidelines on State aid for rescuing and restrugguirms in difficulty, OJ EU C 244, 1 October 20(. 2.

Cf. Impaired Assets Communication, paras. 50, 58.

Cf. Delimitation Communication, paras. 5, 6 ffedapitalisation Communication paras. 8, 19 ff.

Cf. Recapitalisation Communication, para. 21.

Cf. Recapitalisation Communication, paras. 25,y additional details on the valuation: Impairkskets
Communication, paras. 39 ff.

Cf. Recapitalisation Communication, para. 44.

Cf. Recapitalisation Communication, para. 36.

Cf. Restructuring Communication, para. 35; regaydthe need for competition-related compensatory
measures, cf. Impaired Assets Communication, pags9.

Cf. Delimitation Communication, paras. 16-17. Téen is not defined in the Communication.

Cf. Restructuring Communication, para. 42.

Cf. Delimitation Communication, para. 14.

Cf. Recapitalisation Communication, para. 31.

Cf. Restructuring Communication, paras. 43-44;dpéalisation Communication, para. 37.

Cf. Restructuring Communication, para. 45.
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accompanying measures, for instance, to providehmegular re-evaluation of the aid
and for reporting obligatiorfs:

Furthermore, other distortions of competition adesihe directly relevant markets for the institngo
had to be avoided, for example, on the markethebtiyers or creditors of the institution.

1466.Hence, the European Commission set a regulatomefnaork establishing for it significant
leeway for market desigit® In that context, it used the structure of rulel axception under
Article 107(1) and (3) TFEU and the broad discriy scope that it enjoys under European
jurisprudence. A flexible approach was necesskieady because certain problems became apparent
only during the development of the crisis, suclh@snecessity to consider the “real” economic value
of the bank assets where an adequate market mudd no longer develop given the market failure
due to the crisié*? In addition, the European Commission had to wt@unt of the risk that banks
were forced to leave the market without the ndlifétate aid and that the market might then
completely collapse under the circumstances.

1467.The procedure which was more based on negotiatiblas on legal criteria in its
implementation, the lack of profundity of the corifpee analysis, and the limited transparency of
decisions were criticised repeatetffy. It was particularly criticised that the orderedustural
compensatory measures interfered considerably aoithpetition, but that they were partly made as a
condition without it being apparent to what extdrd relevant market problems were even related to
the market position or behaviour of the State addficiary. It was claimed that the compensatory
measured also forced the State aid beneficiariéscioss much more on their domestic markets in the
future, where some of them already enjoyed a welgtistrong market position (risk of fragmenting
the internal market).

1468.That said, this criticism did not call into questithe entire regulatory framework that the
European Commission had established to deal witHittancial crisis, but it rather indicated thag th
State aid proceedings as such were not sufficienbmpletely “repair’ the markét! The European
Commission had to assess the notified support mesawot only with regard to their competitive
effects in the longer run, but it had to ensurengrily that the stability of the European financial
system was restored and that farther-reaching darnaeatipe European economy could be prevefited.
Thus, the permanent restoration of a balancedapfdtip between competitive and stability-oriented
regulation remains the task of politicians. Thanary objective of competition policy must be to
reduce the still existing distortions of competitidue to crisis-related aid, and to minimise the
necessityof future State aid to the extent possible. Stk principles laid down in the Commission
guidelines provide indications of which aspectsentovbe observed in that respect.

29 gee, e.g., Banking Communication, paras. 13, drthdr, Banking Communication, para. 27: behavioura

constraints.

Cf. Banking Communication, paras. 48-49.

Cf. also Recapitalisation Communication, parag-8,

Cf. Impaired Assets Communication, paras. 15gérticularly paras. 32 ff., 37 ff. For this reasdhe

European Commission also assessed the notifieth aieé later proceedings under Article 107(3)(bELF

and no longer under lit. c.

23 See, e.g., Zimmer/Blaschczok, [2010] WuW, 1421, [2010] WuW, 743.

24 The decision practice indeed seems to be erratihighly fragmented, cf. the illustration by Gudl,
http://webcast.ec.europa.eu/eutv/portal/player/comindex_popup_slide.html?id=18627&slideSetld=184
67&slideldx=2 ; accessed: 24 June 2014.

215 0On the objective of financial market stability, éfrticles 127(5), 114 TFEU, see also Art. 109(2)thee
Basic Law. It would naturally have to be welcontedemove the competitive distortions acceptechin t
State aid proceedings in there entirety; cf. ph886 and the previously mentioned Monopolies Corsinis
press release on the takeover of Dresdner Banlobyn@erzbank, fn. 152.
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3.6 Assessment of the more recent regulation — redutind the distortions of
competition?

1469.To improve financial market regulation, varioustsasf regulation are being discussed at the
present time. The proposed measures are meaeutmlhse implicit State guarantees (in particular,
the structural measures) or to at least limit tidgivelopment. Another group consists of measures
facilitating the identification and better appraisérisk (e.g., the introduction of a single Eueam
supervisory mechanism, changes in the rating system

1470.From a competition policy perspective, the relevarisures must be assessed according to the
extent to which they reduce the negative effectdngllicit guarantees on other market participants,
and whether they may distort competition themselvésllowing the basic concept of the European
Commission guidelines in response to the finanmiigls, it must be ensured on both counts that the
individual financial market participants assumepssibility for their hazardous behaviour as much
as possible, and that they are not able to tratiséerisk. Moreover, the relevant measures shootd
abet the (further) fragmentation of the Europeaerival markef'®

In its report, the Monopolies Commission choosesrmservative approach. It must be assumed that
already small regulatory changes can have signifieffects on the financial markets, and that these
effects may also affect the real economy undecitttemstances.

3.6.1 Neutralising the implicit guarantees at market exit

1471.Since implicit guarantees keep systemically relevaanks in the market, the most effective
means to reduce such guarantees of survival arbanestns allowing or facilitating the market exit,
or which provide for financing that makes the us@ublic funds superfluous. This includes on the
one hand the planned resolution and divestituresr(ihcluding the rules establishing a dual banking
system), and on the other hand the provisions ark bbacovery and on security mechanisms
(institutional security and deposit insurance). cmtrast, no measures of (State-financed) financia
market stabilisation are relevant as it is exatttgse measures that ought to be avoided.

3.6.1.1 Resolution and bank contributions

1472.The special provisions on the resolution of banksptement the general insolvency rules.
They are meant to ensure that also systemicalivaet banks can exit the market. The older view
that banks “may” not become insolvent has turnedtowe unsustainable from a macroeconomic
perspective. In the most recent financial cribes preferred solution was frequently not to brepk u
banks, but — to the contrary — to merge them waitheother, which has even increased the problem of
implicit guarantees.

1473.In the following, the Monopolies Commission assedb® recently agreed European rules on
the resolution of banks before it comments on #istiag German provisions. In that context, iteak
into account the FSB’s recommendations on bankutgn, which provide guidance on the current
legislation in this are&’

2 Ccf. New Banking Communication, paras. 7, 11/Bagki@ommunication, para. 27; Restructuring
Communication, para. 6; Impaired Assets Commurooatpara. 16. Such fragmentation would not only
raise concerns from a competition policy perspectbut it would also directly run counter to thgeative
of increasing financial market stability as it waimit the options for risk adjustment between fimancial
market participants (“connectivity”).

217 Cf. FSB, Key Attributes of Effective Resolution dtmes for Financial Institutions, October 2011.
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EU law

1474.The European resolution rules stand in connectidim tve development of a European banking
union, which is to be composed of a Single SuperyisvMiechanism (SSM), a Single Resolution
Mechanism (SRM), and a single financing mecharfiénThe resolution rules consist of a number of
laws and regulations that will harmonise the Euapeiles also, to some extent, outside the SRM.

The SRM is established through a Regulation for rémolution of credit institutions and certain
investment firms (SRM Regulation) and an intergavegntal agreement of the Member States taking
part in the SRM. The Regulation regulates thelutism procedure and the establishment of a single
resolution funds and its national compartments,ctvhivill exist for a transitional period. The
intergovernmental agreement regulates the traméfeational funds to the resolution funds and the
mutualisation of the national compartments. Theogean Parliament adopted the Regulation on
15 April 2014, i.e.the version negotiated in the so-called trilo&lelt will probably enter into force
shortly.

The Regulation is supplemented in substance aodyaisgraphically — for the Member States outside
the SRM — by a Directive that harmonises the Menftates’ resolution mechanisms at EU level,
leaving the relevant supervisory competences aaitsid SRM on the Member State level (BRRD).

1475.In addition, as a competition law measure, the peao Commission has revised its State aid
framework for bank rescue measures (New Bankingl@mies)?> The European Commission will
apply the New Banking Guidelines in accordance withexisting legislation. This shows that the use
of the resolution rules is based not only on thevigions on the banking union, but also on European
competition law (particularly, Article 107 TFEU).

1476.The Monopolies Commission does not comment ongbeei of how the relevant mechanisms
must be viewed as regards competences. This hetaitding, it takes the same position as the
Federal Government and the German Bundesbank, yatmai the European treaties should be
amended to the extent necessary to develop the fBRM:r.

218 The Single Supervisory Mechanism is meant to flsther the harmonisation of the substantive prtiden
rules, particularly in the area of capital regulati The creation of a European Financial Mecharism
controversial, particularly the future role of th&M. For the details, see Council, Conclusiong®flune
2013, EUCO 104/2/13 REV 2, para. 13; Opinion of @ussioner Barnier of 19 March 2013,
MEMO/13/251; Council, press release No. 17131/12hen3205th Session of the Council on 4 December
2012, p. 7; and previously Council President VamBoay, H., press release of 26 June 2012 on thatrepo
“Towards a genuine Economic and Monetary Union”,(BWJ120/12, p. 4; European Commission, press
release of 12 September 2012, 1P/12/953.
These rules revert to earlier deliberations at IElel; see, e.g., The High-Level Group on financial
supervision in the EU (déarosiére Group), Reportof 25 February 2009, parag27 ff., 253 ff.;
http://ec.europa.eu/internal_market/finances/d@cdatosiere_report_en.pdf; accessed: 24 June 2014;
European Commission, Communications of 20 Octold@®©2and 20 October 2010, An EU framework for
cross-border crisis management in the banking se€©M(2009) 561 final and COM(2010) 579 final;
Communication of 26 May 2010, COM(2010) 254 final.
220 Regulation No. 806/2014 of the European Parliansent of the Council of 15 July 2014 establishing
uniform rules and a uniform procedure for the reSoh of credit institutions and certain investménns
in the framework of a Single Resolution Mechanisid a Single Resolution Fund and amending Regulation
(EU) No 1093/2010, OJ L 225, 30 July 2014, p. IRMERegulation”).
22 Directive 2014/59/EU of the European Parliament @fi the Council of 15 May 2014 establishing a
framework for the recovery and resolution of crédtitutions and investment firms and amending r@@du
Directive 82/891/EEC, and Directives 2001/24/ECQ2/@7/EC, 2004/25/EC, 2005/56/EC, 2007/36/EC,
2011/35/EU, 2012/30/EU and 2013/36/EU, and ReguiatiEU) No 1093/2010 and (EU) No 648/2012, of
the European Parliament and of the Council, 0J3, 12 June 2014, p. 190 (Bank Recovery and Resaluti
Directive, “BRRD").
European Commission, Communication on the apjdicafrom 1 August 2013, of State aid rules to sarpp
measures in favour of banks in the context of thanfcial crisis (“Banking Communication”), OJ C 213®
July 2013, p. 1 (see already above, fn. 175).
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— The content of the resolution rules —

1477.The resolution rules of the SRM will in principlemly to all banks, with an exception only for
groups that are not active across bord@rBehind this is the assumption that all banksofrat least
potential systemic relevance. The resolution afkisanot resolved within the SRM framework is
provided for by the supplementing BRRH. The provisions on bank resolution are alignedenwith
the general principles of company liquidation, ampared with the rules that applied in the cri§is.
In principle, deviations will be possible in thedte only where this is necessary in view of system
risks. In contrast, the fundamental synchronisatd chances and the risk of liability or losses is
meant to apply also to banks and the banks’ credtd

1478.With regard to the allocation of competences, thestjon of who would adopt which measures
within the framework of the SRM was controversiat fa long time in the European legislative

process. Pursuant to the final version of the Reigum, the ECB as the central European prudential
authority, the European Commission as the EU ekexand competition authority, the Council as the
EU institution representing the Member States’regés, and a Single Resolution Board (the Board)
will take part in such measures, the Board beingpmsed of representatives of the participating EU
institutions and the national resolution bodiegsapermanent members.

1479.The resolution rules under the SRM Regulation atoslinated to regular bankruptcy 184
The resolution procedure will generally be avaiatar all banks within the banking union, which are
active as individual entities or which form partatross-border groip® In the decision of whether
an institution should be resolved, account mugken of whether and how the resolution objectives
named in the Regulation can be achieved (the aattirof critical function§”, avoidance of
significant adverse effects on financial stabilpyptection of public funds and of the depositand a
investors that are exempt from liabili§ff. In addition, there is the possibility of writirdpwn or
converting capital instruments.

1480.The possibility of a resolution is to be ensuredabyhree-phased procedure, two phases of
which will precede the resolution as preventive sneas. The three phases can be labelled as follows
prevention, early intervention, resolution. Therdeer States are supposed to ensure that gendtally a
banks prepare recovery pldiis. In addition, the Board or the national resolutarthority will have

to prepare resolution plans, working together \lig other competent national authorities, in otder
assess the resolvability of the bafiksThe Board or the resolution authority moreovelt lay down
minimum requirement for own funds and eligible liies in order to ensure that the relevant
institution can be wound down and has a sufficiamtount of convertible liabilities such that

23 Article 7 SRM Regulation.

224 n the following, the BRRD is referenced alongsidehe extent that its provisions are relevanhweégard
to those cases.

2 gee also Article 15(1)(f) SRM Regulation, Artick(1)(g) BRRD (alignment with creditor liability in
bankruptcy proceedings).

226 Cf. Schauble, W. in: Léhe, Schauble rechnet mihmfgelbstanzeigen von Steuersiindern, NOZ, 13 April
2013: “Each bank and each investor must know: dsmrece also risks.[“Jede Bank und jeder Investor
muss wissen: Chancen sind auch Risike.”]

227 See, e.g., Recital 59 SRM Regulation.

228 Article 7(2) in conjunction with Article 18(1) SRIRegulation.

229 «Critical functions” means activities, services aperations the discontinuance of which is likelyone or
more Member States, to lead to the disruption ofises that are essential to the real economy disipt
financial stability due to the size, market shagternal and internal interconnectedness, compyleit
cross-border activities of an institution or growpith particular regard to the substitutability thfose
activities, services or operations (Article 2(1).186 BRRD).

230 Article 14(1), (2) SRM Regulation; Article 31(1R) BRRD.

21 Article 21(1), (7) SRM Regulation.

232 prticles 5 ff. BRRD.

233 Articles 8-10 SRM Regulation; Articles 10 ff. BRRD
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resolution can be effectuated without threateniygjesnic stability’>* Early intervention is meant to
ensure that banks can restore their financial jposiéven before they are failing or likely to faf.
Should resolution be necessary, a decision hag tdbpted concerning the necessary measures. In
that case, the necessary valuation of assets rausaile in a prudent mani&.

1481.The resolution procedure of the SRM applies ifa(hank is failing or likely to fail, (ii) there is
no reasonable prospect that any alternative priset¢or or supervisory measures would prevent its
failure within a reasonable time frame (e.g., l@sorption through an institutional protection
system), and (iii) resolution action is necessarthe public interest (in particular, because oéals

to systemic stability§>’

The resolution procedure is initiated principally the ECB, which informs the Board, the
Commission, and the competent resolution autheraiethe Member State lev/é¥. The Board then
examines if a supervisory or private sector sotluttopossible under the circumstances. If thisois

the case and resolution is necessary in the pinécest, the Board develops a resolution scheute th
includes information on the relevant resolutiontimsients and any request for backing by the bank
resolution fund. Thereafter, the European Commississesses the discretionary aspects of the
resolution scheme adopted by the Board, and edy@roves or rejects the resolution scheme. Beside
that, the European Commission can object to theceseeof discretion in the resolution scheme or, in
certain circumstances, propose a diverging uskeofdsolution fund®

Should the European Commission not determine kigatdsolution is necessary in the public interest,
or should it modify the amount provided by the furtde Council is asked to confirm the
Commission’s proposal. If the Council likewise da®t consider the resolution to be in the public
interest, the institution is generally liquidatag-guant to national bankruptcy law.

If the European Commission or the Council objeotthe resolution scheme, the Board must modify
the scheme accordingly. The Board’s resolutiorisitat generally enters into force within 24 hours.
Any modifications due to objections must take plagtin eight hours. Afterwards, the resolution

scheme is implemented by the national resolutidhaaities.

If the resolution involves a grant of State aics &d must be approved by the European Commission
before the Board adopts the resolution plan.

1482.For the implementation of the resolution, therd génerally be four structural resolution tools
available. The first three resolution tools (safi®usiness tool, bridge institution tool, assgtasation
tool)**® can be distinguished according to the type ancitheunt of the asset transfer to a new entity,
whereas the fourth resolution tool (“bail-in” tadf)serves to recapitalise the bank by winding down
and converting its liabilities. The resolution l®a@an be applied individually or together, theeéss
separation tool however only together with otheohetion tools** In the event that only viable parts
of the bank are transferred to a new entity, thmafeing undertaking is liquidated in normal

234 Article 12 SRM Regulation; Article 45 BRRD.

235 Articles 27 ff. BRRD, also in conjunction with Acte 13 SRM Regulation.

236 Article 20(1), (6) SRM Regulation; Article 36(X%) BRRD.

237 Article 18(1) Subsec. 1, and Article 16(1) Subs2cSections 5-7 SRM Regulation as to the condéict o

proceedings.

In the alternative, the Board can make this detsation (in its executive session), three daysrafteving

made an unsuccessful request to the ECB.

This includes the prevention or modifications rémptions from the bail-in if these exemptions tiegjthe

use of means of the fund or alternative financireghanisms; Article 19(1), (3) SRM Regulation.

240 Article 22(2), Articles 24-26 SRM Regulation; Adfiés 37(3), Articles 38-39, 40-41, 42 BRRD. Thilge
institution tool is meant particularly for the carg out of “sound” parts of the undertaking (“gobank”),
the asset separation tool for the carving out astwnd” parts that are to be liquidated (“bad bank”

241 Articles 22(2), 27 SRM Regulation; Articles 37(33 ff. BRRD.

242 Article 22(4) SRM Regulation; Article 37(4), (5uBsec. 1 BRRD.

238
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bankruptcy proceeding®® Moreover, the selection of the resolution tookpehds on the given
circumstances, i.e., taking into account also tralable time®** Aside from the four resolution tools,
accompanying measures can be adopted, for exartipde,management body and the senior
management shall generally be repla®d.

1483.The costs of the resolution will be imposed on #ugiity investors (shareholders) and the
outside investors (creditors) according to a “hifpicascade” to the extent possible, following the
rank order in insolvency proceedind$. To limit contagion risk, the Member States haweetsure
from the outset that the competent authoritiestlime amount of liability held by other institutsn
which might be called upon for a baildH. Certain liabilities and deposits covered by ttausory
deposit guarantee schemes are excepted from Hityi@ascade and spared. In this case, the depos
guarantee scheme assumes liability instead ofriiteged depositoré®®

1484.The funds collected by these means will be suppiéadeby a Single Resolution Fund within
the SRM, and by national resolution financing agements outside it. The mechanisms will
principally be funded through the bankx-antecontributions and exceptionally also throwgtipost
contributions. Pursuant to the already existingvigions on theex-antecontributions, generally all
banks are supposed to pay a lump sum irrespedtieio balance sheet total (“base contributioid),
which a risk-based extra amount may be adffetHowever, the individual design of the contribugo
to the resolution fund have not been determined yet

1485.Taking into account the objectives of the resolufwocedure, outside investors can in certain
circumstances be excepted from liability, evenhit tmakes necessary a limited further use of the
resolution funds and alternative financing souféesThis is, however, only possible if the equity and

outside investors contribute in the amount of asie8% of the balance sheet total. In additioa, th

contribution of the resolution fund or the finargiarrangement may principally not exceed 5% of
balance sheet tot&l"

1486.The resolution funds in the SRM has a target fupdiel of EUR 55 billion, that is at least 1%
of the covered deposits. The resolution fund ballcreated gradually, starting by forming “chambers
(compartments) out of the funds of the existingasbe-established national restructuring fundse Th
funds of the chambers will be mutualised in thekason fund over a period of eight years, starting
with a 40% mutualisation in the first year. Lidtyilwill be transferred accordingly from the natébn
funds to the Single Resolution Fund. Resoluti@wgiring the use of the Single Resolution Fund will
in any case be coordinated at EU level.

1487.0ther financing arrangements and alternative fupndieans are only meant to be used as a fall-
back system (“backstop®/?> The State is supposed to take over the resolatists only as a last
resort (including, through the ESIf}

243 Article 22(5) SRM Regulation (as to the sale o$ibess and bridge institution tools); Article 378RRD

(also: as to the asset separation tool).

244 Article 22(3) SRM Regulation.

245 Article 15(1) lit. ¢ SRM Regulation, Article 34(lij. ¢ BRRD. As to other measures, see Articles @4 ff.
BRRD.

246 Articles 15(1), 17 SRM Regulation; Article 48 ffii conjunction with Article 46(2) BRRD; see also We
Banking Communication, paras. 40 ff., 66 (partidylgpara. 44).

247 Article 27(4) Subsec. 3 SRM Regulation; Articlg(2y last sentence, BRRD.

248 Article 79 SRM Regulation; Article 109 BRRD.

249 Cf. Article 70 SRM Regulation in conjunction wigtticle 103 BRRD.

250 Article 27(5)-(10) SRM Regulation; Article 44(33)YBRRD.

21 Article 27(7) SRM Regulation; Article 44(5) BRRD.

%2 Articles 72-73 SRM Regulation; Articles 105-107 BB; see moreover Eurogroup, ESM direct bank
recapitalisation instrument — Main features of dperational framework and way forward, Documen2®f
June 2013, for capitalisations through the ESM.
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1488.In order to align the resolution measures adoptéde SRM framework and State aid, the SRM
Regulation provides that the competent nationahaittes will inform the Board if a bank needs
extraordinary public financial support. Under BBRD, in contrast, it has to be ensured that State
aid measures will be notified to the European Cossinh?®* On the Board’s request, the Member
States also must inform the European Commissiomowtt delay of any resolution measures
potentially giving rise to State aid. To the extdrat certain measures do not involve State higl, t
Commission will examine the measures along thesliog Article 107 TFEU to ensure uniform
competitive conditions across the internal markatis will apply at least in cases in which the
resolution funds will be involve®® If the ESM is involved, a regular State aid assest is probably
warranted.

1489.The Commission has aligned its assessment criteribe New Banking Communications to
take account of the liability ranking order undee hew resolution reginfé®

— Assessment of the resolution rules —

1490.The harmonisation of the resolution rules for baaks the creation of the SRM within the
framework of the banking union must be welcomedpoimciple as measures to reduce implicit
guarantee®’ These measures are an important step forwarcedoncile the financial market
participants’ risk disposition and liability witraeh other, and to shift liability from the Statee(ithe
taxpayer) back to the market participants afterctims. The announcement of the liability cascasle
such has already led to a reduction of the numbeffshore constructs with an obscure risk profile,
according to press repoffS. Moreover, the establishment of the SRM can inntleglium term result
in rating markdowns, according to statements madéhe rating agencies, which would reflect the
reduction of the implicit State support for systeatly relevant bank$? It is now important that the
provisions on the creation of the SRM are implereerdwiftly as the mechanism will constitute a
central instrument for the neutralisation of implguarantees.

In the present context, the following principleg authoritative for the assessment of the individua
resolution provisions:

e The resolution rules must cover all systemicallgvant market participants and should not
result in a flight of capital, also in the caseaddrisis (“bank run”).

253 Cf. Articles 6(4), 8(6), (9) lit. i, 10(1), 14(2x. c, 18(4) lit. d and Subsec. 2, Article 20(6)daRecitals 41,
58, 100 SRM Regulation; Articles 5(3), 10(3), 7ilitL5(1), 16(1), 31(2) lit. c, 36(5), 37(10), &Ad Recitals
31, 45, 55, 109 BRRD (unclear, however, Recital %ailing, [...] or when the institution requires
extraordinary public financial support except i tharticular circumstances laid down in this Dinex?).
Concerning direct bank recapitalisations through BSM, see EU Council, press release of 27 Jung, 201
11228/13; Eurogroup, ESM direct bank recapitalisatinstrument — Main features of the operational
framework and way forward, Document of 20 June 2@I®i previously European Commission, Proposal
of 12 September 2012 for a Council Regulation cainfg specific tasks on the European Central Bank
concerning policies relating to the prudential suf@on of credit institutions, COM(2012) 511 fing. 2
(bot.) and Recital 8. Restrictive also New BankBmmmunication, paras. 29, 40 ff., 58.

254 Articles 18, 19(2) SRM Regulation; Article 56(1RRD in conjunction with Articles 107-108 TFEU.

255 Article 19 SRM Regulation and further Recital 29.

2% European Commission, New Banking Communicatioraga40 ff., 66. The assessment criteria are

generally tightened given the improved possib#ita resolution, cf. New Banking Communication, goar

29.

Admittedly, readjustments will be necessary, ecgncerning the interpretation of the criteria onew an

institution is likely to fail; cf. ECB, Opinion o029 November 2012 on the proposal for a directive,

CON/2012/99, OJ C 39, 12 February 2013, p. 1. Thus, e.g., assumed that the relevant saving&da

would not have been able to survive the resolutiWestLB if the proposed rules had been in force.

28 No author, Banken fahren Offshore-Konstrukte zkyler Standard, 15 July 2013 (for Austria).

#9 gee, e.g., FitchRatings, Fitch Revises OutlooklBrnEU Commercial Banks to Negative on Weakening
Support, press release of 26 March 2014. In @egiact, it must be seen how things will develop.
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* The market interference through coercive State oreasnust in all cases be limited to what
is strictly necessary because the prudential attig®are in no better position than the banks
themselves to make entrepreneurial decisions (atgarding decisions on the market exit).

e The rules on the financing of the market exit @oreery should, to the extent possible, confer
planning security to the affected investors.

1491.The SRM creates a set of rules that generally ajgpll banks in the euro area. Even beyond
it, the Member States’ resolution rules are harsethiby means of the BRRD. The scope of
application of the SRM, which exceeds the one ef3mgle Supervisory Mechanism (SSM), prevents
coordination problems with respect to the resofutibinstitutions that are active across borddrse
resolution rules of the SRM are applicable to alhks and banking groups except for groups that are
not cross-border, i.ethey are applicable always when recourse is ttaken to the resolution fund.
These rules allow for the involvement of the nagicauthorities in the resolution of non-cross-borde
groups, taking account of their specific marketexpe, but they also imply a possibility of Statd
outside the SRM®® It will depend on the implementation of the BRR® what extent implicit
guarantees will trigger Member State liability irch cases in the futufé

1492.The European resolution rules were in some casésisgd heavily in the course of the
European legislative process. This criticism did relate to their scope of application in mostesas
but rather to the necessity and the credibilityttoé rules on the resolution procedure and the
provisions on the liability of outside creditorsdaaf the State. It was criticised that the resotut
procedure under the SRM was designed in an exedgsiomplicated way. It was also said that the
bail-in instrument and the resolution funds wouldt guarantee sufficient outside creditor
participation. In the light of experience, thet8taould pay in a financial crisis. Consequertthg
resolution rules only created the illusion of adtioning resolution process. In the end, the tggpa
would still be liable.

1493.The final resolution rules take account of the edicriticism in various important aspects. This
holds in particular for the procedure in the cohtek the SRM In the resolution process for
systemically relevant banks, different interestsstrhe counterbalanced. A balance must be struck
between the objectives of financial stability anudistorted competition, and with the legitimate
interests of the Member States. The significarfcthe resolution rules for the European financial
markets generally militates for a process cooreuat EU level. At the same time, a clear allarati

of responsibilities cannot be dispensed with in phecedure, given the significant burden that is
associated with a bank resolution for the conceemities® In addition, parallel competences of
regulators at EU and at Member State level shoaldvoided (mixing of competences).

The procedural rules of the SRM in their currensian already take these aspects into consideration
to a large exterf®® The resolution procedure is primarily initiategd the ECB and primarily steered
by the Board, where the competent resolution ailibsrare represented. This is appropriate sinee t
decision on the resolution or restructuring of astitution and the associated procedural resolsition
have a chiefly prudential nature and, thus, shdédadopted by the prudential authorities — to the
extent this is possible by I&f# At the same time, it is thus ensured that thenat authorities are
involved in the resolution (which also implemerg tiesolution themselves in entirely national cases)

260 Cf. Recitals 11, 22 SRM Regulation.

%1 gee paras. 1523 ff. below concerning the situaiibGermany. However, the competence of national
authorities for the assessment of the public istanader EU law (Article 18(1) lit. ¢ SRM Regulatjomust

be questioned.

Cf. European Commission, C 9/2009, Restructuringexia, where existing deficits became apparent.

See FSB, Key Attributes of Effective ResolutiorgiRees, supra, p. 14, Section 8.

264 Cf. Article 14(2) lit. a and b SRM Regulation.
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Apart from that, the European Commission and thenCib are closely involved in the process as
well. In relation to the European Commission, teiould be unavoidable as it has to protect
competition in the context of the resolution prasedand must decide in State aid proceedings on
support measures potentially distorting competitimn the benefit of the affected institution
(cf. Article 107 TFEU). Equally, the involvement the Council should be unavoidable due to the
potential risks to the national taxpayers, at leaster the present conditions. That said, the €itsin
involvement must under no circumstances lead t@@astn on bank resolutions that is based on
political standards without respecting the framdwafrprudential and competition law.

Concerning the actual resolution process, it iseetqu that the Board will adopt conclusive decision
as a rule. The European Commission and the Coareiinvolved in a secondary manner by way of
opposition rights. In that way, also the risk obgedural delays can be kept relatively low. \fth
resolution being implemented only at the last stadger the preparation of recovery and resolution
plans and after early intervention, the three-ptiggecedure should generally allow for a relatively
fast execution of the resolution.

1494.With regard to the procedural competences in thiel SRwould nevertheless be the preferable
option to install an independent resolution bodyhatEuropean level in the longer run, which would
have broader legal competences than the Board anottivgenerally decide centrally about resolution
in all cases where the substantive conditions ae riihat said, the present solution without ciearl
defined competences may be sufficient for a traomsit period.

1495.1t is striking the broad discretion left by the ngwntroduced rules of the SRM and the BRRD
for the initiation of the resolution and the deaisiabout the pertinent measuf&s.This discretion
may be justified to take account of the situationahditions in which resolution and recovery
decisions must be adopted, and thereby to leavieisut flexibility to the competent authoritieI.he
resolution tools provided for in the Regulation #re same as the instruments used to cope with the
financial crisis in Europe and the United Stated principally appear to be sensible. Particulénky
explicit recognition of time constraints must beaoeed?®°

1496.The market participants’ participation in liability the context of a bank resolution is now an
established principle in the entire banking unidrhe liability of outside investors (bail-in) andet
liability cascade are the core of the resolutiolesu The introduction of such levelled liabilitarc
contribute significantly to ensuring an adequatedbo-sharing and to increase the awareness in the
market that high yield is tied to an equally higskrof loss, and that the latter must principall b
borne by the investor itself.

1497.The creation of a resolution fund to cover the lkggmn cost in the SRM and of resolution
financing arrangements in the Member States mustveleomed. The establishment of these
financing mechanisms is generally modelled on teer@an approach (restructuring fund). That said,
it was controversial for a long time in the legisla process whether only a Single Resolution Fund
should be established for the banking union instéamtional funds.

In that respect, it had to be considered on thehamal that the resolution fund planned in the SRM
Regulation is itself not meant to be a securitytesys but that it is instead supposed to add to the
existing security systen§’ The fund is supposed to complement the liabifyequity and outside

265 Cf. Hellwig in: Hellwig/Hofling/Zimmer, GutachteB/F/G zum 68. Deutschen Juristentag, supra, p..E 53

%% gee Articles 7(4) lit. a, 8(9) lit. d and i, 18(li) b, 20(10), (11), (13), 21(3) lit. b, 22(3)t.lid SRM
Regulation.

%7 European Commission, Communication from the Corsimisof 26 May 2010 to the European Parliament,
the Council, the European Economic and Social Cdremiand the European Central Bank “Bank
Resolution Funds”, COM(2010) 254 final, p. 4. Ceming deposit insurance, in contrast, see pa&s) 1
and 1555 below.
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investors as a subordinate instrument in ordernsue the financing of resolution measures. In
contrast, it is not supposed to protect the depiesit Consequently, the banks should not be able to
take advantage of competition between nationalluéea financing arrangements. On the other
hand, it had to be considered that the nationanfiing mechanisms in the process of being
established are financed through bank contributighpooling allowing banks to profit from the fund
that have not paid in so far would entail competitilisadvantages for the banks that have paid in so
far.

The Monopolies Commission therefore welcomes ppalty the establishment of a Single Resolution
Fund in the context of the banking union. Nonetks] it still supports the position of the Federal
Government that resulted in the national finan@ngngements being continued separately from one
another for a transitional period, in particulatiua political solution has been found for appriafe
burden-sharing and until the potential necessitgmé&nding the European Treaties has been clarified.

1498.Hence, the Monopolies Commission views the promsi@n the financing of resolutions
positively in principle. Nevertheless, it suggedtsveloping the instruments provided for in the
resolution rules further such that they take m@@ant of competitive aspects.

1499.The liability participation of the market participia must be designed in such way that they are
nor treated unequally without justification in commson to an insolvency (non-discriminatiéff).
The rules on resolution financing heed this prilciplready by reducing the existing positive
discrimination of market participants that holdiaterest in an institution benefiting from an ingii
guarantee. Such a positive discrimination is natthmentally necessary for avoiding systemic tereat
because the individual creditor only faces an wewmty risk and not the risk of uncontrollable
contagion effects that is associated with a systdimieat. Putting individual creditors in a better
position in the context of resolution financing ctrerefore lead to a materialisation of possible
implicit guarantees to these creditors’ favour withthis being justified in view of the objective of
financial stability.

1500.However, equal treatment should also be pursuesh adbjective in that the liability, which the
State so far assumed due to implicit guaranteesildgimot be shifted to other market participant®wh
would not be required to contribute in the evena @bompany failure outside the financial sectoral
normal bankruptcy case, the business partnerseotdmpany in distress take over the risk of loss
associated with the business relationship with ¢oatpany. Accordingly, it must be made sure in the
case of bank resolution that aside from the busirgstners, also the other market participants
affected through contagion effects bear their shrardne risk of loss to the utmost extent possible.
With regard to the objective of financial markedlstity, exceptions from such a loss participatare
considered to be necessary because regular backipaiceedings are not possible due to the threat
of panic reactions of the other market participanthese panic reactions, however, are primarily du
to the market participants’ uncertainty as to ttabity of the institution and the associated rafkan
unavoidable and potentially unjustified total losEhey do not, however, follow necessarily from the
interest in avoiding a liability share at all. Tafore, it does not seem to be unacceptable fr@an th
outset to allocate a share of loss also to thog&anhparticipants that were initially excepted [y

or completely from paying a share for the rescuéhefinstitution. Security systems and financing
arrangements should take over a share in the Igss@sanently only to the extent that it is not
possible to allocate a share in the liability fosdes to individual market participants.

1501.The principle of equal treatment, as addressed dratedy above, is basically also observed in
the existing resolution structure, but with impaitaxceptions. These exceptions may be due to the
fact that the SRM is designed more to cope witargd single resolution case (“too big to fail”) and
less with several resolution cases of interconelséanks in parallel (“too connected to fail”) omika

268 Cf. Recitals 59, 63, 65, 77 of the SRM Regulation.
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with parallel business models (“too many to fail"Jhat said, the exceptions have as their resatt th
liability risks can be passed on to other marketigpants permanently without clear justificatian,
that the State itself assumes the risks again.

1502.This can be observed first in the context of thlegwf _outside creditor liability It must be
expected that only few bank creditors will be aféeicby outside creditor liability since, accordiiog
the responsible Commissioner’s estimate, the degoarantee schemes will assume liability for 95%
of the creditors, which means conversely that thbility exception for covered deposits (up to
EUR 100,000) will apply®® Transferring the liability of small depositors tioe deposit guarantee
schemes in principle does not provoke objectionsanpetition grounds. It takes account of the fact
that the statutory deposit guarantee system wasalctestablished as an insurance for small
depositors against the distress of their bank. ddeer, the depositors are generally barely in a
position to assess the risk of their bank and tbggat themselves. In this context, however, it tniies
left open whether the adopted rule to the benéfintall depositors will be sufficient to prevenna
withdrawals in a crisis scenario (bank run). Iy ament, though, it must be made sure that thesiepo
guarantee systems are designed in such way thatamecope with the distress of multiple institago

in the context of a systemic crisis (e.g., dueamflel business models — too many to ).

1503.The contribution of the other liable creditors Isthe more important given the privilege for
covered deposits. For these creditors, it is nmoportant than for small depositors that they erdax
risk-adequate investment policy at the relevankb@cause the bank’s default with contagion effects
hitting these creditors also entails higher systemisk (in particular in cases of high
interconnectedness — too connected to fail).

1504.A particular problem of outside creditor liability the interconnectedness of banks due to credit
liabilities (interbank loans). Such interconneciess can put significant obstacles in the way ef th
wind-down even of individual banks as it facilitteontagion effects. For this reason, the European
rules provide for the first time that the Boardioe competent authorities in the Member Statesicest
the amount of liabilities suited for bail-in, whiee held by other bank§. These provisions heed a
claim that was previously made at the EU level ianGermany.’® They must be welcomed although
they do not address indirect connections and caomesely will probably be capable of reducing
existing contagion risks only to a limited extent.

1505.Incidentally, however, the provisions on the ligpilcascade leave rather many options for
exceptions. The European Parliament’s positiorhenlegislative process was much more restrictive,
but does not appear to have had an impact onnhktéxt’”® Regarding the potential exceptions, the
following applies:

« The exceptions for creditors protected under ireyaly law must generally be accepted. The
exceptions for secured liabilities should also bstifiable as a loss of confidence in the
collateral should be avoided. This applies attléasthe extent that the collateral would

269 Commissioner Barnier, as quoted in: no author, EtH Deutschland bei Bankenabwicklung auf

Kollisionskurs, Stuttgarter Zeitung, 13 April 2013.

See also para. 1552 below.

21 Article 27(4) Subsec. 3 SRM Regulation; Article(2y last sentence, BRRD. These provisions are
complemented by the exposure limits recently pregdsy the Basel Committee; see paras. 1601 f. below
High-level Expert Group on reforming the structofehe EU banking sector (chair: Erkki LiikaneRjnal
Report, 2 October 2012, p. 104; recently also Sifierdvisory Council at the Federal Ministry ofriance,
Stellungnahme zur aktuellen Entwicklung der Eursgidén Bankenunion-Pladoyer fur ein glaubwirdiges
Bail-in, January 2014.

Article 24 Abs. 5 SRM Regulation in the version tble motion for a resolution of the rapporteur,
A7-0196/2013.
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provide the right to demand separate satisfactidhe event of bankruptéy

* In contrast, it does not seem necessary by implicdhat short-dated liabilities or liabilities
to certain creditors (e.g., employees, suppliethlip agencies) are excepted from liability,
and that is without the possibility of later regresd in so far as no corresponding exceptions
should exist under insolvency law.

e It must be criticised that the option provided ke toriginal Commission proposal to make
exceptions from creditor liability in individual sas has largely been kéft. The
preconditions for justifying an exception (“in exti®nal circumstances”) will arguably be
met by implication at least as regards any largaikb in a systemic crisis. In so far as the
State reserves discretion, liability is also notessarily shifted to the depositors and
investors.

1506.A factor that must be welcomed is the outside ¢oesli minimum liability before recourse is
available to the resolution funds or the financiagangements in the Member States. The
determination of an express threshold value, howesan be misinterpreted and induce preferred
treatment as compared to insolvency proceedingshich no such threshold applies. At least, it
should be made sure that recourse to existing dmutsapital should take place always beyond this
threshold where individual creditors cannot proyey/vhey should enjoy preferred liability treatment
as compared with other creditors. To allow éarpostliability at least, exceptions from the bail-in
tool should be conditioned or limited in tifi. It does not seem unacceptable to provide for such
recourse at least under national falv.

1507.The resolution fund and the financing arrangementdhe Member States are liable in
subordinate ranking order if no resolution is pokesieven if the existing security systems and the
equity and the outside investors are called upon.

1508.The target funding level of the European resolutiords is with EUR 55 billion lower than that
of the German restructuring funds (EUR 70 billioithat target funding level is criticised as beiog
low. To counter this criticism, it is said thatpdal regulation requires a bolstering of capitaffers
and that the resolution is primarily expected tdfloaled by the equity and outside investors. Apart
from that, it is necessary to take into account tha& resolution funds is not meant to finance
recoveries, which rules out any comparison with dhms expended in the financial crisis for bank
rescue measures.

Nevertheless, the criticism of the target fundiegel must be taken seriously. If a large bank rhast
resolved and the liable capital of equity and a@snvestors does not suffice, it appears plausible
already given the business volume of such insbiigtithat the resolution funds would reach their
limits relatively quickly?’® In the event of another systemic crisis, a largmber of medium-sized
and large banks could again risk defaulting. Idiah, it must be considered that the resolution
funds are supposed to help to dissolve the cormretetween the budgetary situation of individual
Member States and the financing cost of the bamsare active thefé? These connections increase

214 See also Article 27(4) SRM Regulation and Artidid(2) Subsec. 4 BRRD regarding the power of the
resolution authorities to apply the bail-in toolibgividual decision.

215 Cf. Article 27(5) SRM Regulation; partly broadertidle 24(5) of the Proposal of 10 July 2013 for a
Regulation establishing uniform rules and a unifgyracedure for the resolution of credit institusoand
certain investment firms in the framework of a $nBesolution Mechanism and a Single Bank Resatlutio
Fund, COM(2013) 520 final.

276 Cf. Article 27(5) SRM Regulation (“or partially”).

277 Cf. Article 73 SRM Regulation.

2’8 For instance, the major German banks Deutsche B&dR 2.01 trillion), Commerzbank (EUR 635 billion)
oder Unicredit (HVB) (EUR 348 billion) each havéalance sheet total exceeding the target levehby f

2’9 Recital 19 of the SRM Regulation.
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the probability that national political interestsllveo-determine bank resolutioA¥. In any case,
however, it must be avoided that the market pgditis call into question the credibility of the SRM
as this could jeopardise seriously the reductiomgficit guarantees.

In the Monopolies Commission’s understanding, &ti8 unclear which role the resolution funds will
in fact play in future bank resolution scenaridst this stage, it considers it to be most pressing
ensure the accumulation of sufficient funds in trescribed time frame. Depending on the
significance of the fund for the SRM, however, agréase of the target funding level should be
considered in the future.

1509.0n the other hand, the Monopolies Commission tdakesview that the contributions to the
resolution fund cannot be considered to replaceq@ate capital requirements. It is generally
preferable to capture systemic risk through regwacapital requirements, as is provided for by the
extra amounts foreseen for systemically relevamkéan the implementation of Basel Ill. The
creation of a resolution fund with correspondindigdiions to contribute should therefore only rank
second in the combat of systemic risk.

1510.In view of the objective of competition policy tdtribute liability to the investors in the
defaulting or near-to-default bank and the otherketaparticipants affected by contagion effects, it
should be made sure that the resolution fund aaditancing arrangements in the Member States are
designed in a way allowing for an acceptable bugtaring, and that, in any liability scenario, they
take over risks of loss only to a truly indispereategree.

1511.Regarding the design of the resolution fund andfih@ncing arrangements in the Member
States, the rules oex-antecontributions principally allow for adequate bumdgharing, but it is still
necessary to wait for the final design. In thatteat, the fact that all banks pay a (low) lump sum
contribution does not raise concerns from a comnipetpolicy perspective since the use of the SRM
will benefit all banks in the event of a systenticeat. However, the institutional security mecbars
existing in Germany should be taken into accounemwlhe contributions are set because these
mechanisms are another element contributing tetétslisation of the systeffi' In contrast, the risk-
based extra payments should be made only by itietigi that are likely to be resolved in the
framework of the SRM. It must be welcomed thataact will be taken of the banks’ risk profile with
regard to these extra payments. The payment iariteitl reflect the systemic relevance of the
contributory institutions and can be an element taleast partially internalises the advantage
resulting from the implicit guarantee for systertlicaelevant institutions. Nevertheless, it is cal
that the risk-based contributions will not be tomovlas they will otherwise not be able to have a
significant regulatory effect.

1512.As a rule, the use of the resolution fund and thanicing arrangements in Member States will
be subject to strict conditioR¥. This implies that the use of the fund — like atther measures for
bank resolution in the EU — will also be assessedegards its compatibility with the rules on State
aid and the internal mark& Such an assessment will take into account thafithd will only be
available for resolutions taking place within thRMNb due to an existing public interest. Moreover,
there will be a possibility that the fund will upablic financing tool$®* From a competition policy

280 According to a European Banking Authority (EBANeey of 20 December 2013, EU banks frequently hold

more than 60% and sometimes more than 80% of eraign bonds of their domestic State in their sook
(Germany: 72%); see EBA, EU-wide Transparency Eger2013, Summary Report of 16 December 2013,
p. 13. The investments of the fund will probablplpng the connections between banks and Member
States; cf. Article 75(3) SRM Regulation.

Cf. Demary, M./Schuster, T., Die Neuordnung demaRzmarkte. Stand der Finanzmarktregulierung finf
Jahre nach der Lehman-Pleite, supra, p. 105.

Cf. Article 76 SRM Regulation and the provisiomsmcerning the intended purposes specified in tittlA.

283 Recitals 29, 30 and Article 19 SRM Regulation.

284 Article 74 SRM Regulation.
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perspective, the use of the resolution fund ishat tontext comparable to State support measures or
will be connected to such measuf&s.The assessment in accordance with State aidigleacwill
ensure that the resolution fund and the financingngements in the Member States are normally only
used if the equity and outside investors assunaér aliare of liability.

1513. After the resolution fund has provided financingléhe crisis situation has been averted, it
would nonetheless be desirable if the fund couke teecourse at the investors whose capital the
relevant bank has used for the investments duéichvit is in distress.

That recourse has not been foreseen yet, which Imaunderstandable given the insurance-like
character of the resolution fund. The resolutiondfis liable for the risk of loss associated wita
bank’s default if the equity and outside investdasnot assume that risk in the first place. Ddfdr
from an insurance, however, the contributions ® résolution fund are calculated not based on the
risk of the capital investors that are dischargetheir liability, but based only on the risk ofetbank.
Consequently, it is not the investors who must @ndar the remaining risk, but the banks remaining
on the marketi.e., the competitors (particularly, for the systemk).?®® Admittedly, it is possible to
collectex-postcontributions when needed. These contributioas lemwever, collected from all other
institutions as well. Thus, other market particifgaare required to pay for the default than thbae
originally have profited from having business wiitie distressed institution through their depogiid a
investments. Taking recourse could correct thisility shift.

Moreover, there is a possible risk of pro-cyclickvelopments if banks have to makr-post
contributions while the crisis is still raging. bontrast, the risk of contagion effects would not
necessarily increase if it were possible to takeuese at the equity and outside investors of Hrkb
in distress.

1514.Apart from that, it must be welcomed that the righf the equity and outside investors have
been strengthened vis-a-vis the original proposalttie Regulation. The legal rights now foreseen
protect the capital investors against dispropodidnterference with their rightd’ In addition,
however, it would be desirable that also the ptaiacof the rights of the market participants be
strengthened, who suffer competitive or other diaathges in the context of measures adopted under
the resolution rules. For example, competitorthefrescued institution should be allowed to lodge
ex-postaction against the rescue measures in partidulaey can prove that reasonable doubt existed
about the public interest in the State rescue mmeasand that the competitors would have covered th
demand of the saved institution. That protectibmights would necessarily be difficult to achieve,
but it would increase the legitimacy of the SRM a@nelvent the political abuse of existing leeway.

1515.The possibility to use Member State furidghe individual case and the ESM — as a lasét fal
back position (“backstop”) — prolongs the existiimgplicit guarantees. Given the still low
capitalisation of most banks, it may still be ilmg that it will be possible to save globally
systemically relevant banks, in particular, withaupail-out in the futuré® This is all the less likely
taking into consideration that the assets contidiig banks in the euro area make up approximately
270% of GDP, and that particularly the large baaks leveraged to a degree that gives rise to
concerng?®® The use of public funds must nonetheless bediinio a minimum. In every case where

85 |n that context, it will also be necessary to tregually banks within the banking union and baoitside

the banking union the resolution of which mustibariced through national financing arrangements.

The problem would continue to exist if the primangtitutions of the German associated groups (ggvi

banks, VR banks) were exempted from paying thengdddump sum contribution.

287 Cf. Article 20 and Recitals 61-63 of the SRM Regjain; Articles 21, 36, 50, 73 ff. BRRD.

288 Cf. paras. 1561 f., 1591.

289 Cf. ECB, Banking Structures Report, November 2130 (figures of the end of 2012); Advisory Stign
Committee at the ESRB, |s Europe Overbanked?, sppreB-9; for more details on the compositionhaf t
assets and the risks associated with the “loars$etaatio”, see also supra, pp. 29 ff.
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a bank is restructured or resolved with public nypitemust moreover be the rule that the benefjciar
bank or its capital investors have to pay baclsuatisidies completeRf° It is hardly reconcilable with
these principles that the resolution rules andatfreement on direct bank recapitalisations thrabgh
ESM only contain vague principles that leave muéscrétion to the Member States to finance
resolution measures for political reasons with &pgr money. It must be feared that bail-ins and
bail-outs can be applied alternatively also in fowure. This leaves accordingly leeway to the
investors to build on State measures in their pragin

1516.In the context of the ongoing balance sheet asssgsand stress tests before the start of the
SSM, it has been discussed under which conditiarkd in distress can receive State aid in the
context of the stress test, regardless of the @gondiimposed through the new resolution rulese Th

Monopolies Commission opposes such aid as a nadtinciple as otherwise, there would be a risk
that such aid is used to circumvent the resolutides. In that respect, the Monopolies Commission
supports the critical position adopted by the EeeospCommission and the Federal Government.

1517.In conclusion, it remains to be seen how the Ewanpesolution rules will play out in practice.
An indication of the potential effectiveness maydeeived from rating agency announcements that the
ratings of banks that so far benefited from ratadyantages due to implicit guarantees could
deteriorate as a consequence of the regulationch &udeterioration would generally have to be
accepted as it reflects the shift of risk to thiwgie creditors. Moreover, it must be assumed tthat
new liquidity requirements and the resolution autres’ power to extend liability also to secured
investments may constitute features that can coacttéhe banks’ tendency to redeploy capital into
(more expensive) secured investments and to shénerduration of the investments, in order to
prevent the liability of outside capit&f.

Nonetheless, some scepticism is warranted. Tleutesn rules do not take account of competition
concerns in every respect so far. Experience mereshows that bank resolutions mandated by
competition principles are avoided for politicaksens during a crisis. To that end, also existing
statutory requirements are interpreted in a doviiqlitical manner. Following the last crisisps®
banks, also in the German-language area, contmwexist that remain on the market only due to
massive State subsidies and that consequentlyncentd hold the State liable. Nor does there appea
any willingness so far as to a possible resolubbrinese banks. The resolution rules cannot be
expected to have any impact in that regard either.

German law

1518.In Germany, several statutes were passed duringrisie in order to facilitate bank resolution
and recovery?® The Law on the reorganisation of credit insting (Gesetz zur Reorganisation von
Kreditinstituten — KredReorgG) contains general vigions providing a (voluntary) recovery
procedure as an alternative instead of bankruptogeedings to banks. In addition, that statute and
the Banking Act (Kreditwesengesetz — KWG) inclugedal rules on the reorganisation of credit
institutions whose distress poses a threat to syststability. In that regard, the rules in thenRiag

2% ECB President Draghi, as quoted in: Jost, Bankeflew Klarheit iber den Stresstest, Die Welt, 25
November 2013; already previously FSB, Key Attrégsuiof Effective Resolution Regimes, supra, p. 12,
Section 6.2.

291 Cf. Article 27(4) SRM Regulation; similarly Artiel44(2) Subsec. 3 BRRD; further Articles 411 fflp5of
Regulation 575/2013. For asset transfers beforateSaid proceedings, see also New Banking
Communication, paras. 47 ff.

292 gSee, particularly, 8§ 47a ff., 48a ff. KWG and §§ff. KredReorgG, set in force by Gesetz zur
Restrukturierung und geordneten Abwicklung von HKiestituten, zur Errichtung eines
Restrukturierungsfonds fir Kreditinstitute und X@rlangerung der Verjahrungsfrist der aktienrechtin
Organhaftung (Restrukturierungsgesetz), BGBI. I®@Bb. 63, pp. 1900 ff., an the Gesetz zur Abschirgnu
von Risiken und zur Planung der Sanierung und Akiwitg von Kreditinstituten und Finanzgruppen,
BGBI. 12013 No. 47, p. 3090.



Chapter VI « Financial markets 571

Act (8 48a ff. KWG) relate to measures orderedhsy grudential regulator. In addition, the Banking
Act includes provisions (88 47 ff. KWG) concernitige preventive recovery and resolution planning
of credit institutions and financial groups thatynmse a systemic threat to financial stabilityvfig
wills”). To execute recovery and reorganisatioragges requiring financing that is not available on
the market, a restructuring fund exists the objestiof which are laid down in the Law on the
Restructuring Fund (Restrukturierungsfondsges®StruktFG).

These rules must finally be seen in the contextheflegislation on financial market stabilisation,
which remains in force alongside and constitutesiteonal back-stop framework — outside the actual
resolution rules — (comparable, in that regardh&@ESM).

— The content of the resolution rules —

1519.The German rules in force consist of general rdlms all banks and special rules for
systemically relevant institutions. The powersotder mandatory reorganisation measures follow
from the concept of a “systemic thredf. Consequently, the conditions for imposing resotut
measures are framed broadly also under German law.

1520.The structural instruments in a reorganisation @asedispersed over the relevant statutes, but
they equal more or less the tools at EU level insgance. The asset separation’tdd$ notable in
that regard. Asset separation can be effectedighran asset transfer to an existing or newly eckat
entity (e.g., a bridge bank}®> A partial transfer is possible as w&fl. Aside from that, the tools of the
legislation on financial market stabilisation cowig to be available, in particular, the transferisit
positions to an SIV created by the bank itselfiooa resolution institution created under fedeaml br

the law of theLander (bad bankf®’ Bank expropriation was legally possible beyonesthrules at
least temporarily during the crisi$.

These structural tools are complements by mulpleompanying powers that are partially spelled out
in general prudential regulation and that allow,érample, interference with creditor rigtitsand the
forced termination of contracté

1521.In principle, the transferring undertakings mustals make financial contributions by paying
compensation for the taking over of risk positiamsl State guarante€s. Under the existing rules,
for example, in particular the transfer to a brithgek results in creditor participation in the l@sail-

in). In addition, a bank can voluntarily foresdme tconversion of claims into equity in its
reorganisation plaif? Just like at EU level, however, potential compgios for loss of rights is
provided for also under German law. In case tharftial market stabilisation appears to require the
use of additional funds, a restructuring fund wasated as well, which means that a liability cascad
also exists in German |ait?

293 Cf. § 48b(2) KWG.

2% 811 KredReorgG.

2% 8§ 11(2), (3) KredReorgG, § 48a KWG, § 5 RStruktFG.

2% 8 48k KWG.

297 88 6a, 8a-8b FMStFG.

2% & 1 RettungsG.

29 g 12 KredReorgG. In addition, interferences wite management of the bank are also possible under

German law, see, e.g., § 45¢ KWG.

§ 13 KredReorgG in conjunction with the regulammation and unwinding rules.

%01 8§ 48d(1)(3), 48d(6) KWG; § 11(1)(3) KredReorg®; B 12 RStruktFG; §§ 6b, 8a(4), (7), § 8b(1) No. 3
FMStFG.

%02 g8 9, 12 KreditReorgG

%03 8 1, 4(1) RStruktFG.
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1522.The use of public funds is generally only a faltkaption. To the extent that the different
tools existed already in the financial crisis, huerethe experience with their application suggésts
the use of public funds depends more on politiegigions than on legal conditions.

— Assessment of the resolution rules —

1523.1t may be expected that the existing German reisolutiles will barely be applied in practice.
For the purposes of this Report, it is assumed th@tSingle Resolution Mechanism can be put in
place before a new acute crisis arises. A drafthfe implementation of the BRRD has been presented
already’™

1524.The existing German rules must, in principle, alsede seen positively. They contain
principles that are more or less comparable toBbepean resolution rules, and they set a not
insignificant example for the latter rules — agdasim others (e.g., British law) — given that thegrey

in force earlier already. Different from the cumreEuropean resolution rules, German law also
provides explicitly — as mentioned above — for addeg compensation for the State aid rendered to a
bank during a crisis. The risk for the taxpaydrautd have diminished considerably since thesesrule
were put in place.

1525.Following the establishment of the banking uniomust be assumed that the German rules can
be adapted relatively easily to the EU's BRRD, e extent that this is necessary. The Monopolies
Commission would nonetheless welcome it if the Garnbegislature not only made individual
amendments to the law, but fundamentally revised®inking Act, systematically restructuring it and
incorporating the provisions dispersed throughagtompanying statutes (KredReorgG, FMStFG,
etc.). Due to multiple amendments and additionseegent years, the provisions are confusing — for
non-expert readers sometimes to a degree of coenjplebmprehensibility. Aside from that, the law
could also be condensed in terms of content andingi®

1526.Regarding the individual resolution rules in Gerntean, rather short comments are sufficient.
The broad conditions for the mandatory resolutiegime for systemically relevant banks are
acceptable like in EU law, given the variations systemic risk. The term “threat to survival”

(Bestandsgefahrdupghould be open to an interpretation in accordavittethe respective conditions

of the SRM Regulatioff®

1527.The available structural resolution tools and tr@visions concerning the liability of equity and
outside investors should be more or less similathtd European ruled’ Different from these,
however, the bail-in has so far not been desigredira independent tool which the prudential
authorities can use also independently from a seosation plan with corresponding provisions or a
statutory measure providing for it. This may be,camong others, to the difficulties in making sach
tool compatible with existing EU secondary legisiaf® Pursuant to German law, thus, the

304 Cf. Referentenentwurf of 9 May 2014 fir ein Gesetz Umsetzung der Richtlinie 2014/.../EU zur
Festlegung eines Rahmens fiir die Sanierung und ddtumig von Kreditinstituten und Wertpapierfirmen
und zur Anderung der Richtlinie 82/891/EWG des Ratder Richtlinien 2001/24/EC, 2002/47/EC,
2004/25/EC, 2005/56/EC, 2007/36/EC, 2011/35/EU228A/EU und 2013/36/EU sowie der Verordnungen
(EU) No. 1093/2010 und (EU) No. 648/2012 des Eushtén Parlaments und des Rates (BRRD-
Umsetzungsgesetz).

For instance, the existing rules contain distomsi and multiplicative rules appearing dispensgbése

§ 489(7)(1-3) KWG, § 13 KredReorgG; further, €§.47b(2)(1) KWG because of pp. 2 and 3; § 48I(1)
KWG because of § 35 KWG). The Rettungsiibernahneggesay also be rescinded as it no longer has any
scope of application (8§ 6(1)").

More critical: Council of Economic Experts, AnnuBtonomic Report 2010/2011, Chancen fiir einen
stabilen Aufschwung, Wiesbaden 2011, para. 30%(bgscase decision on systemic relevance).

An express rule on the liability cascade is migsinowever, including a rule on the integrationtioé
security mechanisms and the exemption of small siegrs.

398 particularly, with Directive 77/91/EWG; see Ohl@010] GewArch, Beil. WiVerw No. 1, 47 (51).
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restructuring fund plays a more prominent role allember State financing arrangement than is
foreseen in the BRRD.

1528.The establishment of a restructuring fund finanegthe market participants must be welcomed
as such. The high target funding level must aksevblcomed although it has to be left open whether
it is sufficient. A critical view, however is nexgary with regard to the sluggish fund capitalsati
process, which makes it unlikely also in Germangt thmplicit guarantees can be diminished
quickly®® After being established in 2011, the German wesiring fund achieved means in the
amount of only EUR 1.8 billion until the end of Z)Mwhich contrasts with a target funding level of
EUR 70 billion®*

1529.The design of the banking contributions will hagebe aligned with the SRM Regulation in the

course of the implementation of the BRRD. Fronoengetition policy perspective, this makes also
sense as risk-dependent contributions have morketradequate regulatory effects than contributions
essentially calculated on the basis of the balaheet totaf™

1530.Finally, the Monopolies Commission is of the opmithat all beneficiary investors should pay
full compensation for monetary support by the fumdState aid in the restructuring process. This
obligation should include the possibility to taleeourseex post Such compensation was not foreseen
at the time of the bank rescue measures duringribis, and is not foreseen in the full amount and
under all circumstances to daté. It must, however, be emphasised that State attiércontext of
bank restructuring measures is not part of a legité development policy, as is commonly the case
when other State aid is granted. Rather, sucle &tdtis support provided due to a particularlyoser
distortion of competition of competition, which@hNs banks to make the State liable for their lasses

3.6.1.2 Divestment or internal separation of business attas (dual banking solution)

1531.A proposal quickly gaining popularity some timeeafthe outbreak of the crisis aims at the
preventive divestment of banks to create a riskeldhiindependent from the problem of bank
resolution. This proposal is somewhat surprisiivgr the fact that the financial crisis was sputgd
the collapse of an investment bank — Lehman Bretheto become a systemic crisis. As described
above, also in Germany particularly banks with &dised business profiles fell into distréss.

1532.The divestment solution is based on ideas develdpeough various proposals outside
Germany and adopted in German political debateratatively early stage. Against the background
that deregulation in the Anglo-Saxon region in #880s and 1990s appeared to have failed in the
financial crisis, proposals had been made accorttinghich banks should be barred from acquiring
ownership interests in hedge funds and privateteduinds and should not engage in proprietary trade
on their own (USA; so-called Volcker Rul¥) or commercial banks should shield their deposits
business against risks arising from other busin&ssg-fencing”) (UK; recommendation in the
so-called Vickers Repofty. In the following, an expert group set up by Bieropean Commission

309 Cf. the chair of the management board of FMSA,i€tiph Pleister, in: Landgraf, R., An Bankpleiteank
man nicht verdienen, Handelsblatt, 3 April 2013emeng to constitutional reasons for the contribat
limits. Critically, in contrast, also the Counof Economic Experts, Annual Economic Report 2010120
supra, para. 312.

Cf. FMSA, press release of 22 November 2013. &liesds have meanwhile even decreased; see Wefers,

A./Beecken, G., Ebbe im Restrukturierungsfonds sBi¥Zeitung, 24 April 2014, as to the reasons.

1L Cf. § 1 RestruktFV.

%2 gee, however, § 6b FMStFG.

313 See paras. 1422 f., 1437 ff. above.

314§ 619 of the Dodd-Frank Act: amendment to the Bidokding Company Act of 1956 (12 U.S.C. 1841 ff.).
See: Research Services of the GermBamdestag Aktueller Begriff: Der Glass-Steagall Act und die
Bankenregulierung, Papier No. 05/10, 4 February201

315 Cf. Independent Commission on Banking, Final RepoRecommendations, September 2011,
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recommended in the Liikanen Report that the investnmbanking be separated from other bank
activities, though this separation should not tplece as a comprehensive (institutional) separation
different from what is provided by the Volcker Rulmut leaving the option to separate the deposits-
taking and investment banking activities under anmwmn holding, which would allow the
maintenance of European universal banRifig. In France and Germany, dual banking laws
(Trennbankengeseizavere passed even before the development of aogabgfor uniform EU
legislation, in line with the Liikanen Report, balfowing the banks to a further degree to conduct
investment banking activities without separatingsth activities into an independent institution
(particularly, market making)-’

1533. The following comparison summarises the essenfifcts of the different dual banking
solutions on the affected banks with deposit-takiotivities (see Table VI.£}2

http://www.ecgi.org/documents/icb_final_report_122@11.pdf; accessed: 24 June 2014. See Edmonds,

The Independent Commission on Banking: The Vickgeport, Commons Library Standard Note SNBT

6171, http://www.parliament.uk/briefing-papers/SN@&; accessed: 24 June 2014.

Cf. Liikanen, E. et al., High-level Expert Group peforming the structure of the EU banking sedtnal

Report, Brussels, 2 October 2012, pp. 97 ff., ppp97-99, 101-103.

The terminology is not used consistently. In tismtext, market making denotes the quoting ofgsriat

which a bank is ready to buy or sell financial instents.

318 Based on Vifials, J., et al., Creating a Safer riiish System: Will the Volcker, Vickers, and Liikem
Structural Measures Help?, IMF Staff Discussiond\dflay 2013, p. 15 (Table 1); Klaus, B./Schéfer, D.
Implizite Staatsgarantien verschéarfen die ProbleniErennbankensystem allein ist keine Lésung, [2013]
DIW Wochenbericht No. 18, p. 9. Following the remoendations of the Vickers Commission, a bank
reform act was worked out and passed at the tur20@8/14; Financial Services (Banking Reform) Act,
2013 c. 33. The rules to implement the VolckereRuére adopted on 10 December 2013.
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Table 4: Proposals for dual banking systems

Volcker Vickers Liikanen Germany
Institutional ) Separation of )
) Structural separation o ) ) Separation of
separation of o proprietary trading ) ]
) ) _the deposits-financed . ) proprietary trading

depositstaking/ credit and risky capital . )
Reform approach o ) business and other o and risky capital-

activities and risky ) o market activities into L

banking activities market activities into

capital market an independent

(ring-fencing)**° an independent entity

activities entity*2°

Admissibility of a holding

No Yes Yes Yes
structure
Investments in hedge

. . No No No No
funds/private equity funds
Proprietary trading in
" o No No No No

securities/derivatives
Securities purchases based

Yes No Yes Yes
on customer order
Market making Yes No No Yes
Strategic investments in ] o

o Yes With restrictions Yes Yes

other institutions
Liabilities from deposit-
taking activities towards ) o

Yes With restrictions Yes Yes

other financial

intermediaries

] o Yes (outside
Geographic restrictions No No No
EEA)

Source: own illustration.

1534.The original EU dual banking approach (Liikanen &€ppursued the objective of defusing the
charges of systemic relevance without calling therersal banking systems prevalent in continental
Europe fundamentally into question. Hence, thekdnen Group recommended a mandatory
separation of particularly risky trading activitiesceeding certain thresholds (EUR 100 billion 6r 1
to 25% of the balance sheet total), while at thmesame allowing these activities to remain witthe
same banking group. The recommendation was basédeofinding that European universal banks
had shifted their business focus to investment ingnkefore the crisis, benefiting from refinancing
advantages due to the combination of traditionplodis business and investment banking activities
under one roof (cross-subsidisation). This raiexlexpectation that separating the capital market
activities would increase the refinancing costanekestment banks and would, thus, make it more
difficult to raise outside capital with the aim lelveraging the banks’ equity. In addition, separat
should reduce existing complexity and increasesparency towards the prudential authoriffés.
This latter point should have major significancereg the loss of confidence resulting from opacity
during the crisis.

19 |n addition, retail banks will have to reserveraxtapital adding to the regular capital requiretsiesee The

Vickers Report, pp. 3-4, 12-13.

In part, the separation will be dependent on teetbpment of a convincing resolution plan, nameith
regard to activities that do not relate to propmigtirading of market making; Liikanen, E. et &ligh-level
Expert Group on reforming the structure of the Elnking sector, supra, p. 101.

%21 Cf. ibid., pp. 88 ff.
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1535.In comparison with the recommendations in the lo#ga Report, the German Dual Banking
Law pursues a slightly different approaéh.Pursuant to the Law, the deposits and the capiaket
based business should principally be separated froenanother. That said, separation is mandatory
only if the volume of the assets held for tradingrgmses or available for sale exceeds either
EUR 100 billion or 20% of the balance sheet tatahe latter achieved at least EUR 90 billion e t
past three business years (8 3(2) KWG (currentior@)s In addition, it must be taken into account
for the purposes of deciding on the separation ldrethe business is composed of speculative
transactions in the own interest or of transactiomsducted as a service for oth&s.This would
make it possible also for banks with a purely d@pdmanced business to conduct certain capital-
market business activities if that is necessarfiwithe context of the customer relationship.

1536.In the meantime, the European Commission has phddisa Proposal for a Regulation on
structural measures improving the resilience ofdeédlit institutions?* This Proposal does not reach
as far as the recommendations of the Liikanen Grand it also differs from the German Law on
shielding risk (Dual Banking Law). The proposetesuare intended to apply to banks whose total
assets exceed EUR 30 billion for three consecyiags and whose total trading assets and liakilitie
exceed EUR 70 billion or 10% of their total assatthe same period.Based on EU estimates, this
will affect some 30 institutions that will be prbited from conducting — narrowly defined —
proprietary trading activities (less than 5% of tnading activitiesf>> Moreover, the competent
national authorities will be competent and, in sarases, be obliged to order the separation of other
risky trading activities (e.g., market making, cdexpsecurities of derivatives transactions) into an
independent trading entity. To the extent thatedrd) structural measures are left to the competent
authorities, the proposed Regulation seems to himénwith an alternative recommendation of the
Liikanen Group. The latter's recommendation toasafe_alltrading activities is not included in the
European Commission’s Proposal.

1537.The introduction of dual banking rules has beenditids controversial. The financial industry
criticises politicians for interfering airily andif purely ideological reasons in a deep way with
existing institutional structures and the finanagbktem, ignoring the characteristics of investment
banking and considering it as objectionable withjastification. It is said that in a universal lan
traditional client business and investment bankimg closely interconnected. It is claimed that
providing services on a one-shop basis gives risesignificant synergies. Moreover, a not
insignificant fraction of the worldwide derivativeBusiness is said to serve to hedge client
transactions. Banks could not withdraw from thisibess just like that and limit themselves to the
deposits and loan business. As a whole, the duddibg rules would make the banking business more
expensive and reduce liquidity on the capital makdRegarding the German Dual Banking Law, it
was criticised that at least the developments atdsdl should be awaited before national unilateral
action is taken.

1538.The proponents have argued so far that risk froenctipital markets could spill over into the

other business of the European universal banktadshappened during the crisis. Moreover, the
separation of deposits and investment banks wasdltrin smaller entities that could be resolved
more easily in a crisis.

322 Gesetz zur Abschirmung von Risiken und zur PlandegSanierung und Abwicklung von Kreditinstituten
und Finanzgruppen of 7 August 2013, BGBI. | 2013 Al p. 3090.

33 Bundestag, resolution proposal of the Finance Citteen(7th Committee), BT-Drs. 17/13523 of 15 May

2013, p. 2.

European Commission, Proposal of 29 January 2614 Regulation of the European Parliament and the

Council on structural measures improving the resde of EU credit institutions, COM(2014) 43 final.

Note that the English version of the proposed isiom (Article 3(2): “exceed”) varies slightly frorthe

German version (“mindestens [...] belaufen’/“mindesté...] ausmachen”).

European Commission, Commission Staff Working Doent, Impact Assessment, SWD(2014) 30 final of

29 January 2014, p. 44, as well as Annexes A.57aBd
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1539.From a competition policy perspective, the Dual IBag Law must be assessed exclusively as
regards its contribution to the reduction of implguarantees resulting from the fact that bankstmu
not exit the market because they are perceivee wystemically relevant, given their business &ed t
related risk.

1540.In that context, it must be reiterated that theliopguarantees do not follow from the structure
of a bank, but from the business relations andrdities existing between the bank and other finahci
market participants, and the consequential contaggk. In that regard, the size of an institutien
not decisive either although, as concerns larg&dyahe presumption suggests itself that those dank
partake to a particularly large degree (also) isifiess activities that give rise to systemic ridthat
said, a provision directed at the inner organisafstructure) of a bank does not immediately affleet
problem of contagion risk. That risk is also thene independently from whether the bank is active i
its own or the client interest.

1541.The divestiture of banks with a deposits- and Ibaanced business unit and a capital-market
financed business unit does not result in bankingsseither, notably with regard to deposits and
credit banks, that could be resolved more eaSilye FSB considers Deutsche Bank to be a globally
systemically important financial institutiG®. The European Banking Authority (EBA) also regards
Bayerische Landesbank, Commerzbank, and DZ Bahétlsr firms” which could have an impact on
financial stability in the event of failufé’ Even if these institutions would be compelled pinsoff
their entire capital-market based business, thwichehl banks would retain a higher business volume
than could be absorbed by the fully capitalisedn@er restructuring fund.

1542.1t is also unlikely that the establishment of aldwenking system would allow one to isolate the
traditional deposit and loan business from capitatket risks. For example, particularly crediksis
are traded and hedged on the capital markets (sigg derivatives). Conversely, securities traoied

the capital market can be used for refinancing @sgp such as loans. The mere separation of the
financial intermediaries participating in the redev business transactions does not change the
contagion risk emanating from the business itsélius, the separation does not change anything in
the systemic importance of institutions with capitearket based business models. For example, the
systemic importance of HRE resulted in the finaincissis chiefly from the fact that a collapse of
HRE group following the turbulences on the sub-grimarket disrupted thefandbriefmarket, which
was used by banks and insurances for refinancimgoges. The effects of banks and insurers
following HRE's failure would unavoidably have lealuncontrollable panic reactions by customers.

1543.Nevertheless, the dual banking rules should, incgple, be appropriate to reduce systemic risk
because the separation of business branches -saasa@med in the Liikanen Report — allows a better
allocation of the cost to the risk of the respexthanking business. Thus, it will become more
difficult for universal banks to obscure the rigiey are exposed to in their capital-market based
business by means of opaque company structuresoaift that risk to the customers in the degosit
and loan business without adequate compensati@mseguently, the separation can result in higher
refinancing costs for universal banks in the cédytarket based business. Then, however, the cost
allocation will better reflect the risk enteredanby the bank than what would be the case in the
existing universal banking system (cross-subsidisasee above, para. 1534). It is conceivable tha
separation consequently would make capital mar&etites more difficult or less attractive where
the market would not pay for the risk of such atidg and where the bank would shift the risk in a
crisis to society.

326 Cf. FSB, Update of group of global systemicallyportant banks (G-SIBs), 1 November 2012, Annex |

(p. 3).
%27 Cf. EBA, Recommendation on the development of veop plans (EBA/REC/2013/02), 23 January 2013,

pp. 8-9 and Annex 1, p. 11.
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1544 A market-adequate implementation of the GermantEddiual banking rules is facilitated by
the fact that they apply, or are meant to applyin&iitutions whose assets or balance sheet total
exceeds certain thresholds, and that the institstimay choose the holding option instead of full
separation of their capital-market based busind$sder these conditions, it must be assumed that
only few institutions will prefer to completely atdon all capital-market activities instead of
separating them pursuant to the law.

1545.The Monopolies Commission nonetheless takes @argtance towards the statutorily imposed
separation of proprietary trading. The pruderdiathorities are in a position, given their powers t
evaluate the recovery and resolution plans, toreafthe measures necessary to reduce structksl ris
at a systemically relevant institution in the iridival cas€”® It is unclear why the legally mandated
separation is necessary in addition. To the estteitthe Liikkanen Report presumes an effect ohsuc
separation (clear-cut cost allocation), that efidwiuld be small at best given the significant dpaxf

the market, and it should in any event be insuffitito significantly reduce the existing implicit
guarantees. In contrast, it cannot be ruled dutast at present, that the universal banks’ separ
business units will be more exposed to risk, ard tihe separation of trading activities will actyal
increase the implicit guarantees. This is nottlealicated by the fact that SoFFin had to suppaoly
one universal bank (Commerzbank) whereas the dtheks aided by SoFFin in the course of the
crisis were special banks that had been able tanagate substantial systemic risk despite their
relatively clearly structured business model.

1546.Criticism must also be levelled at the fact tha erman rules as well as the EU Proposal
implement the recommendations of the Liikanen Reparonsequentially and incompletely. A
separation between speculative activities in the awterest and activities as a service for others
should be fundamentally inadequate as the systaskicddoes not depend on whether the business is
conducted in the own or the client’s interest. atidition, the rules leave grey areas as regards the
differentiation between own and client activitiesg(, as to hedging transactions, market making),
meaning that there is a risk that financial adtéit will be re-labelled. Furthermore, the
implementation of the separation is specificallgulated neither in the German Dual Banking Law
nor in the European Commission’s Proposed Regulatitiich can lead to problems under M&A and
tax law. Finally, it is foreseeable that the dgdiof the German rules will entail significant t®and
adjustment problems if a more sophisticated dualking solution were enacted at EU le¥&l.
Therefore, it is likely that the affected bankslwliévelop compromise solutions or even workarounds
that should render the Law ineffectit8.

1547.A more convincing approach — if one considers dhaalking rules to be necessary at all — was
chosen in British legislation, in so far as it does foresee the separation of risky businessitie8y

but rather the isolation and protection of the itradal deposits busine$d: The rules are less
ambitious than the German and European dual bankiteg, but they do protect the depositors’
money in the isolated deposits business and asahee time gets round the problem of a practical
separation between trading activities and othdwities or between business operations in the own
interest and business as a service for others. isttation of the deposits business moreover avoids
the questionable stigmatisation of trading acedgtager serisky business and inversely increases the
incentives for banks to comprehend the increasetlriég of their deposits business as a

328§ 47b (3), (4) KWG; see Moslein, [2013] ORDO 3885-366).

39 See \ifials, J., et al, Creating a Safer Finar@jatem: Will the Volcker, Vickers, and Liikanen @ttural
Measures Help?, supra, para. 39.

330 An argument for such a development may be thatsiprificance of proprietary trading has diminished
according to industry representatives, thoughwrat along with an increase in shadow banking #iets;
cf. Section 3.7 and also Section 3.8.3.

31 gec. 142B (2) of the Financial Services and Marldett 2000 in the version of the Financial Services
(Banking Reform) Act 2013, 2013 c. 33.
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market-relevant advantage, to promote it and teergally strengthen it even beyond the legal
requirements.

1548.The Monopolies Commission assumes that politiciartdermany and the EU will cleave to the
enacted or proposed dual banking rules. Againstifckground, it recommends on the one hand the
close monitoring of the effects of the dual bankiaws already existing in Germany and other
jurisdictions, in particular regarding the issueetVter the separated business units are less @table
stress tests as compared with traditional univdraaks due to lower diversification and less atééla
assets. On the other hand, the dual banking rstesild generally be aligned more with the
recommendations in the Liikanen Report so thatdéigelatory objectives can be achieved in the first
place. Further, the separation of risky assetsldhme independent from balance sheet threshoéds th
are based on the entire banking business and estlavant trading voluni&? Apart from that, the
international harmonisation of the dual bankingsuthould be pursued as an objective in the medium
term.

3.6.1.3 Deposit guarantee schemes and group-organised sécsystems

1549.As an element of the European banking union, filésined to develop further the European
security and protection systems (in particular, gtatutory deposit guarantee systems) and to
potentially introduce a European statutory depgsé#rantee system in the long run. These measures
are relevant in the present context in so far af security systems can render the use of implicit
State guarantees superfluous.

1550.The deposit guarantee schemes are in essence \goenaf insurance for the deposits business.
With the right design, they can contribute to tkesbgity of the financial system by diminishing the
risk of bank runs and allowing the diversificatioh liquidity risks. However, assuming a wrong
design — patrticularly, if risk premiums are noteeeen or based on wrong risk weights — misguided
incentives can arise which honour the banks’ irswdaacceptance of risk (moral hazard). In
consequence, a competitive disadvantage existisieadverse banks to which these banks may react
with another round of accepting increased riskis Tan destabilise the financial markets, following
not only the explicit protection through the depgsibtection schemes, but also implicit guarantees
may be called upon. Thus, the design of deposiirajuee schemes requires the avoidance of
competition distortions — for example, through ieqaately risk-adjusted premiums.

1551.In the EU, Directives have provided for minimum uggments for deposit guarantee schemes
for quite some timé® In Germany, there is a multi-layered deposit gnte system in which the
statutory minimum protection for deposits and siiesr under the Deposits Protection and Investor
Compensation Law is supplemented by voluntary $ycwystems (deposits protection funds)
established by the banking associations. Furthersecurity funds of the savings and cooperative
banks insure the relevant institutions in theiriretit. Deposit protection insures demand deposits
(current accounts), savings deposits (pass boo#ssawmings certificates, if issued to a registered
holder), time deposits, and registered bonds, nates securities transactions, excluding the déposi
of banks, the Federal State and thénder as well as securities issued as bearer instriament
(e.g., bearer bonds, including ABS).

%32 Cf. the President of BaFin, Elke Konig, in: Rex&fZydra, M., Banken sollten selber haften, Siidsehu
Zeitung, 13/14 October 2012: “All large and compleanks have a corresponding risk potential. [...]
Experience shows, however, that the main risks atdnfrom medium institutions that had overestimate
their capabilities.[“Alle groRen und komplexen Banken haben ein estdpendes Risikopotenzial. [...] Die
Erfahrung zeigt aber, dass die Hauptrisiken vontetgto3en Instituten ausgingen, die sich Ubersthatz
haben."]

Directive 94/19/EEC of the European Parliament #redCouncil on deposit-guarantee schemes, OJ L 135
of 31 May 1994, p. 5, and Directive 97/9/EC of tharopean Parliament and of the Council on investor-
compensation schemes, OJ L 84, 26 March 1997,.p. 22
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1552.The volume of the security systems existing in Garyncan be assessed only to a limited extent
based on public informatiofi? The existing security systems are designed tulist institutions in
individual cases; they are not designed to copb thié default of multiple institutions in the coxtte

of a systemic crisi&° Consequently, they do not cover all currentlysémg deposits even though
they must have a sufficient volume to effectivebduce the risk of a bank run or the associated
dangers and to strengthen confidence in the b&hKdowever, the existing systems generally cannot
avert the distress of larger or systemically retévastitutions. In the financial crisis, most tie
existing systems turned out to be overcharged.efor the cooperative banks’ security system, no
security system in Germany was able to absorb tdwsscassociated with the materialisation of
systemic risk in the individual banking groups. eTprivate banks’ deposit protection fund had to be
sustained with State afd. The savings banks’ security system failed moréess completely as a
market economy security system. The rescue oEdmelesbankerand even of Sparkasse KélnBonn
was essentially only possible through State aid,this even to the extent that the savings bankmro
contributed to the rescd® Thus, the German institutional and deposit sécystems had to be
supported — however, using tax funds — by way dividual aid for banks and institutionally usingeth
Sonderfonds Finanzmarktstabilisierung (SoF&ih).

1553.The minimum requirements for the statutory depowsturance systems under EU law were
recently increased, and EU-wide financing condgiamere put in place for the statutory deposit
guarantee mechanisms for the first tifffe This measure is meant to take account of thetfettthe
existing fragmented security systems were insuficito maintain investor confidence and financial
stability in the financial crisi¥®* Hence, the new Directive is meant to harmoniseenstrongly the
existing national systems of statutory deposit iasae, and to organise them in a more solid and
credible manner. In the context of establishirg EU banking union in 2012, deposit protection was
defined as a pillar of that banking union, busistill open whether the existing security systeiils

be supplemented or replaced in the long run byna gtatutory deposit insurance syst&m.

%4 However, see the record of assets of th®und as to statutory deposit

insurance, http://www.bundesfinanzministerium.ddiid=/Themen/Oeffentliche_Finanzen/Bundeshaushal
t/Haushalts_und_Vermoegensrechnungen_des_Bundsbk#itsu vermoegensrechnungen_des_bundes.html;
accessed: 24 June 2014.

Cf. Pleister, C., speaker of the steering committethe Federal Agency for Financial Market Stahtion,

as quoted in: Budget Committee of the German Buadedlinutes No. 17/29 on the Hearing of 6 October
2010, p. 15.

In principle, statutory deposit insurance coved8% of the deposits up to the amount of EUR 100 &0
90% of securities transactions up to the value WRE20,000, § 4 EAEG. Regarding the ratio of deposi
insurance and deposits, see European Commissienafe Analysis: Estimating the effects of changimg
funding mechanisms of EU Deposit Guarantee ScheD@$§ Project, Final Report, February 2007; more
recently: association of German Banks, Einlagenzcfai Privatbankkunde in Deutschland von 2011 bis
2025 (je EUR 1.000), http://bankenverband.de/sefgiolagensicherung/informationen-zur-einlagensiche
ng/grafik-einlagenschutz-sicherungsgrenzen-bleiveiterhin-hoch; accessed: 24 June 2014.

See European Commission, Decision of 21 Janua®@,28 17/2009, SoFFin guarantee for the German
deposit guarantee scheme for private banks - Ggrman

As to the case of Sparkasse KélnBonn, see Eurof@anmission, Decisions of 4 November 2009 and
29 September 2010, C 32/2009 — Germany. Sparkads&&nn.

European Commission, Decision of 21 January 280097/2009 - SoFFin guarantee for the German deposit
guarantee scheme for private banks - Germanycpéatly, paras. 3 ff.

Directive 2014/49/EU of the European Parliamerd #re Council on deposit guarantee schemes (recast)
0OJ L 173, 12 June 2014, p. 149 (Deposit Insurarceciive).

European Commission, Proposal of 12 July 201GfBirective .../.../EU of the European Parliament and
of the Council on deposit guarantee schemes [fec@&IM(2010) 368 final (Neufassung), explanatory
statement, p. 2.

Cf. Van Rompuy, H., press release of 26 June 2@i2Zhe Report: “Towards a genuine Economic and
Monetary Union”, EUCO 120/12, p. 4; Barnier, M., MB/13/251 of 19 March 2013 concerning the
trilogue agreement on the development of a Singlpe&isory Mechanism. The pillars, however, are
labelled inconsistently, cf. para. 1474.
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1554.The introduction of a joint European deposit insgm is opposed by parts of the financial
industry. The reason is that it is feared thatftmels of the German security systems might be used
without further ado to compensate for the failuk®ther European banks. The mutualisation of risks
to the detriment of German credit institutions wbsét incentives for the increased acceptanceskof ri
(moral hazard problem) and distort competition leetw the European banks because particularly
banks from Member States in arrears with the dstabkent of a national deposit insurance scheme
would profit from the common deposit insurance. ttBthe savings bank association and the
cooperative bank association emphasise that segitbmmal institutions should not pay for the risky
operations of internationally active investmentksaninstead of a common deposit insurance system,
the associations prefer the harmonisation of thiema deposit insurance systems.

1555.The Monopolies Commission does not generally oppibee further evolution of deposit
insurance at EU level as such, but it considenedessary that the concerns of the German banks be
taken into account in the design of that systetrthdrefore welcomes the decision not to estalaish
common statutory deposit guarantee system for ak$® at this stage, and to only harmonise the
systems further at the national level, which le&mlshigher uniform minimum standards for the
protection of savings deposits.

A common statutory deposit insurance would contabto uniform competitive conditions (level
playing field), but it would do so at the price th@ompetition between the European banks and
banking groups for the creation of powerful andfi@nce-enhancing security systems is restrained.
This competition must generally be viewed positveh the basis of the German experience with the
establishment of competing security systems. Agjaims background, a common deposit insurance
designed for the European financial market appeansake sense only for banks that are systemically
relevant at EU level. Regarding these banks, istnine taken into account that the systemic risk
associated with their business can radiate aches&€t into the financial system. In contrastsit i
rather unlikely particularly in the case of thenpary institutions in the associated groups of the
savings and cooperative banks that there is afiskch systemic repercussions.

In any event, the incorporation of the German ggcaystems in a European deposit insurance system
should take place in a competitively neutral fashidn that regard, on the one hand, barriers would
have to be erected for banks not contributing ®dystem so that they would not gain access to the
funds of the security system. The use of fundfi¢ar benefit would be to the detriment to the lsnk
contributing so far and not be justified. On ttieen hand, it is necessary that the national sgcuri
systems are also available for members from othembkr States with a subsidiary or a branch in
Germany, in order to prevent further fragmentatibthe financial market.

1556.Regarding the scope of the joint or harmonisedusiat deposit insurance, only limited
recommendations are possible at this stage. Pursoiahe current legislation, thex ant@ usable
target level is expected to be 0.8% of the refuledadeposits; and the banks are expected to make
additional €x pos} contributions in the amount of up to 0.5% of te&undable deposits if need&d.
The coverage level will continue to be EUR 100,640.

Viewed together with the provisions on the liagiltascade, these requirements appear alarmingly
low. Accordingly, the statutory and private inqura systems would generally have to be able to
absorb even the failure of multiple banks in therg\of a systemic failure of parallel business n®de
(too many to fail* It cannot be assumed that enough outside capitald otherwise be available
for a write-down or conversion in order to avoicitg recourse to the resolution financing

33 Article 2(1) No. 11, Article 10(2) and (8) Depobisurance Directive. The Proposal originally thet target
level at 1% of the refundable deposits.

344 Article 6(1) Deposit Insurance Directive .

35 The Spanish cajas provide an example, cf. Liikaeret al., High-level Expert Group on reforminget
structure of the EU banking sector, supra, pp. 5-6



Chapter VI « Financial markets 582

mechanisms or State aid. That being said, theofiskking recourse in that way must be set against
the large burden for the affected banks (also: $dh&t are not systemically relevant) that would be
associated with complete security, and againsidwelikelihood of widespread failures of deposit-
taking banks*® The balancing exercise, however, would be frawgtit major uncertainties. Thus,
the current rules can apparently be defended,Hayt are not unobjectionable in view of what was
experienced in the financial crisis.

The Monopolies Commission takes the view that tneent rules on the target funding level and the
contributions should be no means be regarded as filt welcomes the European Commission’s
mandate to continuously review the rules on thewamaof the deposit insurance and to adjust the
relevant provisions on the coverage level afteresiablishment of the deposit insurance sysfém.
Apart from that, it is indispensable that the rudge implemented swiftly and completely and that
steps are taken to ensure that also the privaterisesystems are well capitalised. In order to
determine quickly based on market reactions whetfherexisting system needs to be adjusted, the
transparency of all systems should moreover bee#dsad (e.g., through harmonised and standardised
depositor information).

1557.The possibility pursuant to the SRM Regulation 82 uesolution funds to support deposit
insurance systems in distress must be seen dgiti¢alThat use is not in line with the main objective
of the resolution fund to support resolution finagc It could create a joint deposit insurance
mechanism although this has not been defined abjmative so far. In any case, such a use should
take place only within a limited time frame and endhe condition that the beneficiary security
systems pay back the received money completely.

3.6.2 Internal growth: limitation of hazardous activities

1558.The above rules directly targeting the existing ligip guarantees are complemented by
regulatory requirements making it more difficultr fbanks to accumulate excessive risk in their
business. Such rules linked to the amount of lgsiof the individual undertaking can be categdrise
as rules on internal growth in the competition eaht as opposed to rules concerning company
takeovers (see Section 3.6.3).

3.6.2.1 Capital and liquidity requirements

1559. Sufficiently stringent capital and liquidity reqaiments are considered to be decisive to put a
block on the development of implicit guarantees. atdition, they are a buffer that can neutralise
existing implicit guarantees in so far as theserapt@es cannot be eliminated through the
establishment of a resolution mechanism and assiteipsurance systems do not provide sufficient
insurance. In that context, capital requiremergscentral.

Functions and deficiencies of capital requiremerdgainst the backdrop of previous crises

1560.Capital requirements for banks fulfil different fitions. On the one hand, they have the
function to limit risk or to curb activities. Siadanks have to underpin their risk with capitahin
pre-defined amount, this constrains their appétiteeek and accept excessive risk (particularlyaimo
hazard; avoidance of so-called gambling for restioe). On the other hand, capital requirements
have a loss compensation or buffer function. Téreymeant to ensure that losses accruing in ongoing
business operations are compensated (going cormednthat creditor claims are satisfied in the case

36 Cf. Impaired Assets Communication, para. 6, camiogrthe associated difficulties.
347 Cf. Article 6(6) and 7, Article 10(10) Deposit Lmance Directive.
38 gee Article 79(5) SRM Regulation.
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of bankruptcy (gone concern). Additionally, theg associated with the prospect of reducing the ris
of pro-cyclical effects (particularly, bank runs).

1561.The crises so far, however, have shown that theveabwntioned functions of capital
requirements can conflict with each other and pinatcyclical effects cannot be ruled out on theidbas
of these requirements to date. The core probleseaes in the banks’ inclination to retain only ¢alpi

in the amount of the regulatory minimum. Consedjyyehowever, no capital is in fact available for
loss compensation in a crisis. If a bank incussés in a crisis, it is rather obliged to quickigrease
its capital or to lower its risks in order not tiohate the capital rules and to trigger regulatory
sanctions. However, increasing capital is hardigsible in a crisis whereas distress sales (fieska
are liable to further heat up the drop in priced @@ue due to the crisis. Thus, the risk of pyohcal
effects is even increased by the attempt to comily the capital rules in a crisis.

1562.This mechanism became apparent recently in thadiahcrisis. In that situation, banks were
forced to quickly sell large amounts of risky AB8chuse the risk of losses associated with these
securities increased dramatically within an extrignsbort period of time. Consequently, the market
for those ABS collapsed largely. Similarly, thenkalefaults during the Great Depression (1931) are
attributed to a lack of capital. In Germany, strqmo-cyclical effects appeared also in the “Fousde
Crash” Griunderkrach 1873), and just like in the recent financial iridbecause of rampant
speculation.

1563.The latest financial crisis moreover exposed probklavith regard to the capital requirements,
which were based on too narrowly defined factorged§ically pursuant to Basel Il). This was
because they were only designed with regard tad#feult risks of individual banks, but neglected
business-related risks following from systemic egitn for other market participants. In addition,
the determination of the risks, which had to bepsuied with capital, was based on problematic and
partly anticompetitive requirements — notwithstaigdspecial supervisory rules (prudential filter).
that regard, fair value accounting according toSFd US GAAP is a particular relevant example.

In principle, IFRS accounting allows one to takeiaccount future changes in vafti&. However,
particularly the account treatment of unrealiseith lam capital-market based operations can induce
accounting practices that do not sufficiently acomdate the risk of drops in market value due to a
crisis. In that respect, fair value accounting éamher pro-cyclical market behaviour in a crisis
situation. This implies that an issue attainsHresportance, which the German imperial Legislature
had already sought to remedy when it introducedptiieciple of prudence and initial value in the
Commercial CodeHandelsgesetzbuglfollowing the Founders’ Crast’

1564.Additional uncertainty arises from the fact thatsérg banking regulation allows European
banks to choose between the standard risk appearathhe use of internal risk models to determine
the risk to be supported with capital. The staddik approach is available to all banks and nagui
risk valuations by rating agencies with regard éotain risks>" The use of internal risk models is
more demanding, but obliges the banks to use elteatings only to a lesser degrée.In the United
States, the use of internal risk models is requinethw with a view to limiting the exposure of der
bank holdings to external rating§. The Monopolies Commission nonetheless preferswidest

39 See Kiiting/Lam, [2013] DB 1737, as concerns fupraspects in the accounting under HGB and IFRS.

%0 Cf. Zeitler, [2012] WM 673 (675-676) on furtheripts of critique that are here of secondary releeaonly

(e.g., valuation uncertainty where the market vahust be estimated). The principle of prudenceydwer,

is subject to limitations also under the Commer€ate (see 88 255(4), 340e(3)(1) HGB; specificalith

regard to non-realised profits, however, see al34@(4) HGB).

See Articles 111 ff. of Regulation 575/2013 on skendard approach; regarding the use of inteatailgs to

determine the risk weight, see Articles 135 ffRefgulation 575/2013.

See Art. 142 ff. of Regulation 575/2013 on theinal ratings-based approach (IRB approach).

%3 12 CFR Ch. I, Pt. 225, App. G (1-1-13 Edition) bmnk-holding companies with consolidated totakts
of at least USD 250 billion.
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possible use of the standard approach, as the igraldauthorities are better equipped to analysle ri
determinations based on this approach. In thardedgt must be welcomed that the Basel Committee
ponders the option to require banks using intenmadlels to provide at least some risk information
also based on the standard approath.

1565.The financial crisis demonstrated that the everengmphisticated risk calibration within the
framework of internal models does not capture Bk better in all cases, but that it can result in
systemic undervaluations of risk and, consequeintiyysufficient bank capital provisions. On theeo
hand, this was caused by technical shortcominglserrisk models, for example, the fact that certain
types of risk were merely incompletely addressddwever, the premise underlying the models - i.e.
that they are capable of reflecting the risk stieestof individual bank operations in their entirety
was problematic as wefl> On the basis of this premise, the prudential ities are entitled to
approve internal risk models and to use the valnatesults for their prudential measures. However,
if anything, then the individual banks are only @ble of valuating the risks threatening their suabi
correctly. In contrast, the crisis has shown thatprudential authorities must focus their at@mtiot

on the risks threatening the survival of a bank, dather on the risks going beyond and affecting
systemic stability. If such risks materialise,stidan fall back on the bank and may increase or
reinforce the threat to the bank’s existence.

In addition, the possibility to use internal modgebvides significant incentives to the banks to
undervalue their risks in order to conduct a maxmmuaf business with a minimum of capital. The
Basel Committee’s reviews in 2013 revealed that whkiations of portfolios in the trading and
banking books differed significantly from one armth.e, up to 70% for the trading book portfolio
and up to 40% for the banking book portfafid.However, already differences in the valuationthef
banking book portfolio can account for two percgetgoints in the submitted capital ratios. For
investors (depositors) and even the owners, itrtsally impossible to comprehend the valuations or
the underlying calculations. Such leeway in thdéedmination of risk-based capital ratios is
objectionable and undermines the central liabilityction of capital.

1566.Capital regulation, thus, has been incomplete sddapite its alleged precision, and it has been
fraught with substantial uncertainty. The capgabtas were too low to cover individual existential
threats to the extent possible. They were to @m éesser extent sufficient to cover systemic risks
the extent possible. Effective limitations on rislere not guaranteed by the relevant provisions.
Finally, there were no mechanisms in place to cauthte increase of risk through procyclical market
behaviour. The adjustments to the Basel Il reconatations following the crisis (“Basel 2.5") did not
completely remedy these deficiencies although teeyoved the most problematic options that banks
had used up to the crisis for arbitrage betweenrttibng and the banking bod¥.

%4 See Basel Committee on Banking Supervision, FuediahReview of the Trading Book: A Revised Market

Risk Framework, Consultative Document, October 2@530 market risk.

Critically with regard to the system of risk mddey, see Scientific Advisory Council at the Federa
Ministry for Economic Affairs, Reform von Bankenrdigrung und Bankenaufsicht nach der Finanzkrise,
Opinion No. 03/10, April 2010.

Cf. Basel Committee on Banking Supervision, RetgpumaConsistency Assessment Programme (RCAP),
Analysis of Risk-Weighted Assets for Credit Riskthe Banking Book, July 2013; and Analysis of Risk-
Weighted Assets for Market Risk, January 2013,seviFebruary 2013. According to the Basel Committe
the share of risk-weighted assets is higher at &ifk®than at European banks, but particularly Gerama
French banks use internal models for evaluating rBesides, European banks tend to evaluate ngke
aggressively than non-European banks.

Cf. Basel Committee on Banking Supervision, Enlkeaments to the Basel Il Framework, July 2009;
Guidelines for Computing Capital for IncrementasiRin the Trading Book, July 2009; and Revisionthi®
Basel Il Market Risk Framework, February 2011. Seheecommendations provided, among others, for
higher capital requirements for ABS and derivatjas limited the transfer of risk to SIV withoutemjuate
capital backing (particularly, increase of the nsgight for liquidity commitments during the buséseyear).
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Assessment of the current capital requirements

1567.The capital requirements that have been in foralenEU since 1 January 2014 include new
amendments concerning the three issue areas iddntibove (para. 1568F As compared with
previous law, the competitive conditions are hariseth to a far wider extent by means of a
Regulation and detailed provisions in a Directiwghich will apply to roughly estimated
8,300 European banks.

1568.The new rules include three elements that are dfcpéar relevance in the present context.
They contain more stringent capital requirememnengthening the capital base in the event of lgsses
they introduce a leverage ratio to limit the rinkkdke more clearly, and they allow for the iss@aot
contingent convertibles (CoCos), j.tar bonds that are converted into equity capftal frigger event
occurs, and which are intended to constrain theldpment of pro-cyclical sales spirals. The new
rules will apply at different stages, which is sappd to allow the banks to strengthen their capital
base and to avoid the risk of credit contractioBsich credit contractions had been feared in chae o
rapid legal change and could exacerbate the situatisome Member States.

— Capital —

1569.The new capital requirements for banks consideoedet systemically relevant can summarily
be illustrated as follows (see Table VI8).

Regarding the implementation in EU law, see Direc2009/111/EC (CRD II) and Directive 2010/76/EU
(CRD 111).

%8 See Article 4(1) No. 118 and Article 72 of Regidat575/2013 on the definition of capital.

39 Table based on: Schulte-Mattler/Manns, [2011] WO62 (2072).



Chapter VI « Financial markets 586

Table 5: Overview of capital ratios for systemicalf relevant institutions pursuant to CRR/CRD IV

Total capital ratio including buffers 3 7.5% 8% 11.25% @ 12.5% | 14,375% 16.5% 16.5% | 16,50%
Tier 2 2% 2% 2% 2% 2% 2% 2% 2%
capital

Additional 1.5-296%% 1.596%2 1.5% 1.5% 1.5% 1.5% 1.5% 1.5%

Tier 1

— Common Minimum 496 | 4596 4.5% 4.5% 4.5% 4.5% 4.5% 4.59

equity common
Tier1  equity Tier 1
capital capital

Systemic risk (1-3%)%% (1-5%) | (1-5%§%° (1-5%)  (1-5%) (1-5%) (1-5%) (1-5%
buffer

Max. G-/O- 2058 2% 2.6259%° 3.5067 3.5% 3.5%
SRI buffer®’

Max. 0.625%™ | 1.25967 | 1.875%"| 259%™ 2.5% 2.5%
countercycl.
Puffer

Capital 0.625987°| 1.25967® | 1.8759%"" 2.5967° 2.5% 2.5%
conservation
buffer

2014 2015 2016 2017 2018 2019 2020 2021
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The total capital without buffers equals the sthechsolvability co-efficient. It should be borie mind that German
law may require additional capital even beyond Eoueopean capital requirements in the individuakec&10(3), (4)
KWG.

Article 465(1) lit. b of Regulation 575/2013.

Article 92(1) of Regulation 575/2013.

Article 465(1) lit. a of Regulation 575/2013. dtpossible to provide for a common equity Tier fiitzd ratio between 4
and 4.5%. That said, the Tier 1 capital ratio nstgy under the limit of 5.5 to 6% and may not ggadngl.

Article 92(1) of Regulation 575/2013.

Article 133(3) in conjunction with Article 162(&)f Directive 2013/36/EU, § 10e in conjunction wit64r(6) KWG in

the version of the CRD IV-Umsetzungsgesetz. Theesyistrisk buffer can also be set for risk positiamy in the

relevant Member State for risk positions in thialotries, amounting to up to 5% or 3% respectiélticle 133(8),

(13), (18) of Directive 2013/36/EU). This buffegularly does not provide for extra capital in @ddito the G- and O-
SRI buffers.

Article 131(14)-(17), Article 133(3), (5), (7) tonjunction with Article 162(5)(1) and Sec. 6 ofr@&itive 2013/36/EU; §
10e(1), (4) KWG (geographically limited systemiskrbuffer).

G-SRI-Puffer = buffer for globally systemically eshnt institutions; O-SRI buffer = buffer for othsystemically
relevant institutions.

Article 131(5), (8), (14) lit. a in conjunction thi Article 162(5)(1) of Directive 2013/36/EU; § 1@y in conjunction
with § 64r(8) KWG (as to O-SRI).

Article 131(4), (9), (14) lit. a in conjunction thi Article 162(5)(2) lit. ¢ of Directive 2013/36/EWE 10f(1) in

conjunction with § 64r(7) No. 3 KWG (as to G-SRI).

Article 131(4), (9), (14) lit. a in conjunction thi Article 162(5)(2) lit. d of Directive 2013/36/ELE 10f (1) in

conjunction with § 64r(7) KWG (as to G-SRI).

Article 160(2) lit. b of Directive 2013/36/EU; 8(5) No. 1 lit. b KWG.

Article 160(3) lit. b of Directive 2013/36/EU; 8(5) No. 2 lit. b KWG.

Article 160(4) lit. b of Directive 2013/36/EU; 8(5) No. 3 lit. b KWG.

Article 136(4)(1), Article 130(1) in conjunctionitlv Article 140 of Directive 2013/36/EU, § 10d KW@rticle 92(3) of

Regulation 575/2013. The ratio of the countercytllwuffer is generally set between 0% and 2.5%jtyistset for the
individual institution and can also exceed 2.5%. (&fticle 136(4)(2), Articles 137, 140(2), (3) ofirBctive

2013/36/EV).

Article 160(2) lit. a of Directive 2013/36/EU, 88/5) No. 1 lit. a KWG.

Article 160(3) lit. a of Directive 2013/36/EU, 88/5) No. 2 lit. a KWG.

Article 160(4) lit. a of Directive 2013/36/EU, 86(5) No. 3 lit. a KWG.

Article 129(1) of Directive 2013/36/EU, § 10c(1WG.
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Progressive adjustment and introduction d20-100% 40-100% | 60-100% 80-100% 100% 1009 100% 100%

corrective and subtractive positiéHs

Progressive removal of grandfatheriflg 20-40%  30-60% 40-80% 0-50% 60-100% 70-100% 80-100%-100%

Progressive abolition of non-conform 0% 25% 50% 100% 100% 100% 100% 100%
additional capitaf*

Imputation of State aftf 100% 0,00%

Source: own illustration.

1570.The capital ratios above are calculated by puttivey respective regulatory capital (common
equity Tier 1 capital, additional Tier 1 capitaieil 2 capital) in relation to the risk-weighted etss
(“total risk exposure amount®§® This puts the positions that can be written déhability potentials)

in relation to the positions that must be writt@wa (risk potentials). The following formula apgst

Equity

Risk — weighted assets

The asset classes have different functions inrdeghpotential losses. The common equity Tier 1
capital serves primarily as a buffer for operatldoases and to avoid failure (going concern), the
Tier 2 capital is used in the event of failure (g@oncern).

1571.The new rules, as described in the paragraph abometch the Basel Committee’s
recommendations to a large extent (iRasel 1ll). The newly introduced capital conseiva buffer

is specifically reserved for crisis periods in whit can be drawn down. The countercyclical buffer
must be built up in parallel to the acceptance iskyr business in economic upturn periods and
likewise counters the excessive loss of capitgddriods of crise®* The extra capital amounts for
globally systemically relevant institutions addréss systemic risk emanating from these institigion
In addition to the recommendations of the Basel @dtee, the EU has introduced extra amounts for
nationally systemically relevant institutions aslives a macro-prudential systemic risk buffer. fTha
said, only the highest of the three buffers hasetéulfilled as a rule. Because of the newly idtroed
buffers, the new provisions increase the statytoniindated total capital ratio, though this inceeias
rather moderat&® For most banks, stricter requirements follow fthirom the fact that the relevant
capital must be of better quality in the futuréheTcategory of Tier 3 capital falls away completely

1572.Aside from this increase of risk-weighted minimuapital ratios, the risk weights used for the
calculation of capital were changed as well in tieacto the financial crisis. By way of example,
reference may be made to ABS. Already in the cdantd Basel 2.5, the risk weights for
re-securitisations were more or less doubled toraatodate the typically higher risk as compared to
common ABS. If a bank does not meet the stricgquirements also for internal risk assessments, the
ABS must nowadays be backed completely with cagpie) they have a risk weight of up to 1250%.

379 Articles 478(1), 481 of Regulation 575/2013.

%80 Articles 484-486 of Regulation 575/2013.

81 Article 494 of Regulation 575/2013.

%82 Article 483 of Regulation 575/2013.

383 Article 92(2) of Regulation 513/575.

34 Recitals 79-80 of Directive 2013/36/EU. On theasside (credits and loans), higher value adjustsne
resemble that buffer in good times as they helmhsorb losses in the downturn (dynamic loan loss
provisioning).

Abstaining from building up the capital consergatibuffer and the countercyclical buffer does rotate
the capital rules, but it only limits the possityilito distribute profits and earnings; cf. Articletl of
Directive 2013/36/EU, § 10i KWG.
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In the EU, a retention of at least 5% of the cretik has additionally been introduced for the
originator of an ABS positian As concerns derivatives, adjustments were maideagly regarding
the calculation methodology and the asset-backirigeorisk of counterparty default since a large pa
of the losses in the OTC business in the finarmiais was due to the decline of the counterparties
creditworthiness. An additional capital requiremesflecting the risk of declining creditworthiness
was consequently introduced for OTC transactions imeolving a central counterparty, i.ehe
so-called Credit Valuation Adjustmef@VA).*%

These measures and the banks’ improved risk marergeznsure that risk positions are backed with
more capital. They complement the above-menti@uathtitative increase of the regulatory minimum
capital ratios, meaning that the actually availabbm-risk-weighted capital backing for some risk
positions is improved further.

1573.The Monopolies Commission, on principle, welcomes tapital requirements, which have
been tightened from both a quantitative and a taiale viewpoint. By increasing the robustness of
the banks, they are an element reducing systerskcamd, thus, make it less likely that implicit
guarantees must be called upon. This will lowerualue of such guarantees and will reduce existing
competitive advantages to the benefit of systeiyicalevant institutions. Elements to be welcomed
include, in particular, the introduction of capitauffers absorbing unexpected losses and extra
amounts related directly to the systemic relevancesome institutions. It is, however, an open
guestion whether the capital is increased enougbutoan obstacle to the development of implicit
guarantees.

1574.The capital conservation buffer is meant to endlaleks to write down losses in the operative
business without having to react with an immedsitertening of their balance sheets (deleveraging)
or the redeployment of assets. Thereby, it immole resilience of the institutions and reduces
contagion risks, and in so far may be viewed pgeligi from a competition policy perspective. The
general objective of the countercyclical risk buffee, putting a limitation on the excessive growth of
credit in times of economic boom, must be welcomeadvell. The national prudential authorities will
have the task of setting the amount of the couytéioal buffer quarterly for the risk positions kted

in the respective Member State. In that conteéhaytare expected to take into account especially
deviations from the long-term trend of the ratiocoédit to GDP, and any other variables relevant to
financial stability. It will be seen to what extesuch fine-tuning of banking regulation is possiblt

is important, however, that the determination isdashon precise criteria in order to limit the niaéib
authorities’ discretion in a sensible way. It mbst noted as a positive element that the weighted
average of the national countercyclical bufferd jilply to internationally active institutions. d% it

can be avoided that a race to the bottom take® pléth a view to supporting domestic institutions,
which would distort international competition.

1575.Another positive feature is the requirement of &xapital buffers for systemically relevant
institutions, which constitute a price for the ertd effect of systemic relevance. The calculatdn

the buffers based on the criteria size, intercommgress, substitutability, and — in the case dbaly
systemically relevant institutions — cross-bordstivity*®’ appears adequate, as does the scaling of the
buffers. When a bank internalises systemic riskeugh the higher capital rations, these risks will
become apparent to the market — at least to trene#tat they are passed on to the banks’ clients.
This could increase the incentives for the bankgrtmv at a slower pace or to reduce their own

36 Cf. Deutsche Bundesbank, Basel Il - Leitfadendan neuen Eigenkapital- und Liquiditatsregeln fir
Banken, 2011, pp. 22 f.

%7 Cf. Basel Committee on Banking Supervision, Glotsjistemically important banks: assessment
methodology and the additional loss absorbencyireauent, Rules text, November 2011; A framework for
dealing with domestic systemically important ban®stober 2012; Global systemically important banks:
updated assessment methodology and the higheabsssbency requirement, July 2013. See also Articl
131 CRD IV.
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systemic relevance. This incentive is increasetthéun through the requirement that the bufferske li
all other buffers — must be composed of Tier 1tehpiOn the whole, the systemic risk buffers may b
an element reducing the systemic risk associatéid these institutions and may help to reduce the
distortions of competition associated with impligitarantees in the banking sector.

1576.Supplementing these buffers and in addition to Bllsea capital buffer for systemic risk can
be introduced by the national prudential authaitrethe EU, which is supposed to counter long-ferm
non-cyclical systemic or macro-prudential riskst tauld lead to a serious disturbance of the nation
financial system and the domestic real economye Qirffer can be imposed for risk positions located
in the respective Member State, another Membele Sththe European Economic Area, or another
State. It must amount to 1% and usually no moae 626 of the capital; and up to 3%, it must only be
notified to the European Commission, the ESRB, EBA the competent and designated authorities
of the Member States concerned. Higher bufferssaigect to a special procedure at EU level.
National regulators retain the possibility to rewisg the buffer ratios imposed in other MembereStat
such that domestic institutions must comply witk thuffers in other Member States for claims in
these Member States.

The systemic risk buffer must generally be vieweditively as it addresses systemic risk that does
not arise out of the systemic relevance of indigidastitutions or cyclical developments and thsat i
not covered by other buffers. The introduction aofditional national systemic risk buffers can
contribute to the fragmentation of the internal kear That said, it seems justified to take thakri
into account to the extent that this reduces syistesk and, hence, the danger that implicit gusres

are being used. With regard to the problem of icitpjuarantees, it is not reasonable to bar higher
capital ratios with regard to specific risks. Tdfere, Member States should generally retain the
possibility to impose a systemic risk buffer of mathan 3% if they simply notify the relevant
authorities.

1577.These amendments and the increase of the regulatioignum capital seem to be extensive
prima facie Still, it must be emphasised that the systemmigi-based capital regulation has not
changed fundamentally. Since the aforementionednmim requirements still relate to risk-based
assets, the actual — i.&he non-weighted — capital ratio of the institn8acontinues to be significantly
lower. If one compares both capital measures amn@e banks, some enormous differences come to
light. For instance, the average capital ratidGerman deposits banks, as related to risk-weighted
assets, was 19.16% at the end of 2013, and onb¥®ak related to non-risk-weighted ass$&tsThis
means that the banks finance their assets on #rage/with outside capital by almost 98%s.

1578.Against this background, the question remains wdrethe current capital requirements are
adequate. For smaller banks, this may generalthd&e&ase because these banks usually did not have
to call on State aid in the financial crisis. 4t however, problematic that the requirements for
systemically relevant banks fall in some respegnificantly short of what some experts have called
for after the financial crisi&’ For example, a globally systemically relevantkaust only have a
capital ratio that is at most 3.5% higher than tife small bank even though the business volume of
such banks — including the risk associated witht bwsiness — is often considerably higher. It is
gquestionable whether the currently applicable memquents would be able to absorb systemic risk in a
future crisis that is as serious as the recenh@ia crisis. In addition, if the capital requirems for
banks benefiting from an implicit guarantee are risk-adequately increased, this prolongs that

%8 IMF, Financial Soundness Indicators, http:/eligrdata.imf.org/Report.aspx?Report=4160276&Courntry=
34; accessed: 24. June 2014.

39 This is not the Leverage Ratio discussed belovighvalso addresses out-of-balance exposures arefdahe
is a still lower limit (cf. paras. 1592 ff.).

390 Cf. z. B. Admati, A./Hellwig, M., The Bankers’ Ne@lothes: What's Wrong with Banking and What to Do
about It, New York 2013; Miles, D./Yang, J./Marck@no, G., Optimal Bank Capital, Bank of England
Discussion Paper No. 31: revised and expandedover&pril 2011.
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guarantee and constitutes a competitive advantagbé banks. Therefore, it must be welcomed that
the Basel Committee has announced a review ofjgal recommendations with a view to possibly
tightening them further.

1579.In that regard, the Monopolies Commission is wellage that already the current capital
requirements were controversial as concerns pesegplercussions of an increase at the provision of
loans. For example, it was pointed out alreadselation to the Basel Ill recommendations, standing
behind the requirements, that the banks would aeeaidditional EUR 256 billion in Europe alone to
meet the new capital requiremerits.For the European legislative projects CRD Il &RID 1V, the
European Commission itself assumed that they wimad to an increase of capital requirements of
24.5% for large banks and of still 4.1% for smalhks®** At the beginning of its Basel Ill monitoring
per the cut-off date 30 June 2011, the Deutschal@&lbank determined that 34 German banks would
need capital in the amount of EUR 88.4 billion dg#l Ill were implemented completely (taking into
account the capital conservation buffer and thdebdbr systemically relevant banks, and after the
phase-out of the transition rules), the bulk of E®R3 billion accruing to nine large, internatidgal
active institutiong?®

1580.In view of this situation, industry representativesrned of the risk of credit contraction if the
proposed capital rules were introduced without rication. Capital would be expensive for the
banks, which meant that higher capital requirememtsld force them to reduce their loan provision
activities. Banks mainly active on the capital keds would be forced, in the alternative, to switth
riskier business activities in order to generatefifg that could be used to attract investors for
additional capital. It is true that banks can nfagher capital requirements through the reduction
redeployment of risk assets. In the context ofithplementation of Basel lll, also German banks
made use of this option. In that context, howenermajor credit contraction took place, but rather
reduction of the average risk of risk-weighted tssince banks preferred to reduce the assets to
which regulation attributed a higher risk weightg(e ABS)*** To avoid credit contraction, it is
moreover decisive that sufficiently generous tramsiperiods exist, as have been provided for & th
context of the implementation of Basel Il in the E

1581.The other arguments raised against the introduabfohigher capital requirements are not
convincing either. Those who make these argunfenget to provide reasons why equity is “more
expensive” in the banks’ view than outside capit&lactors such as the tax preference for outside
capital, its partial insurance within the framewak deposit insurance, and not least the implicit
guarantees discussed in this Report are cruciadake creditors make capital available to banks at
lower interest. Higher capital provisions redule tisk of bankruptcy, meaning that equity can be
attracted against lower capital returns and thaictists of outside capital are lower as well (lovigk
premium)**® For the banks as such, higher outside finanarzheaper, but its cost is actually borne
by other market participants, particularly the taygrs.

%91 Cf. Demary, M., Ein Vorschlag fiir eine europais@enkenunion ohne automatische Vergmeinschaftung

von Bankenverlusten, [2013] IW policy paper No. pi67. However, the figures of such estimatesllasei

considerably.

European Commission, Proposal for a Regulatioth@fEuropean Parliament and the Council on prudkenti

requirements for credit institutions and investnfamis, COM(2011) 452 final, 20 July 2011, Sect®R2.3

(p- 7); without this being contained in the Gernext of the Proposal, COM(2011) 453 final.

393 Cf. Deutsche Bundesbank, Ergebnisse des BaseMadltitoring fiir deutsche Institute. Stichtag
30. Juni 2011, April 2012.

394 Cf. Deutsche Bundesbank, Ergebnisse des BaseMadltitoring fiir deutsche Institute. Stichtag
31. December 2012, September 2013.

3% gee, particularly, Admati, A./Hellwig, M., The Beers’ New Clothes: What's Wrong with Banking and
What to Do about It, supra, pp. 107-112.
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1582.Furthermore, it must be emphasised that potentialtyeasing credit costs due to increased
capital requirements should not be viewed in ismfat Rather, it is necessary from a macroeconomic
perspective to conduct a cost-benefit analysis #ited takes into account the advantages of higher
capital requirements, particularly the increasestesyic stability and, thus, the lower likelihood of
financial and economic crises. In a relevant sttitly Basel Committee arrives at the conclusioh tha
higher capital requirements overall have a postieeeffect. If the capital ratio is set at 10-1a%@
banks observe a Net Stable Funding Ratio of onis fseseen within the framework of Basefi

the long-term economic growth is higher by 1.75.185% as compared with the historical average
ratio of 7%. The study sets the capital ratiorokd to be optimal at 13%, with economic growth
increased by 1.99%" The results of further studies show as well thatincreases within the context
of Basel Ill constitute principally a step in thight direction, though the results differ sometimes

considerably with regard to the level of the oplicapital ratio®*®

1583.In particular with regard to banks benefiting fr@n implicit guarantee, another factor also
militates in favour of high capital ratios. Higlhpital ratios limit the possibilities for the respige
banks to leverage the capital as before. Levedags not result in systemic risk in the senseithat
creates additional channels for contagion thattiarsmit systemic effects. That said, it incredbes
threat to the bank’s very existerite. Thus, the implicit guarantee to the benefit af thank is still
increased. Therefore, limitations on the abilifysgstemically relevant banks to leverage capital
should come along with a reduction of their implguarantees.

1584.In that context, it must be regretted that the Fad&overnment in the European Council
expressly objected to the proposal to allow Mentiates to at least tighten the capital requirements
further on the national level. That tighteningsime Member States would presumably have affected
all banks in the same way, or predominantly thekbdhat are considered to be systemically relevant
and whose stability is consequently viewed by ttieiomarket participants as crucial. In any event,
this would have strengthened the capital-basediters in the relevant Member States. As a first
step, this would have increased the attractiveokeize banks in that Member State for investors, an
as a second step, it could have led to a “rachaadp” between the Member States with regard to
capital regulation. This would have shifted theu® of competition in the financial markets away
from the use of subsidies (implicit guarantees) anthe direction of creating risk-adequate market
conditions. It cannot simply be contended thabmpto the financial crisis, a race rather to thédoo
could be seen directed towards low capital ratidbe UK and Sweden, for example, opposed the
meanwhile introduced rules at first because thensiciered the envisaged capital requirements to be
insufficient and sought to retain the option to sticter (!) requirements. Germany and France,
however, opposed this position based on the “grlacof maximum harmonisation”, according to
which the capital rules should be as homogeneoy®ssble across Europe, such that distortions of
competition could be avoidé® That being said, the German government agreeddompromise
after the proposed rules had been supplementedrble dased on which silent participations would
count towards capital. This rule is mainly to benefit of the member institutions of the savingslb
group and the cooperative group.

396
397

Regarding the assessment of the liquidity rules,mras. 1606 ff.

Cf. Basel Committee on Banking Supervision, Areasment of the long-term economic impact of stronge
capital and liquidity requirements, August 201029.

See, e.g., Miles, D./Yang, J./Marcheggiano, G.tirf@gd Bank Capital, supra, who find an optimal ¢api
ratio of between 16 and 20%.

Thus, also the return on equity (= earnings iatieh to the used equity) is a questionable suctessure;
cf. Hellwig, in: Hellwig/Ho6fling/Zimmer, GutachteR/F/G zum 68. Deutschen Juristentag, supra, pf-E 4
41.

400 gSee the summary of the Council debate of 30 Noeen@®1l as to Doc. 2011/0202(COD); related:
Committee on Economic and Monetary Affairs, Remért2 June 2012 for the Plenary for the first antyo
Reading.
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1585.The Monopolies Commission would have favoured raiguy competition in the direction of
more risk-adequate (considering previous regulatien, stricter) capital rules. It takes a saegiti
view towards the principle of maximum harmonisati@s it was applied in the relevant EU
legislation. The principle mainly protects bankattare inadequately capitalised, and it cememts th
competitive advantages remaining for banks withinaplicit guarantee under the new EU rules. In
this context, a fundamental problem of Basel llpiementation in the EU becomes apparent,that
the recommendations of the Basel Committee areneoely regarded as minimum standards, but in
parallel as some sort of maximum limit. A rare gt is found in the systemic risk buffer — which
was a result, among others, of pressure of theeafentioned Member States. Also in this regard,
however, the EU has implemented barriers that hindember States from imposing stricter
requirements on their banks.

1586.However, not only the defined capital rations dall a critical examination of the existing
capital rules. From a competition policy perspextihe complexity of the new rules also gives tise
concerns. The definition of the instruments acegps capital assets, and the definitions of and
percentages for risk positions reach a level offlerity never seen before, which entails a subistiant
risk of errors and misinterpretations. This rigists with regard to the statutory rules as suchaiso
their application.

1587.The European rules define the capital assets sm@etilifferently from the Basel Committee’s
recommendations. It must be noted as a positigen@ht that the deviations have at least been
reduced since the financial crisis. Nonetheless not without risk that already Tier 1 capital i
defined differently from the Basel Committee’s rewnendation$®® This may impair the function of
capital as a loss buffer and competitive disadgaganay ensue for European banks if they have to
pay higher risk premiums on the financial mark&sin respect of hybrid financial instruments, such
as silent participations, Germany had pressedh@ir trecognition as common equity Tier 1 capital.
This has raised criticism as also silent partiégres can be a channel of systemic risk. Regartliag
adequate treatment of hybrid instruments, howewarertainty continues to exist, and the Monopolies
Commission consequently does not take a positiahisrissué® That said, it takes a critical view in
so far as State aid instruments are recognisedds/dor a generous transition period (until 2Q17)
This provision prolongs the implicit guaranteestfur banks receiving State aid.

1588.The definitions of risk positions and the perceatagtes for their use in the calculation of
capital deviate sometimes from the Basel Commigtestommendations as well. These deviations are
usually politically motivated and may be acceptedo far as they benefit particularly smaller banks
(e.g., the rules on the capital needed for SME ioank In some cases, however, the rules provide fo
risk valuations leading to rather little capitaltiwiregard to certain risks if the risks are espircia
typical of banks considered to be systemically vahe (e.g., private equity or hedge fund
investments). Still, the new rules continue tasibent as regards the recognition of systemic ribkes

to interconnections (“too connected to fail’). &ikise, they do not cover risks ensuing from the
pursuance of parallel business models (“too marigitd). ***

1589.The risk weights are problematic as they not onbtodt competition between banks, but
moreover can go along with stability risks that difécult to assess. For example, the risk weiigint

401 cf. Basel Committee on Banking Supervision, BdfeRegulatory Consistency Assessment (Level 2),
Preliminary Report: European Union, October 201220 Such deviations can have as their resulttbea
Basel Committee’s recommendations are not impleatecompletely.

402 Cf. Demary, M./Schuster, T., Die Neuordnung demaRzmarkte. Stand der Finanzmarktregulierung funf
Jahre nach der Lehman-Pleite, supra, p. 64.

403 gee, e.g., Article 29(4) Subsec. 2 of Regulatips/B013 (as to silent interest).

404 Also regarding large exposures; see German Bankidgstry Committee (Deutsche Kreditwirtschaft),
Opinion of 4 September 2013, and press releasé& algust 2013 on the regulation of large exposares
relates press articles.
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sovereign bonds of EU Member States continues @bender the standard approach irrespective of
their rating if the bonds are issued in the cousitoyrrency and are refinanced in that currefiey.
This currently only means that southern Europeaersign bonds benefit from preferential treatment
in competition with other bonds and credit invesitsé®® Should, however, the ECB raise interest
rates again — for instance, because of expectéationf — this could drive the prices for sovereign
bonds away down, leading to perilous instabffify.

1590.In particular larger banks also benefit from thdi@p of using the internal-ratings-based
approach for the weighting of risks. This allowsrn a more favourable appraisal of their risk peofi
as compared with other barf8. Against this backdrop, the Monopolies Commissi@icomes the
Basel Committee’s proposal that all banks shouldutate risk to a certain extent also based on the
standard approach and report their capital onttasis!® The ECB could likewise take this approach
into account when conducting its asset qualityeavi

1591.All in all, it must be stated that the Europeanitpules still appear too lenient to adequately
reflect the relevant risks. To the extent thatrémuirements of capital regulation do not captigks,

or do not capture them completely, this militatgaia for still higher capital rules. The Monopslie
Commission emphasises moreover that the presemteetents may lead to erroneous assumptions in
the market and, thus, may provoke further distogiof competition due to their complexity and the
lack of outside transparency. It advocates nodofiigllowing the path to still more complex capital
rules. To the contrary, regulation should be sifigal to create as transparent market conditions as
possible. The Basel Committee envisions standaglithe banks’ risk models according to the
criteria risk adequacy, simplicity, and reliabilityhich would be a first step in this directitfl.

—Leverage ratio-

1592.The risk-based capital ratios are complementedutfirahe introduction of a leverage ratio.
This ratio will be a simple, non-risk-based figtinat is supposed to contribute to limiting the dbtgo
indebtedness of the banking industry, and to presleatabilising deleveraging. It is defined as the
ratio of common equity and the — principally — misk-weighted total assets (on and off balarite).
The following formula applie$"?

Common Equity

Non — Risk — weighted total assets

The leverage ratio is contemplated principallyaasackstop, meaning that the risk-based capitasrul
will continue to be the predominant form of capitagulation. Therefore, banks will also face
limitations in the use of outside capital (levefagaly where leverage would be admissible if they
complied with the risk-based capital ratio in isma, but not with the leverage ratio. Pursuanithi

405 Article 114(4) of Regulation 575/2013. For theatment under the IRB approach, see Articles 168,df

Regulation 575/2013.

See Section 5.6.2 below.

Brunnermeier, as quoted in: Rexer, Die ErpresSéddeutsche Zeitung, 8 July 2013 (denoting thespres

potential of the banks as “financial dominanc#ifanzdominanz’) in this context.

%8 Cf. Articles 142 ff. of Regulation 575/2013 (sdled IRB approach).

499 Basel Committee on Banking Supervision, Fundamé®éaiew of the Trading Book: A Revised Market

Risk Framework, Consultative Document, October 2013

Cf. Basel Committee on Banking Supervision, Disaus paper. The regulatory framework: balancing ris

sensitivity, simplicity and comparability, July 281

411 Article 429 of Regulation 575/2013.

412 Contrary to what the formula suggests, sometintes mther low conversion factors exist for struetu
outside the balance, meaning that many out-of-lcalaperations are only integrated in a reduced farm
the denominator of the leverage ratio. Thus, éverdage ratio is more positive for many banks thanld
be the case if the actual total assets were takeraccount.
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Basel Committee’s recommendations, a leverage oiti®% is supposed to apply for a transitional

period, meaning a limitation of the total balanbeet to 33.3 times the common equity. The EU has
not introduced the leverage ratio as a binding yele Rather, its introduction is only foreseesdih

on a collection of experience with the instrumentill2018*** Regulators are moreover discussing

the setting of different leverage ratios dependmmtthe business model, the risk profile, and the
overall size of the banks. Nevertheless, the nidrkeds the leverage ratio already to a significant
extent.

1593.The main advantages of the leverage ratio areithatrelatively easy to calculate and that it
limits the absolute leverage and the risks asstiadth it for the banking industry. On the onadha
potential shortcomings of risk-based capital refjutacan be avoided because the leverage ratiotis n
risk-weighted. This is particularly relevant assmng specifications of internal models and ineotr
external ratings. On the other hand, there isdauaed risk of uncoordinated deleveraging, as it
happened during the most recent financial crisi$his lowers the pro-cyclicality of the financial
system.

1594. A lack of risk-sensitivity and, thus, incentivesaocept more risk to achieve higher earnings are
the disadvantage on the other side of the equatinoentives to substitute risky operations fossles
risky ones exist as long as the bank’s capitalicedfto cover the expected losses of the risky
operations. That being said, the disadvantagehajlaer acceptance of risk would exist in particifia
the leverage ratio were established as the ony fufr capital regulation. Where it complements the
still existing risk-based capital rules, howevdre tsubstitution of risky for less risky business
operations is confined to narrow limits as highsk would have to be backed with higher capital.
Hence, not only is the leverage ratio a backstopravent excessive leverage, but the risk-based
capital regulation also protects the banks fromepting too much risk. Nevertheless, it could be
reasonable to set different leverage ratios fdiedsht business models. Particularly regional bank
with a business model with rather low risks coutdshibject to lower leverage ratios than systenyicall
relevant institutions.

1595.The effects of the leverage ratio of the bankseltddness will depend substantially on the
ratio’s final definition and its amount. From angpetition policy perspective, it is material inghi
context that the leverage ratio is defined unifgrrmh the international level and that, for instgnce
different accounting standards do not affect tipereed ratios. In January 2014, the Basel Comaitte
submitted a revised definition of the leverageoratrhich addresses notably the differences in the
reporting of derivative accounts and, thus, contdb to more homogeneous competitive
conditions®™*  The Monopolies Commission welcomes this revisesfindion on principle.
Nevertheless, it criticises the fact that the ridasderivatives account settlement lower the common
denominator of the leverage rule, meaning thatl¢herage ratio is much more positive for many
banks than without this settlement option. Thisveh how important the final calibration of the

leverage ratio will b8

1596.In this context, one may also raise the questiowlith amount should be reserved for the
leverage ratio. An excessively lenient leverages naould not be effective in preventing excessive
risk accumulation and potentially destabilising edelraging, but an excessively tight ratio could
constrain loan provision, at least temporarily.kifig the leverage ratio of 3% contemplated so far,

413 Cf. Recital 94 of Regulation 575/2013.

414 Basel Committee on Banking Supervision, Basel Basel Ill leverage ratio framework and disclosure
requirements, January 2014.

4> Another problem can follow from the fact that detive exposures are not reported anymore where
“netting” is possible, meaning that the amount efivhtive exposures is not apparent to the outgité®: to
supervisors) anymore; cf. Hoenig, T. M., speecthatNational Association for Business Economicgh30
Annual Economic Policy Conference, Arlington (VR4 February 2014, http://www.fdic.gov/news/news/
speeches/spfeb2414.pdf; accessed: 24 June 2014.
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however, there appears to be a low risk of creafitraction if business yielding low profits is iact
reduced. Already today, many institutions mostyiwe in the traditional credits and loan business
comply with this leverage ratio. For example, arent Bundesbank report shows that 38 smaller
banks in the sample have a mean leverage ratio.3%o 4along with a capital need of only
EUR 4.2 billion. The eight large banks in the slEanpowever, fall behind with a mean leverage ratio
of only 2.2% and a capital need of EUR 37 bill{éh.Against the backdrop of these figures, the risk
of credit contraction should exist only if the lexge ratio were set much higher or if it were
introduced abruptly.

1597.The EU’s willingness to examine setting a bindiegdrage ratio must be welcomed overall.
The Monopolies Commission welcomes in particulae BBasel Committee’s efforts to develop
uniform calculation methods based on market coasatis in order to avoid, for example, distortions
of competition due to different accounting standard That said, the Basel Committee’s
recommendation of a leverage ratio of 3% appeagsiypgenerous towards the banks, particularly on
the basis of the definition revised in January 204Hich tends to lead to higher leverage ratios. A
leverage ratio of 3% is also more lenient that whany experts are calling for. For example, the
Council of Economic Experts advocates a leveragi® & 5% based on the original Basel |l
criteria’*’ The Scientific Advisory Council has recommendedoa-risk-weighted capital ratio of
10% without this ratio, however, accommodating hffance position8® Other financial market
experts recommend a leverage ratio of 20 to 3§%Even though the recommendations cannot be
compared directly as they define the leverage differently, there is a more or less uniform dalla
leverage ratio above 3%. The Monopolies Commisgiors the voices calling for a tighter leverage
ratio. It also emphasises that the leverage gtmuld be introduced as a definite element of the
minimum prudential capital requirements' @illar).

— Bail-in bonds (Contingent Convertibles or CoCes)

1598.Another newly introduced instrument consists in #Hferementioned bail-in bonds, which
render other instruments so far recognised asITaapital superfluous and supplant thi&MhBail-in
bonds are hybrid instruments as they securitissidritcapital that meets certain conditions and is
converted into equity only in the event of a triggeent (debt equity swap). Unlike other convéetib
bonds, this conversion takes place without anyooptib choose. The newly introduced bail-in bonds
provide the possibility to banks — as mentionedvabe to obtain common equity where this cannot
happen on the market due to a crisis and risk cotlidrwise only be reduced by dint of fire sales.
Thus, they are countercyclical capital instrumehtst functionally complement the countercyclical
buffer. In the reporting period, banks have alyeiadued bail-in bonds to a considerable exignt.

1599.Introducing bail-in bonds is a step to be welcorfmdhe reduction of systemic risk — and, thus,
the implicit guarantees existing for systemicajevant banks. That said, the statutory desighef
instrument in the EU must be greeted with reseswatilt must be considered, in particular, thateoth

4% These ratios are based on the definition of therkge ratio in the consultation paper of June 281@®

should be higher following the redefinition of Jamy 2014. Cf. Deutsche Bundesbank, Ergebnisse des

Basel Il Monitoring fuir deutsche Institute. Stiagt30. Juni 2013, March 2014.

Cf. Council of Economic Experts, Annual Economigpert 2011/2012, supra, para. 294.

Cf. Scientific Advisory Council at the Ministry diconomic Affairs, Reform von Bankenregulierung und

Bankenaufsicht nach der Finanzkrise, supra.

49 Cf., e.g., Admati, A./Hellwig, M., The Bankers’ WeClothes: What's Wrong with Banking and What to Do

about It, supra, pp. 179, 182.

Articles 51 ff. of Regulation 575/2013. Regardiiis instrument, see already previously, e.g.o@dals,

C.W./Herring, R.J., Why and How to Design a Conting Convertible Debt Requirement (2011),

http://ffic.wharton.upenn.edu/fic/papers/11/11-4;, pdcessed: 24. June 2014.

421 Cf. Osman, Y., Impfstoff gegen Finanzkrisen, Hdsldatt, 11 April 2014 (2013: USD 14 billion; Jamua
April 2014: > USD 20 billion). According to thetale, however, bonds with temporary write-downe ar
increasingly popular instead of convertible bonds.
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banks may hold these bail-in bonds. In this csepbonds would not fulfil one of the core funcgon
of this category of bonds, i,e0 allocate the banking risks to investors outgltke banking sector.
Thus, if a bank were to default, the authoritiealdaot order conversion without having to fearttha
the risks spread to other bariks. Thus, bail-in bonds contribute little to reducisgstemic risk and
implicit guarantees. It will be necessary to monito what extent banks will invest in the bail-in
bonds of other banks. If necessary, the EU rutesild be supplemented with a limit on the bank
holdings of bail-in bonds.

1600.In addition, it would have been preferable to rdiee common equity Tier 1 ratio to 6% and to
prescribe bail-in bonds only as an additiomastrument that does not count towards the tagital
ratio. This would have allowed the bail-in bondsfally meet the function of an additional buffer
applying already if the total capital decrease®Wwehe statutory minimum. Under the current rules,
the buffer function is only relevant in case theecoapital ratio drops. Thus, in the case of gget
event, only a shift takes place from the additiocapital to the common equity capital, but no
strengthening of the total capital.

A bail-in bond prescribed for a drop in the totapital ratio could be designed with regard to syste
crises if the existence of a systemic crisis weken into account beside the drop of the common

equity ratio?*

— Limit on large exposures —

1601.In April 2014, the Basel Committee also publishedtandard for large exposures, which is
supposed to apply as of 2019 and which providea fgeneral limit of 25% of a bank’s Tier 1 capital
towards a single counterparty or groups of conmectunterparties. A stricter limit of 15% of a
bank’s Tier 1 capital will apply to exposures betwebanks that have been designated as global
systemically important banks (G-SIB%§. These limits supplement the authorities’ powerghie
context of the banking union to limit the amounimierbank liabilities relevant for the bail-in 166°
They will apply independent from the rules regagdinpossible resolution.

1602.The present standard is intended to contributeht reduction of contagion risk due to
connections between banks. The establishmentabf exposure limits appears reasonable since the
connections between banks can increase systernicaisiderably. However, banks can also acquire
an interest in other banks through non-bank stdléigs. Consequently, the present exposure limits
only seem useful as an additional instrument.

Putting the rules into the regulatory context

1603.Regarding the issue of implicit guarantees, thatalapequirements established so far must be
assessed also in conjunction with the other rulppased to prevent the use of implicit guarantées.
any event, it must be acknowledged that one wily dre able to get close to risk-adequate capital
requirements because the risks leading to systiengiortance and, thus, to the emergence of implicit
guarantees can be associated with any possible ipdetactions with other market participants.
However, together with general banking regulatibe, capital rules should at least exclude that ®ank
can shift the risk from their core business — ttavigion of loans — to the State and, thus, thpdgzr.

1604.The will of the political parties is that currerggulation should chiefly ensure that, beside
equity holders, only outside investors with investts exceeding EUR 100,000 are fully liable if a

422 Cf. Krahnen, [2013] BB No. 42, Die Erste Seite.

423 gee Rudolph, [2011] ZHR No. 175, 284, (313).

424 Cf. Basel Committee on Banking Supervision, Suisery framework for measuring and controlling large
exposures, April 2014.

42> Article 27(4) SRM Regulation; Article 44(2) lastrgence BRRD and above para. 1504.
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bank defaults. In contrast, outside investors ¢deprs) with investments of up to EUR 100,000
should not be liable. This objective can only beiaved without State liability — according to wieat
said abov&® — if the available capital and the other availdhleds (from deposit insurance, minimum
reserve, etc.) are sufficient to pay the non-lia@posits in the amount of EUR 100,000 to theidets
investors in the event of the bank’s default, andesolve the bank without putting systemic stabili
at risk. It is questionable, however, whether phhesent capital requirements are sufficient in that
respect. Present regulation is based on an ailyitdnosen total capital figure defining the eatir
regulatory capital. The buffers and the leveragmrare not clearly aligned with the liability casle
either. Given that the existing rules still cooteiwith fair value accounting, it cannot be ruled that
risks are weighted too leniently with regard to asgible crisis, and that capital will be therefore
insufficient.

1605.In addition, it must be taken into consideratioattfaside from the capital rules, banking rules
exist that may vary across Member States. It dabaauled out that these rules have an impact on
the banks’ “structural” risk profile. For exampieémust be assumed that the introduction of a dual
banking system could require higher capital prawisi for the universal banks’ separated, risky
business divisions, taking into account that thekbavould no longer be able to cross-subsidisesthes
divisions. It is still unclear, however, whethbetcurrent capital rules sufficiently accommodéaie t
remaining leeway for the design of the bankingeaystin the Member States.

Liquidity requirements

1606.The financial crisis has demonstrated that riskdif@ncial stability can emanate not only from
insufficient capital, but also from insufficiengliidity. The Basel Committee took this into acdoun
already when it published its general principles lighidity in 2008**’ When publishing the
framework rules of Basel fi®in 2010, it broadened these principles by mearsewéral standards to
monitor liquidity risk and two quantitative minimustandards concerning the provision of liquidity,
the minimum liquidity ratio (Liquidity Coverage Ra} and the structural liquidity ratio (Net Stable
Funding Ratio). Both liquidity figures addresdfeliént time frames.

— Liquidity Coverage Ratio —

1607.The minimum liquidity ratio (Liquidity Coverage Rat- LCR) concretises the liquidity buffer
that was introduced in the context of qualitativpiidity principles. It is intended to strengthére
short-term resilience of the banks’ liquidity ptefiand to ensure that the banks can respond to thei
short-term payment obligations. To that end, ttuekis are expected to preserve a sufficient amdunt o
unencumbered highly liquid assets that cover aitl#se net payment obligations over a period of
30 days under the conditions of a liquidity stressnario. The following formula applies:

Stock of highly liguid assets
LCR = f highly liq

>
Total cash outflows — Total cash inflows (max.75 percent) —

1608.The numerator of the LCR is composed of an ingittg total volume of highly liquid assets.
Assets are generally accepted as highly liquitiéf/tcan be sold with low value losses, if any, loa t
market even in stress situations. Originally, stidction was made between highly liquid Level-1
assets (e.g., cash, claims towards the central, lsanvkreign bonds) and highly liquid Level-2 assets
(e.g., creditable company debt certificates aneiEd bonds with a minimum rating of AA-). After a
revision by the Basel Committee, the category ofel-2B assets (e.g., creditable RMBS, company

426 gee Sections 3.6.1.1 and 3.6.1.3 above.

427 Cf. Basel Committee on Banking Supervision, Pphes for Sound Liquidity Risk Management and
Supervision, September 2008.

428 Cf. Basel Committee on Banking Supervision, BéiseBasel IlI: International framework for liquity risk
measurement, standards and monitoring , Decemki€r. 20
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debt certificates with a minimum rating of BBB-gditable ordinary stock) has been added, though
without the national authorities being required@oognise these asséts. Regulatory caps apply to
the recognition of Level-2 assets. The total afhly liquid assets may consist of up to 40% of
Level-2 assets, at least 15% of which may be Leehssets. In addition, the assets are only eckdit
with a discount on their market value. The dis¢aumthe market value of Level-2A assets is 15%,
and the one on the value of Level-2B assets is @5%0%.

1609.The LCR denominator is derived from the proportadrthe payments made to the payments
received, though the latter are only recognisaaptto 75% of the total expected payments made. The
payments made are derived from the unsettled bedaot the different categories of liabilities and
off-balance engagements, which are each multiphiéd run-off factors oriented at the probability
that these factors will be used. The expected paysnreceived are derived from the unsettled
balances of the different categories of contractlaims that are each multiplied with a factor
reflecting the expected probability that the paymeill indeed be received. In the context of the
aforementioned Basel Committee revision of the L@¥&,original amount of some run-off factors for
payments made was reduced. For example, depesitsesl through deposit insurance may be taken
into account with a run-off factor of only 3% ireli of 5% in the future. The result is a reductibn
net payments received, meaning that banks mustveetess highly liquid assets in order to meet the
LCR.

1610.In the EU, it is planned to gradually implement H@R until 2019°* As from 1 January 2015,
an LCR of 60% will apply. This LCR will increasg h0% every year, meaning that an LCR of 100%
must be met as of 2019. In times of stress,persnitted to fall below these minimum requirements
order to secure financial solvency.

The LCR has only been defined vaguely so far anesgentially still subject to implementation by
way of a delegated act to be passed by the Eurdpeammission until 30 June 2014. Up to then, the
requirements for the design of the LCR should bestised. In the meantime, EBA has presented a
recommendation for the definition of highly liquédsets to the European Commission. According to
it, sovereign bonds, in particular, should be reisgd as Level-1 assets. Various forms of covered
bonds, RMBS, company debt certificates, ordinargret as well as securities issued by the State
should be classified as Level-2 assets to whiderifit discounts appf§:

1611.The (still) vague definition of the LCR in the Réafion differs from the Basel Committee’s
recommendations notably in regard of two elemer® the one hand, the Regulation foresees a
slightly accelerated schedule for the introductoérthe LCR in the EU. Already in 2018, the LCR is
supposed to apply 100% although the European Cosioniss entitled to adapt this time frame to the
one of the Basel Committé&. On the other hand, the EU limits the recognisietili liquid assets
further than the Basel committee and focuses maonlysovereign bonds. It explicitly does not
recognise the assets of investment firms, insuramodertakings or (mixed) financial holding
companie$®® This has as its result that sovereign bonds gelatively more importance in the
calculation of the LCR. Apart from that, the Regjidn does not comprise an exclusive list of the
recognised highly liquid assets. The EBAs abowmtioned recommendations, in contrast, limit the
divergence from the Basel Committee’s recommendatand must be welcomed in that respect. The
European Commission’s final definition of the LCHstill outstanding.

429 Cf. Basel Committee on Banking Supervision, B#$eThe Liquidity Coverage Ratio and liquidity Ks
monitoring tools, January 2013.

430 Articles 411 ff. of Regulation 575/2013.

431 Cf. EBA, Report on appropriate uniform definitionisextremely high quality liquid assets (extremely
HQLA) and high quality liquid assets (HQLA) and operational requirements for liquid assets under
Article 509(3) and (5) CRR, 20 December 2013.

432 Article 460 and Article 461(2) of Regulation 57613.

433 Article 416 of Regulation 575/2013.
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1612.The introduction of a short-term liquidity figureittva view to creating a liquidity buffer must
generally be welcomed from a competition perspectia so far as this figure will contribute to
strengthening the resilience of credit instituti@msl, thus, to lowering or avoiding the systemgksi
potentially following from the insolvency of thesiitution. The strengthening of the resilience of
systemically relevant institutions, in particulsvers the likelihood that State rescue measurb i
required to secure systemic stability, and so Iswvtlee value of implicit guarantees.

1613.Nevertheless, the Monopolies Commission takest@alrstance towards the LCR in its current
form. It appears appropriate, in principle, toradiuce this instrument gradually as this allows the
countering of potential shortages in highly ligaiskets, though a large number of German institsition
already comply with the LCR* However, material criticism is from a competitiperspective
related to the calculation methodology and the igpdf assets with regard to their liquidity — the
latter, in particular, in the EU Regulation.

1614.Further criticism is levelled at the distinctiontween Level-1 and Level-2 assets in conjunction
with the introduction of a regulatory cap of 40% foe latter. Since Level-1 assets basically insi
of sovereign bonds, banks are compelled as a nwftt@ct to invest in these bonds and to retain a
minimum reserve of sovereign bonds. In the EU Remun, this effect is reinforced further through
the still stricter limitations on the securitiexapted as highly liquid assets. In addition, nposxire
limit for banks vis-a-vis public debtors existstire EU — in contrast to the limits on other largedi
exposures. Hence, both the cap on Level-2 asedtsha definition of highly liquid assets result in
anothet® advantage for bonds issued by the State, whighéstionable in terms of regulatory policy.
This advantage results, first, in a direct distortof competition to the detriment of other debtamg,
second, in additional connectedness between thieskamd the State, instead of a decrease of such
connections. Also, if the EBAs recommendationgevenplemented, the questionable caps would

still apply.

1615.0nly partially, these concerns are alleviated inadmas the number of creditable Level-2 assets
is increased through the introduction of the categd Level-2b assets and the reduction of run-off
factors. It is true that the measures generalbyaior a more refined differentiation of Level-2sets,
and that they may hence reduce the amount of sgnebends in the overall portfolio of highly liquid
assets. However, this effect is restrained throthghcontinued existence of the 40% cap on the
Level-2 assets, which means that, overall, no n&jange takes place in relation to sovereign bonds.

1616.Apart from that, increasing the number of credeabkvel-2 assets is not without risk from
stability and competition points of view. As a ieatof fact, introducing the category of Level-2b
assets constitutes not only a revision, but partelso the dilution of the original definition alfie
LCR. The Monopolies Commission highlights in thantext that it must be ensured that the LCR is
designed in a way that it can fulfil its origind$jective to counter liquidity risks. Otherwise,times

of crisis, liquidity shortages could arise agaiatthould require the State to rescue banks inedistr
that are considered to be systemically relevantchvivould prolong the implicit guarantees to their
benefit. In that respect, the Monopolies Commissielcomes the works of the Basel Committee and
of the EBA to investigate the effects of the indival rules more closely.

1617.Finally, it must be noted that the introduction tfe LCR can also have unintended
consequences. An example would be the redeployaiergsets to highly liquid risk positions, which
might have negative effects on the provision oha In addition, highly liquid assets yield lower
interest, which could in turn impair the banks’reags situation and thereby counteract the effiarts
strengthen their capital base. This applies &lrtfore as competition for such assets, for example,

434 Cf. Deutsche Bundesbank, Ergebnisse des BaselMbhitoring fiir deutsche Institute. Stichtag
30. Juni 2013, March 2014.
3% See para. 1589 above (as to the capital rules).
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customer deposits, may be expected to incré&s&he gradual implementation of the LCR largely
addresses these concerns. Nonetheless, the &athehould monitor the potential consequences of
its introduction.

1618.All in all, the Monopolies Commission recommend® thse of the delegated European
Commission act to align the preliminary EU ruleghwihe final recommendations of the Basel
Committee in order to avoid distortions of intefaaél competition. In this context, the revisioh o
the list of highly liquid assets creditable in B should take priority. To abolish the preferefae
sovereign bonds, it would also be necessary tarseixposure limit for banks towards public debtors.
This exposure limit should be in line with the geahdarge exposure limit, meaning that it should no
exceed 25% of the creditable capffdl. In addition, taking into account the works of tBasel
Committee, the Monopolies Commission encouragesibodition or at least raising the regulatorily
doubtful 40% cap for Level-2 assets. Instead diseounts on assets with different liquidity and th
weighting factors should — if necessary — be medifin an adequate manner.

— Net Stable Funding Ratio —

1619.The structural liquidity ratio (Net Stable FundiRgtio — NSFR) is supposed to strengthen the
banks’ resilience through enhancing their mediumiang-term funding. In comparison with the
LCR, it targets a longer time period of one yedme objective is to ensure that the assets and
liabilities have a robust maturity structure, bypimsing the necessity to refinance capital tied up
long-term with longer dated funds than to dateisT$to limit the excessive reliance on short-date
financial instruments and to achieve a better eatedo of the liquidity risk of on- and off-balance
positions. The Basel Committee defines the NSFRhasratio of the amounts that are actually
available and required, respectively, to ensurelstaunding. The NSFR may not fall below a value
of 1% and 100% respectively and should be bindimgisoduced as of 2018 according to the Basel
Committee. The following formula applies:

Available amount of stable funding
NSFR = - — =
Required amount of stable funding

1620.The entire amount of the available stable refinagds calculated based on factors addressing
the stability of the refinancing sources, for ex@émpmmaturity, the type of refinancing, and the
counterparty® On this basis, the individual capital instrumeatsi liabilities are multiplied with a
so-called ASF factor lying between 0% and 100%r rEégulatory capital, for instance, an ASF factor
of 100% applies, for operational deposits only &FAactor of 50%. The entire amount of available
stable funding is the sum of the weighted amoufite required stable funding is derived from the
liquidity risk profile of the individual assets amadbank’s off-balance positions. These are midiipl
with a so-called RSF factor lying again between &d 100%. An RSF factor of 0% applies, for
example, to central bank deposits, one of 50% ¢oathove-mentioned Level-2B assets of the LCR.
The sum of the weighted amounts equals the totabiatrof required stable funding.

1621.In the European Union, the NSFR will at first netibhtroduced as a binding liquidity figure. In
particular, the EU does not take over the precefetion used by the Basel Committee. Instead,
credit institutions will only have to ensure thdorig-term obligations are adequately met with a
diversity of stable funding instrument§®. The European Commission will have the mandate, if
appropriate, to submit a legislative proposal ow tmensure that credit institutions use stablecasi

43 Cf. German Banking Industry Committee, Positiomspa zur Liquidity Coverage Ratio (LCR) fiir das

survey lcr-Ir-hearing am 10. Marz 2014.

437 Article 395(1) of Regulation 575/2013.

438 As to the following, cf. Basel Committee on BargiBupervision, Basel Ill: The Net Stable Fundingi®a
January 2014.

439 Article 413 of Regulation 575/2013.
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of funding?®*® Before that, EBA will report to the European Coission by 31 December 2015 on the
necessity and the impact of stable funding requer@s) if they are introduced. In addition, EBAlwil
submit to the European Commission appropriate nastho determine the amount of stable funding
and appropriate definitions to calculate theseirements.

1622.The Monopolies Commission is principally open todgathe introduction of an NSFR. It is by
no means certain that limitations on maturity tfamsation will have an efficiency-enhancing effect.
In addition, limiting maturity transformation caower the interest margin and, thus, the earnings
situation of institutions that are particularlyigetin this field, which in turn can make it morifigult

for these institutions to strengthen their capitase. In particular in times of crisis, howevée t
better maturity match should contribute to the ittgbof the financial system and reduce the
likelihood that banks have to make use of the ioipfjuarantees.

In contrast, the divergence and, at this poinjuesaess of the definition of the NSFR in the EU tmus
be criticised. To avoid distortions of competition the international level, it is of crucial impance

to avoid a special EU approach. In that regard,Monopolies Commission argues in favour of an
NSFR that is in line with the Basel Committee’samenendations. The transitional period until 2018
should be used to identify potential unintende@-stfects of the NSFR. In that respect, the wdrk o
EBA must be welcomed. It is, however, importaratths results influence the Basel Committee’s
final definition and do not simply lead to a diveng EU definition.

1623.The Monopolies Commission finally emphasises tha introduction of an NSFR will
necessarily have an impact on the competition betweifferent financial products, due to the
different weighting factors. On the one hand, ey competition and, thus, higher returns must be
expected for savings deposits and long-dated tiep@sits. On the other hand, one must also reckon
on less attractive conditions for bank customers thithe increased issuance of long-dated bank
obligations!** Some consider in particular the risk of incregsinedit cost to be a problem for the
German economy. It is argued that in the domdbtigmevalent system of bank-based company
financing, increased credit cost would hit compangarticularly hard and would put them at a
disadvantage in international competition. Thisuldomean that particularly the traditional banking
business would be hit, which exhibited relativebgity in the financial crisis.

1624.This argument can be rebutted as also German coegpaan principally resort to capital-
market based financing although such financingillsusmiderdeveloped on the domestic market. The
NSFR may lead to shifts in that regard, but it dogtsentail a permanent competitive disadvantage fo
German companies. In addition, earlier crises detnated that the credit business is not safesger
than the capital markets business. The argumemtens focused too one-sidedly on passing
problems. Potentially rising credit costs showalther be viewed for what they really are: theefar
tighter regulation and a more stable banking systEnom a microeconomic perspective, this may be
disadvantageous for the individual market participa=rom a macroeconomic perspective, the higher
costs must be balanced against the benefits ofra mbust banking system They are eventually part
of the price of releasing the taxpayer from itbility for the banks.

3.6.2.2 Further regulatory limitations on trading activitie

1625.In connection with the financial crisis, varioushet legislation was discussed and partially
introduced, the following rules appearing to be thest relevant, i.e.: (i) limitations on leveraged
finance (through debt/debt derivatives) beyond ¢heital rules, (ii) limitations on remuneration

incentives for speculative business, and (iii) &ldsolimitations on the overall business as a last
resort.

440 Article 510 of Regulation 575/2013.
441 Cf. Hither, [2013] ZfgK 23 (28).
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Limitations on leveraged finance

1626.Leveraged finance can — broadly — be defined asvatirod by which the exposure of deposit
risk or deposit-like risk is increased whether thglo borrowing or leverag&? Forms of leveraged
finance are in the foreground of the rules supplging capital regulation, including the rules on
so-called shadow banking activiti#3.

1627.The initial point is the following: Financing caake place using bank loans or money- or
capital-market financing. Bank loans are the traal way for private and corporate customers to
obtain outside capital financing. The capital iegments discussed in the section above create an
obstacle for banks to leverage their capital tgstesnically unacceptable degree in their credipgup
However, in lieu of bank loans, also securitiesn@i®) and credit derivatives (e.g., CB¥$pr other
derivatives (e.g., standard options, certificates) be used for financing or refinancing purposes.
Structured products (e.g., ABS, CDO) can be usettatache risk. The risks connected with such
instruments, however, are not covered by existaqgtal regulation in all cases. In addition, these

is accompanied by transaction-related risks.

1628.The money and capital market instruments thatelevant in this context are primarily used by
larger banks and special institutions, much lesbysthe savings banks and the cooperative primary
institutions. This is reflected in the higher esomnc margins that particularly the large banks el
Landesbankeachieve in the relevant business. In the cumgarket climate defined by (decreasing)
State support, low central bank interest and lonkl@apitalisation, strong incentives exist to erggag
in this business§®

— Specific risks —

1629.The FSB sees patrticularly the following sourcesisi in the use of money- and capital-market
instruments:

e maturity/liquidity transformation,

* imperfect credit risk transfer, and

« leverage'®®

In the financial crisis, it became apparent thateyic risk results from money and capital market
transactions in particular where the supplier dredacquirer of financing pursue primarily specuhati
objectives (profit objectives), i.gf they do not seek, or do not do so exclusivieysatisfy concretely
existing demand for capital or to hedge risks a&lo If many market participants pursue speculative
objectives on the market, this can reinforce madestelopments and increase the risk of pro-cyclical
developments. In these cases, initially excedsiveraging and maturity transformatitekes place,
which allows higher returns to be achieved, befbeemarket overheats and counterparties drop out.
This can lead to panic selling on the relevant miadnd to a flight out of other still liquid market

442 Cf. Article 4(1) lit. v of Directive 2011/61/EU ohlternative Investment Fund Managers (AIFM), 0174,

1 July 2011, p. 1, which defines leverage as methmdwhich the “exposure of an AIF [is increased,]
whether through borrowing of cash or securities|eserage embedded in derivative positions or by an
other means”. German law [also] defines leverdgethce as “Leverage”, 8§ 1(19) No. 25 KAGB.

443 See Directive 2011/61/EU, OJ L 174, 1 July 2011,;fEuropean Commission, Proposal of 7 Februaiyl 20
on European Venture Capital Funds, COM(2011) 8é@lfiand already previously Joint FSF-CGFS
Working Group, The role of valuation and leveragg@iocyclicality, March 2009.

4 Cf. § 165 SolvV.

4> gee critically on the market situation: Council Bfonomic Experts, Annual Economic Report 2013/14,
supra, para. 371.

446 Cf. FSB, Shadow Banking: Scoping the Issues, AkBeaund Note of the Financial Stability Board, 12
April 2011, p. 3.



Chapter VI « Financial markets 603

(so-called feedback loops). In addition, risks dmckfire unexpectedly if they were transferred
incompletely or only seemingly to other market jggants.

1630.The money market is particularly vulnerable to sdelelopment$!’ The money markets have
a large volume worldwide — the average quartertpduer of the euro money market was roughly
EUR 75 trillion (EUR 75,000,000,000,000) in 202.Money market activities include overnight and
time deposits, securities lending and securitipsinehasing transactions (rep#§)and other (short-
dated) transactions involving securities, derivedivand central bank facilities. According to the
FSB’'s findings so far, the market participants ymeticularly securities lending and securities
repurchasing transactions to create credit-likeilltees. Such credit-like transactions createuidity,

but they come along with the transaction-based riscribed above beyond the typical risks of tredi
supply?*® Given their high liquidity, a risk exists in theoney markets, in particular, that the markets

dry out quickly if market confidence shrinks herdroother markets.

1631.As central financial intermediaries, the banks exposed to the aforementioned risks to a
particularly large extent. The risks on the momegrket can threaten their survival the more the
business model lacks equilibrium and the more #ekd refund their business through the money
markets (cf. the notorious case of HRE). This mwobhas somewhat abated in the meantime due to
the new capital and liquidity requirements. Reaegulation has also lowered the risk that flawed
risk valuations are used for money and capital etadperations. The capital requirements were
increased, the requirements for the ratings offtral instruments were tightened. In relation B8SA

the issuer is required to retain risk in the amooin% of the nominal value of the securitised
claims®! That said, banks can be exposed to risk alsagffrdheir business relations with hedge
funds and other market participants that are nbfesti to banking regulation. Hedge funds, for
instance, use short selling, i.e., they sell boa@vinancial instruments that they have still touioe

at the time of delivery. Banks act as prime brekéat offer bundles of services to hedge funds, fo
example, loans and securities settlement ser{i¢es short selling transactions, this implies, amon
others, that they rehypothecate unencumbered assetgable the hedge funds to hand back the
borrowed financial instruments. To the extent thatbanks use customer assets for that purpadse, th
can create stability risks, for instance, if thestomers are unsure to what extent the bank has
rehypothecated the assets available to it. Furtlslis of contagion emanate from inadequate
valuations of collateral and the connections tceptimarket participants through transaction chains
where collateral is being re-used.

1632.The risks of money and capital market transactamesmore difficult to assess if they relate to
financial derivatives instead of plain securitieBerivatives are polymorphic financial productsttha
serve different purposes. According to the Banlfiiternational Settlements (BIS), the nominal ltota
volume just of the outstanding derivatives consdhat were not traded on any exchange (Over-The-
Counter — OTC) amounted to more than USD 710dnl§USD 710,182,000,000,000) at the end of

47 The risks referred to in para. 1629 are incredmeso far as transactions occur requiring the usa o

counterparty and there are transparency and int@ymaleficits; see European Commission, Proposal of
29 January 2014 on reporting and transparency afriies financing transactions, COM(2014) 40 fjnal
and Section 3.6.4.2 below.
448 Cf. ECB, Euro Money Market Survey, November 2048 ihe basis of a panel with 104 credit institusijon
49 Repos are securities pension transactions basadshart-dated sale and repurchase agreement saddru
interbank trade to provide excess liquidity — onersely to obtain liquidity.
Cf. FSB, Strengthening Oversight and RegulatioSlehdow Banking — Policy Framework for Addressing
Shadow Banking Risks in Securities Lending and Re@6 August 2013, pp. 4 ff.
Article 405 of Regulation 575/2013. This provisis complemented by other requirements for ABScihi
the market participants, however, consider to bestdct; see Sections 3.8.1, 5.6.1 below.
In German law, see § 31 KAGB. In some market sggs the business is shifting to specialised fir@n
service providers with a banking license due tdtifietened regulatory requirements.
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December 201%° The worldwide Gross Domestic Product (GDP) wasninally roughly
USD 73 trillion at this timé>* When making this comparison, however, it mustnbeed that the
nominal volume does not define the economicallgwaht volume of the derivatives markets as the
nominal amounts do not actually flow between thetiarting parties in the case of most derivatives.
A more telling indicator consists in the gross nedrikalue, which shows the value that derivative
contracts would have if they were evened up antedeimmediately. At the end of 2013, the gross
market value of all OTC derivatives amounted to USR7 trillion, i.e., to less than 3% of the
outstanding nominal valu&> That said, the total volume of derivatives coctsavas substantial also
in this regard.

1633.Derivatives are financial instruments by definititimat shift risk independently from the
underlying business transactions. The risks ddawe to be linked to the business of a counterpart
either. This means that different risks can belgmbdn a derivative and that risks can thereby be
rendered marketable that no one would accept if there seen in isolation. The flip side of this
business is that risks (in isolation or pooled)taaasferred into the financial markets and alledab
any participants in the financial markets. Furthiee polymorphic structure and the complexityha t
instruments and transaction chains create consildenaformation asymmetries. The complexity of
the derivatives business has led to high concémtraind to the central market position of individua
derivatives traders (the two being related to eatbler, but having to be considered separafély)n

the EU market, the 14 to 16 largest derivativeddra on the side of the banks play a prominent role
A larger number of systemically relevant banks aod-banks can be regarded as super-spreaders of
systemic risk. This includes primarily the derivas traders that are bilaterally connected to the
largest extent and that all belong to the systelgiGamportant banks on the global level (G-SIBs).
That said, also several non-banks have large expsSi

1634.In the derivatives business, interest derivatiiay p particularly prominent role, though their
systemic risk potential is considered to be lowpéesally interest swaps). Interest derivatives
currently make up more than 82% of all outstanddigC derivatives. Following the financial crisis,
however, credit default swaps, i.e., CDS, are niorthe focus of regulatof$® At this point, only
nearly 3% of all outstanding OTC derivatives areSC{2007: 8.75%). The systemic importance of
CDS should have decreased. According to the fgedof the European Systemic Risk Board (ESRB),
however, the CDS market is very concentrated aseros the counterparti®. In 2012, the credit
default protection was sold by banks in 88% of ¢hses, the ten most active traders accounting for
73% of the gross sales. The buyers included héduis (40%) and asset managers (33%), banks
(18%), and other financial service providers.

453 BIS, Amounts outstanding of over-the-counter (OT€jivatives by risk category and instrument, cufrges

of 8 May 2014. OTC trade has so far been more itapbthan the trade through multilateral or exg®an

platforms, where the platform provider itself prbes also the derivatives; cf. European Commission,

Decision of 1 February 2012, M.6166, Deutsche BBI'$&E Euronext, paras. 60, 217 ff.

Cf. World Bank, World Development Indicators, hitgata.worldbank.org/data-catalog/world-developthen

indicators; accessed 24 June 2014.

Cf. BIS, Amounts outstanding of over-the-count&T(C) derivatives by risk category and instrument,

current as of 8 May 2014.

456 cf. Blundell-Wignall, A./Atkinson, P., Global SI§| Derivatives and Financial Stability, [2011] OECD

Journal: Financial Market Trends No. 1, pp. 167-200

See also Section 3.7 below in that context.

Article 2 Abs. 1 lit. ¢ of Regulation 236/2012 short selling and certain aspects of credit defawthps,

0OJ L 86, 24 March 2012, p. 1.

49 Cf. ESRB, Assessing Contagion Risks from the Cx8Kdt, Occasional Paper No. 4, September 2013. The
term counterparties is used for the parties to rivative contract; see Article 2 No. 8, 9 of Redida
648/2012 on OTC derivatives, central counterpadies trade repositories (EMIR), OJ L 201, 27 JWg2,

p. 1.
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1635.Credit default insurance products can be tradentr&gy to other insurance products. Financial

market participants can acquire them to hedge iegistredit risk as well as to speculate on the

materialisation of the risk and to secure a righpérformance under that condition. Hence, CDS are
an instrument that serves primarily hedging or gfaive purposes. The use as a financing tool is
closely linked to these two functions.

1636.CDS come into play in multifarious transactionsanBs use these instruments traditionally in
proprietary trade, for market making, and for hetlg@saction. The types of connections through
CDS are multifarious as well. Hedge funds andtass@agers are potential investors in the secsrritie
issued by banks (e.g. convertible bonds, ABS) a&d@DS to hedge against market risk. Apart from
other banks, however, they are also potential @patties whenever banks seek to hedge their own
CDS. The ESRB estimates that contagion risk ihrdspect has decreased since 2008. Nevertheless,
it still sees the danger that the large volumeheflarge market participants’ gross (and net) exass

in relation to their capital can lead to signifitalomino-type contagion effects. In that regarthkes

the view that the contagion effects are triggereonarily through direct exposures and non-
contractual relations, not through CDS. That sthid,polymorphic structure of CDS transactions and
the unsatisfactory degree of information constitatanajor obstacle for assessing the risks and
developing solutions. Besides, market opacityl$® another factor contributing to the increase of
risks. The relevant risks can threaten the firgnsiystem and thereby reinforce the implicit
guarantees to the benefit of market participangosed by means of CDS.

1637.Difficulties arise if one attempts to assess tls&siof several newer business fields that are
mentioned with regard to systemic risk. In thaspect, problematic developments are reported
particularly from the United States where, howevalso German financial service providers
(including Deutsche Bank) partake in the relevamimess. In the EU, these businesses play a still
relatively modest role.

1638.In particular, the increase of so-called (leveraggéolvenant-Lite Loans may be accompanied by
risks*®® These are leveraged loans where the capital tmveslimited in its credit control because
traditional clauses, for example, imposing debtirogs or with regard to the debt burden level are
lacking. Originally, demand for such loans cameegally only from creditworthy undertakings, and
they were popular particularly in the private eguiiusiness. Meanwhile, however also other
borrowers use these products. Thus, the markegtoaen even though the creditworthiness of the
borrowers or the quality of the loans has increasdihe with that. Potentially systemic risk fols
from the securitisation of such loans, among othiér®ugh the portfolios of structured instruments
(CLOs)*®* Thus, there is a risk that obscure risks willindee accumulated in structured products, as
had already been the case in the run-up to thetrdioancial crisis. At the end of March 2014, the
volume of outstanding CLOs in Europe amounted t&REI97.5 billion*®?

1639.Another business field that has been opened thrthglmitiation of central clearing for OTC
derivatives is so-called collateral transformafidh. For clients wishing to execute derivative
transactions through a clearing house, but notnigalionds or other collateral of sufficient quality,

460 Besides, discussion currently centres mostly coasied PIK Notes, i.e., notes where interest ispaid in

cash, but by new notes (PIK = Payment In Kind). g&tding the sum of the loan, however, these
instruments do not constitute leveraged financéchvis why PIK Notes are not dealt with in this text.

CLO = Collateralized Loan Obligation, i.e., a typeABS where the underlying portfolio (“underlg®) is
composed of corporate loans (CDO, in contrast: ritées).

462 Cf. AFME, European High Yield & Leveraged Loan Rep 1Q 2014, p. 2, http://www.afme.eu/WorkArea/
DownloadAsset.aspx?id=10720; accessed: 24 June 2014

See, e.g., Heismann, G., Collateral Transformatideues Risiko im Finanzsystem, Finance, 8 February
2013; Keoun, B., Big Banks Hide Risk Transformingjl&teral for Traders, Bloomberg, 11 September 2012
moreover European Commission, Communication, Shkia#lanking — Addressing New Sources of Risk in
the Financial Sector, COM/2013/0614 final, 4 Sefiten2013, Section 3.3.
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several banks offer to take over such clients’ legugality collateral against a fee and provide them
with collateral of a better quality in return, whiwill be accepted by the clearing house. If thent
defaults at a later stage, however, the clearingséawill turn to the collateral made available tto i
whereas the bank will only be able to take recotmsthe collateral it has previously accepted. In
addition, banks conducting such collateral swaps fagquently invested as shareholders in the
clearing house€* The swap thus creates an illusion of systemibilifia that does not exist.
Transactions of this type can reinforce not onlg thplicit guarantees for globally systemically
relevant banks, but also potential guaranteeshforctearing infrastructuf®® Market surveys by the
central banks in the United States and Europe, Yenvelo not indicate a substantial increase of
collateral transformation.

— Proposed solutions —

1640.A claim suggesting itself is to use prohibitionditoit the systemic risk associated with money-
and capital-market based leverage finance of plkttythe more so if the respective instruments are
used speculatively. Indeed, after the eruptiotheffinancial crisis, many and also prominent veice
claimed that Europe must put a stop to stock exgdagambling and should “not shy away from
simply prohibiting certain types of business, faample, uncovered short-sales or over-the-counter
transactions with huge leverad®®. Prohibitions of this kind also have many suppwsrie the public.

1641.Prohibitions and constraints can indeed make sémdbe extent that leveraged finance is
associated with (potentially systemic) risks the¢ aot limited to the distortions of competition
following from implicit guarantees. High frequenirgding, for instance, was subject to restrictit;ms
prevent sudden drops in market value (“flash crpsiie to excessive trading activify. Similarly,
prohibitions were introduced to prevent speculaticeeleration of the drop in the market value of
securities or sovereign bonds caused by uncovedred saled®® In these instances, however, the
issue is how to avert systemic risks created imdeatly and by means of information advantages
through manipulative behaviour, and which can nialise regardless of whether the financial market
participant causing them continues to exist or riotthe case of implicit guarantees, in contrtstre

is a competition issue because the market partitspeecognise a bank’s systemic importance in
respect of its overall business relations and fbegeattribute a guarantee of survival to that bank
Legal prohibitions for certain types of trade aot @nough to remedy this problem.

1642.To counter the increase of implicit guaranteesugholeveraged finance in the market, a mix of
risk-limiting and transparency-increasing laws aadulatory action adapted to the individual case
seems to be more promising. This slows down @wallone to recognise any extreme market
evolution. Also, the necessary flexibility contesuto exist that is necessary to react to new
developments and to counter market disruptionsezhby a crisis.

1643.The expert group under its chairman Liikanen, whigAs put in place by the European
Commission, has worked out an adequate proposath adternative to the direct separation of risky

trading activities®™ The proposal provides for general risk limitatidior trading assets with non-

464 Cf. Fitch, Collateral Transformation Drives CehtEdearing Risks, press release of 14 June 2012.

465 Cf. ESRB, Central Counterparties and Systemic ,Ris&cro-prudential Commentaries No. 6, November
2013, p. 9.

Federal President Kéhler, as quoted from his speecan Economic Forum in Munich, Reuters, 29 April
2010.

Such a drop in market value occurred, e.g., onctbl®r 2010 at the New York Stock Exchange. As to
regulatory measures in this area, see, e.g., $ailt[2013] WM 596 (Germany) and Geier/Schmidt,
[2013] WM 915 (917-918); Teigelack, [2012] BB 13@1B64).

%8 Article 12 of Regulation 236/2012 on short sellamgd certain aspects of credit default swaps, ®8,124
March 2012, p. 1. In Germany, a similar prohibitexisted already from May 2010 to March 2011 (§ 30h
WpHG, old version).

Cf. Liikanen, E. et al., High-level Expert Group meforming the structure of the EU banking sedapra,
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risk-weighted capital requirements (calculated,,ergrelation to the total amount of trading asget
In addition, the authorities will have the compe®io require the separation of risky trading atéis
after the review of recovery and resolution plang dased on EU-wide consistent criteria. This
competence will be subject to accompanying obligestiand rules, i.e., the requirement of a clearly
structured review process for recovery and reswiufplans, the obligation to publish a reasoned
decision, and the introduction of sanctions to exéeparation orders.

1644.Taking into account that this proposal foreseetep-By-step process, it should be easier and
faster to implement than the dual banking solutigewise put forward by the Liikanen Group.
Further amendments to the existing provisions doappear necessary. The non-risk-based capital
buffer can be designed in a way that it neutralisescontribution of leveraged finance to the buifd

of implicit guarantees even though the calibratminthe buffer is complex. The case-specific
approach based on the proposal enables the aighddtacquire relatively precise knowledge of the
risk situation at institutions with extensive tnagliactivities and to adapt any further required sness

to the actual market risks, meaning that a schenadproach can be avoided. In addition, only
limited scope should be left to the banks to cireent the obligations applying to them after the
regulators have imposed such obligations. Thisiegppt least if the orders are directly executable

1645.To develop regulation further, the Basel Committee, FSB and the International Association
of Securities Commissions (I0OSCO) have recommetleel measures that have mostly already been
implemented in the EU and Germany or that are tong@emented. These recommendations are
framed generally, the systemic risk associated mitiney- and capital-market based leveraged finance
constituting the major focus over individual typefk transactions or financial instruments. The
organisations recommend, in particular:

e Measures causing the market participants to imptoe# risk management themselves (e.g.,
risk retention obligations);

« Measures to increase market transparency (stasdsiadi, reporting obligations, disclosure
obligations), and

* the introduction of Central Counter-Parties (CC®)aa essential complement to the market
infrastructures (clearing agents).

1646.In the EU, large parts of these recommendations telveady been implemented through
various Regulations and Directives. These promsian particular, foresee far-reaching registratio
reporting and disclosure requirements for investniiems and bank8”° Additionally, they impose
fundamental rules to be observed for the interisgklmanagement (e.g., governance rules, rulesen th
avoidance of conflicts of interedt). The risk retention rules applying to ABS are Hiigfited above.
These rules supplement the existing EU capitallatigun.

1647.In addition, several measures were adopted to dhifivatives trade, as far as possible, to
regulated trading platforms (including platforms tiird countries) and to unbundle the business
relations between the financial market participamscentral novelty is the clearing of standardise

p. 95.

470 See Article 1 of Directive [...]/2014 on markets financial instruments repealing Directive 2004/39/E
(MIFID 1), preliminary version of the legislativeesolution of the European Parliament of 15 Apfill2,
P7_TA-PROV(2014)0386, and the legislation quotedreh Articles 7 ff. of Regulation 1287/2006
implementing Directive 2004/39/EC, OJ L 241 of 2ofeenber 2006, p. 1; further Articles 13 ff., 23 ff.
27 ff. of Directive 2006/73/EC implementing Direai 2004/39/EC, OJ L 241 of 2 September 2006, p. 26.
As to the increase of transparency, see also $e8tt4.2.

471 Article 11 648/2012 on OTC derivatives, centralicierparties and trade repositories (EMIR), OJ 1,20
27 July 2012, p. 1; Articles 23-24 MIFID II; Arties 5 ff. of Directive 2006/73/EC.
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OTC derivatives through CCP: The central clearing obligation applies financiaunterparties
supervised in the EU as well as non-financial cerpdrties if the latter make use of derivativesaon
larger scale. The CCPs themselves have to meetefireed admission requirements and continuous
capital requirements as they constitute centrakatanfrastructures and may profit from an implicit
guarantee of their owH® For this reason, they are also subject to stringerganisational
requirements, business limitations, and rules adgmvernanc&* At the present time, the CCP are
being built up. When they are established, thdlyhei expected to actively support the risk contbl
the authorities and the market participdfitsFurther measures to unbundle business relatidtigca
the establishment of CCP, for example, rules onptioeision of services through other investment
firms or using contractually bound intermediari&s well as provisions on the protection of owngrshi
rights in the financial instruments or the monesttn investment firm has received from its cliéfits
To increase market confidence and as an elemerttilmaing to the neutralisation of implicit
guarantees to the benefit of market participamtdfding CCP), also investor protection systemsewer
established and the obligation was imposed on eopatties in derivative transactions to contriliote
so-called default funds, which are administeredhsyCCP’’ To the extent that the European rules
had to be transposed, they have been implemen@driman law in the meantiné.

1648.The Basel Committee and I0SCO recently publishedpart on the introduction of margin
requirements for non-centrally cleared derivatimesrom the end of 201%° The obligation to pay

such margin will be imposed on the potentially déifag party (supplementing the capital
requirements applying to the surviving party).

1649.To develop the individual competences of regulatirgher, the recently adopted EU
Regulation on markets for financial instrumentsiudes a separate chapter supplementing and
significantly broadening the authorities’ powerdrtervene in the marketing of financial instrunsent
in the individual case (so-called product interiemy*®°

1650.An evaluation of the proposed or planned measworesduce the problem of implicit guarantees
with regard to leveraged finance is only possiblevisionally. The development of money and
capital market regulation is much in flux.

Thus, it must be awaited, in particular, to seavimt extent the obligations for the clearing thioug
CCPs will be introduced for relevant transactiomsl groducts (particularly, repo transactions,
derivatives) specifically.  The central clearingdathe evening-up (“netting”) already done by
derivative traders as well as multilateral consalimh (“trade compression”) reduce the risk in the
markets. In addition, central clearing allows fogtter risk management and increases market
transparency. On the flip side of these advantdymsever, also new risks emefge.

472 Article 4 of Regulation 648/2012.

473 Articles 14 ff. of Regulation 648/2012.

47 Articles 26 ff., 36 ff., 47 of Regulation 648/2012

47> Articles 40 ff. of Regulation 648/2012.

478 Articles 26, 29 and Article 16(8), (9) MiFID Il;ricles 19-20 of Directive 2006/73/EC.

477 Article 42 of Regulation 648/2012.

478 See, particularly, the Finanzmarktrichtlinie-Unzsetgsgesetz (FRUG), BGBI. | 2007 No. 31, p. 1330.

479 Cf. BIS and I0SCO, Margin requirements for nontcally cleared derivatives , September 2013.

480 Articles 39 ff. of Regulation 600/2014 on markéts financial instruments (MiFIR), OJ L 173, 12 &un
2014, p. 84. In existing German law, see alsol§ WpHG and special provisions for individual orggms,
e.g., 88 215, 274 KAGB.

481 Cf. ESRB, Assessing contagion risks from the CDxket, Occasional Paper No. 4, September 2013 p. 3
(also as to problematic asymmetries in contradteseent); ICMA, FAQ on Repo No. 27 (February 2013);
http://www.icmagroup.org/Regulatory-Policy-and-Mat#Practice/short-term-markets/Repo-Markets/freque
ntly-asked-questions-on-repo/; accessed: 24 Jub; 2ifferentiating also: Zimmer/Fuchs, [2010] ZGB7
(616 ff.) (as to close-out netting).
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The banks, but also representatives of the reala@ng have raised the concern that the new rules
could reduce liquidity and constrain the financopgions for the real economy. These concerns stand
to reason. The Regulators, however, put up withsiptes constraints on liquidity provision as better
control of leveraged finance takes priority andgemerally accepted criteria exist so far to discern
unwanted speculation from macroeconomically dekdrétansactions in the individual case. At the
same time, it must be assumed that the relevansumnes will lead particularly to a reduction in
speculative leveraged finance. That said, thelatign must be framed and interpreted restrictively
and (i.e., limited to the necessary) in order toidwnjustified differentiations between different
investment segments and strategies and, thuseatiirunnecessary constraints on the financing of
the real economy.

1651.The Monopolies Commission shares the FSB’s view thgulation is all in all on a good
track®® It may be assumed that regulation will reducetesyic risk through the divestment of
business relationship, the improvement of risk ngan@ent, and an increase of market transparency.
That being said, it must be cautioned against slaic efforts concerning the further evolution o t
regulatory framework and the design of the indigldcompetences of supervisors. Concerns arise, in
particular, from the central position of banks anwh-banks in the derivatives business. Apart from
that, the establishment of systemically relevantketainfrastructures may give rise to additionalvne
problems (e.g., CCP, transaction registers). Hewethe money and capital markets are too
heterogeneous and develop too quickly for comprakienregulation to be within the realms of
current possibility. Aside from the implementatioithe recommendations of the Liikanen Group, the
highest priority appears to be that the rules aligwfor supervisory product intervention in the
individual case can be applied as soon as poséible.

1652.The Monopolies Commission underlines in this contbat the authorities must implement the
regulation forcefully and without delay. Indicat® exist that the rather far-reaching supervisory
intervention in the banks’ credit business togethith persistent regulatory loopholes in the money
and capital markets business is a driver for rdgnjaarbitrage. The volume of the operations not
attributed to the regulated business has increematihuously since the financial criéfé. Regulatory
supervision gains particularly high importance untigese circumstances. In consequence, not
necessarily more regulation is needed in the yeacome, but rather a coherent supervision of the
market participants’ implementation of the regwiati

Limitations of remuneration incentives (bonuses)

1653.In summer 2013, a reform of the European ruleshenatctivities and supervision of banks
limited remuneration incentives through variablenpenents of remuneration (bonuses) in a binding
fashion, and thereby tightened previous rdfés. Under the new rules, performance-based
remuneration of so-called risk takers (e.g., tradarust meet certain conditions and may not exceed
100% of the fixed remuneration. In so far as MemBgates allow deviations from these
requirements, the variable component of remunaratiay generally not exceed 200% of the fixed
remuneration. This provision is intended to remthesincentives for risk takers to take on excessiv
risk with an eye on their bonus. In the meantithe rules have been implemented in Germany, where

82 Cf, FSB, press release of 2 September 2013.

83 In that regard, it must be regretted that thevemie EU provisions will be applicable only from theginning
of 2017, Article 55 MiFIR.

484 Cf. FSB, Global Shadow Banking Monitoring Repotl3, 14 November 2013; Global Shadow Banking
Monitoring Report 2012, 18 November 2012; Shadowkizy: Strengthening Oversight and Regulation,
Recommendations of the Financial Stability Board,Qttober 2011, Annex 1. See moreover Sections 3.7
(shadow banking) and 3.8.1 (increase of capitaketdmancing) below.

48> Article 94 in conjunction with Article 92(2) of Béctive 2013/36/EU (CRD V). A non-binding prowisi
on remuneration was already included in Directi0Q&@76/EU (CRD III).
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a general limitation of managerial salaries hachkdiscussed in parall&l® In relation to banks, the
new rules complement or replace a large numberxatieg German rules on the remuneration
systems in the financial indust/.

1654.The increasingly stricter remuneration rules seeralteady have had an effect in the banking
industry, and not only with respect to risk tak&fsAccording to initial studies, there is a tendetwy
award variable remuneration to fewer employees @ndeduce its amount. In return, fixed
remuneration has been increased in some areasyfeenrd of other services with money value to
employees (trainings, pension contributions, flexitvork programmes) have been increased. It is
true that BaFin has meanwhile also objected toraéwércumvention attempts, according to press
reportsi®® On the whole, however, many banks take the view many affected employees will earn

less overall than before.

1655.The Monopolies Commission takes a cautious positiih regard to the new remuneration
rules. The rules seem to be difficult to handlEurther, it must be pointed out that risk takers
accumulating large systemic risks frequently condimancial transactions on international markets.
Against this backdrop, a provision applying exclef to European banks creates incentives to move
the relevant teams or operations (regulatory atpd). Finally, the employees’ disposition to incur
risks is not neutralised to the extent that they @at of motives that are independent from
remuneration incentives (e.g., promotions, apptiecip Apart from the remuneration rules, the
enforcement of the rules on the civil liability mgk takers should be tightened further in any case

Absolute business limitation

1656.Again and again, it is proposed in the discussioset absolute limits on the volume of banking
activities, in order to create an obstacle forghwrgence of “too big” banks (“too big to fail"J his
means that the business of banks should be linotedsize defined in advance by the balance shieet o
in relation to gross domestic prodd&. In Germany, these proposals are unlikely to meived
favourably at the present tini&. That said, they must also be viewed criticalypsolute limitations

on independent company growth and divestmentsse taey are exceeded are not compatible with

86 & 25a(5) KWG in the version of the CRD IV-Umsetgsgesetz. As to manager remuneration, an increase

of transparency is planned in addition; see CDUUG®d SPD, Coalition Agreement, 18th Legislative

Period, published on 27 November 2013, p. 17.
87 See, e.g., §8 25a(1) No. 4, 45(2)-(5), 53n(3)KWG, § 64b VAG; Ordinance of 6 October 2010 on the
Supervisory Requirements for Institutions’ Remutiera Systems (Remuneration Ordinance for
Institutions), recast on 16 December 2013, BGEI013 No. 74, p. 4270; Circular 18/2005 of the Feber
Financial Supervisory AuthorityBundesanstalt fur Finanzdienstleistungsaufsiet@aFin) of 20 December
2005 in the version of Circular 10/2012 (BA) of December 2012 on minimum requirements for risk
management (MaRisk); SoFFinfergitungsgrundsatze - Neufassung im Hinblick aa$ daFin-
RundschreibenFebruary 2010.
The European Banking Authority (EBA) adopted fimahft regulatory technical standards on criteda t
identify categories of staff whose professionalivdits have a material impact on an institution'sk
profile in December 2013, according to which qadlMe and quantitative criteria will apply in thagard
(EBA/RTS/2013/11). Thus, for instance, employeesimgng to the top 0.3% of all employees in view of
their remuneration, or who receive remuneratioreeding EUR 500,000 are considered risk takerstoAs
the instruments that can be used for variable remation, see Regulation 527/2014, OJ L 148, 20 May
2014, p. 21.
This problem is not limited to Germany; see EBAnBhmarking of Remuneration Practices at Union
Level, 13. June 2014.
490 Cf. Haldane, A., On being the right size, speefcBS0October 2012, p. 8 with further referenceshnbon,
S. in: Dittli, M., Das Too-big-to-fail-Problem igiréRer als vor 2008, Finanz und Wirtschaft, 10 Sapier
2013; www.fuw.ch; accessed: 24 June 2014. An absdlusiness limit applies to US banks already unde
Section 622 of the Dodd-Frank Act.
The same should hold for claims to divest banksdetely or to socialise them. See, e.g., Die kink
manifesto for the parliamentary electid@uqdestayin 2013, pp. 47-48. See also Section 3.6.1.2 @abov
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the approach of competition policy. Moreover, theeed loss of property in the case of divestitore
expropriation would also raise intricate basic tgtuestions??

3.6.2.3 Fiscal limitations on trade (financial market tax)

1657.The introduction of a financial market tax is aligcontroversial measure to reduce systemic
risk, which is particularly difficult to assess egding its market effects. The European Commission
presented a proposal for the introduction of arfaia transaction tax (capital transfer tax) withine
framework of enhanced cooperation on 14 Februat@#8 This legislation was addressed to eleven
Member States — including Germany — and will consedly affect approximately two thirds of the
fiscal and economic capacity of the EU. It purssegeral objectives. First, it is aimed at making
new financial crisis less likely by reducing thelatdity of the financial markets and curbing
transactions that do not enhance public welfareaddition, it is supposed to make the originatdrs
the financial crisis pay for the cost of the crisiad thus to remove the “fairness deficit” pereeiby
the public (“Gains are being privatised — lossesiadised”). Finally, it is supposed to generate
additional tax revenue without (further) fragmeagtthe internal market.

1658.The plan to introduce a financial transaction tad Hirst be supported vigorously in the
European Parliament and also in Germany. The @egna contrast, largely opposes the introduction
of such a financial transaction tax. The bankisgoaiations, but also several industry associations
from the real economy, point out that the financiais could not have been avoided if such a &k h
existed, as the crisis was not caused by traditiimancial products. In addition, they claim thhae

tax also would apply to transactions not associatéu any stability risks (e.g., transactions witfan
associated or corporate group, repo transactiGhsh order to avoid the charges of the tax, thekban
would either pass on the tax to the real econonmy @mall investors, or they would move their
business to trading venues where they could cireminthe tax (e.g., London, Luxembourg) and
which may not be sufficiently regulated (e.g., samea-European trading venues). In the longer run,
the financial industry and the real economy wouddweakened. Small investors would be heavily
burdened, particularly regarding retirement prarsi because pension funds redeploy their
investments up to four times a year. The damagdgieet@conomy would not be counterbalanced by an
increase in systemic stability since hazardousnassi activities would be taken over by internationa
investment banks, and since the liquidity exoduslctatself decrease the stability of the global
financial markets.

1659.0riginally, a so-called stamp duty was discussedrasilternative, i.ea tax that had already
been introduced by the United Kingdd. Such a duty would be triggered by the acquisitibn
shares of an undertaking seated in the participattember State, but it would bring about
competitive disadvantages for domestic market gipetnts. Similarly, the idea of a so-called finahc
activity tax, imposed on earnings, has not met witich success so f&f. Such a tax would provide
fewer opportunities to influence conduct than afficial transaction tax.

492 0On the issue of compensation in the event of hdinéstitures, see Zimmer in: Hellwig/Hofling/Zimmer

Gutachten E/F/G zum 68. Deutschen Juristentag, Mem2010, p. G 39.

European Commission, Proposal of 14 February 20t3a Council Directive implementing enhanced
cooperation in the area of financial transaction @OM(2013) 71 final.

Regarding repo transactions, however, stabilitigsicannot be excluded at all; see para. 1630 above

A stamp duty within the meaning of British lawagax on the trade with shares of domestic compgaatie
the stock exchange (“stamp duty reserve tax”); Beeopean Commission, Impact Assessment of 28
September 2011 accompanying the document Proposal Council Directive on a common system of
financial transaction tax (COM[2011] 594), SEC(2D1102 final, p. 4.

Cf. IMF, A fair and substantial contribution byetlinancial sector. Final Report for the G-20, J2040,

p. 66; similarly Schich, S./Kim, B.-H., SystemicnBncial Crises: How to Fund Resolution, [2010] OECD
Journal: Financial Market Trends No. 2, p. 90 {caity also with regard to the risk-related desafrsuch
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1660.Due to its character as a regulatory tax, the tir@rransaction tax necessarily interferes with
market development. Nevertheless, the regulatbjgctives have been defined only vaguely so far.
In that context, a balance must be sought betweeodnstitutional requirements for the design ef th

tax (Articles 104a ff. of the Basic Law) and theeimsts of undistorted competition (Protocol

No. 27f¥". From a competition policy perspective, the otdjecof reducing the systemic risk arising

from capital market transaction should be in thredgoound.

1661.Two starting points exist for the design of the: t&he tax revenue is formed by the product of
the tax base and the rate of taxation. To avostbdions of competition, the tax base should be
chosen in a way that the tax covers all capitaketatransactions of systemically market participant
to the utmost extent possible. Admittedly, a cetargument is made that the tax could not have any
steering effect if it covered all financial marlgarticipants and transactions. Here, however, no
attention is paid to the fact that a steering ¢ftam also result from the volume of the eventaal t
accrual. It does not seem to be advisable eithdifferentiate already at the tax base accordintpé

risk structure of the respective transactions. Thebase should be defined in such way that tax
liability is triggered with regard to all risky ansbeculative transactions to the extent possible.
Considering the risk structure of the individuarnsaction would complicate the tax regime without,
for example, being able to take adequate accouttteofe-appraisals of risk in the context of aisris

In so far as foreigh market transactions are irgdrid be subject to the financial transaction tasell

on the issuance principle, this must principallyviielcomed as it excludes areas where no tax duty
applies. This implies that a truly comprehensiae base is guaranteed. Nonetheless, it is highly
guestionable whether tax liability can be enforirerklation to foreign market transactions.

That said, an exception for transactions withirogporate group should be considered because these
transactions relate to cases — similar to the ueitring excepted under the proposed Directive —
where the relevant securities and derivatives atdraded on the market, meaning that stabilitigsris
accruing from such market activity can be ruled.“8uUtApart from that, only narrowly construed
exceptions for social reasons are acceptable fraongpetition policy perspective, for example, to
protect the value of consumer investments in prisdiac retirement provisions.

1662.The tax rate of the financial transaction tax stcae defined in a way that it countervails the
market disruptions in a crisis, and thus rendeesuse of implicit guarantees difficult. At the sam
time, the incentives to circumvent the tax muskégt to a minimum. In that context, it must beetak
into account that a broadly defined tax base mékesepeated taxation of multi-level transactions
likely (cascading effect). Moreover, the tariffisclissed so far lead to a considerable tax bumden i
particular in the case of high trading volumesreqtiently repeated transactions. Thus, the tax can
have a dampening effect whenever trend-driven amdcyclical herding behaviour threatens to
develop on the market. Equally, however, the &xlower the likelihood that particularly shortster
oriented market participants anticipate an impegdiubble and build up — anti-cyclically — a
counterpositiorf?”® This is because the tax reduces the volume amdiimber of financial market
transactions, but it does so independently fronrigleassociated with the transactions or exisiing
the market. To date, it is unclear which of the wifects would prevail in a crisis. That beingdsa
the positive effects of the tax on pro-cyclical k&irbehaviour could be increased by designingake t
itself in an anti-cyclical manner, i,eby raising the tax rate automatically in case exgefined risk
measure is exceeded (e.g., in the case of a signify increased trading volume). The fact that th

taxes). In this context, the word “earnings” mib&t understood broadly and can also include, e.g.,
remuneration and bonuses.

497 Protocol No. 27 to the Treaties, OJ C 115, 9 M2, p. 309.

9% On the issue of the acquisition of ownership esés by holding entities, see Frey/Bruhn, [2012] B3
(1766).

49 This is conceivable particularly in high frequenicade. That trade, however, is itself associatih risks;
see also para. 1641.
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tax is eventually passed on to the customers offittancial market participants can still be best
accepted in such a scenario, since the tax woubdribate to the short-term stabilisation of the
financial system in the case of a crisis. In addjtthe regulatory objective of reducing systensk
militates in favour of raising the tax rate for dimcial transactions the risk of which is inflated
artificially through leverage.

1663.0n the whole, however, the Monopolies Commissi@wei the financial transaction tax rather
critically — despite the steering effects that ganerally be expected. On the one hand, it caadyr

be anticipated at this stage that such a tax cdrpesbably will itself distort competition. It mube
expected that the affected entities will move thgiancial transactions into markets where the tax
cannot be enforced. The experience with the filmn@nsactions in France and It&fyand, earlier
on, in Sweden shows that this can lead to a signifiexodus or decrease of market liquitdity.On

the other hand, the expected positive effectsetdl should not be overrated. The dampeningtsffec
of the tax would become relevant particularly wheéhe financial market participants exhibit
panicking behaviour due to a crisis. Howevers iinmprobable precisely in that specific situatibatt
the relevant effects would be appreciable. lItlisgether questionable whether this tax is suited t
reduce the accrual of systemic risk — and therdiyy amplification of implicit guarantees —
significantly. In any case, the financial trangatttax should be embedded in a complete regulatory
framework that fundamentally strengthens the cemfi® of the financial market participants in
systemic stability by way of tightened capital riegments and other provisions (e.g., the
improvement of the institutional and deposit inswasystems).

1664.The International Monetary Fund has recently puivérd the proposal of a financial stability
tax, which may be an alternative that from a coitipatpolicy perspective could be considered under
certain circumstancé®? Such a tax would be triggered by the liabilitemsd other obligations
incurred by a bank, and consequently could absbhgb refinancing advantage that ensues for
systemically relevant institutions from such interoections, and that is not already neutralisethby
contributions to the resolution and insurance systas well as increased capital buffers (e.g., the
systemic risk buffers). Atax that is, for exampulalculated on the basis of the refinancing achgaed
identified through the analyses of the rating agnevould also absorb the competitive advantage
existing in the market participants’ view much mdreectly than the financial market taxes discussed
to date. Before such a tax is considered seripbshyever, it appears necessary to see the impact o
the already introduced bank regulation on the &xjsimplicit guarantees. In addition, similar
challenges should come along with the competitivegutral design of such a tax, regarding
systemically relevant institutions in other coussrior which are active cross-border, as would be th
case if a financial transaction tax were introduced

3.6.2.4 Sanctions

1665.Sanctions can be an effective means to providentivess hindering the development of implicit
guarantees. Public sanctions suggest themsehNmsks make their risk takers incur risks (through
bonus incentives), but do not make them participateccruing losses. However, large information
asymmetries exist between the parties to a transaand outside parties in the financial sectorictvh

%0 Article 5 of the French Law N° 2012-354 of 14 Ma2012; Decree of the Italian Minister for the Ecoty

and Finance of 21 March 2013; further, see MicRlenatzer, [2012] ORDO 85 (90) with a list of exigti

financial transaction taxes in large economies dvoide.

Wrobel, M.G., Financial Transactions Taxes: Thtermational Experience and the Lessons for Canada,

Background Paper BP-419E (as to Sweden); CoelhoDidging Robin Hood: Responses to France and

Italy’s Financial Transaction Taxes, 11 March 20%hlliard, J.-E./Hoffmann, P., Sand in the Chips?

Evidence on Taxing Transactions in Modern MarkeisJuly 2013.

%2 |MF, Global Financial Stability Report. Moving fro Liquidity- to Growth-Driven Markets, April 2014,
pp. 101, 124.
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can impede effective supervision significantlyhétrelevant employees are deterred from cooperating
in the detection of risk because of threateningtams. Therefore, the Federal Financial Superyiso
Authority (Bundesanstalt fir FinanzdienstleistungsaufsiehBaFin) uses primarily its preventive
competences to preclude conduct warranting crimioal administrative penalties already in
advancé€® The imposition of repressive sanctions only playsubordinate or minor role in the
context of prudential supervision, according to BaF

1666.The existing criminal rules are supplemented byoaeh provision concerning deficient risk
management posing a threat to the system (8§ 54arnjunction with § 25c(4a) and (4b) KWG).
Penalties can be imposed under these provisiotiseifacting individual contravenes an order to
remedy an infringement, and if this results inr@#h to the survival of the institution.

1667.1t is doubtful whether this threat of sanction gd$ to prevent behaviour that contributes to the
development of implicit guarantees, or to punisbthsbehaviour. The relevant provisions include so
many imprecise legal terms — despite their levedefail — that they can probably not be made
operationaP® They also do not take account of the varioussygfémplicit guarantee — for example,
it is entirely unclear what a “consistent risk s#gy” could look like with regard to the issue ¢bd
many to fail”.

1668.A threat of sanctions should immediately addreeaue of implicit guarantees and not only the
contravention of administrative orders. Sanctiomsld be imposed, for example, where risks material
for the calculation of the necessary capital afindd in the balance sheet inappropriately lowrpa i
way not comprehensible to BaFin, despite an omlegrmedy this deficiency, and where the institution
later receives State aid without it being excluthed this could have been avoided if the Bafindeor

had been observed. In order to ensure that aielssaty to stabilise the system is still being retpe

a higher penalty could be imposed if the institotioes not make such request. In any case, no
sanction should be imposed with respect to riskd #re not related to interactions in which the
relevant institution has participated (“too manydi").

1669.In order to ensure that the provisions on crimarad administrative penalties do not impair the
cooperation between the prudential authorities badks with regard to the risks underlying an
implicit guarantee, it could also be considered sigpplement the existing sanctions with a
whistleblower system.

3.6.3 External growth: introduction of financial merger ontrol?

1670.The introduction of a special merger control regifoe banks could be another means to
prevent banks from acquiring a systemically relévpasition. This proposal has been made
repeatedly in the discussion about more stringanking regulation, but it has not been taken up by
the Legislature so faf? Indeed, it appears to suggest itself primarily sasecondary step of
regulation, after resolution and risk managemegilegion (particularly, through capital requiren@nt
for systemically relevant institutions are in placal the new regulation can be adapted to thess.rul

1671.The proposed financial merger control would addiegwoblem of banking supervision that
cannot be solvedhrough the existing competition control of mesgerThe competition control of

%3 See also Executive Director Roseler in: RexerZysdfa, M., Wir arbeiten eher unter der Oberflache,
Siuddeutsche Zeitung, 22 April 2013.

% The constitutional questions connected to theeisdicertainty need not be addressed in this ctrger van
Kann/Rosak, [2013] BB 1475 (1482) to that end.

%5 Cf. Ratnovski, L., Competition Policy for Modernaiks, IMF Working Paper WP/13/126, May 2013,
pp. 11-12.; Rengier, Too Big to Fail als Frage Hastellrechts, 1st Ed. 2014; differentiating for @any:
Zimmer in: Hellwig/Ho6fling/Zimmer, Gutachten E/F/@um 68. Deutschen Juristentag, supra, pp. G 25 ff.;
for the US, see Felton, Comment, Too Big to Man&g€ase for Stricter Bank Merger Regulation, 52t8an
Clara Law Review 1081, 1108 (2012).
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mergers applies if it can be seen that a concémratould significantly impede effective competitio
on individual markets. In that context, it is omglevant to what extent the undertaking concenasd
expand its market power (scope for conduct) intieato other market participants by way of the
concentration. The absolute size and relevandes tfusiness for systemic stability plays no raie i
competition law® A financial merger control regime would have anptementing function by
taking account of the peculiarities of the finahsiector.

1672.The financial merger control should be directegratventing banks from using a takeover (in
contrast to internal growth) to acquire a positiorthe financial system, due to which they can no
longer exit the market without threatening or damgghe entire financial system. Therefore, the
review of bank concentrations should target theesshether the concentration creates or strengthens
a systemically relevant positioftoo big or too connected to fail). From a contmet policy
perspective, it could also be assessed whethecdheentration leads to the development of an
implicit guarantee in the view of the market. Nibdess, it appears sensible for the sake of legal
uniformity and clarity to select a review criterithmat is in line with existing bank regulation (¢ ipe
capital provisions). With regard to proportionglisuch control would be less far-reaching than
divestiture rules, as are discussed in the comkxgiual banking solutions and as have already been
introduced in Germany.

1673.Apart from that, it is true that German law alreadgludes provisions on the acquisition of
significant participations (8 2c KWG) and on thenksl acquisition of an interest in other
undertakings (8 12a KWG), both provisions allowiog limited extent for the control of prudentially
critical concentrations. The first provision sexte ensure the functioning of banks, the protectib
creditor interests, and to facilitate the fight iagh money laundering, giving BaFin the right to
prohibit significant participations running counter these objectived’ The other provision is
intended to ensure that superordinate bank entitieBnancial holding companies receive certain
information when they acquire an interest requirtansolidation, and they make it possible to
prohibit the continuance of the participation aftBe acquisition. In both cases, however, the
prevention of risks for systemic stability is nqesss objective of the control.

1674.The financial merger control suggested here shdald under the responsibility of the
prudential authorities (BaFin), and should in termhgrocedure be dovetailed with the competition
control of concentrations, closing potential gapshie competition and the prudential review. Under
the existing rules, providing that the prudentiadl ahe competition regulators review financial nedrk
operations without coordination, such gaps canaguked out.

1675.In the longer term, however, financial merger coinghould not be restricted to banks, but
should extend to shadow banks when the regulatovgrage of these is in place, in order to avoid
procedural distortions of competition and regubatanbitrage.

3.6.4 Increasing transparency

1676.Transparency is decisive for the prudential autlesriand the market participants to identify

and appraise the risks associated with the banirginess. On the one hand, it is thus a basic
condition for supervision which can effectively peat the development of systemic risk. On the
other hand, it enables the market participants siedras to assess existing riék.In that context, also

%% Beside that, the systemic relevance of banksriady considered in the competition law contexhimit
European State aid control. This control, howeigegnly relevant where an institution must be sufgd
with State aid; see Section 3.5.3 above.

07 Cf. resolution proposal of the Finance Committééa (Committee), BT-Drs. 13/9874, pp. 138-139 (a§ to
2¢c KWG), and Federal Government, Legislative Prapdsntwurf eines Dritten Gesetzes zur Anderung des
Gesetzes Uber das Kreditwesen, BT-Drs. 10/144 4 dfidy 1984, pp. 36-37 (as to § 12a KWG).

%8 Cf. Basel Committee on Banking Supervision, Ina¢ional Convergence of Capital Measurement and



Chapter VI « Financial markets 616

competition is able to counter the accumulatiorsydtemic risk. The significance of transparency
should not be underestimated given the suscepyibdf the financial markets to pro-cyclical
behaviour, as became apparent in the financiascfts

1677.Regulation presents a mixed picture with regarthéoincrease of transparency. In many areas,
regulation as such goes in the right direction, itsutmplementation gives rise to novel transpayenc
problems.

3.6.4.1 The level of financial supervision

1678.Increasing the transparency of financial marketetyments for the prudential and market
authorities is a key objective of current bankiagulation. This objective is pursued by bolsterimy
the one hand, the institutional structures of pritidl supervision and by enlarging, on the ottaard)
the legal competences of the financial authorities.

1679.In the context of improving the structure of sup&on in the euro area, the current
development of a banking union is a central elemdiie banking union is embedded in a worldwide
structure of institutional and systemic supervis{gnmicro- and macro prudential). The European
banking union includes a so-called Single Superyistéechanism (SSM), which has a structure with
several layers. Therein, the ECB exercised cergtglervisory functions whereas supervisory
questions without cross-border relevance are ¢efh¢ authorities in Member States, which are more
familiar with the issue3® The EU competence, however, is not limited to @B since other EU
institutions can be competent for individual aspedtsupervision (e.g., ESRB, EBA).

1680.An important measure in the context of preparinglie SSM consists of the implementation of
a balance sheet assessment with stress testefanughly 130 institutions that will be subject8GB
supervision in the future. Beside that, BaFin @& the recovery planning of the banks in Germany.
The results of the European balance sheet assesgitidie available in autumn 2014 at the earliest.
Such balance sheet assessments have the objectasaw the risk profile and the resilience ofjar
banks with regard to macroeconomic shocks. Theeotly running exercise is composed of three
elements, namely a risk analysis to identify theetslasses entailing most risk (risk assessmant),
sample review of asset quality (asset quality rgyieand the stress test conducted by EBA and
simulating a new economic criSis. It is possible that — potentially significant indncial gaps will
become apparent on the side of the reviewed bariksh has caused anxiety in Germany in advance
and even given rise to demands that the test sesult even the test methods must remain
confidential®*® That said, the ECB has announced a tough balsimeet assessment. This should
hinder non-identified legacy risks from causinghpems after supervision has passed to the ECB and
that this compromises the confidence in the ECB.

Capital Standards: a Revised Framework (BaseVébsion of 15 November 2005 pillar.

This applies with certain limitations (regardingrkl pools), cf. Articles 7, 11, 20(2) of Regulation

No. [...]/2014 on markets for financial instrume({4&FIR), preliminary version of the legislatives@ution

of the European Parliament of 15 April 2014, P7 AROV(2014)0385.

Articles 3 ff. of Regulation 1024/2013 conferrisgecific tasks on the European Central Bank cofmgrn

policies relating to the prudential supervisioncoédit institutions (SSM Regulation), OJ 2013 L 289

October 2013, p. 63; and Regulation 468/2014 dstiby the framework for cooperation within the @

Supervisory Mechanism between the European CeBank and national competent authorities and with

national designated authorities (SSM Framework Reigm), OJ 2014 L 141, 14 May 2014, p. 1. The ECB

can also take on supervisory authority over instins that are only active in one Member State. (érg

“too-many-to-fail” cases).

1 ECB, press release of 23 October 2013.

*12 gchreiber, Banken raumen Bilanzen auf, managemamiagnline, 10 October 2013; Schreiber. Deutsche
Banken bibbern vor ECB-Stresstest, manager magatine, 11 October 2013. At that time, the shdre o
loans that are likely to default (nonperforming)svesstimated at 7.8% (for 2013) for the five largdember
States of the euro zone.
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1681.The creation of the SSM must be welcomed as fimhmearket regulation will have an impact
beyond individual Member States and because the fa8ltates the harmonisation of supervisory
standards and prevents (further) fragmentatiormefiiternal market. The preparatory balance sheet
assessment with stress tests and the concomitsegsasent of recovery plans must be welcomed as
well. These review measures are appropriate touwanadistortions of competition ensuing from the
fact that systemically relevant banks are activéhermarket without sufficient risk provisior$. The
banks in the euro area have consequently alreamlgased their risk provisioning for near-to-default
credits in advance. It is true that the bankingpamtions have criticised the ECB’s use of its own
capital definitions and its intention to take higlapital requirements as a basis than what isigedv

in the law. However, the statutory capital requiemts may be too low to provide for sufficient risk
buffers®* Therefore, the ECB cannot be criticised from enpetition policy perspective for going
beyond the statutory requirements.

1682.The establishment of a preventive regulatory fraoré&vfor recovery and restructuring planning
must be welcomed as well (reorganisation/resoljitismich is already in existence in Germany and
which will be part of the SRM in the EU in the fugu(so-called “banking testaments”). This
regulatory framework should make it possible tigkts potentially threatening the system are revkale
and recognised early on, putting prudential sug@wiin a position to impose the necessary counter-
measures.

1683.The banking union, as a consistent regulatory frvamonke for the supervision, resolution, and
financing, must in principle be viewed positively. The banking union not only established a
framework for homogeneous prudential standardsjtkalso allows for the stronger integration or a
farther-reaching information exchange between siguty authorities. That said, it is problematic
that no tightly organised supervisory structure lesn implemented so far, but that the componédnts o
the organisation of supervision have been implainén a barely permeable bureaucratic network.
Already now, the market participants are exposedetpuirements or statements by a multitude of
institutions and bodies in relation to themselvesheir respective business partners. This sitnati
will still worsen. The following table attemptswithout any claim to completeness — to provide an
overview of the relevant institutions:

*13 This is true although, in advance, the assessneguirements have been criticised as not practiodlthe
assumptions of the stress test as not always tieabge Neubacher, ECB-Bilanztest wird zur Stassr,
Bdrsen-Zeitung, 25 March 2014; ECB setzt BankerhS®onatsfrist, Bérsen-Zeitung, 29 April 2014; as to
the criteria of the stress test, see Neubachersefafr simulieren Konjunktureinbruch, Bérsen-Zeitung
30 April 2014.

14 See Section 3.6.1.1 above, particularly paras0 #561584 f., 1591.

*15 This applies with the limitations set out in Sens 3.6.1.1 and 3.6.1.3.
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Table VI.6: Relevant supervisory institutions

Micro-prudential Macro- Financial |Others
prudential  market
stability
International Basel Committee (BIS) FSB IMF
Supranational ECB, EBA/ESMA, EuropeareSRB ESM Special supervisory
(EV) Commission (DG MARKT) authorities (e.g., European
Commission: DG COMP)
National BaFin, Bundesbank, FederaFinancial FMSA Special supervisory
Ministry of Finance Stability authorities (e.g., FCO)
Committee
Regional Ministries of Finance in the --- Special supervisory
Lander, savings bank authorities (e.g., LKartB,
regulators trade supervisors)

Source: own illustration.

Aside from that, the banks must also take into aotthe recommendations and statements of special
committees established for general or special s8B€20, Liikanen Group, etc.), which may act as an
impulse for further regulation.

1684.The Monopolies Commission considers this networkinstitutions and other bodies to be
problematic for reasons of regulatory transparerfgo in the present context, it does not comment
on questions of competence, but it warns nevedhdlgat problems of conflicting competences may
arise in case the existing or planned supervisaolgsr provide for double competences, require
interpretation, or contain gap$. Competence conflicts can also follow from the chée interpret
rules that principally are relevant for determinitigg competent authority only in an indirect way
(e.g., the capital rules and the provisions on distermination).

1685.The allocation of competences between the fieldnatro-prudential supervision, which is
relevant in the present context, and the field woaprudential supervision is not entirely convirg:

In order to exclude contradicting approaches, #gensible to have divisions of the same authorities
exercise the powers of macro- and micro-prudestiglervision. The outsourcing of special bodies
and committees for macro-prudential supervisioneapp unnecessary, the more so as these bodies
have barely any decision-making powers. With rédarmicro-prudential supervision, the allocation
of competences to several institutions in Germanyrinecessarily complex (see 88 6 ff. KWG). In
that context, complexity is ever more increasedhsy Bundesbank’s additional competences in the
area of monetary policy.

1686.The bodies and committees responsible for macrdgmiial supervision detect or monitor
systemic risk to trigger legislative action or riedary proceedings. At least at the levels abdwe t
national level, competition expertise is also repreed in these bodig¥. In the German Financial

Stability Committee, no provision is made at thegent time for the integration of competition

1 See, e.g., Article 14 (authorisation/closure aiksd and Article 5(1) and (2) (measures of macrmpntial
supervision) SSM Regulation on overlapping compmsnand Speyer, EU-Bankenunion: Richtige Idee,
schlechte Durchfiihrung, EU Monitor (DB Research), September 2013, p. 10. The SSM Framework
Regulation, however, now includes general prinsiga cooperation and the allocation of compete (srss
Articles 3 ff.).

17 For instance, the OECD and the European Commissiemepresented on the Financial Stability Bodrd.
the Advisory Scientific Committee of the ESRB, anember is a competition economist.
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expertise even though questions of systemic relmvagre at the interface of prudential and
competition regulation. That said, the Monopoli@zsmmission is prepared to contribute to the work
of the Committee by way of exchange on the issumplficit guarantees.

1687.The institutions responsible for micro-prudentiapsrvision have received a vast amount of
additional competences in the context of the refofinancial market regulation. To increase marke
transparency for the competent authorities, monedtie banks’ existing reporting obligations were
increased significantly. The individual provisidnsquently appear to be sensible and can be thie ba
on some markets in the first place to establislarfomal supervision that can effectively counter
potential systemic threats. In that context, itstrioe taken into account that even very broad power
may be necessary in some areas of regulation latgy gaps might otherwise arise (e.g., in the
areas of monetary and capital markét¥)That being said, it is no longer possible simplygliscern a
coherent overall concept, in the sense that thevaal regulatory requirements and competences are
limited to the necessary minimum and that the cdemes of different supervisors are aligned with
each other.

1688.In the Monopolies Commission’s view, it appearsassary to further develop the existing
regulation that often had to be worked out undechmtime pressure. This should be done in
accordance with competition principles and shouidrease the coherence of regulation. The
Monopolies Commission welcomes the Government'®nimbn, as formulated in the coalition
agreement, to review the co-operation of the régnfameasures adopted so far together with BaFin

with respect to their practicability and targeteegision>™

3.6.4.2 The level of professional market participants

1689.To date, financial market regulation is expectednicrease market transparency in the first

place for the supervisors, and only in second betvibe financial market participants. On the level

of the financial market participants, however, @asing market transparency can likewise improve the
possibilities to neutralise risk at an early stagenely when information asymmetries are reduceld an

the market actors are put on a position to identigk in the markets themselves and to ask for
market-adequate remuneration for the assumptisodf risk.

1690.That being said, the professional market partidipafbanks, other financial market
intermediaries) complain that the many regulatarifidtives following the financial crisis have
resulted in opaque and contradictory rules, arayather to over-regulation.

1691.This criticism is understandable given the shedéume of regulation since the financial crisis.
However, regulation must take account of the corigleof the financial business. The Monopolies
Commission thus, adopts a differentiating position.

1692.Financial market regulation contains important edata to increase market transparency. In
that respect, in particular the increasing harnaima and standardisation at EU level must be
highlighted Gingle Rulebogk In many areas, financial market reform has testacomparable
competitive conditions for the first time. Thisnsparability is key to allow market participants to
recognise risk on cross-border markets and, thupaiticular on the money and capital markets that
are particularly susceptible to the developmentthrdspread of systemic risks. Aside from that, th
market participants will benefit from the publicats about the conducted stress tests and from the
existing or envisioned obligations to make busifiggses and other information transpar&fit.

18 gee Section 3.6.2.2 above, particularly paras2 fi64

%19 CDU, CSU and SPD, Coalition Agreement™1&gjislative Period, published on 27 November 2@13.6.

%0 gee, e.g., Article 429 of Regulation 575/2013kenpiotential introduction of a leverage ratio (asralicator
for bank capitalisation that is also accepted anrttarket); Articles 431 ff. of Regulation 575/208326a
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1693.The European legislature has harmonised in paati¢he capital and liquidity requirements for
banks to a large degree. In addition, the repprtrtansparency has been improved, most recently
through the reform of the auditing rufS. Moreover, the regulatory standards for publicaggstems
and the provision of trading data has been impratfed

1694.A particular problem consists in information asynunes especially with regard to complex
securities and derivatives that are traded ovectmter (OTC). Such information asymmetries can
significantly impede the risk assessment for suclinicial instruments. Hence, new rules to transfer
the OTC trade to central infrastructures have beerked out at EU level. To the extent possible,
these rules allocate the business with financisfruments to exchanges, exchange-like and other
organised trading platformi&® Additionally, the rules on central repositories exchange-traded
securities have been reform®&d. Further, the rules on investor information haeer fundamentally
revised®® As is mentioned above, an obligation of CCP ahephas been introduced with regard to
standardised OTC derivatives; moreover the cormtusf derivative transactions must be notified to
transaction repositories since February 2514.

1695.The establishment of central financial infrastruoetucreates the risk that such infrastructures as
well can benefit from implicit guarantees. It meamowever, that this risk is concentrated in

undertakings that are subject to special supervisemd that the systemic risk at other market
participants will consequently be lowered.

1696.Apart from that, the European Commission recentliglished a proposal for a Regulation to
increase the transparency of securities financiagsections, i.e.of transactions where the assets
belonging to a_counterpartgre used to generate financing means (e.g., sesutending, repo
transactions)?’ Such transactions are principally desirable bsedhey increase the liquidity of the
markets, facilitate financing, and support pricéedmination. However, they can be used for maturit
and risk transformation, and thus to create credhiti provide possibilities to build up high recipab
risk positions. Securities lending transactiongenger contribute to interconnectedness. For these
reasons, securities financing transactions can mlsease the risk of crisis-related runs. The
Commission proposal is targeted at increasing maraasparency with regard to securities financing
transactions, namely in three respects: (i) totiflesystemic risk, (i) to inform the investors abe
assets are being used for securities financingacions, and (iii) to improve the transparency of
securities lending.

1697.The described rules are being complemented thrteayimical standards intended to standardise
more products and transactions. The ECB has merestarted an ABS loan level initiative that
imposedoan-by-loaninformation requirements for ABS accepted as teddd. The initiative is meant

KWG (disclosure), § 29(2) KWG.

See Regulation 537/2014 on specific requiremeatmnding statutory audit of public-interest entitie

preliminary document PE-CONS 5/14 [final versiort 10158, 27 May 2014, p. 77]; Directive 2014/56/EU

amending Directive 2006/43/EC on statutory auditarmual accounts and consolidated accounts, GBL 1

27 May 2014, p. 196. Concerning many issues, ¢f@m is oriented at principles laid down in thewne

regulation of the rating industry; see Section8&below in that context.

See, e.g., Articles 64(2), 65(1), (2) of Directite]/2014 on markets in financial instruments rdpep

Directive 2004/39/EC (MIFID 11), preliminary versioof the legislative resolution of the European

Parliament of 15 April 2014, P7_TA-PROV(2014)0386.

3 go-called Multilateral Trading Facilities (MTF) éu©rganised Trading Facilities (OTF); see Articlésff.,

31 ff. MiFID Il and Recital 164.

See, particularly, Articles 1(1), 30-31 of Regidat[...]/2014 on improving securities settlementtire

European Union and on central securities deposgo(iCSDs), preliminary version of the legislative

resolution of the European Parliament of 15 Apdil2, P7_TA-PROV(2014)0388.

°2 Articles 24 ff. MiFID II.

% Articles 14 ff. and Article 9 of Regulation 648D (EMIR); see also paras. 1645 ff. above.

27 European Commission, Proposal of 29 January 20614 fRegulation on reporting and transparency of
securities financing transactions, COM(2014) 4a@lfin
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to increase the transparency of the ABS marketd, thareby to allow for better risk assessments
regarding ABS?®

1698.Despite these positive individual elements, howetlee challenge persists that the market
participants must indeed be able as far as podsitiiecome aware themselves of developing systemic
risk, and to do so at an early stage, in orderetalile to counteract future crises independerithat
said, concern is warranted that the required mdrkesparency is sometimes unnecessarily impaired
through the regulation, which is altogether extrgnoemplex. For example, the capital and liquidity
rules are exclusively oriented at the model ofdaugiversal banks. As highlighted above, provision
in existence for a longer time are sometimes baretyprehensible nowadays — not least due to the
many amendments and modifications in recent yelarshat respect, national regulation is still much
more difficult to comprehend than the Europeansul€he amount and the level of detail of the rules
to be observed appear to be excessive in some%ases

1699.This density of regulation can itself increase .rikhe financial market participants should still
be able to understand the rules applying to thereseind to the operations in the relevant market, b
they may not be able without further ado to un@edtwhich additional rules apply to their business
partners and the latter’s business on upstreanownstream or neighbouring markéts. This means
that it becomes increasingly complicated for thekeaparticipants to become aware of and correctly
assess any risks going beyond the individual tctitgaand having a systemic character.

1700.In the Monopolies Commission’s view, it therefoggaars unavoidable to constantly work on
the simplification and improvement of the regulatim order to adapt it ever more closely to the
market conditions and the actual risk on the marketherefore welcomes unconditionally the regula
review obligations that have become more and momgortant in recent international financial

regulation.

1701.In addition, the Monopolies Commission recommemisdasing the incentives for the use of
simple financial instruments and easy transactiédssfar as can be seen, few incentives exist istofa
make the market participants prefer simpler trat@as to those that are structured in a more coxmple
way, apart from increasing standardisafiinAs a market-adequate tool, it could be recomménde
empower the supervisory authorities to subjectviddial types of business transaction to increased
capital requirements or margin requirements (déxiga), subject to the given market situation.

1702.However, professional market participants can asliberately exploit the opacity resulting
from unclear or incomplete regulation, and may eguagently occasionally even have an interest in
such opacity. In the traditional deposits and lbasiness, this should be the case only to a limite
degree. It could be the case, though, in somenbssiareas where particularly larger and special
institutions are active and where complex prodacts being traded (e.g., multiple securitisations,
certain fund products), where the business is niatéwnal (e.g., with regard to securities and
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See ECB website: http://www.ecb.europa.eu/mopetsésanlevel/html/index.en.html .

For instance, the uninitiated reader in Germandleady fails at 8 1 KWGd,e., to grasp the differentiation
between credit institutionsK(editinstitute¢ or CRR credit institutions QRR-Kreditinstituty financial
service institutionsKinanzdienstleistungsinstitytdinancial undertakingd{nhanzunternehméninvestment
firms (Wertpapierfirmeh or CRR investment firmsQRR-Wertpapierfirmén securities trading companies
(Wertpapierhandelsunternehmeand securities trading bank®Vértpapierhandelsbankgn In addition,
there are investment services companisr{papierdienstleistungsunternehmevithin the meaning of the
WpHG. The divergent legal terms of EU law seerhaaufficient.

According to a study, however, 40% of the banksGiermany had no overview of current regulatory
obligations at the end of 2013; see PPI AG, pr&fssmation note of 27 November 2013.

It remains to be seen, however, what the effedtde of the Regulation on key information docurrsefor
investment products, preliminary version of thedkdive resolution of the European Parliament ®&April
2014, P7_TA-PROV(2014)0357.

%32 See also already Sections 3.6.2.1 and 3.6.2.2ealpavticularly paras. 1646, 1648s(to leveraged finanke
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derivatives), or where transactions take placeiqaarly rapidly and/or within structures that are
interconnected in a complex manner (e.g. in intekb@perations}>® Market transparency is reduced
further by the fact that derivatives and shortisgldistribute risks independently from the undiedy
or base transaction across markets and to polgnéiay market participant8? There is still no
comprehensive regulatory answer to the exploitatiompague or incomplete regulation.

1703.The Monopolies Commission is aware of the fact that high complexity of the financial
markets makes the improvement of market transpgrextcemely difficult, especially if the market
participants show only limited initiative in thagspect. Nevertheless, it considers it to be nacgss
that the complexity of regulation be reduced patéidy with regard to the financial market
participants’ interaction with each other. In tlentext, it is very sceptical as to the proposals
forwarded occasionally that the financial markdtewd be simplified through the prohibition of
complex products. Such prohibitions provide incad for regulatory arbitrage and are consequently
hardly enforceable. Thus, they lead only to arsibn of security for investors.

3.6.4.3 The level of consumers

1704.Taken together, consumers form an important grdupasket participants in the retail deposits
business and also share the liability for the failof banks where the bail-in tool applies. Iniadd,
consumers are liable in the case of a bail-ouhef charges of a bank failure are not assumed by the
equity and outside investors. For these reasamssuers have a legitimate interest to be able to
realise the risk of a bank failure.

1705.That said, banking regulation is designed in a thay non-professional market participants are
generally not able to discern the risks imposedhem in the financial markets. They are not able t

discern either whether their respective bank isesyally relevant, and to what extent they woutd b

liable as bank customers or taxpayers if an impdjcarantee is called upon.

1706.In the context of consumer protection rules, thgiglature has primarily increased the advisory
obligations towards consumers so*far.No specific obligation exists to inform consumefstheir
liability for systemic risks. This is admittedlyohsurprising given the generally low likelihood of
consumers having to step in for such risks. Néedess, consumers’ present awareness of the risks
they assume with their financial investments shdadcheightened, and the independent reflection on
the risks which consumers agree to when making siepor investments at systemically relevant
institutions. To develop appropriate measurestaihds to reason to involve BaFin’s advisory cdunci
on consumer matters, which advises the institutiom a consumer perspective in the fulfilment ef it
respective prudential task¥.

3 See, e.g., ESRB, The Structure and ResiliencheoEuropean Interbank Market, [2013] OccasionalkePap

No. 3; ESRB, Assessing contagion risks from the Gix8ket, [2013] Occasional Paper No. 4. Especially

regarding proprietary trade, it is unclear to whatent that trade has been reduced (as is claimetieb

banks) or actually still exists; see. Beecken, Biedzocken doch, FR, 14 January 2013 (as to thatisih in

the US).

When assessing the associated risk, it must havievéaken into account that short selling alsorealuce

risks, e.g., when buyers purchase contrary to theket development and thereby counteract a dealine

market prices.

5% g 34 (2a)(1) WpHG in conjunction with § 14 WpDVarO

%3 See BaFin, web publication of 20 June 2013; aduesshttp://www.bafin.de/SharedDocs/Veroeffentlicty
en/DE/Meldung/2013/meldung_130620_verbraucherbesitaung.html. A possible measure would consist
in mandatory information on the amount of depas#urance in the actual case and the associatedfrisk
loss.
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3.6.4.4 Ratings

1707. The rating agencies’ assessments make it easiesufzervisors as well as professional and
non-professional market participants to correctlypraise the risks flowing from a business
relationship with a financial market participantsdaassociated with the financial products markets.
This is at least the case if the ratings are pexvittee of self-interest, if they are meaningfutl an
comprehensible. To remedy the deficiencies emgrgiaring the financial crisis, the European
legislature has passed a number of rules in re@ars>>’ These rules are meant to prevent conflicts
of interest in the rating process or at least tule@e how they are handled, to improve the quality
the methods and the rating results, and to engficeert supervision of the rating agencies.

1708. The risk of a conflict of interest is particuladypparent in the case of the common issuer-paid
ratings>>® To allow for effective supervision and to avoihélicts of interests, various organisational
obligations were introduced, for example, the dfdy rating agencies to have their seat and be
registered in the EU if they are active there, amés on the organisation of their supervisory or
management board. Other changes worth highlightieude the express prohibition to provide
advisory services to rated undertakings and to nfakeal or informal recommendations with respect
to the design of financial instruments, the intrcithn of a rotation system for the rating of
re-securitisations of the same originator and fog employees participating in a rating. The
employees must have sufficient knowledge and egpee for the provision of ratings, without
however precise conditions being made in that @spka addition, the rating agencies have to ffulfi
farther-reaching information and transparency @bians the core of which consists in the duty to
send the issuer-paid ratings to a central Europatamy platform of ESMA (EURIX) for publication.
Investor-paid ratings are exempted from this obidga Finally, the rating agencies’ civil liabyitvas

put on new legal basis in EU law in order to previdore effective compliance incentives by using
the threat of sanctiond’

1709. The fact that issuer-paid ratings were maintainad repeatedly been criticised since the
financial crisis because conflicts of interest im@e likely if the relevant rating agency providgker
services to the issuer (risk of rating bias). Eheenflicts of interest are not completely abolghe
through the present prohibition of advisory sersias the agencies can still render so-called angill
services, and it remains unclear how the limibid¢ drawn. In addition, the practice has devealppe
according to expert publications, that the isstreictures several financial products independeantly
only issues the product that is best rated byiagatgency’® That said, issuer-paid ratings can be
reconciled with transparency obligations much nmeasily than investor-paid ratings. Moreover, the
current rotation system may be enlarged beyon@ceargisations under the circumstances, in order to
limit the risk of conflicts of interest furthét:

1710. For now, the project of a European rating agendinit the dominance of the three American

agencies Fitch, Moody’s, and Standard & Poor’sri@sbeen pursued much further. Instead, smaller
rating agencies profit from exceptions from thdwgtay provisions on stakeholdings in the agency
and rotation. In addition, some rules introducad2013 contain measures to reduce legislative
references to ratings. Similarly, the financialrked participants have to observe obligations to

%37 See Regulation 1060/2009 in the version of Remuiat62/2013, OJ L 146, 31 May 2013, p. 1; furtlsee
Regulation 946/2012 on rules of procedure as tesfimposed by the rating supervisory authority ESMA
and Regulation 447/2012 on technical regulatorgdsiads.
So-called rating outlooks are here treated likenga; cf. Article 3 lit. w of Regulation 1060/2008 the
version of Regulation 462/2013.
39 gee, however critically due to the still high citisehs for liability, e.g., Blaurock, [2013] EuZWO8 (611);
in detail also Wojcik, [2013] NJW 2385.
40 Bauer, [2013] BB 363 (364).
41 Recital 13 of Regulation 462/2013. However, et be ruled out based on the existing provistbasthe
same employees issue ratings despite the rotatiofrticles 6b, 7 of Regulation 462/2013.
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conduct their own credit assessments in contraah excessive use of ratings. These provisions mus
partly be transposed into national law and can tsigger changes in the jurisprudence, which ate st
not foreseeable (e.g., regarding the liabilityroféstment advisers§? In that regard, it is necessary to
wait and see how things develop further.

1711. On the whole, however, it must be assumed thatmasures adopted with regard to ratings
may contribute to more risk-adequate supervisioth tanmore informed decisions by the financial
market participants. In particular, they will oper against the questionable delegation of
responsibility associated with the practice to tigeagencies’ ratings even where this is not nacgss
in substance. The regulatory approach to enhanaygcompetition in relation to ratings by dirft o
rotation and the strengthening of small agenciestnagually be welcomed® The originally
discussed establishment of a European rating ageaaid not necessarily have better results in that
context, but it would increase the risk of politiganfluenced ratings.

3.7 Necessary expansion of the regulation (shadow bgnks

1712. Besides banks, non-banks exist that conduct fofrosedit intermediation and can accumulate
systemic risk thereby (so-called shadow baf¥s)n the public debate on shadow banks, a mixttire o
ignorance and moral prejudgement are still predantin To a certain extent, this is understandable a
shadow banks can be the cause of substantial ncacromic risk. Nevertheless, it is disturbing that
financial market participants in this business ameepingly equated with economic vermin (locusts)
in Germany.”®

1713. From a competition policy perspective, the shadamking industry shows a differentiated
picture. On the one hand, the problem of implgutarantees is also present in this context and
moreover the problem of competition distortions doe¢he regulatory arbitrage of investors shifting
risks from the regulated areas into the non-regdlatreas of shadow banking (thereby withdrawing
them from the reach of regulation). On the othamdy shadow banking can be a good addition to
regulated banking to the extent that banking cafulbt satisfy the demand for financial services of
the real economy/® In that respect, the existence of shadow bankddnme evidence of the fact that
financial innovations asked for by the market pgpatly cannot be prevented by means of restrictive
banking regulation?’

1714.Finally, it must be taken into consideration thatny shadow banks are by no means
non-regulated, but are mostly subject to speciaistu Thus, regulation is only wanting to the ekten
that these financial market participants are nbjes to regulation that is typical for banks.

42 As to the transposition, see: Federal Governniemttyurf eines Gesetz zur Verminderung der Abharejigk

von Ratings, BR-Ds. 185/14.

That sort of forced rotation should also have ® donsidered for auditors; cf. European Parliament,
Committee on Legal Affairs, press release of 25ilAg013, Ref. 20130422IPR07532; Competition
Commission, Statutory audit services for large canigs market investigation, Report of 15 October320
accessible:  http://www.competition-commission.oképur-work/directory-of-all-inquiries/statutory-aitd
services ; Maisch, Investoren attackieren Wirtsidpafifer, Handelsblatt, 16 January 2013, about the
different positions.

4 Cf. FSB, Strengthening Oversight and Regulation Sifadow Banking. An Overview of Policy
Recommendations, 29 August 2013, p. IV.

Critically also: Council of Economic Experts, AraiuEconomic Report 2005/2006, Die Chance nutzen -
Reformen mutig voranbringen, Wiesbaden 2005, p&94.ff.; Marin, B., Der “Parasiten”-Komplex, Der
Standard, 12 October 2012 (from the Austrian petsps).

In this sense, see European Commission, Greenr Bapshadow banking, COM(2012) 102 final of 19
March 2012, p. 2.

In contrast, innovations limited to the financsalctor and without use for the real economy may tiawe
questioned; cf., provocative, Volcker, chairmantted US Economic Recovery Advisory Board: “The only
thing useful banks have invented in 20 years ifiHd”, NY Post, 13 December 2009.
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3.7.1 Problems of regulatory grasp

1715. Isolating the market participants allocated to shedow banking industry is difficult. The
regulators include in the shadow banking econonci sundertakings that

« raise funding with deposit-like characteristics;

* perform maturity and/or liquidity transformation;
+ allow credit risk transfer;

« use direct or indirect leverag®.

It is, however, controversial — not least in vieWtbe term “shadow banks” that is frequently
interpreted as pejorative — which undertakings ntleese conditions and to what extent they do it.
Based on a broad understanding, shadow banks e¢hel SIV of banks as well as private equity
firms, hedge funds, most investment funds (pamidyl money market funds, pension funds),
sovereign wealth funds, foundations, and insuraooepanies. The listing above, however, is subject
to an important condition, and it is not exclusiwd/hat is decisive is the economic function that th
market participants exercise in the individual cashus, to identify the relevant economic funcipn
the FSB looks at the individual activitf the market participants, i.e., the kind of tisa&t is made of
financial instruments (shares, bonds, derivativets,) and the pursued objectives (e.g., credit
supply/insurance, funding}®

1716. Regarding potential inroads for regulation, it iscessary to clearly allocate regulatory
responsibility for the relevant activity to the rker participants. It therefore also makes sensek®
into account whether and to what extent the relewsarket participants pursue their own business
strategy or objectives. In this context, two gr@epn be distinguished:

* On the one side, there are the organisms that tere own management and themselves
invest strategically in financial instruments (elgedge funds, private equity firms). Investors
standing behind these firms generally occupy oméyrble of financial investor. That is, they
decide whether they invest or continue their invesit, but they do not meddle in operational
management.

e On the other side, there are the organisms that stader the decisive influence of other
financial market participants (funds, SIV). Themganisms are “captive”, i.e., they do not
have their own management. The investors starimbhind (e.g., banks, pension or sovereign
wealth funds, insurance companies) frame the dpeedtmanagement actively as strategic
investors:™

In that context, the methods of influence are nefated and reflective. That is, organisms alsesh
in the financial instruments of other organismg.(efunds of funds) or in the financial instruments
issued by the investors standing behind (e.g.ramae shares).

1717. For organisms with their own management, it is fsghat the management manages the
investment assets directly. For organisms withricged holding periods (closed funds), however,

8 Cf. FSB, Shadow Banking: Scoping the Issues. AkBeaund Note of the Financial Stability Board, 12
April 2011; and following it: European Commissiddpmmunication from the Commission to the Council
and the European Parliament, Shadow Banking — Addrg new sources of risk in the financial sector,
COM(2013) 614 final, 4 September 2013, p. 3.

9 Cf. FSB, Strengthening Oversight and Regulation Sifadow Banking. An Overview of Policy
Recommendations, 29 August 2013, p. 6; Strengtige@iversight and Regulation of Shadow Banking. An
Integrated Overview of Policy Recommendations, @tiaive Document, 18 November 2012, pp. 3-4.

%50 \Wealthy private investors can count to these tsgia investors” as well (so-called family offices)
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types of limited companies are more common where dhneral partner is a limited liability
management company that manages the undertakidgthanimited partners are the investors that
provide their money to one or several furt!sThe managements administers the funds through the
management company and attracts new investorsuifRdgadditional expertise is secured from the
outside (from lawyers, accountants) on a projesishahe same holds for necessary outside capital
(through bank loans). Accordingly, listed orgarssmwith their own management consist of
partnerships limited by shares.

1718. Therefore, a regulatory approach tied to the mamagée suggests itself at least for organisms
with their own management to monitor the riskshaf televant business. This approach was chosen in
the European AIFMD>* However, this regulatory approach does not addies relationship to the
investors standing behind the organism. Consetydhtdoes not take into account that these
investors are likewise active on the market indiyechrough the organisms with their own
management and directly through organisms withomtaaagement, and that they accordingly take
themselves risk-relevant decisions. In that regdris advisable to adopt measures targeting the
relevant transactions or the consolidated accogmtirthese transactiofi$. This is also important for
the regulation of shadow banking in relation to licipguarantees.

3.7.2 Implicit guarantees in the shadow banking industry

1719. It must be assumed that also shadow banking opesatian bring about implicit guarantees.
On the one hand, implicit guarantees can aris¢hi@rorganisms active as shadow banks if they are
viewed as independent market participants on thd&ehgiven their own management. On the other
hand, however, implicit guarantees can also arisdeo strengthened for the investors in these
organisms.

1720. In the view of the relevant regulators, this problef implicit guarantees has increased in
recent years. According to FSB findings, the skablanking sector has expanded considerably since
the financial crisis. In 2012, shadow banks madamgproximately USD 71 trillion, that is roughly
EUR 55 trillion (EUR 55,400,000,000,000). Thatlis’% of worldwide GDP** The business of the
used organisms and/or the investors standing bedxnitbits one or more of the following traits:

e the use of high leverage;

» unregulated (use of regulatory havens) and opagsiadss (reporting);
e susceptibility to massive withdrawals of funds §run

e connectedness and, in the case of default, comtadfiects (spill over).

The systemic risk potentially leading to impliciiarantees in the individual case, however, canlyard
be outlined in the abstract.

1 In German law, closed domestic investment orgasismy _onlybe organised in the form of investment

corporations with fixed capitalrivestmentaktiengesellschaft mit fixem Kapitalclosed limited investment
partnershipsgeschlossene Investmentkommanditgesellscha8dr89 KAGB.
%52 Directive 2011/61/EU on Alternative Investment Budanagers, OJ L 174, 1 July 2011, p. 1. The term
“management” must be understood broadly in theetircontext and, in addition to the acting indivatiy
also includes the management company (see Art{tlelid b of Directive 2011/61/EU).
This is also the position of the European CommaigsEuropean Commission, Communication from the
Commission to the Council and the European Parimyrhadow Banking — Addressing new sources of
risk in the financial sector, COM(2013) 614 findlSeptember 2013, p. 5.
54 Cf. FSB, Global Shadow Banking Monitoring Repddi.3, 14 November 2013, pp. 2, 8-9.
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3.7.2.1 Private equity

1721.Private equity financing is a form of asset manag@niraditionally seen as Anglo-Saxon in
character. In fact, however, it is a business Ipailniven by the situation on the spot, in which
European firms (e.g., Apax, BC Partners, CVC, CaadcCinven, Permira) or the subsidiaries of non-
European firms (e.g., Blackstone, Carlyle, KKR, TP@®arburg Pincus) invest with their local
management in Europe. Private equity firms inwresion-listed companies or in still listed companie
that are delisted after the transaction. Thug # financing model chiefly targeting the smalban
medium-sized businesdMittelstand in Germany. The common characteristic of privatplity
transactions is the investment by means of a fuiil the objective to increase the value of the
investment within a medium-term planning horizon @ 8 years). The financing volume
(disregarding seed and start-up financings) isnaftehe area of EUR 10 million to EUR 100 million.
Unlike in traditional investments in listed compasi dividends are not a primary goal of the
investments.

1722. Two types of business operation can be countedvatp equity investments in the traditional
sense:

» Growth financing (venture capital in a broader s¢nse., types of risk capital provision for
newly created enterprises (seed or start-up fimgycifor expansion purposes, as bridge
financing, or turning around companies in diffigulin Germany, also public banks engage in
this business to a large extent (e.g., KfW, Landekbn).

» Take-over investments (buy-out) where the monethefprivate equity firm does not flow
into the target undertaking, but to its sharehaddn these cases, often undertakings or parts
of undertakings are involved that are no longeahan shareholders’ business focus or that are
in difficulty, and which do not find other investofcompanies in need of restructuring or with
succession problems).

An intermediate form is the provision of replacemeapital.

1723. So-called vulture funds are a class of private tgdiiims, or hedge funds in the alternative
given their investment strategy, that have not bagtive in Germany for long. These firms have
specialised in restructuring and divestment scesawhere they take advantage of a discrepancy
between the inner economic value and the markeeval the relevant undertakings. In such cases,
the creditors (banks) usually coordinate their cammatrategy to implement the restructuring or the
liquidation in a manner maintaining the companyuealo the largest extent possible. The financial
investor can exploit the creditors’ “burden of swifig” to, for instance, buy out the bank mostly
affected with its claims, and to afterwards make dkher creditors likewise transfer their claimstto
(at a discount). When it has acquired controlhaf tindertaking in that way, it can restructureit t
enhance and tap the value potential, or it candaje it — as it can do where restructuring failsso
not possible — to the same purpose (“asset stgppiti

1724.The private equity industry does not regard itaslbeing part of shadow banking. It maintains
that private equity firms do not engage in credieimediation because they invest equity capital.
Though loans are used in private equity transasfithrese loans are not taken up by the privatayequi
firms, but by the portfolio undertakings and arewsed with company collatera® That being said,
private equity firms invest funds that they havdlemted in a deposit-like manner in (closed)
investment funds before. At least in the buy-augibess, they regularly also use leverage by making

%% The term “asset stripping” is actually used fdrcalses of an excessive depletion of assets, wimiginly
used for divestiture scenarios. In that conteagital conservation is protected particularly (2 20ABG).

%6 Cf. BVK, Beteiligungsgesellschaften sind keine &ténbanken, [2011/12 ] Private Equity-Brief No., 16
pp. 1-2.
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the acquired undertaking obtain credit to pay outs former shareholders. In that context, it trines
noted that the private equity firms regularly foam economic unit with the undertakings that they
acquire. The relevant target undertakings canpaamerefuse the whole transaction as it has been
structured by the private equity firm, but they mahinfluence the share of leverage.

1725.1t is unclear whether private equity firms accuntellgystemic risk in such a way that they
themselves benefit from an implicit guarantee. tTd®d, their investment behaviour is associated
with risk that can create or strengthen an impgaiarantee for the equity or outside investorsdsten
behind. For equity investors, the long capitaklop in the funds can be problematic. In addititwe,
return is subject to much volatility depending dwe tyear in which the funds have been launched
(vintage year). Regarding the risks for outsideestors, credit default risks may play a minor role
due to the company collateral serving as crediiransce, yet reservation risks remain in so far as
agreed loans are not being called, as well asdityuiisks and refinancing risks’ It remains to be
seen whether the development of secondary tragevate equity investments will lower the market
risk associated with private equity transactionthamlonger run>®

3.7.2.2 Hedge funds

1726.Investment companies active in the hedge fundsbssiuse the same or similar organisms as
private equity firms, but they pursue a differemiastment strategy. Here, the focus is not on any
interest in the value of a company or of finananstruments as such, but on movements in market
value. Originally, hedge funds fulfiled an insoca function by way of arbitrage operations.
Nowadays, beside market-neutral strategies (agajrahedge funds also use riskier opportunistic
strategies or mixed forms. The classification @ uniform. In particular the following investment
strategies are considered as being characterfdtiedye funds:

« Arbitrage (market neutral strategy): These stiategontinue to be pursued, either with bonds
(“fixed income arbitrage”) or with financial insiments connected to each other (“relative
value arbitrage”), e.g., convertible bonds anddbsociated shares. In the case of “merger
arbitrage”, the hedge fund buys or sells sharehefindertakings concerned in the context of
company takeovers thereby, e.g., exploiting infdromaadvantages.

e Long-short strategies: These strategies are basdte exploitation of differences in price
movements of two securities on the same marketur@ies presumed to rise in market value
are bought (“long”) and serve as securities forasallel transaction. In this transaction,
securities expected to drop in market value (‘“Share sold with the intention to repurchase
them later at a lower price in order to hand thekito the original owner (short selling).

« Event-driven/global macro: These strategies areduso exploit market events or
macroeconomic trends (e.g., in the case of currepegulation). The investment focus shifts
depending on the opportunities and the fund maregppraisal. The strategies are risky.

* Equity market neutral: This strategy consistsneestments into securities trailing behind the
development of the industry. Also traditional eégdunds use these strategies.

» Company crises (“distressed assets”/“securities’p this case, the fund makes capital
available to the owners of undervalued company tasse shares, exploiting that
undervaluation.

%57 Cf. London Economics, Non-bank Financial Institas: Assessment of their Impact on the Stabilityhef

Financial System, European Commission Economic P4p2, November 2012, pp. 75-76. It is, however,
still possible that credit default risks persisg.gin the form of collateralisation risks; segy.eChediak,
Energy Future’s Reduced Earnings to Sap Credit Regd/alues, Bloomberg, 18 October 2013.

%8 Cf. Paul, H., Zweithandel mit Private Equity blifmmer weiter auf, FAZ, 6 November 2013.
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The profit chances of these strategies are raisemigh leverage. According to an older study,
arbitrage and long-short equity account for roudidyf of the funds’ volume, the remaining volume
being used for riskier strategies.

1727.Investment companies in the hedge funds businessoasidered to be market participants with
a riskier profile than private equity firms. AlSo this case, investment companies invest funds
previously collected in (closed) investment fundBhe holding period, however, is short-term. In
some cases, hedge funds use large amounts of fladsan be activated quickly. The investments
partially take place in risky fields of businesse trisk being increased through leverage and short
sales. Thus, the investment strategies can hgndisant potential to destabilise the market and t
threaten the hedge fund itself, its investors amheentire financial system®. In view of the opacity

of the hedge funds business, this destabilisatddenial generally gives rise to concerns.

1728.The risks for financial stability are additionaligised through close links between the hedge
funds business and the banking industry. Amerieadge funds — apart from other US asset managers
and investment funds — belong to the companies hhae bought the European banks’ credit
portfolios from the debt-ridden EU Member Statesl @hat invest considerably in the stock of
European bank¥€' Thereby, the funds (and the investors standirtgjnog accept risks from the
banking industry that are difficult to rate at ghreesent time. Banks in turn provide services fimgnc
services to hedge funds in the context of primekdragé® and counterparty relationships. These
relationships make it possible that risks of thegeefunds business spill over to the relevant bgaks
investorsy®® Moreover, hedge fund companies can withdraw teslé from the banks acting as their
prime brokers if they lose confidence in the sobyerof the banks, thereby weakening them
additionally. Where banks interact with hedge fuad their counterparties, the distress of oney part
can moreover threaten the survival of the othetypar

1729.The rescue of the LTCM hedge fund (1998) and ofjeddnds active on the US market in the
financial crisis (including bank hedge funds) hasemonstrated that hedge fund companies
themselves can be systemically relevant and caefibérom an implicit guarantee at least in a &isi
scenario. Moreover, the interconnections with liaaking sector can have the result that the banks’
systemic importance increases and that the impforantees to their benefit are reinforced,
especially in periods of crisis.

3.7.2.3 Money market funds

1730.Money market funds are currently in the foregroehdhadow banking regulation. The funds
in the regulators’ focus are US companies represeint the EU with subsidiaries in France, Ireland,
and Luxembourg® They are frequently funds organisms that areclagtd to an institutional investor
(e.g., a bank, an insurance company) and thattimeamly in money market instruments and (other)
liquid securities with short (remaining) time to tondty. Money market instruments securitise time
deposits and other claims and have a durationssftlean 397 days or bear interest that is adapted t

%59 Cf. broadly Béttger, C., Strukturen und Strategiem Finanzinvestoren, Hans-Bockler-Stiftung, Wogki
Paper 120, March 2006, p. 59; now also: Cummin{D&, N./Johan, S.A., Hedge Fund Structure,
Regulation, and Performance around the World, @is?B13, Section 6.3.1.

See London Economics, Non-bank Financial Instingi Assessment of their Impact on the Stabilityhef
Financial System, supra, p. 86 (increasing risktdube market concentration at established funds).

61 Wigglesworth, R., Funds’ £€60bn to buy Europeankbaebt, FT, 20 May 2012; Stothart, M./Foley, S., US
funds place big bets on euro bank recovery, FINd&mber 2013.

Prime brokers are banks (particularly investmemtks) that offer a bundle of services to hedge s$und
e.g., loans and securities settlement services. nfdrket is highly concentrated; see also paral 468ve.
The actual amount of those risks is unclear howesee, e.g., Kemmer, M., Zur Abtrennung von
Kreditgeschaften, FAZ, 20 April 2013: hedge fuddposit high-quality collateral.

64 Cf. ESRB, Recommendation ESRB/2012/1 of 20 Decer2d&2 on money market funds, Section II.
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market conditions according to the terms of isseamegularly over the entire duration or at leasteon
in 397 days® On the average, money market funds are consiljelaiger than other investment
funds, European money market funds managing assetse amount of at least approximately
EUR 1 trillion (= EUR 1,000,000,000,008%.

1731.Money market funds are open to institutional inwest(e.g., banks, insurance companies), but
they also provide opportunities for consumers taigpate in money market transactions. The funds
engage in maturity transformation by reinvestinflecbed funds that accrue interest. A characterist
feature of money market funds is that the fundsxdbhave a residual term and that investors can
consequently withdraw their money quickly. To prevent the funds from “bleeding out” through
panic sales, money market funds must continuowstg tare that the Net Asset Value (NAV) per
issued share does not drop below a given value &3 “breaking the buck”). A variation popular
especially with US funds are funds with constanVNAENAV) that guarantee a repurchase price set
in advance.

1732.Sitill, the investors withdrawing first from a fund the event of a fund crisis have important
first mover advantages. Traditionally, the asdedkl in the investment fund are valued only at
amortised cost and not at market prices, but thagtrhe repurchased at market value when many
investors withdraw. In this case, the fund asdetimidle to the detriment of the remaining investors
Therefore, money market funds bear a substansilaf runs. This risk is not only associated with
bad investments of the relevant fund, but runsatam be caused through market disturbances leading
to the withdrawal of counterparties and, thus,h® drying up of money markets (feedback loops).
Events of this type also caused the distress oéraéymoney market funds in the financial crisis
(as buyers of ABCP%).

1733.The risk that the value of value of money markeidiplummets also falls back on banks as the
funds main sponsors and investors or their busipagsers®® Thus, banks can be forced to acquire
shares in the funds at NAV to support the funds andsequently, to internalise market risks. Where
a fund retains short-dated money market instrum@npay out investors, this can entail liquiditydan
price risks for longer-dated instruments. If thenmy market fund reduces its activities, this can
increase the refinancing risk for the banis.

3.7.2.4 Other organisms and investors

1734.Beside the organisms described so far, many othetsf organisms are active on the financial
markets. The business of these organisms is afteady captured by bank and securities regulation,
but they sometimes also use novel financial insémis not yet captured by regulation (e.g., credit
hedge funds, Exchange Traded Funds — EF)FsIn addition, other organisms and companies with

%5 Cf. § 194 KAGB, Article 2(1) lit. 0, 50 and Redita6 of Directive 2009/65/EC. Typical money market
instruments include, e.g., treasury bonds withatérest, cash certificates of tBeind Commercial Papers
(CP), and deposits certificates.

European Commission, Proposal 4 September 2013 f®egulation of the European Parliament and the
Council on money market funds, COM(2013) 615 fipal?.

%57 A similar risk was made out for Exchange Tradeddsu(ETF) given their fast growth; see FSB, Po#nti
Financial Stability Issues Arising from Recent Tderin Exchange-Traded Funds (ETFs), 12 April 2011.
Critically, e.g.: BVI, position paper of 20 Marclo®3, p. 4. As to ETF, see moreover ESMA, Guidsliok

18 December 2012 on ETFs and other UCITS issuds, 7112/1832.

ABCP = Asset Backed Commercial Paper (structuredey market securities).

Banks account for the largest part by far (85%jhef financial instruments issued as money marked f
securities; European Commission, Proposal for auRégn of the European Parliament and the Couoril
money market funds, supra, p. 3.

Cf. London Economics, Non-bank Financial Instiing: Assessment of their Impact on the Stabilityhef
Financial System, supra, p. 66.

Exchange Traded Funds are exchange-traded indes.fu
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near-bank activities exist (e.g., broker-dealetseofinancial companies}? It stands to reason that
implicit guarantees for banks can increase alsonwthese organisms act for banks as their sponsors,
investors, or business partners. Additionally, ¢dbeduct of other investors withdrawing rashly from
the financial markets during a crisis can threagstemic stability, thereby creating or strengthgni
implicit guarantees (for banks and non-bartks) However, to what extent this is actually the case
cannot be said based on the information available.

3.7.3 Regulatory arbitrage through shadow banks

1735.Current regulation to contain the implicit guarastdor banks can entail a risk of regulatory
arbitrage as a follow-on problem. The organismd mvestors attributed to the shadow banking
industry (also pension funds, insurance compargegage on the financial markets similar to banks
by raising funds with deposit-like characteristmsd re-investing them afterwards. Investors can
target their investments to the financial prodwftshese players to achieve higher returns in thre n
or less regulated arena.

1736.A risk of regulatory arbitrage is perceived patidely in that investors may shift funds from
banks into alternative investment organisms ordn-Buropean investment funds. These organisms
are subject to regulation tied to their managenaeutthe relations between the organisms and banks
(as capital investorsy? The organisms themselves (e funds), however, are still subject only to
national rules. This is meant to accommodate tistantial regulatory differences in the EU and the
major significance also of foreign alternative istreent funds. So far, however, national regulation
does not fully contain the risks described in thevipus sections”®> Additional risks follow from the
potential systemic importance of non-bank investbad are not subject to any regulation comparable
to banking regulation.

1737.In fact, the European banks increasingly competh thie suppliers of alternative funds (e.qg.,
insurance companies) in their investment businaiss, with foreign supplier® It is possible to
make out a trend mostly towards riskier investmetsnust, however, be taken into account that the
central banks’ low-interest strategy also creatdsstantial incentives to invest in risky assetghwi
relatively high interest). Moreover, even whererthis evidence of market changes brought about by
the regulation, those changes do not necessafigcteegulatory arbitrage. For example, the apit
rules under Basel Il have raised the banks’ liguiccost, which means that the business of
commercial real property financing shifts to a &aextent to the credit funds of insurance companies
and other market players. However, not the lowliggn of the suppliers of alternative real praper
financing seems to explain this shift, but rathbBarges in the banks’ business models and the
abolition of regulatory advantages that banks reditionally enjoyed in competition by being abte t
shift risks out of their balance sheets by meansecfiritisatiort!” In contrast, the current growth of

2 Cf. FSB, Strengthening Oversight and Regulation Sifadow Banking. A Policy Framework for
Strengthening Oversight and Regulation of ShadonkBey Entities, Consultative Document, 18 November
2012, pp. 1, 5-6.

This means that also pension funds and insuramecganies may profit from implicit guarantees; s&BF
Global systemically important insurers (G-SlIs) ahd policy measures that will apply to them, 18/Ju
2013 (as to insurance companies). Sovereign wéaitls profit from explicit support of the Stateéarsling
behind.

" See, particularly, Directive 2011/61/EU on Alteima Investment Fund Managers, OJ L 174, 1 Julyl201
p. 1, transposed in Germany through Kapitalanlageigbuch of 4 July 2013, BGBI. | 2013 No. 58, 436
Nothing different follows from the fact that soriember States already have important rules in place
reduce these risks, e.g., Germany with regardeo/éttuation of the assets held by money marketsamd
regarding liquidity control (88 30, 168, 194 KAGBMow, see also Articles 26 ff. of the European
Commission Proposal of 4 September 2013 for a Réignlon money market funds.

Deutsche Bundesbank, Aktuelle Entwicklungen am KWarfir Investmentfonds: Nachfrage,
Strukturveranderungen und Anlageverhalten, Mon®eéport, January 2013, pp. 13-28.

Since banks could use structured instrumentsiforgks out of the balance before the reformhad tapital
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asset management firms acting as hedge fund sgossems to be explained by the fact that banks
withdraw from the trade in defaulted bonds and dnleitrage in fixed-interest values due to the
tightened capital regulation, which does not agplglternative suppliers. In that regard, hencerd

are indications of regulatory arbitrage. Neverhbs] it would not be possible to make a general
estimate beyond the individual case as to the degfeegulatory arbitrage currently actually taking
place by way of a shift of business due to comipetitlistorting regulation.

1738.Banks can also engage in regulatory arbitrage tbkes and of their own account in order to
shift risks from the regulated area into the nogutated ared’”® This shift of risk can have the result
that the implicit guarantees existing for the inees (banks, etc.) are strengthened indirectlyugho
the organisms that accept the relevant risk.

3.7.4 Regulatory proposals made to date: steps in thétidirection

1739.With a mandate of the G-20 (summit of November 20flée Financial Stability Board (FSB)
and the International Organization of Securitiesn@uissions (IOSCO) have meanwhile worked out
their first recommendations on the regulation addw banks and shadow banking activities. These
recommendations include a first framework approédbh-level policy framework) allowing the
competent authorities to rein in the problem amegsiiring regulation. In addition, principles were
defined to determine and monitor risks (especiéiipough disclosure obligations), and a “policy
toolkit” for potential measures. These measures ai the limitation of risk and address fund
organisms (given the risk of runs), business modated on short-dated funding or collateral for the
funding investors, measures to increase creditlgui@pg., default insurance), and the use of ABS.
More detailed recommendations relate to money ndukels, which should be explicitly defined by
law, and subjected to restrictions in relationHeitt investments and the acceptance of risk aindetig
risk management rules (rating requirements, extar@ounting, liquidity requirements, transparency
obligations, etc.). To the extent possible, CNAgamisms should be transformed into organisms
without constant NAV.

1740.The recommendations mentioned above have alreatigllyabeen implemented in the EU. A
number of — in part very detailed — rules are alyeia place for the management of closed funds and
for open funds’® In addition, banking regulation imposes condisiamn the use of SIV and on
investments in funds organisms. The European Csesian made proposals on the further
development of the existing regulation in its Grdegper and the subsequent Communication on
shadow banking® Moreover, it has submitted a proposal for a Ratiprh on the regulation of money
market funds and a consultation document on a lplesEamework for the recovery and resolution of
financial institutions other than bank$. The proposal for a Regulation on money marketi$uis in

rules, it is likely that the banks actually onlysia competitive advantage induced by regulatiothénarea

of real property financing; see Flatow, C.-C., Bigkunft des gewerblichen Immobilienfinanzierungskbsr
[2013] Immobilien & Finanzierung 4, p. 120 (121).

An example may be capital relief trades, whichdpean banks have used increasingly in recent years
transfer risks from the balance sheet to altermativestors. As to these trades — which resentgddUtS
sub-prime transactions in view of their structureee, e.g., Alloway, T., Big banks seek regulatapital
trades, FT, 29 April 2012; Kahn, J./Vaughan, L.wNeapital rules spur banks seek breathing room with
controversial credit relief trades, Washington P26tSeptember 2013.

See, e.g., Directive 85/611/EEC on the coordimatd laws, regulations and administrative provision
relating to undertakings for collective investmentransferable securities (UCITS), most recentheaded

by Directive [...]/2014, preliminary version of thedislative resolution of the European Parliamenl®f
April 2014, P7_TA-PROV(2014)0355; Directive 20116 on Alternative Investment Fund Managers
(AIFM), most recently amended by Directive 201384/ OJ L 145, 31 May 2013, p. 1.

%0 European Commission, Green Paper, Shadow banki®g(2012) 102 final, 19 March 2012; European
Commission, Communication from the Commission ® @ouncil and the European Parliament, Shadow
Banking — Addressing new sources of risk in tharfitial sector, COM(2013)614 final, 4 September 2013
European Commission, Proposal 4 September 2013 f®egulation of the European Parliament and the
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line with the IOSCO recommendations and containststequirements in particular for funds with
constant NAV (especially liquidity buffers of 3% ¢fie total value of assets). From an industry
perspective, the proposed rules threaten direbdlyeiistence of CNAV funds — not least given the
current low-risk environment — and one must coneatjy wait to see to what extent they will be
included in the final Regulation. A still open tdatory flank could result from the still possitdad
popular use of risk measures such as “value at.ridkhese risk measures are prone to criticism
because they have substantially underestimatedrsigstisk so faf®? Also in that respect, however,
regulatory improvements have taken place with stiknown effects®

1741.The German legislature has equally tightened tgealagion of the organisms attributed to the
shadow banking industry. In that context, refeeerscmade notably to the Capital Investment Code
(Kapitalanlagegesetzbuch — KAGB) of 4 July 26%3In part, the German provisions go beyond the
underlying EU Directives. For example, the Gerratute captures the relevant types of funds based
on more detailed categories and limits, for instarlee possibility for public AIF (Publikums-AlFd t
invest in so-called special AIF (Spezial-AIF) (892KAGB). In view of the so-called European Pass
for funds organisms, however, it must be avoided this possible to circumvent German rules that
are tighter than EU law by establishing potentiaffected funds organisms in other EU Member
States®® This problem has to be kept in mind in the futiagional legislative efforts.

1742 .All in all, the Monopolies Commission welcomes ttegulatory proposals so far. It can be
presumed that the intended regulation will contebeffectively to the neutralisation of implicit
guarantees both in the banking and the non-bankohgstry. Still, the further regulatory steps et
shadow banking sector pose significant challengéeswvill be foremost important, as a preparatory
step, to improve the data base, to which the trapgesitories can make an important contribution. T
the extent possible, the individual regulatory nuees should be coordinated at the European level or
even internationally as they should mostly relatsupra-national markets. There are not many clear
indications so far that rules distorting competitiexist which give rise to regulatory arbitraget bu
still, this risk is undeniabl&® Therefore, the Monopolies Commission advocatesracy instead of
speed in the creation of additional rules. Alsthwespect to possible additional rules on theonati
level, it points out the need for thorough impagtessments.

3.8 Developing regulation further in the medium and |Iger term

1743.In the Monopolies Commission’s view, the regulatérgmework evaluated in the previous
sections is suitable and necessary to decreasgysthemic distortions of competition resulting from
implicit guarantees. When this regulatory framewisr developed further, however, also the current
competitive conditions on the financial markets ahé risks for the medium- and long-term
development of the affected markets must be corexideThe Monopolies Commission recommends
politicians to use the existing leeway to countemty one-sided regulatory preference for capital-
market based corporate financing if regulation givise to unjustified disadvantages in competition

Council on money market funds, COM(2013) 615 fir@bnsultation on a possible recovery and resolution
framework for financial institutions other than Ban accompanying document of 5 October 2012;
http://ec.europa.eu/internal_market/consultatiod?Znonbanks_en.htm; accessed: 24 June 2014.

%82 Cf. Gropp, R., How Important Are Hedge Funds iBrisis?, FRBSF Economic Letter 11/2014 bzw. SAFE
Policy Letter No. 23, 14. bzw. 28. April 2014; R&dF. in Heinrich, G., Ein Modell bringt das
Finanzsystem ins Wanken, Finanzen100, 25. Marchi.201

83 See Articles 364 ff., 383 V of Regulation 575/2048 addition, also indirect factors must be talketo

account (e.g., the introduction of CCP).

Kapitalanlagegesetzbuch of 4 July 2013, BGBI. | 8® p. 1981; meanwhile with amendments.

%85 See Articles 6 ff. of Directive 85/611/EWG (OGAWArticle 8(1), last sentence, of Directive 201164/

(AIFM) and & 24 KAGB in German law as to the EU ®as

Another problem consists in the risk of over-reginlg particularly small suppliers. See SectidhBbelow

in that regard.
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for smaller institutions. The international corgemce of regulation must be strengthened to improve
the competitiveness of the European financial ntarked to work against further fragmentation of the
financial markets.

3.8.1 Avoiding and reducing distortions of competition duo unbalanced
regulatory burdens

1744.Banking and financial market regulation followinget crisis has brought about substantial
interventions with the existing market structurBhis can be justified because and to the extent tha
regulation is intended to do away with risks tobsity and the existing distortions of competition
through implicit guarantees. Regulation itself,wewer, has a major impact on the markets.
According to one study, German banks attach mgrfgiance to regulatory effects on their medium-
term success in business operations than new ciiampetustomer behaviour, or margin presstire.

1745.From a competition policy perspective, the maireotiye of regulation must generally be the
creation of equal framework conditions for differdanding options. Current regulation, however,
sometimes leads to diverging competitive conditittvagd may contribute to substantial changes in the
financial system in the medium or long run. In tiew of market participants, the following aspects
are the most serious:

* First, regulation is mainly adjusted to the neeidsooporate finance. In this context, there is a
tendency to favour capital-market based financieghamds over credit-based financing.

e Second, also the regulation of the capital markediress is unbalanced because it puts
individual market participants and products at aadvantage irrespective of their risk
potential.

e Third, regulation places a particular burden onlEnanarket participants, both because of
the adjustment to capital-market oriented businesslels and the substantial weight of
regulation.

To the extent that regulation puts a particulattgrsuous burden on small institutions with traditib
deposits and loan operations, a development cadithat could already be seen before the turneof th
millennium?®® According to industry representatives, curregiutation altogether does not observe
the intended double proportionality.

1746.The fact that regulation is oriented towards thedseof corporate finance can be explained with
the objective of remedying the impairments of thngle financial market. In this respect, furtherin
capital market activities suggests itself to esshbtapital-market based types of funding to adarg
extent as a complement to credit-based fundinghencontinental European markets. The capital
markets are oriented across frontiers and veryidigs compared with the credit and loan markets,
meaning that capital-market financing can makeraportant contribution to the restoration of the
single financial market. In addition, credit rédaiships always entail the risk of contagion. dt i
hardly possible to estimate the impact that susksrinay have on the single financial market inrthei
totality. According to studies, however, credisbd connections explain the contagion effects
observed in the financial crisis and the serioteces of the crisis to a major extefit.

1747.That being said, the risk exists that regulatioonmoting the capital market business may entail
unjustified disadvantages for the credit busin@ssnely in so far as the latter business is actually

87 Cf. KPMG, Auswirkungen regulatorischer Anforderengstudy of December 2013, pp. 10, 14 ff.

%% Detailed Hammerschmidt, R., WettbewerbsverzerrarigeBankenmarkt 1st Ed., Baden-Baden 2000.

%89 Cf. Feldkircher, M., The Determinants of Vulnetipito the Global Financial Crisis 2008 to 2009e@it
Growth and Other Sources of Risk, [2014] Journdhtdrnational Money and Finance No. 43, pp. 19-49.
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stable and relatively resistant to crises. Thisusth hold in particular for the business of smaller
institutions (e.g., private regional banks, savibgaks, local cooperative banks). The businesieof
banks is commonly based on long-term businessiaor&dtips and a good understanding of the local
conditions, implying that a particularly broad infmation base exists to evaluate the financial sdna

of the clients. In addition, the customers of thbanks mostly use the credit in a market conteatt t
is easier to assess than in the case of large rebepcustomers.

1748.That the capital market business is preferred easelen particularly in capital regulation, which
tends to privilege trading book positions towardsifions in the banking book. This does not seem t
be completely innocuous given that apparently thieds of the net losses in the crisis had to be
attributed to trading book positiofs. It is true that the risk weights for trading bopksitions
pursuant to Basel Ill were increased for tradingkopositions. However, also the traditional credit
business has been subjected to considerably hagptal requirements, and this also includes, for
example, requirements for SME loans that did natseaany problems during the financial crisis.
With regard to more complex products in the capialrket business, the risk weights seem to be
rather low.

1749.The liquidity requirements likewise privilege cait market investments (securities

investments) over direct credit provision. Forrapée, it is planned in the context of the long-term
funding benchmark NSFR to tie loan maturities te thaturities of existing deposits or funding. In

this context, corporate bonds are charged at 0%0ét towards the necessary long-term funding
whereas, for example, an SME loan is charged at&5200% depending on its maturity.

1750.Within the rules on financial instruments traded thre capital markets, however, other
imbalances exist according to the market partidgpamhese imbalances result from distinctions that
the law makes with regard to both the regulatedettalings and product regulation. Regarding the
regulated undertakings, reference may be madeinftance, to the disadvantages that investment
companies face in German law according to assoniafatements (e.g., regarding the issuing and
financial commission business, in relation to tieestor protection rulesy* Regarding the products,
competition is distorted particularly because tlaious means of funding suffer from unequal
treatment, meaning that, for example, sovereigndbaare privileged over covered bonds and that
particularly ABS (especially RMBY) are at a disadvantage. Sovereign bonds, inastritv covered
bonds, are weighted with 0% although they entailsk of default and their market value can be
exposed to massive fluctuatioti. In the view of market participants, ABS are digattaged to a
particular large extent both through regulation asdrepo collateral. ABS can be used for similar
purposes as covered bonds as they are bonds ashaielre covered through the claims and the
underlying collateral. That said, ABS broadendbbateral stock used for covered bonds by allowing
the use of other risks as collateral that wouldentlise not be marketable (= illiquid). Insteadtiud
ceiling for covered bonds, ABS subordinate the gésed claims in a certain order. Since, in theec

of ABS, the originator of the ABS is not itselfliile, the asset pool is much more important.

1751.The disadvantages for investment companies shoaldelated to the interest to protect the
domestic universal banks against competitors wittAaglo-Saxon business model. In that regard,
however, they run counter to the objective of déngata single European financial market. The
disadvantages for ABS may be explained with theeggpce of the financial crisis. That does not
necessarily imply, though, that they are justifidsubstance as the risks materialising in thascris

0 Cf. Erlebach, J./Grasshoff, G./Berg, T., Die Efeekon Basel Ill, [2010] Die Bank 10, 54 (surveythé
ex-post losses of 150 banks in the EU-15, Switrelland North America).

Corresponding to the distinction between creditiintions and investment firms in EU law, Germaw |
distinguishes between deposit credit institutioBmlagenkreditinstitute and financial service institutions
(Finanzdienstleistungsinstityter securities trading bankevértpapierhandelsbankgrsee § 1 KWG.

RMBS = Residential Mortgage Backed Securities.

See Section 5.6.2 below regarding this issue.
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were less related to the technique of securitinagiod more to the securitised risks and product and
market opacity. In contrast to US sub-prime seies; particularly German ABS products survived
the crisis also quite successfully. Continuallyadivantaging ABS entails the risk that it will thten

the economic recovery after the abatement of thef&an financial and economic crisi$. That
being said, the ECB has started a to-be-welconigdtive to revitalise the ABS market

1752.The regulatory imbalances disadvantage individualket participants and, according to many
industry representatives, in particular smallettiftuBons concentrating primarily on the traditibna

deposits and loan business and having only litl@tal market activities. Added to this must be th

complexity and latitude of regulation, which putksanaller financial market participants (banks and
non-banks) at a disadvantage.

According to industry representatives, in partictlee capital rules are a burden on smaller bamds t

IS excessive and weakens them in competition. example, smaller institutions are generally not
able from the outset to use internal risk modelsictv means that these institutions cannot benefit
from the frequently lower risk weights of the Imat Ratings Based Approach (IRB Approath).
Criticism is also made of how claims are classifeed“mass market” business, a class central for
smaller banks, because the classification is salmbtto the advantage of the large banks. Geperall
the high complexity of regulation is a problem hesm it raises the fixed costs, which is a burden
particularly for smaller banks — notably if thesanks cannot take recourse to common resources
within the framework of an associated group.

According to industry representatives, the heauylén of regulation nowadays also hits, for instance
small suppliers of funds and alternative invests&lit Thus, the problem goes beyond the banking
sector.

1753.A likely consequence of these regulatory disadwgagas that smaller banks and suppliers of
capital investments are weakened in competitionwaitlddraw from business areas where they have
only limited activities in order to avoid regulagarosts. Such a development would be problematic a
smaller market participants do not necessarily gaga riskier activities and as the openness of the
markets also for niche players is indispensabletifier development of undistorted competition.
Because of their business model oriented towarchsl leupply and their presence across all regions,
the smaller members of the associated groups @=a¥ianks, cooperative banks) have a stabilising
function within the German financial system. Whre smaller market participants to withdraw from
individual business areas, this would moreover tienstrengthen the market power of large market
participants. This would be a factor that woullbwlthese institutions to absorb a larger volume of
business, which could also entail more concentratforisk at the large market participants andsthu
strengthen their systemic relevance in the long r8ach a development would be of concern from
both a stability and a competition perspective.

1754.The Monopolies Commission recommends politiciansige the available scope of action to
counter one-sided regulatory privileges for capitarket corporate finance in so far as such
privileges entail unjustified regulatory disadvayga particularly for smaller institutions. In that
context, regulation should be reviewed with respgecthe individual means of funding (especially

%9 Cf. Papadia, [2011] ZfgK 999 (1002-1003); MeisrReniner, [2012] ZfgK 934 ff.; Marsh, A., Verscharfun

der ABS-Konditionen birgt Risiken fir Europa, Dieslty 20 September 2013.

In addition, also the newly foreseen NSFR shouddkeénABS more attractive.

% Cf, Articles 142 ff. of Regulation 575/2013, O116, 27 June 2013, p. 1.

%7 Thus, according to association submissions, there already indications for regulation-induced
concentration at private equity and funds companseg also Hiller von Gaertringen, C., Regulierung
beeinflusst Wettbhewerb, FAZ, 26 October 2013 int thgard. As to the regulatory burdens on smalkban
see Section 3.8.1 below.
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sovereign bonds, covered bonds, ABS). It showdd Bk advisable to create additional incentives to
reduce the complexity of structured products (irtipalar, with regard to multiple securitisations).

In addition, the Monopolies Commission recommeigsdompetent authorities to closely monitor the
financial markets with regard to the effects ofulegion, particularly in the context of the supsony
dialogue and their general supervisory supportouhthis not be sufficient from the affected banks
perspective, it might be considered to have reptasges of the supervisory authorities present at
voluntarily cooperating banks for an adequate tipeeiod to oversee the implementation of the
regulation.

Lastly, the Monopolies Commission welcomes thddtiite from the European Parliament at the end
of 2013 to evaluate the effectiveness of the engstiegulation before taking additional regulatory
steps (impact assessmetit).At least some time after the implementation &f #ssential regulation,
the effects of all newly introduced rules shouldreeewed to identify and abolish superfluous and
excessively burdensome provisions.

3.8.2 Protecting the competitiveness of the German and&ean market
participants

1755.The evolution of regulation must also take accairthe fact that some financial markets reach
beyond EU borders (global markets) or that Europestitutions are active also in national markets
outside the EU. In that regard, it is necessargxdude unjustified impairments of the domestic
financial market participants’ competitiveness he textent that this is possible. In that context,
attention must be paid to the fact that an abalitf implicit guarantees constitutes a direct
competitive disadvantage vis-a-vis competitors thahtinue to benefit from such an implicit

guarantee.

1756.Maintaining the competitiveness of the Europearkbas particularly important in relation to
institutions from the United States to which therdpean economy has the strongest financial ties
outside the EU. To what extent the competitiveessientioned above exists in relation to the United
States is difficult to tell given the contradictaand frequently biased information about the iniplic
guarantees of and the regulatory burden on US bariksthe media, the US banking sector is
frequently described as fraught with fewer probléhas the European banking sector.

1757.When one comments on the competitiveness of Euromeal American institutions by
comparison, a distinction is necessary betweenrtbasures first adopted to cope with the financial
crisis and the regulatory re-design of the finangyatem with a view to the future. According et
information available, the United States managediquéarly well to contain the financial crisis
vis-a-vis their domestic institutions and to figatlvercome the crisis. The locally active banksewe
subjected to stabilising State intervention torgda extent than in particular most affected Euaope
banks. However, this State intervention — whicls Wuaited in time — enabled the American banks to
quickly generate new business and thus allowinmtteereduce their legacy problefis. In contrast,
the German banks probably harmed themselves bysing the possibilities created for strengthening

*8 Vice President Karas, European Parliament, asequin: Osman, Y., Zu viel — und zu komplex,
Handelsblatt, 6 November 2013. The European Cosiamissubmitted a very first Impact Assessment on
15 May 2014, underlining its preliminary charactbough; see European Commission, Commission Staff
Working Document, Economic Review of the Finan&algulation Agenda, SWD(2014) 158 final, 15 May
2014. Such impact assessments are at least |yaetisured through clauses in the new legislatwamnich
provide for the regular review of the respectiviesu

9 See Grasshoff, G. et al., Global Risk 2013-2014eaBhing the Next Banking Barrier, The Boston
Consulting Group, 19 November 2013, pp. 5 ff.; neer Joyce, J.P., Bank Lending: Too Much of a Good
Thing?, EconoMonitor, 17 March 2014 on the US suppenefiting European banks. Pursuant to Dodd-
Frank Act (Section 214), US banks may legally nogler be supported by the State.
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their capital base under the Financial Market $itsttion Act Finanzmarktstabilisierungsgesgtaf
2008.

1758.That being said, there are still a number of irdéomal banks active in the United States that
continue to benefit from higher implicit guarantedsan their European competitors. Thus,
systemically relevant banks were merged to stabiliem in the crisis, which should rather have
increased the systemic importance of the survigntities®® The five largest US banking groups
control assets today in the amount of more thahdfaUS GDP°* In addition, measured by risk
weights under Basel Il, the US banks control assétsconsiderably higher risk than their European
competitors on average.

1759.The increasing regulation also on the US side appeat to have altered this situation
significantly. The possibility to resolve a larg& bank under the resolution rules of the Dodd-kran
Act is viewed rather sceptically, and the same $i&dd the effects of the so-called Volcker Ruletiog
separation and abolition of proprietary tr&feThe supervisory authorities are able to assesggks
associated with derivatives only to a very limigsdent, which should be due not least to the faat t
US accounting standards continue to allow the basksy them to net derivative positions to a much
larger extent than is possible under the traditigopean accounting standards. Moreover, the ris
reporting of large international banks is diffictdtunderstand from the outsitfé.

1760.In the long run, reducing the competitive disadaget for European banks should only be
possible through more international regulatory @gence. In the meantime, the US regulators’
approach must be welcomed to subject non-domeatikhto strict capital requirements in order to
ensure that sufficient capital buffers exist inwief the systemic threats which these banks po#ieeto
financial market in the United States. The Mong®ICommission recommends the same approach
for the EU.

3.8.3 Countering the continued fragmentation of the finaral markets

1761.The Monopolies Commission is lastly concerned leyiticreasing fragmentation of European
and worldwide financial markets. In the financaisis, many European banks withdrew to their
domestic markets, partly to concentrate voluntaritytheir domestic business, partly because thdy ha
agreed to such limitations as compensation foreSaéd. The regulation to contain the crisis has
contributed to further fragmentation of the finalaharkets in some areas at least temporarily. \/Whe
this regulation is developed further, the interedtidividual States and the interests relevanbss
borders must be brought into a balanced relatipndioth at the European and at the international
level.

1762.At EU level, stabilising the financial markets aaiteviating the burden of continued liability
risk for the taxpayers in Member States have bleemtain drivers so far. There has been an interest
to improve the general conditions as fast as plestiblimit the risks as much as possible if thisisr
were to return. Thus, arguments existed for intlisi Member States to go ahead with regulation, an
option that several Member States — not least Geyrrahave used particularly with rules popular

90 While the American Federal Deposit Insurance Caon (FDIC) opened resolution proceedings at

465 banks from 2008 to 2012, these proceedingterefaimarily to smaller institutions that shoulot fave
been systemically relevant. See Council of Ecoworiixperts, Gegen eine rickwartsgewandte
Wirtschaftspolitik, supra, para. 367.

Cf. Hoenig, T.M., speech at the National Assooiafior Business Economics, supra.

692 Cf. Johnson, S., The Myth of a Perfect Orderlyuidttion Authority for Big Banks, Economix Blog,
NY Times, 16 May 2013; Easton, R., The Volcker &uledge-trimming, The Economist, 14 December
2013.

However, the latter also holds for European ingtins; see Hartmann, W., Risikotransparenz vonkBan
bleibt undurchsichtig, Borsen-Zeitung, 18 April 20(as to the reporting of large EU and US banks).

601

603



Chapter VI « Financial markets 639

with the vders (key words: dual banking laws, financial test®n tax). This came, however, at
price of a risk that continued uncoordinated regaacould further increase the fragmentation &f
financial markets and cause lasting damage to &lral e'olution of the single financial market
the EU.

1763.In fact, the amount of crc-border financial activities in the EU has decreasdtie years sinc
the financial crisis erupted (see lllustration V!

lllustration 5: Cross-border financial flows in the euro area (intra and extra ir- and outflows in
percent of the DGP)
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SourcesOwn calculation and illustration. Concerning ttata, see Inrnational Monetary Fund (IMF
http://dsbb.imf.org/Pages/SDDS/CtgCtyList.aspxwd¢=BOP00&catnameéBalance+of+payments, accesst
May 2014. Cros$order financial capital flows encompass all tratisas between a Member State and &
Member State of the euro area as well as betweeklémber States of the euro area. Financial ddfutas
encanpass transactions differentiated according tortfiews and outflows into or from a Member Statettod
euro area, concerning direct investments, secsiiitieestments, financial derivatives, other invesita, anc
currency reserves; see, for exam€B, euro area crc-border financial flows, Monthly Bulletin, Februa
2012, S. 110. Data on transactions and on the W&P successively increased with regard to new Mg
States acceding to the currency area (variable ositiqr).

1764. Continued fragmentation of the single financial kearbecomes less likely when the bank
union is created, primarily among the Member Stafdhe euro area, and through the developme
a (single regulatory framework (“single rulebookdnd the faher+teaching harmonisation
prudential rules. Theupervisor standards in the EU have been harmonised in maggsan the
meantime. The amount of special national reguiaitmds to decrease. In many areas, EU regul
was the first regulation toreate uniform or at least comparable competitweddions. Thus, th
problem of financial market fragmentation shoulsskn within the El

1765. On the international level, however, there is & tisat the fragmentation of the financ
markets will contiue to exist or even increase and, thus, put destée the efforts to reduce impli
guarantees. In that context, it should be consiti¢hat the systemically relevant banks and ¢
financial market participants so far the focus tdt& measuresre regularly active on cra-border
markets. Under these conditions, -coordinated regulation increases on the one hamavthk anc
costs for the affected firms and may on the ottaardhfavour the concentration of risk in individ
regions, this leddg to an overall increase in systemic risk. Saalevelopment is currently loomir
palpably due to the still not coordinated condiidor the admission of EU and US undertaki
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providing essential market infrastructures, patéidy Multilateral Trading Facilities (MTF)>* Apart
from the aforementioned risks, the internationafommement of the relevant rules encounters
difficulties or regulatory arbitrage takes pl&€e.In the worst case, financial services are noéong
offered because of inconsistent or incoherent edigul even though those services are in demand.

1766. The reform of worldwide financial market regulatibas stalled partly in the meantime. In
contrast, the global systemic importance of sorsétiriions active worldwide has even increa$éd.
With the crisis abating, continuing the reform pres becomes increasingly difficult as politiciams i
the home countries of foreign institutions of glblgstemic importance may not have sufficient
incentives to reduce the systemic importance ofdlevant banks.

1767. Against this background, the Monopolies Commissi@icomes the Federal Government’s
general determination to continue to play a leadahg in the development of regulatory concepts, an
to promote the continued reform of the financialrke#s internationally. Nevertheless, it takes a
critical position towards individual national adeas in the future development of rules to address t
problem of systemically induced distortions of catijpon. Such individual advances should only be
justifiable if they concern measures that contebiat the direct neutralisation of implicit guaraege
(e.g., through increased capital buffers, secisgistems§®’

3.9 Intermediate result

1768. The Monopolies Commission acknowledges that Germaticy has made important
contributions to the stabilisation of the Européaancial system since the outbreak of the findncia
crisis and that it has countered fiscally dubiofferes to make taxpayers also pay for the bank
liabilities in other Member States. At this poilitt,considers that the right moment has come to
rebalance these short-term objectives with thedotgrm objectives of competition policy.

1769. The systemic risks revealed in the financial crigie related to systemic distortions of

competition. Individual banks (and other finanawadrket participants) can benefit from an implicit

State guarantee if other market participants censidem to be systemically relevant due to the
accumulation of risk and if they consequently can langer be permitted to leave the market
(= guarantee of survival). The financial crisisshehown that this implicit guarantee constitutes a
competitive advantage. So far, this advantagenbadeen absorbed under national law. That said,
the European Commission required compensation nigt for State aid rendered, but also for the

implicit guarantee of survival in its decisionsthe bank rescue aid paid during the crisis.

1770. More recent banking regulation is supposed to pre@&ate aid from having to be rendered
again because implicit guarantees are being cafjed. It is meant to neutralise the existing imipli
guarantees and to hinder the new accumulatiorsktiat leads to such guarantees.

1771. As the probably most effective means of neutraiisimplicit guarantees, the Monopolies
Commission favours the establishment of a resaluti@chanism. In this regard, an important first
step has now been taken both at EU level and minahievel. The close connection with the rules o
EU State aid proceedings appears noteworthy assiiveofeature. The resolution mechanism will
however only be effective if, when the next crisisaks out, sufficient sources of finance capigais

804 Cf. the negotiations between the EU and the UShénreporting period about an Agreement concerning
derivatives; see US CFTC, press releases of 1120118, PR6640-13, and 12 February 2014, PR6857-14.

95 See paras. 1546, 1644, 1652, 1655, 1702, 1735 ffat context. Side effects of this kind, howewezed
not be negative — for instance, the incoherent émgintation of Basel Ill forces the internationalstive
EU banks to also meet the relatively high US cépgi@ndards, which increases the resilience oethasks
vis-a-vis systemic risk at large.

6% | aeven, L./Ratnovski, L./Tong, H., Bank Size angtSmic Risk, IMF Staff Discussion Note SDN/14/04,
May 2014, pp. 7 ff.

897 Cf. paras. 1555, 1584 f. above.
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by the market players are available (security systeesolution fund) and if the State’s discretsn
to exemption from liability for individual marketpticipants is reduced to a minimum. In the vidw o
the Monopolies Commission, ongoing monitoring aralining of the existing resolution and
restructuring mechanisms are needed to this end.

1772. In contrast, the regulations on the separationaokb favoured by policy-makers appear to be
a symbolic policy of dubious benefit. By contrabe refinement of statutory deposit protectiormas
element of the existing private security systentsajzable of making an effective contribution toveard
reducing implicit guarantees.

1773. The capital rules are at the core of the regulatiomake it difficult to build up risks which
can lead to an implicit State guarantee. It igettgble that Germany favoured so-called “maximum
harmonisation” in the reform of the equity requiemts, and hence showed opposition to individual
Member States that introduced more stringent rulEse capital rules now in force are a step in the
right direction, but are still, in the view of thonopolies Commission, much too low.

1774. In the event of (pro-cyclical) modes of conduct raggting a crisis, liquidity requirements
have a preventive effect against the market drgimgand implicit guarantees being taken up. The
introduction of a liquidity coverage ratio in th&JEnust generally be welcomed, but its design is not
without its problems in terms of competition poliGhe planned net stable funding ratio currently st
raises a number of questions.

1775. The existing capital and liquidity rules must beglemented by special rules for leverage
financing on the monetary and capital markets. ekage finance includes transactions such as
securities lending and repurchase agreements assveérivative transactiofi®. In this respect, the
Monopolies Commission is in favour of the consisiemplementation of the recommendation which
the Liikanen Group had put forward as an altereativits proposal on the separation of banks. This
recommendation provides for a general risk resricthrough non-risk-weighted capital requirements
for assets held for trading. Additionally, the swypsory authorities should have the power to demand
that high-risk commercial transactions be separatkih individual cases. Aside from that, a miik o
risk-limiting or transparency-creating provisionsdaconduct on the part of the authorities would
make sense in individual cases, as is recommengdt#uteb-inancial Stability Board, among others.

1776. It is necessary to await the impact of the regofatf bonuses as an accompanying measure.
The planned financial transaction tax is the obggatriticism, particularly if the tax were not tme
designed anti-cyclically. As an alternative tcsththe introduction of a financial stability levigauld

be considered as has been brought into the delyateebinternational Monetary Fund. Punitive
sanctions should address the actual problem, nathelgxploitation of implicit guarantees, and not
only — as at present — violations of administrateguirements.

1777. As a further tool to limit the expansion of systemrisks, the Monopolies Commission
suggests, similar to competition law, the introductof financial merger control for takeovers which
establish or strengthen a systemically relevanitipas

1778. In the Monopolies Commission’s view, there is agemt need to increase transparency on the
financial markets in a coherent manner in orderet@ble both the authorities and the market
participants to better evaluate risk. In contradipcating one-sidedly more and more individual

competences to the authorities is an approachbst be viewed critically.

698 Existing regulation captures these types of bissirteansaction only to a limited extent, which isywhey
are also labelled as “shadow banking activitie§his is misleading in so far as they do not consigy of
business conducted by shadow banks.



Chapter VI « Financial markets 642

1779. It remains to be seen which development the reigulaif shadow banking will take. The
Monopolies Commission has a favourable view ofrgailatory advances so far.

1780. The regulatory framework investigated in this rémamn contribute to reduce the distortions of
competition associated with implicit guarantees.heW working on the design of this regulatory
framework, politicians should use the existing lagwo counterbalance one-sided preference for
capital-market based company financing, to thergxteat regulation distorts competition in partaul

to the detriment of small institutions. The int@ional convergence should be strengthened todurth
the competitiveness of the European financial ntarkad to counteract the ongoing fragmentation of
the financial markets. In that context, fartheaal@ing national measures should remain possibén ev
if they go beyond the international standard.

4 The three-pillar structure of the German banking sem

4.1 Overview

1781. The banks active in the German banking system anenonly allocated to three groups
according to their legal form. This gives risethe so-called three-pillar structure, in which the
private commercial banks form the first, the pulidanks the second and the cooperative banks the
third pillar®®®

1782. The Monopolies Commission is concerned that theetipillar structure of the German
banking system gives rise to distortions of contjpetiin some areas. It should not be ignored,
though, that the three-pillar structure as suchrdmrtes significantly to the stability of the Geam
banking system, that the German banking systenougegul and in many areas marked by intense
competition, and that it consequently guaranteesatsfactory supply of banking services for
consumers to a significant extét. That said, an indication of structural crustifioas of the
German banking system can be seen in the so-caledbanking” which is generally recognised by
all banks and authorities. In that regard, it isstty accepted that the actual problem consists in
inefficiencies and that there is no question ofiarg against the existence of individual institngcor
entire groups. The term “overbanking” is unfortienia that respeét!

1783. The identifiable inefficiencies in the German bangki system, in the Monopolies
Commission’s view, result from a delineation of trenking pillars, which is not always in conformity
with the market and partly artificial, as well as iigid structures in particular within the pubpdlar

of the German banking system. It is remarkablé¢ the group of the public banks frequently acts
aggressively in competition with the other banksattcompetitive advances, and in particular
advances with innovative business models, howeala place within the group to a more limited
extent than in the other banking groups, at least is the tendency. An exception is the
Landesbankeand the free savings banks, which are not cortidlly a local public authority. Thus,
it is probably no accident that actually theseitagsbns were the first within the group to suppliyect
banking services to consumers to a larger exté82direkt, DKB). In addition, by taking different
approaches Haspa has attempted for longer to exparide larger metropolitan region around
Hansestadt Hamburg. The Federal Cartel Office teldly has prohibited the acquisition of KSK

99 See above Section 2.2.1, particularly, para. 13@failed: Council of Economic Experts, Das delgsch
Finanzsystem. Effizienz steigern — Stabilitat edrgtExpertise of 17 June 2008, paras. 140 ff.

619 |n that context, it must be emphasised that disoprivate and public development banks, as aqjatte
German banking system usually operating outsidepetitron, had an important share in the stabilisatf
the German economy in the financial and econoniggscr

¢l see Council of Economic Experts, Annual Economep@tt 2004/05, paras. 378 ff.; the same, Das deeitsc
Finanzsystem: Effizienz steigern - Stabilitat esdhExpertise of 17 June 2008, paras. 150 ff. farose
comprehensive analysis of the efficiency problemthe German banking system.



Chapter VI « Financial markets 643

Lauenburg by Haspa in the reporting period becalbsenew economic entity would have gained a
dominant market positiot? In this context, however, there was no questibnliriting the
competitive activities of Haspa, but rather a goestf protecting such competition in the consumers
interest against a hardening of dominance on thdats®on which Haspa is active. The Monopolies
Commission supports the view of the Federal C&@fite in that decision.

1784. The Monopolies Commission sees the biggest riskscémpetition within the associated
structure in that the statutes and the chartenslaggg the public banking system do not distinguis
clearly between the common interest goals anddhessible means to reach these goals. The general
interest'® and competition are principally not opposed toheather®™ In fact, the welfare targets to
which the State rightly feels bound can frequeb#yachieved in competition in a particularly etiai

way. Accordingly, the public banks generally hatee achieve their common interest goals in
competition. Shortcomings in the determinatiothef targets to be pursued and the admissible means,
however can give rise to distortions of competitiand this not only within the public banking pilla

but in particular also in the competition betweke three banking pillars. In addition, shortcorsing

in the determination of the admissible objectivesneans can bring about violations of the market
freedoms of other market participants (Articles 4%, 63 TFEU). Indications exist that the traditib
market structures in the German banking system hieady given rise to violations of the existing
law or that the risk of such violations cannotestst be dismissédf

1785. In the Monopolies Commission’s view the generabe§ to improve banking regulation
present an opportunity that should be used to ptivedy target the competition distortions idergdi

in the following sections. Political action in qmeration with the competition authorities creates t
option to positively influence the competitive sition on the banking markets. That approach should
promise more success than a strictly confrontatiapproach, as was taken in the past, for example,
during the defence of the State guarantees regprifability for default and for maintenance
(AnstaltslasandGewahrtragerhaftung

4.2 The public mandate of the public banks must be defil more clearly

1786. The Monopolies Commission principally acknowledties particular importance of the public
banks in the German banking system, but it hold®ee precise definition of the public mandate of
these banks to be necessary. It should be chriire particular, how the public mandate and the
economic activities of the public banks are intieel with each other.

1787. The public mandate defines the business objectiféise public banks and, thus, is of central
importance for them. Banks organised as publititin®ns (Anstalten des o6ffentlichen Reghts

principally draw from this mandate the justificatitor their existence. The public mandate exists f

the area of competence and the territory of thevesit controlling entity.

1788. The public mandate is defined by statute and (ddrivom the statute) in the bank charters.
Inside a framework established by the German Bamicand EU law, the Legislature is free to define
the public mandate. Thus, the Legislature camdgdublic tasks which also private banks are able t
fulfil in the place of the public banks — thoughcButasks would not constitute positive business
objectives for the private banks (e.g. the furtheeaof the savings idea and of competition). In

®12 ECO, Decision of 28 February 2012, B4-51/11 — l#$BK Lauenburg.

®13 According to the traditional definition, serviciesthe general interest (Daseinsvorsorge) inclyeath act
by the administration to make the public, or grooppeople determined on the basis of objectiveeca
benefit of utile services”; see Forsthoff, Lehrbuids Verwaltungrechts, Bd. 1, 10th Ed. 1973, p.. 373
Narrower, however, is the definition of the Congtdnal Court, see, e.g., BVerfG, Judgment of 20rdfia
1984, 1 BvL 28/82, BVerfGE 66, 248, 258.

614 Cf. BVerfG, Judgment of 30 June 2009, 2 BVE 2X@8trag von Lissabon, BVerfGE 123, 267, paras. 892

®15 See Sections 4.3-4.5.
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Germany, no condition exists either that the publendate may only encompass objectives which
private companies could not meet in a better fasfsabsidiarity). Conditions of that sort only xi

in EU law in so far as the public mandate is used pstification for a special treatment of thélpu
banks in competition (Article 106(1), (2) TFEU).

1789. The aim of generating proceedsewinnerzielungis no constituting element of the public
mandate. Activities for making profits do not fuffublic interests but are private-economy aciat
This, however, does not mean that the public baoksot aim for public profits in the course of thei
business activities. They have a business manageamgl take part in economic intercourse like
private undertakings (see, e.g., 8 2(3) SpkG NWjrder to generate the proceeds to meet their@ubli
interest obligations. The following diagram shdwsexample the typical norm structure existing in
the savings bank acts for the supply with credwises, which fulfils the public mandate of suféai
provision of credit services:

Figure VI.6: Process of supply with credit serviceor public interest obligations

Supply with credit services Sufficient provision of cred
services

Use for public interest in the form of:

e Operating cost(incl. munificen

_ _ servicesy®
Intermediate Final

objective objective

Commercial > Generating proceeds ~=———>» @ Surplus to meet the pub
managemefit’ ("Gewinnerzielung"®*® mandaté®

e Surplus to meet objectives outs
the public mandatée.g., adding to tt
reserve fund§y°

Source: own illustration.

1790. The public mandate has an effect on how the pulbfioks pursue economic activities
according to their self-image. These activitieslude mostly business which is at the same time
intended to pursue purposes in the common interdst.contrast, the public mandate can also
potentially limit the offer and provision of sereg which are not compatible with the public mandate

1791. The public mandate is not relevant from a commetitaw perspective to the extent that the
banks pursue it outside their economic activitidhis can, for example, be the case in so far as th
institutions engage in culture and sports fundictiydies.

®1% See, e.g., § 31(1) SpG BW.

17 See, e.g., § 2(3)(1) SpkG NW.

18 See, e.g., § 2(3)(2) SpkG NW.

19 See, e.g., § 2(1), (2), § 15(1) lit. b, § 15(3kSPNW.
620 See, e.g., § 25(1) lit. ¢, d SpkG NW.
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1792. The economic activities of the public banks, howeeee subject to competition law. The
pursuance of common interest objectives generalschot limit the application of the competition
rules, except where the activities are exemptet fitee competition rules under Article 106(2) TFEU.

1793. Politicians on the federal level and the level lo¢é tander has so far defined the public
mandate of the public banks very generously (“emdéimce of competition”, “furtherance of SME
companies”). The Monopolies Commission, howevas, pointed out that stakeholders have not been
able to discern a clearly defined public mandatete public banks for quite some tiffé.

1794. The distinction between the public mandate and pghblic banks’ activities to generate
proceeds likewise remains unclear in many relewatute$?” For example, the requirement of
commercial management in the acts of the savingk baly very indirectly addresses the fact that the
savings banks are active to generate proceedswlisk, in the statutes governing ttendesbanken
and the other public member institutions of theirsgs bank group, the distinction between the
commercial activities and the public mandate t@besued is really quite imperfect. The situatisn i
different only pursuant to the development bankusta given the fact that the development banks are
not allowed to pursue economic activities not lshke a public mandafé®

1795. The wide definition of the public mandate and tmpérfect distinction between that mandate
and the commercial activities give rise to unnemgssompetition risks for the public banks and
moreover can jeopardise the fulfilment of the pubfiandate. For example, it is likely that the
institutions infer a special position in competitirom the statutes, irrespective of the fact thig
may not be justified under (higher-ranking) Eurapezompetition law. The competitors and
customers, in contrast, view the member instititiohthe savings bank mostly like non-public banks
which merely operate a purely commercially orierttediness. The uneven consolidation at the level
of the savings banks, the excesses ofLmdesbankepreceding the financial crisis and the present
and partly questionable expansion of the businkéssroe development banks are moreover telling as
evidence for the barely surmountable problems tteatpublic banks face when they try to integrate
the public mandate into a competitive business tibte

1796. From a competition policy perspective, the publEnaiate should be defined in a way that it is
unmistakably clear which objectives the public lsake pursuing in the individual case and which
restrictions follow from this purpose. In additjahshould be made clearer that the banks — to the
extent that they are no development banks — amvetl to pursue also commercial interests to
generate proceeds during their business activitieiout such commercial interests requiring a
common interest justificatiotf> A public mandate which is more clearly definedhat way would
allow the public banks to sharpen their profilehe common interest, and it would also benefit from
greater legitimacy from the perspective of the cetitprs and consumers.

1797. In the following, the Monopolies Commission formigls its concerns more precisely with
regard to the relevant banking groups. Additionatl makes recommendations on how the public
mandate of the public banks can be defined in anevathat is acceptable from a competition policy
perspective.

%21 Monopolies Commission, IXth Main Report 1990/199%0pmpetition policy versus industrial policy,

Baden-Baden 1992, para. 52; Xllith Main Report 4998 Competition Policy in Network Structures,
Baden-Baden 2000, para. 125; Special Report NoR2§ulative Guidance for a Functioning Financial S,
Baden-Baden 1998, p. 91.

622 particularly unclear, e.g., § 2(1), (3) BbgSpk@(8), (4) SpG BW, § 4(1), (3) NSpG; a cleareridisgton is

made in contrast in 88 2, 4 BerlSpkG.

See below, Section 4.5.2.

624 See Sections 2.2.1, 3.5.1.4 and 4.5.2 regardingeivant aspects.

625 See also BVerfG, Decision of 14 April 1987, 1 BVR5/84, BVerfGE 75, 192, para. 22 (citation: Jyris)
according to which the pursuance of public intetasks does not prevent the savings banks from also
pursuing profit objectives.

623
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4.2.1 The savings banks

1798. The public mandate of the savings banks under #wngs bank acts has only changed
insignificantly over the decades and was not afiédiy the financial crisis either. The traditional
public mandate of the savings banks can be defisddllows®*

e Securing the provision with credit services for #mire population and small and medium-

sized businesses, including in rural areas;
* The provision of credit services for the contrdlipublic entities (as a principal bank);

» Supporting the fulfilment of the controlling entis’ mandate in the areas of commerce,
regional policy, and culture;

e Strengthening and securing effective competition.

The pre-cited mandate is a basis for other taskshndre derived from it in a different form by the
savings bank statutes and legal doctrine, for intsgathe furtherance of the savings idea and the
building-up of property, the possibility of makirsgfe deposits against interest, %fc.Generating
proceeds or making profits is not part of the publandate, but only a means to fulfil that man&&te.

1799. The public mandate is by law defined for the sasibgnks, but it is also an objective which
the controlling entities, i.e.the municipalities, are meant to pursue if thegage in the credit
business. Regarding the tools employed to pursegublic mandate, however, the municipalities
remain free as long as they heed the task to thkilpublic mandate. Thus, the municipalitiesraoe
obliged to establish a savings bank. They canghlew do this for the purpose of engaging in pavat
competition through the savings banks, and of pogsuhe objectives defined in the public
mandaté®

1800. This, however, leads to tensions because the pofaicdate of the savings banks is limited to
a given territory, as is the local responsibilifyttee municipalitie$®® The savings banks must adapt to
the competitive conditions if and in so far as teynot have market power and thereby benefit from
a scope for conduét’ The adaptation to competition and the need tot demand, though, has
eroded the savings banks’ orientation towards tpaiblic mandate. Nowadays, for example, the
savings banks do not only provide credit serviaegtie population of the municipal territory alone.
They also offer services to society which are notrtal to a given location or which cover the
population’s demand in another territory (so-calbeshnection principle). For example, the savings
banks would not decline to fund the investmentstladir business customers in neighbouring
territories, even though they interfere therebyhviite competence of the controlling entity thehe.
the meantime, small and medium-sized enterprise®ean lease offices outside the country through
their savings ban®” Thus, the savings banks have increasingly disthtttemselves from the image
of a credit institution oriented towards local dewa

6% See, e.g., § 6 SpkG BW, Article 2 BaySpkG, § 2 BiigG, § 2 SpkG MV, § 4 NspG, § 2 SpkG NW, § 2
SpkG RP. Strengthening or ensuring competition bagn objective only since the 1990s; see
Rumker/Winterfeld in: Schimansky/Bunte/Lwowski, Baachts-Handbuch, Bd. Il, 4th Ed. 2011, § 124
paras. 42 ff.

627 Discussion of the individual objectives, e.g.,Beuthien, [2004] WM 1467 ff,

628 Cf. § 4 p. 2 BerlSpkG, § 2(3)(2) SpkG NW, § 2(B)ifSpkG.

2 However, the municipalities are prohibited fronteédishing other credit institutions, see, e.gL0§(6), (7)
GemO NW, § 1(1) SpkG NW.

030 Cf. § 2(1)(1) BerlSpkG, § 2(1)(1) BrdbgSpkG, §kS MV.

81 1t must be assumed, though, that larger savingkshand savings banks in rural areas will freqyengve
market power; cf. FCO, Decision of 28 February 2B£-51/11 — Haspa/KSK Lauenburg.

832 As is explained in an information video concernitie savings banks’ S-CountryDesk; accessible:
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1801. The savings banks were originally supposed tolfth# public mandate of their controlling
entities while observing various principles, noyatie restriction of the savings bank activities to
pre-defined businesses (enumeration principle)]ithigation to the territory of the controlling etyt
(regional principle), the cooperation in the asatioh (association principle), and the subordimatb
smaller local/regional institutions to larger crosgional institutions (subsidiarity principle)n the
context, elements of the public mandate were ocnalliy mingled with restrictions on the savings
banks’ economic activities.

1802. These principles are only reflected in a very obsdashion in the organisation of the savings
bank system today as the margin pressure creatauagth competition has forced the savings banks to
flexibly adapt their business. The savings barksehdeveloped into commercially oriented credit
institutions the business activities of which mayatsignificant extent be compared with the atigigi

of other privately organised institutions (partexly the cooperative banks). In addition, the dngo
consolidation has loosened the link to the relevamttrolling entities. In consequence, the above-
mentioned principles (particularly, the regiondhpiple, the association principle) today mainlyvee

to protect the savings banks against the competiédvances of the other savings banks and to fend
off competition from the group as a whole.

1803. The Monopolies Commission considers it to be recemuable that the public mandate of the

savings banks be again rendered more precise ahd aame time be limited expressly to the use of
the generated proceeds in the common interest.efJhét condition, the Monopolies Commission

does not consider it to be problematic if the feilog three objectives are defined as the public
mandate of the savings banks:

e Securing the provision of credit services to theupation as a whole and to small and
medium-sized commerce beyond the supply that isapyavailable on the marke&t:

« the provision of credit services to the controllgplic entities (as principal banks);

» the support of the controlling entities in theiska in the commercial, regional policy, social
and cultural areas.

These objectives should in addition expressly imtdid to the territory of the controlling entitync
the connection principle should be recognised esgtyeby law. The pursuance of these objectives
could be defined more precisely (e.g., restraimsnvestments with the risk of losing the invested
capital; the statutory obligation to offer basicaants to everyonéy*

1804. In any other respect, the Monopolies Commissioromenends that the savings banks in
principle remain free in their commercial activitie@nder the law. This holds particularly for the
manner in which the savings banks conduct theivities.*** Objectives such as the savings idea and

http://www.countrydesk.de/homepage.html .

This includes the savings banks’ current pradiicase the generated profits to expand a partigularge
cash machine infrastructure or to keep consumaetlitsren their books and not to sell them to spdmga
investors.

634 See also BVerfG, Decision of 18 December 2012,vL B/11, 1 BvL 22/11, para. 58; OVG Bremen,
Decision of 23 February 2011, [2011] NVwZ-RR 508al note 2 and para. 6 (citation: Juris), accorting
which the public mandate depends on the respeatie of business. A statutory duty to offer act®on a
non-borrowing basis currently exists only in Basatlesse, Northrhine-Westfalia, Rhineland-Palagiizaid
in all Eastern Germahé&nder (except for Berlin). Regarding basic accountsot only concerning the
savings banks — see also Council, Information Ndt82 April 2014, 8323/14, concerning the legisiati
resolution of the European Parliament of 15 Ap@il2 on the Proposal for a Directive on the compéhtab
of fees related to payment accounts, payment at@witching and access to payment accounts witkcbas
features, COM(2013) 266.

This does not exclude orders by the controllintitgn Regarding the regional principle, see Settio4
below.
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the furtherance of competition should be abolishedGermany, commentators rather see a risk that
the consumers show excessive consumption reluctaxes. The furtherance of the savings idea is
moreover sufficiently warranted through the edwal and informative work of the schools, and in
addition through the marketing activities which tevings banks pursue in their own commercial
interests. If anything, one may consider develgpie public mandate of the savings banks furtiger b
including the support of sufficient private retirem provisions, based on the savings banks’ ofligina
function as social welfare institutions. The feméince of competition depends on the local market
conditions (oligopoly?) and not on the existenca shvings bank alone. In that regard, it is megeo
sufficient that the competition authorities monitioe compliance with the existing competition rules

1805. In contrast, the Monopolies Commission welcomesatitempts of the savings banks to make
their welfare-enhancing activities more transpanetieir marketing and their business reports,tand
thereby render more precise the public mandat&af bwn account. Documenting their common
interest activities in the reporting could eveniti@eased to sharpen the profile of the saving&dan
further and to make it possible for the public sview the fulfilment of the public mandate.
Therefore, the Monopolies Commission recommendd tha savings banks supplement their
reporting with separately published welfare reports

4.2.2 The Landesbanken

1806. The statutory public mandate of thandesbankeias changed substantially over the years.
At the present time, the public mandate oflthedesbankenan be circumscribed as follows pursuant
to the applicable legal provisions and the chaxéthelLandesbankeft®

e The provision of credit services to their publiatrolling entities Landesbank
» Central credit institution (giro centre) for thevgays banks in the relevabéinder,
¢ Commercial bank with varied commercial profiles.

SeveralLandesbankemre obliged to fulfil additional “special economand financial policy tasks”
and/or to support the pursuance of the developrasits of theLander (BayernLB, Helaba,
Nord/LB)**". Apart from that, the statutes set different otijes, for example the strengthening of
competition, the provision of credit to the munadifies (community bank), or even — in the case of
LBBW - the operation of a savings bank. Furtheenm@everal.andesbankerare responsible for
operating dependent institutions or public entjties particular special credit institutions such as
building societies.

1807. The Landesbankés public mandate is principally limited to the rigory of the controlling
entity’s area of competence as well. The legakddsr theLandesbankerhowever, usually do not
specifically provide for a regionally limited publimandate, although they occasionally refer to the
domestic regiofi*® Nevertheless, in particular the smaller institnsi (Landesbank Bremen, SaarLB)

63 Article 2 BayLBG, § 6(1) of the Interstate Agreamhef 18 June 2012 concerning the Bremer Landesbank
Kreditanstalt Oldenburg — Girozentrale, preambldhi® Interstate Agreement of 4 February 2003 on the
merger of Landesbank Schleswig-Holstein Girozeataaid Hamburgische Landesbank — Girozentrale as
well as 8§ 2 of the charter of HSH Nordbank AG ie trersion of 8 February 2012; § 2 LBWG, preamble in
conjunction with Article 8 of the Interstate Agreent of 10 March 1992 on the creation of a jointisgs
bank organisation in Hesse-Thuringia, 8§ 4 of therstate Agreement of 22 August 2007 on Norddeetsch
Landesbank — Girozentrale, 8 34 SSpG. The situasadifferent at the meanwhile split-up Landesbank
Berlin (only central bank of savings banks).

837 Article 2(2)(1) BayLBG, Atrticle 8(4) of the Intette Agreement of 10 March 1992 on the creatioa joint

savings bank organisation in Hesse-Thuringia, 8,44, (5) of the Interstate Agreement of 22 AugRB07

on Norddeutsche Landesbank — Girozentrale.

See, however, § 5 of the Interstate Agreement &fJane 2012 concerning the Bremer Landesbank

Kreditanstalt Oldenburg — Girozentrale, which reBk® the savings bank acts in that it limits thek®
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have developed a strong regional orientation. ebandesbankeralso pursue the mandate to
contribute to the economic integration of Germanycross borders (Helaba, RP-Bank, SaaftB).
In contrast, the statutory public mandate of tendesbankenn Southern Germany (BayernLB,
LBBW) is only related to the territory of their dwolling public entities to a limited extefff
HSH Nordbank has evolved more or less into an mat®snal commercial bank with a specialised
product portfolic®*

1808. TheLandesbankés public mandate has been exposed to strongeioartgan the mandate of
the savings banks. This erosion is partly dueutside developments, in particular to the so-called
Brussels Concordance, following which the legiskatbodies on the federal level and in tlté@nder
have abolished the previously existing liabilityveges for the publid. andesbankeand have split
off the latter’s development banking activitfés. In part, the controlling public entities and the
Landesbankethemselves have watered down more and more tige'$apublic mandate by defining
the banks’ tasks on the basis of alleged marketaddnand by ballooning tHeandesbanketo cross-
regionally or even internationally active “champbnof the public sector. In parallel, the
Landesbankefong neglected to seek and take their place witiénsavings bank grodf® Thus, it is

a natural consequence that the withering awayaf tommon-interest orientation fuelled the debate
about the privatisation of thieandesbankenand in fact led to the privatisation of HSH Noadk,
WestLB and Landesbank Berlin (and in the latter wases eventually to their divestment). The
failure of most of the_andesbankerfexcept for Helaba, Nord/LB and Bremer Landesbankihe
financial crisis, which was prevented only by usubstantial public funds put the justificationtbé
Landesbankés existence as a whole at risk, and fed claimsttierwinding down or merger of the
Landesbankeimto a central institution.

1809. The rescue of theandesbankehas led to a re-orientation process, which isowet yet. The
current provisions forming the legal basis of ttamdesbankewgontinue to use a broad definition of
the public mandate.

1810. Regarding the.andesbankenthe Monopolies Commission likewise advocates thatpublic
mandate be expressly linked to the use of the géserproceeds in the common interest, and in
addition to specified functions for the associat{oaentral bank function). Under this conditione th
following mandate may be considered for Llamdesbanken

* The provision of credit services to their contmadjipublic entitiesl(andesbanken

e Central credit institution (giro centre) for thevisays banks in the relevabéinder,

business territory to Bremen and Lower Saxony.

Preamble of the Interstate Agreement of 10 Ma@®2lon the creation of a joint savings bank orgeina

in Hesse-Thuringia; & 2(1) of the Bylaws of RP-Barlkternet portrait of SaarLB; accessible:
http://www.saarlb.de > Uber uns.

Article 2(1)(2) BayLBG: “regionally focused on Baria, Germany, and the adjoining European economic
areas [unofficial translation of “regional schwentmaf3ig auf Bayern, Deutschland und die angrereaend
Wirtschaftsrdume Europas konzentriert’]. 8§ 2(3)WB: “The Landesbankis [...] an international
commercial bank” [unofficial translation of “Dieandesbankst [...] internationale Geschéaftsbank™].

This, however, was accompanied by a significantigreased risk; see, e.g., Deutsche Bundesbank,
Finanzstabilitatsbericht 2013, pp. 51, 63-64; Buwhdek chair Dombret, as quoted in: no author,
Bundesbank warnt vor Risiken durch Schiffskred®euters/Handelsblatt, 3 November 2013.

European Commission, Decision of 27 March 2002, 182000 — Germany. Anstaltslast und
Gewahrtragerhaftung. The so-called Accord I, ast paf the Brussels Concordance, allows the
Landesbanketto pursue development bank activities in a legafigarate entity under the condition that the
relations between the development bank and the ddmedesbanlactivities take place on a market basis
(supra, Section 3.2).

DBRS, Rating Report Sparkassen-Finanzgruppe, 1@ 2p08, p. 7; accessible: http://www.dsgv.de/de/
sparkassen-finanzgruppe/rating/ .
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» Supporting the fulfilment of the controlling endéis’ tasks in the commercial, regional policy,
social and cultural areas.

These tasks should also be limited to the territdfryhe controlling entity, and they should also be
rendered more preci§¥. TheLandesbankemith controlling entities in severaknderand the ones
operating at the German outer borders could alsertausted with an integration mandate. The
justification for theLandesbankeés existence could also be reinforced by a moreipeedefinition
than today of the tasks which the institutions ew@ant to fulfil for the subordinate savings banks.
That said, it is also true that thandesbankens well should be free in their business actisiggcept

for the imposition of their public mandate. Thenttal bank function could be transferred to one or
two institutions for efficiency reasons. Developméasks should generally not be allocated to the
Landesbankeis there is a risk that the liability guarantegstasg for the development banks may
impermissibly affect theandesbanlbusines$§®

1811. With regard to thd.andesbankeras well, it would have to be welcomed if they ukeir
advertising to substantiate more clearly their publandate and to describe their common-interest
activities. Such measures should be strengthdikedn the case of the savings banks.

4.2.3 The development banks

1812. In the case of the development banks, the busiaesgities and the public mandate are

particularly closely interlinked. The reason igttlthe development banks continue to benefit from
State aid in the form of guarantees for liabilitythe case of default and a guarantee for maintenan

which have been abolished for the other public bamkthe European Commission’s initiative in the
meantime®*®

1813. The statutory mandate of the development bankaté&hiled to take account of that f&t.
Thus, for instance, KfW has the task of providingding measures in particular in some individual
areas defined by statute (e.g., small and mediaedsenterprises, risk capital, housing, environment
and development measures), additionally to sugperfinancing of the public institutions, to financ
measures for entirely social purposes or the fuatiee of education, and to provide other finanaing
the interest of the German and European ecoridmithe development banks of thénder fulfil
similar and sometimes more specific developmenkstas According to their self-image, the
development banks act mostly in cases of markktréaivhere adequate financing is not available on
the market. In addition, they act in a market-adeisate manner and usually avoid direct market
activity when they implement their development pemgmes. This implies that they use other
institutions (e.g., credit institutions) as thaitermediaries for the provision of financit{§. Their
direct market activities are generally limited tee tprocurement of their own financing. The task

%44 |n the event that an institution outside ttend is entrusted with such tasks, legal clarity shoukhdate an
interstate agreement instead of regulation by amottand in conjunction with the charter of the
Landesbank See, e.g., § 2(6) LBWG concerning RP-Bank arch§an Bank.

645 Cf. Section 4.5.2 below.

646 See para. 1808 above and, e.g., § 1a KfwW Law.

%47 See Federal Government, Legislative Proposal, tese Neustrukturierung der Férderbanken des Bsinde
(Forderbankenneustrukturierungsgesetz), BR-Ds. 0B/5pp. 20-21. Regarding the qualification of
development banking activities under EU competitaam, see moreover ECJ, Judgment of 10 January,2006
C-222/04, Cassa di Risparmio di Firenze, Slg. 2089, paras. 119 ff.; European Commission, Deaisi
of 14 May 2009, COMP/M.5508, Soffin/Hypo Real Estgtara. 19; Communication on the application of
the European Union State aid rules to compensajiamted for the provision of services of general
economic interest, OJ C 8 of 11 January 2012, ppata. 13 (on the entrepreneurial activities of
development banks) and para. 43 (on Article 106@tU); European Commission, Decision 2012/21/EU
of 20 December 2011, OJ L 7 of 11 January 2013, para. 8.

048 g 2 KfW Law.

%49 Cf. § 3 Abs. 1 KfW Law.
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profile just described is retraced in the Brussétscordance (Accord Il) which sets the State aid
frame for the development bank activities. Theellgyment bank acts in Germany were adapted to
Accord 115%°

1814. This could give rise to the assumption that thevaiels of the development banks are always
unobjectionable if the banks stay within the frargwof the development acdts. This, however, is
not correct as a general assumption. Rather,necessary to distinguish (1) whether the individua
activities are pursued to meet objectives defimethé development bank acts and (2) if and to what
extent the relevant activities may (also) be subjecthe competition rules. The second question
indicates the risks for the development banks,her harket respectively, to the extent that the
(abstract) definition of the public mandate in tevelopment bank acts takes insufficient account of
competition aspects. Another, and separate, quess whether the (concrete) activity of the
development banks, and thus the implementatiorheir tpublic mandate, may raise competition
concerns. Regarding the statutory definition ef dievelopment banks’ mandate, it must be noted that
there is room for an interpretation that is notessarily in line with the provisions of Articles@(@),

107 TFEU.

1815. Article 106(2)(1) TFEU indeed allows for a relatiwebroad definition of the development
banks’ public mandate for welfare policy reasoi$is is because services in the general economic
interest include essentially all types of servittest are provided to the direct commercial bengfit
society, and not only to individual members of 8o The mandate the development banks are
entrusted with by law should be in line with thigfidition. This, however, does not mean that the
activities of the development banks are exempted fiEuropean competition law. Rather, the
operation of devices in the general economic istdaeeonly exempted from the competition rules only
in so faras the application of such rules does not obsthetperformance, in law or in fact, of the
particular tasks assigned to the relevant bank. faxher-reaching exception can be derived from
Article 14 TFEU.

1816. Nothing else follows from Accord I, regardless thie fact that the development banks
formally remain in its framework by providing thersices listed therein. Accord Il makes it cldzatt

the development banks can use the State aid adesnthey benefit from in the same way and to the
same extent they did at the time the Accord wasexhor how this was foreseeable at that time fr th
future. That notwithstanding, however, the Accordst be interpreted on the basis of the European
Treaties. To the extent that European competii@nis applicable under Article 106(2) TFEU, the
Accord also stands under the express conditionegards the advantages associated with the public
liability guarantees, that “[ijt must be taken cfiog the Federal State] that special credit ingtns

are only entrusted with promotional tasks in coamudie with the State aid rules of the Community”.

1817. The application of the European competition rulesuld still have to be assessed more
cautiously if the development banks had to be aathsbme discretion regarding the question whether
their action is necessary due to an existing maf&sgtre. In the understanding of individual
development banks, such discretion clearly doest.eXtor example, according to KfW, its concrete
tasks are inferred from the statutory rules by wha dialogue between the bank and politiciansis Th
relates not least to the question of possible nidakiere. KfW also decides on its own whethecan
withdraw because the market situation eases again area where it has had development activities.
Hence, the bank ascribes to itself the right te@sssvhether its activities are necessary to thengiv

650 European Commission, Decision of 27 March 2002, 182000 — Germany. Anstaltslast und
Gewahrtragerhaftung, pp. 11 ff. No. 2.

%51 See Section 4.5.2.

852 Attorney General Van Gerven, Opinion of 19 Septen#D01 in Case C-179/90, Merci Convenzionali Porto
di Genova v. Siderurgica Gabrielli, [1991] E.C.R5889, para. 27; regarding the development banks’
business activities, see also EFTA Court, Judgn@nB8 March 1999, E-4/97, Norwegian Bankers’
Association v. EFTA, WUW/E EU-R 176 (179).
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extent. Such a right to assess and review isial§ne with the broad wording of the German KfW
Act.

1818. European competition law, however, does not petmitundertakings of the State to decide on
their own whether they may expose themselves ®doenpetitiorf> This also applies regarding the
question whether there is competition failure fjugtifies an economic activity outside the scope of
competition law. Such competition failure is nbetsame as market failure. The provision of
Article 106(2)(1) TFEU contains a narrow exceptioft. has the function to impose the burden of
proof on the Member State that the performancesig in the general economic interest would be
obstructedf the entrusted undertakings were subjected ecBhropean competition rules. Therefore,
the Member State must show that operation of thacgein the general economic interest would be
threatened in such ca$8. Thus, the development banks can only claim aremtian from the
European competition rules if the operation of gwevices they provide would be threatened if
competition law were to apply. Conversely, the petition rules apply as long as it cannot be shown
that the postulated market failure indeed requaesexception from the competition rules. This
prevents a development where the development baokspy lucrative business areas and there
distort competition with their services, given thafinancing advantages.

1819. It could be considered further whether the credppty of the development banks is a
universal service that can only be performedis gxcepted to a large degree or even completefy fr
the competition rules. In the common view, unigérservices are services in the general interest
which an entrusted undertaking must offer all ottee country at equal prices and conditions,
irrespective of the profitability of the servicéSuch services are subject to a particularly gergerou
assessment from a competition perspective, whieltifigally allows for the cross-subsidisation of
loss-making services. This is due to the constierahat the financial stability of the undertadin
operating in the common interest may not be undethby competitors that are not entrusted with
the service and that limit themselves to providimgfitable services and compete with the entrusted
undertaking only to that extent (so-called cherigking).®>> Privileging universal services, however,
must be questioned as well if the establishmert ohiversal service is not necessary as Stictn

that respect, it is necessary to assess the denetdpbank activities in the individual case.

1820. In view of the broad formulation of the developmbatk acts, which does not take account of
these restrictions, the risk exists that the dguaknt banks provide development services thata@re n
fully in line with EU law (in particular, Articled06(2), 107 TFEU). As concerns the compatibility
with EU law, it is not relevant if the relevant gee is permissible under the applicable German
provisions and fulfils the mandate defined therelin. the contrary, the broad formulation of the law

653 See ECJ, Judgment of 17 July 1997, C-242/95, @K/DSB, [1997] E.C.R. 1-4453, paras. 50 ff.; ECJ,
Judgment of 17 May 2001, C-340/99, TNT Traco v.tedwliane, [2001] E.C.R. 1-4109, para. 56 ff.; GC
Judgment of 27 February 1997, T-106/95, FFSA vopean Commission, [1995] E.C.R. 11-233, para. 173
(consistent case law), pursuant to which Articl&(2) TFEU must be interpreted narrowly.

54 Cf. ECJ, Judgment of 23 October 1997, C-157/94pean Commission v. Netherlands, [1997] E.C.R.
I-5699, paras. 31, 51 ff., especially para. 58cdkding to that, it would go too far to also reguproof that
not other conceivable measure would hypotheticllyw one to ensure that the relevant tasks aféiddl

635 ECJ, Judgment of 19 May 1993, C-320/91, Corbe2893] E.C.R. 1-2533, paras. 17-18; see also ECJ,
Judgment of 23 October 1997, C-157/94, Europeanr@iesion v. Netherlands, [1997] E.C.R. 1-5699;
Judgment of 21 September 1999, C-67/96, DrijvenolekBn, [1999] E.C.R. I-5751, according to whiclsit
sufficient that the application of the competitinries would threaten the fulfilment of the partmutasks
with which the relevant undertaking is entrusted.

6% ECJ, Judgment of 19 May 1993, C-320/91, Corbek®93] E.C.R. 1-2533, para. 14; Judgment of 25 June
1998, C-203/96, Chemische Afvalstoffen Dusseldofp998] E.C.R. [-4075, para. 67; European
Commission, Decision of 17 December 1982, IV/29,998veva/Anseau, OJ L 167, 15 June 1982, p. 39,
paras. 65-66. Further, see European CommissigngrRen services of general economic interest @ th
banking sector, adopted by the ECOFIN Council orNa®ember 1998 (“the principle of proportionality
has to be respected”).
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creates the risk that the Federal State and_#meler violate compelling obligations under Article
106(1) TFEU and the obligation to ensure their tgwaent banks’ conduct in accordance with EU
law (Article 4(3) TEU).

1821. For these reasons, the Monopolies Commission cerssitito be indispensable that the public
mandate of the development banks is aligned mageb} to the conditions of EU law in order to
ensure that the development banks do not undutyfere with competition through their activities.
The definition of the public mandate and of the edibility of development tasks should be aligned
particularly closely with Articles 106(2), 107 TFEbD the interpretation of the European Courts. The
European Commission has defined the conditionsoviatlg therefrom more precisely in the
meantime”’ Above all, it must be ensured to a larger exteah to date that the development banks
only act where no effective competition exists avitere it cannot be developed so soon that no
development measures are necessary. To the ek@ntaompetition exists without being able to
satisfy the existing or foreseeable demand forisesvin the general economic interest, an approach
limited to what is necessary is required, whichegiypreference to possible alternatives to the full
development bank financing (e.g., use of the savibgnk system, partial financing of products
introduced by the commercial banks). Further, tlamsparency and reporting obligations of the
development banks should be defined in a farthtechi@g manner, such that other market participants
and the public are able to trace back the commtardat activities of the development banks. In
contrast, the Monopolies Commission takes a ctitibew towards marketing activities that only
underline the customer orientation of the develapmmanks, as well as all marketing activities
immediately towards the consumers.

4.3 The structures of and the cooperation in the assded banking groups
must be monitored more closely

1822. With regard to the associated banking grovgexliundgruppenin the savings bank and the
cooperative bank sector, it is not possible to adoglear and one-sided position. The existing
structures of the associated groups must gendsallegarded positively in so far as they enable the
group members to benefit from economies of scopesaale. At the same time, there is a risk that th
opacity of the groups is being used for conduct tistorts competition. To what extent the positiv

or the negative aspects are more important cana@isbessed based on the information at present
available, however. It must be emphasised thatrvesparency of the internal group structures and
relations should be increased to the extent pasé#., through the reporting).

4.3.1 The general competition law applies in principletimn the associated
banking groups

1823. It must be assumed that the associated bankingpgrmum associations of undertakings, and
that general competition law principally appliesthii the two groups (Articles 101, 102 TFEU,;

88 1 ff. ARC). In that regard, it is however nesay to take into account the characteristics ef th
respective group structures.

857 Communication on the application of the Europeaniobl State aid rules to compensation granted fer th
provision of services of general economic inter@st,C 8, 11 January 2012, p. 4, paras. 45 ff¢ &srtding,
see also European Commission, Decision 2012/21f220 ®ecember 2011, OJ L 7, 11 January 2012, p. 3,
paras. 15 ff.
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4.3.1.1 The savings bank group (Sparkassen-Finanzgruppedhvi the public banking
sector

1824. The public banking sector is formed by the savibgsk group and the other banks that are
controlled by the State or that pursue tasks incitramon interest. A key organisational element
consists in the allocation of tasks inside the eissed group, the tasks frequently being imposed on
the associated banks by law. For that reason, isolgted overlaps exist between the savings bank
group and the other public banks (e.g., regardimg development banking activities of some

Landesbanken

1825. The Sparkassen-Finanzgrupm®mprises an operative association and a strassgiaciation,
which both have a hierarchical structure and awsaty interlinked with each other in numerous ways
(here referred to as the savings bank group). Stnigture can be illustrated as follows, in a very
simplified way:

Figure VI.7: Savings bank group

Operative association Strategic association

DekaBank | DSGV*

Subsidiaries, e.g., investment companies

Landesbanken |¢| Landesbausparkassen and Regional
other special institutions P associations

? A
Lénder as
controlling entities

Savings banks ¢« Municipal controlling
entities

> = Holders of ownership interests (controlling)

* DSGV = Deutscher Sparkassen- und Giroverband
Source: own illustration.

1826. The operative association in the savings bank gh@agin principle a three-tier structure and
encompasses the actual undertakings that formop#éne group. The first tier is formed by the Ibca
savings banks (including the free savings bankdguthe control of the local and regional terrabri
authorities Gebietskorperschaft¢gn The second tier is composed of thendesbankerand the
building societies l{andesbausparkassen The nationally active and not regionally bouwanmon
lead institution is DekaBank Deutsche Girozentralefederal institution established under public
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law.>>® In addition, the group includes multiple speciaddit institutions, public insurers, foundations,
and near-bank undertakings (S-Broker, Deutscheihg@#ss, etc.).

1827. The organisation with allocated tasks within theerapive association also means that the
savings banks focus on the local and, at mostomnediprivate and SME business whereas the
Landesbankeimave specialised for the business with corporagtomers throughout lzand or even
beyond the borders oflaand In addition, thé_andesbankesupport the savings banks as giro centres
in the savings bank business. DekaBank, in turthaescentral asset manager of the savings bank
group. lts customer business mostly consistsye#stment fund products that are distributed through
the savings banks and thandesbanken

1828. The strategic association is formed essentiallyth®y savings bank and giro associations
(Sparkassen- und Giroverbandaevhich define the association’s objectives. Aeg ffirst level, the
savings banks and their controlling entities aremivers to regional associations and the
Landesbankermre members of the association of public baMesb@and offentlicher Bankgn The
regional savings and giro associations coordirfeecboperation in the regions through a multitude o
committees and commissions, and ensure a unifoofiigoof the association. At the second level, the
savings bank associations and tlandesbankerand other members of the savings bank group are
organised in the Deutschen Sparkassen- und Girandrb.V. (DSGV) as an umbrella organisation.
The DSGYV represents the savings bank group extgrbal it is at the same time also a platform for
the internal finding of positions and for the besis-strategic coordination of the group. Apartrfro
that, the DSGV also manages the institutional sgcuystem of the group, which includes the
institutional security mechanisms and the sectuityls of the savings bank group on the regional and
the federal level.

1829. Finally, the DSGV is supplemented by a public tus$itbn bearing the same name, whose
members are the regional savings bank associatiothsvhich operates today essentially as an entity
controlling the associated group’s own enterpr{ses., DekaBank).

4.3.1.2 The cooperative group (genossenschaftliche Finanggpe) within the cooperative
banking sector

1830. The cooperative banking sector consists of two ggoaof institutions, i.e.the cooperative
associated banking group and other cooperative sharlk particular the VR banks (Volks- und
Raiffeisenbanken) are members of the cooperativaipgr The cooperative banks outside the
cooperative group include the Sparda banks, PSRshdhe ecclesiastical banks and other special
institutions such as Deutsche Apotheker- und Aeat&b>®

1831. The structure of the cooperative banking sectadetermined by the statutory ideal of the
credit cooperative as a self-regulating communitghvihe purpose to further the gain and the
cost-effectiveness of its members by way of a mssinoperation designed to conduct business
activities typical of a bank (see 8§ 1 GenG). Ttausory design of a cooperative takes accounhef t
adaptation to a development purpose through thetlfed the shares do not confer control of the
cooperative. They are commonly not traded eithiEine credit cooperatives have been allowed to
expand business to non-members in the meantimehigets risky. Shifting the business focus to
non-members allows for an alignment with the markat it also makes the credit cooperative to one
market partner among many and thereby threatersntder the purchase of a share unattractive. In

%58 Third Regulation of th&eichsprasidento secure the economy and finances and to conditical riots,
6 October 1931, Fifth Part, Chapter I, Article 2.8

9 See the description of the cooperative bankingugron the web pages of the Cooperative Banking
Association (Bundesverband der Volks- und Raiffelisaken): http://www.bvr.de/p.nsf/index.html?
ReadForm&main=4&sub=20 .
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that way, however, the cooperative would by andubglermine its very existence. Therefore, the
cooperative banks have adapted their businesgvayanaking it relatively easy to acquire a shara in
cooperative, but at the same time keeping theiinkss at a manageable size and transferring the
more complex activities to cooperatives or coopenaton a higher level. This should be an esdentia
ground for the fact that the banking group stilinsists of relatively small and relatively little
expansionist institutions.

1832. The structure of thegenossenschaftlichen Finanzgruppee the farthest developed in the
cooperative banking sector. The group consistsirgfertakings and associations, similar to the
savings bank group. A difference exists in that tboperative associations coordinate the business
strategy of the members to a far lesser extent,aasitlategic association therefore cannot be simply
presumed. The structure of the cooperative grampbe illustrated in a simplified way as follows:

Figure V1.8: Cooperative group

Entrepreneurial pillar Associate pillar
DZ-Bank BVR
f B B
WGZ-Bank Regional ] Regional
and audit and audit
v ¢ associations associations

Subsidiaries, e.g.,
Bausparkasse
Schwabisch-Hall

VR banks Sparda banks, PSD banks, etc.

» = Holders of ownership interests (controlling)

Source: own illustration.

1833. In its entrepreneurial pillar, the cooperative groariginally had a regionally layered,
three-tiered structure, like the savings bank grolipe first level consisted and still consistghie
small local credit cooperatives (VR-Banken). Oa thgional level, there existed cooperative central
banks at first, out of which however only Westdeh&sGenossenschaftszentralbank (WGZ Bank AG)
still exists with Northrhine-Westfalia as its bus#s area. The local credit cooperatives are the
shareholders of this bank, which used to be a slrgncooperative. The lead institution of the
cooperative group has been DZ Bank AG Deutscher@leBenossenschaftsbank from the outset.
DZ Bank is today the central bank of the VR bardstgide the business area of WGZ-Bank) and of
the Sparda banks, and it is also the holding ofcdb@perative group (i.ethe holding of Union-
Investment group, the Schwabisch Hall building sggietc.).

1834. In the associate pillar, the cooperative banksvambers of the cooperative regional and audit
associations, which provide audit, advisory, andnselling services to the member institutions. The
umbrella association of the entire associated gisupe Bundesverband der Deutschen Volksbanken
und Raiffeisenbanken (BVR), which includes also thther cooperative banks and the audit
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associations aside from the banks and undertalohgise cooperative group. The Bundesverband,
according to its self-portrayal, represents of do®perative group, coordinates and develops the
strategy of the VR banks, and advises and supptsrtmembers with regard to legal, tax, and

commercial questions.

4.3.2 Competitive assessment of the associated bankioggs

1835. The competitive qualification of the group struetsirof the savings bank group and the
cooperative group is difficult. The structure abthp associated banking groups is marked by a
transitional sphere between entrepreneurial inddgrere and corporate dependence, in which the
members operate. The qualification of the groupcstires is determined by the role which the
associations play in the support of the group memi®m a business strategic perspective. In
addition, however, also the interlinkages betwéengroup members have to be taken into account.

1836. The Monopolies Commission sees particularly in #evings bank group a gradual
development to an association of undertakingsabtst as an economic entity. Within the cooperative
group, that development appears less pronouncéar.sdoth groups lay stress on the independence
of the group members. This, however, cannot hide fact that the latter also transfer strategic
functions to the associations. The assessmehitievelopment depends on the extent to which the
cooperation relates to strategic business decisiamd to which it is consolidated in a structural
manner.

4.3.2.1 Disappearance of economic independence?

1837. The group members are only economically indepenifiémey themselves (or their controlling
entities) can independently make strategic busidessions. This requires an overall assessment of
the remaining strategic decision rights. The thoéd to an economic entity can, under the
circumstances, also be crossed if the group memtays transfer isolated strategic rights to the
associations if these rights allow the associationexert influence on the market activities of the
group members and if that influence relates taeggia areas of the business activities; for example
decisions regarding the budget, the business piajor investments and/or the appointment of senior
management, taking into account that the latt@pesn to strategic influence only to a limited exten
given the statutory requirements regarding the asitipn of the banks’ managemé&fit.

1838. After the abolition of the State liability guaraase the savings bank associations have sought
to prevent a rating decline for their members (atdompanying higher refinancing costs) by
endeavouring to obtain a uniform association rafveybund-Ratinyand a minimum rating for the
group institutions (rating floor). The rating ages, however, require for an association ratireg th
essential business functions have been mutualisekl hanagement, liquidity control, business
strategy, marketing, product portfolio, liabilit§)

1839. Therefore, the DSGV formulated binding principlestbe cooperation in the group and on the
future media profile in its “Berlin Declaration” othe cooperation in the group. As the umbrella
organisation, it installed an association committdéch “coordinates [further] the cooperation i th

group through work division and mediates in thentwd diverging interests”. It defined the group’s

650 see Consolidated Jurisdictional Notice, OJ C $Afril 2008, p. 1, paras. 57, 66 ff. on the eletaen
which that influence must relate. Further, seg, €8 14(1), (2); 15(1); 22(1); 24(2) SpG BW ratjag the
company management mandates (Management Bo#dwvaltungsrat

%1 FitchRatings, Rating Criteria for Banking StruesiBacked by Mutual Support Mechanisms, 20 December
2012; accessible: www.fitchratings.com; Moody’sedit Opinions Sparkassen-Finanzgrupp®larch 2013
and February 2014; accessible: http://www.dsgvealsfshrkassen-finanzgruppe/rating/ .



Chapter VI « Financial markets 658

objectives — while stressing the business moddeoéntralised, individual savings banks — as sigivi
for the establishment or maintenance of nationwmaparable framework conditions.

1840. In the meantime, several regional sections of geoa@ated group have developed regional
associated group concepts in the spirit of the liBddeclaration”, which however diverge from one
another sometimes considerably. A particularlyr&aching group cooperation has been established in
the Sparkassen- und Giroverband Hessen-Thuringle. essential content of the cooperation can be
sketched out as follows from a competition pergpect

e Business plan: definition of joint strategic grotgvgets (cross-selling quota, group rating,
etc.), target of a “homogeneous market appeararstehilisation and improvement of the
group’s market position in the retail and corpotzdeking business;

e Financial planning: determination of cost-inconaggets, of a joint group reporting (joint
income statement), and of a joint risk management;

* Investments: combination of the savings banksiirdbusiness with thd.andesbank
wholesale business;

« Market-specific rights: development of focus thenfeg., S-CountryDesk).

The associated group concept is based on a grautechhat defines the procedures and the decision-
making process in the cooperation in a bindingitash Parts of this associated group concept have
been taken over by the cooperative bafiks.

The members of the group in Hesse-Thuringia wogltioer visibly in particular in the retail business
where they use a joint website as their platforon ¢feeneral marketing, but also, for instance, &al r
property sales). The individual savings banks'tfjpbo is similar as concerns simple banking
products (e.g., current accounts), though it isnbymeans identical. For instance, prices resemble
more the prices of the local cooperative competitord less those of other savings banks. Vis-a-vis
corporate customers, each savings bank continubave its own marketing, yet they use identical
web pages. In the customers’ view, according wirthusiness reports, the savings banks are
meanwhile perceived as an “economic entif§j”.

The savings bank organisation in Baden-Wirttembed) HSH Nordbank together with the savings
banks in Schleswig-Holstein have developed assmtigitoup concepts that are more oriented towards
the LandesbankenThe Landesbankethemselves have all established so-called bodrddwisers or

of special advisers of which the association reprigives are members and which coordinate the
cooperation between theandesbankeand the savings banks.

Adding to this standardisation of business polibg savings and cooperative bank associations have
finally intensified the remaining cooperation withthe group in order to make the associated groups
more efficient®

1841. The cooperation in the associated groups, as tescdbove, should principally suffice in
substance to subject the member savings and cdivpdpanks to a single management.

2 Bghmer, [2006] ZfgK No. 9, 448 (449). The coopieea banking group obtained likewise an associated
group rating, cf. FitchRatings, press release ajug 2012.

See, e.g., Sparkasse Grunberg, Annual Report p01B; Nassauische Sparkasse, Annual Report pOB],
Sparkasse Dillenburg, Annual Report 2011, p. 9rl&sse Giel3en, Annual Report 2011, p. 7.

84 Concerning topical elements of cooperation, seti@es 4.3.3.1-4.3.3.4 below.

663
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4.3.2.2 Consolidation in a structural manner?

1842. That being said, it is questionable whether thepeoation is sufficiently consolidated
structurally to indeed create a single economi@yenSuch a consolidation only suggests itselfhia
savings bank group, if at all.

1843. In that context, it must be noted that the groum#éked by multiple interconnections. For
example, undertakings of the associated group edmeltl by one or several associations, sometimes
holding them together with other bodies establisheder public law (e.gl.ande) and/or with a
Landesbankand/or other undertakings of the savings bank groin a typical regional associated
group structure, a savings bank association woald the shares of Bandesbankogether with one

or moreLanderand potentially other associations, and at theedéme control (by majority) Aandes
building society as well as an insurance provided also have shareholdings in undertakings offerin
near-bank services (e.g., leasing societies) gulgung support functions (e.g., IT service provier

1844. These shareholdings often appear to remain belowordrolling or even competitively
significant influence and are comprehensible udenpetition law only to a limited extent.

1845. Nevertheless, peculiarities must be noted that riekelations inside the savings bank group
under public law, which make it conceivable thateheven relatively small shareholdings (e.g., below
10%) may be sufficient to convey a competitivelygnsiicant influence. According to the
jurisprudence, that type of influence requires pussibility to exert influence on the basis of a
corporate-law relationship or a similar relatiomstbut it does not necessarily require a particsize

of the shareholder’s ownership interest. Rathes,ibfluence is competitively significant already i
the network of inter-company relations makes ieljkthat competition is limited to such an extent
between the individual undertakings that the uradémgs do not appear independently on the market
anymore®® It is crucial whether the combination is the basfia mutual balance of interests, which
can be based on the shareholder undertaking exdriftuence on the resources and the market
behaviour of the undertaking in which it holds amnership interest, or on the fact that latter
undertaking aligns its competitive behaviour whik interests of the shareholder undertakifig.

1846. In the Monopolies Commission’s view, such a balasfcaterests can under the circumstances
also be brought about by a minority shareholdirag th established by law. The establishment df tha
minority shareholding shows that thé&nderlegislatures expect the majority shareholdersike into
consideration the interests of the other partigbeatnanagement of the relevant undertakings. Such
situation exists in the case of sevdrahdesbankein which theLand or individual savings banks
were awarded a minority shareholdfti§. That minority shareholding is even more significechere
theLandalso has a large capital interests of its 6%n.

%5 OLG Dusseldorf, Decision of 24 November 2004, Viart 10/04(V), KG Wochenkurier, WuW/E DE-R
1390 (1394), with reference to BT-Ds., 11/461@® Q.

%% See BGH, Decision of 21 December 2004, KVR 264@88ns-o-flex, WUW/E DE-R 1419 (1420); OLG
Dusseldorf, Decision of 6 July 2005, VI-Kart 26/0%( Bonner Zeitungsdruckerei, WuW/E DE-R 1581
(1582); FCO, Decision of 27 February 2008, B5-198/0A-TEC/Norddeutsche Affinerie, WuW/E DE-V
1553, paras. 27, 44.

%7 See § 4(1), (7), § 5 LBWG in conjunction with §1R(§ 3 of the Charter; Article 5(1) Helaba Intatet
Agreement in conjunction with 88 3, 4(1) of the @bg § 3(1), § 4 Bremer LB Interstate Agreement in
conjunction with § 4 of the Charter; § 3(1) Nord/LiBerstate Agreement in conjunction with §§ 213 ¢f
the Charter; 8 32(1) SSpG in conjunction with 88@@,) of the Charter. See also § 4 SpkG NW (raggrd
the Helaba-Verbundbank in Northrhine-Westfalia).ny®vay, these provisions should not be a basis for
assuming (parallel) interests of the majority antharity interest holders in a way that allows todad
together the interests; cf. para. 76 of the Codatdid Jurisdictional Notice.

6% Cf., e.g., Drost, Bremer Landesbank gibt NordLBEnka, Handelsblatt, 29 June 2005.
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1847. The assessment of the associated group structure@iever moreover requires a
comprehensive assessment which must go beyond uhlfication of each individual ownership
interest.

1848. Hence, it must be taken into account in particthat the savings banks and their controlling
entities are members in the Sparkassen- and Gbamde by law. The associations, however, do not
only coordinate the decision-making process andrtaeket stance of the savings banks vis-a-vis each
other, but also in relation to the associated grmggtutions at the level of thednderand on the
federal level, in which they hold an ownership ragt (e.g.LandesbankerLandesbuilding societies,
DekaBank). The association system gives rise titipteipersonal and business strategic relations in
that regard®® In addition, the associations have made the meimsgtutions in the past few years
standardise company functions (back offit®r support business) on platforms in so-called ehod
organisations, which concern the personnel andpgosennel cost management, or to move them to
other entities within the associated group altogietfor example to credit pools, data centres/IT
service providers, entities for risk management®et These model organisations and entities should
usually not go beyond a (non full-function) coligidation without proper market activity. In vieaf

the associated group members’ dependence on the dffice services, however, the associations
obtain an increasingly significant power in thatyw@ ensure an aligned market stance of the
associations’ members. This power is increasedhiey associations’ control of the institutional
security establishments of the savings bank group.

1849. Apart from that, however, it must also be takem iatcount that close forms of associated
cooperation like the one of Sparkassen- und Gilmard Hessen-Thiringen have already sparked
concerns at BaFin according to older press relegises the associated structural consolidatién.
BaFin only approved this associated cooperatioreutite condition that binding decisions on the
association’s level would first only be made in #®a of risk management, and that the single
responsibility for business management would otierwemain with the banks’ management. In the
associate group committee of Hesse-Thuringia, thmmicipal controlling entities were therefore
granted a veto right. In addition, BaFin must awmusly be informed of all major projects of the
associated group to be able to examine them. HKtrbe assumed that comparable supervisory
requirements also exist in the other instancesafig cooperation. A farther-reaching integratiion,
particular of the operations cooperation, appayeinds not taken place so far, including in Hesse-
Thuringia.

1850. In the Monopolies Commission’s view, the cooperatiteered by the associations does not
remove the economic independence of the affectdltions as long as it is ensured that back-effic
services as well as access to the security fundepen to all association members without
preconditions, and as long as the associated grommittees and the other association committees
limit their steering function to recommendationsthout making binding orders. This does not
exclude, naturally, that the group members follbv &ssociated group principles established by the
association in their own interest (e.g., to obtmnassociated group rating). That said, it caifeot
ruled out at the present time that the individissogiated group members have to obey the assarciatio
objectives at least as a matter of fact, if theiwndusiness targets collide with the targets sethby
association. Such restrictions on their indepecéeshould be immaterial from a prudential
perspective as long as the relevant group ingiitstican still keep away from cooperation that
threatens their solvency and liquidity. Nevertls|ehis could include not only a conduct-relatad,

%9 These are provided for or protected by law pdytiahly, see, e.g., Article 36 Helaba Interstatedement,

88 4, 12(1), 13(1) lit. b, 19(4)(2) SpkG NW.

Particularly resolution functions.

671 See Section 4.3.3.3 below.

672 Kohler, Aufsicht billigt Verbundkonzept der Spaskan nur unter Auflagen, Handelsblatt, 4 November
2003.

670
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even a structural restraint on competition, duevhich the relevant associations and their member
institutions now do form an economic entity. TherMpolies Commission sees a need to clarify this.

4.3.3 Competitive assessment of the other relations ia #8ssociated group

1851. General competition law applies in principle insttle associated groups of the savings and
cooperative banks, to the extent that the structmanections between the group members leave
room for coordinated behaviollf. In that context, however, it is necessary to & into account
the particularities of associated group cooperatidn addition, inside the savings bank group,
restrictions may follow from the public controllirentities’ mandate to perform tasks in the general
interest. The Monopolies Commission consequentlyoeates a differentiated approach when
analysing the competitive situation.

1852. That being said, it is a major obstacle to the @ssent of the cooperation inside the associated
groups that the groups only provide relativelyditinformation on the business relations inside the
groups. The associated groups influence the matkatture in a way that the group members are
never able to fully withdraw from the cooperatiand in addition, in particular competitors cooperat
uncommonly closely inside the grou¥8. In principle, this raises the risk of competititaw
infringements. At the same time, the existing dpagives leeway to the associated groups to
confront the authorities with existing or allegedrtularities of associated group cooperation
whenever the authorities examine their practices.

1853. Against this backdrop, the Monopolies Commissioiterates its determination that an
increase of the transparency of intra-group retatigps would be very welcome from a competition-
policy perspectivé” It bases the following assessment to the lampesnt on information that it has
derived from public sourcé&®

4.3.3.1 Particularities of the cooperation inside the assated groups of the savings and
cooperative banks

1854. The two associated groups exhibit the following tipatarities which may explain the
members’ coordinated market behaviour to a cegsiant.

1855. It is such a particularity that the members shasgahle, parallel interest in the division of
work and — market-related — in a cooperation fapbpand distribution (vertical relationship). §hi
interest is based on business models adapted tarmther, which must be aligned with the public
interest mandate in the case of ttendesbankemnd the savings banks, and to the development of
cooperative business principles in the case ofctimperative banks. As far as can be said, also
increased competition does not seriously put tgmed interest seriously into question. It isctthat

the regional principle has eroded for ttendesbankeand the savings banks (see befé{vpnd that

the Landesbankeand the free savings banks have made independemtetitive moves. In the case

673 ECJ, Judgment of 17 November 1987, 142 and 15@%W, and Reynolds v. European Commission
(“Philipp Morris”), [1987] E.C.R. 4487; BGH, Judgmieof 1 October 1985, BGHZ 96, 69 = WuW/E BGH
2169, Mischwerke; see also Monopolies Commissish,Main Report 1973/1975, More Competition is
Possible, Baden-Baden 1976, para. 887.

674 For the details, see Section 4.3.3.1-4.3.3.5 helow

675 See para. 1822 above.

67 The Monopolies Commission regrets that the BVRoesed rather generally to its questions relatetthe¢o
associated group, despite repeated possibilitiesepdy, and that the DSGV, on its request, absthine
completely from a reply; BVR, Reply of 18 Decemli2€x13, answers to questions 11.1-5; DSGV, reply by
telephone on 5 May 2014 as to the Further Questbiise Monopolies Commission of 23 October 2013 to
the DSGV.

677 See Section 4.4.
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of the VR banks as well, the regional principle slaet exclude competition within the capacity @ th
individual banks from the outset. That being s# associated group structure as such remains
stable and efficient in the case of both bankiraups.

1856. Another particularity is it that the uniform markeppearance of the associated groups is
ensured essentially through the aforementioned exdiomns through the group associations. These
connections allow the level of the primary insitat (savings banks or VR banks) to form a common
position regarding the coordination of the grouphi@ market, and to enforce it throughout the group

1857. Accordingly, the influence of the lower level (sag$ banks/cooperative banks) on the higher
levels (central and special institutions; e.g., &@dnk/DZ-Bank; to a limited extent: the
Landesbankgmmarks the associated groups also in the operhtiseess. It cannot be ruled out that
influence is also exerted the other way in thevigdial case, but this is generally not intendetius],

the vertically layered cooperation in the assodiatgoup does not have the purpose at all of
coordinating the group’s business policy from tineel of a superior central body. Rather, the psepo

is to concentrate the development and supply ofymts there, which would overburden the
capacities of the lower levels and would make theel institutions get in the way of each other.
Then again, the central and special institutions use the associated groups’ savings banks and VR
banks also as their distribution channels.

1858. The cooperation within the associated groups incgiple does not raise concerns to the extent
that they use the cooperation to generate effig@sria the public or the consumer interest. Idasp

it does not raise concerns either that they mayhenone hand benefit from certain advantages of
affiliated companies (e.g., the zero weight ofargroup claims), but that they also sustain admsa
through their decentralised structure on the obizgrd, which would be lost if they consolidated the
group structure more like in a corporate group .{(eayoiding consolidated supervision, group
accounting, and group liability).

1859. A conclusive assessment of the cooperation in #sdaated groups is here not possible,
however. It cannot be excluded that the limitsvbt is permissible under competition law are being
overstepped in certain cases, and that the codpeiatthe associated groups contributes appreciabl
to the foreclosure of regional markets and of tlieen@an banking market as a whole.

4.3.3.2 The statutory organisation of the associated grocgoperation in the public
banking pillar

1860. In the savings bank group, the associated grouperation is protected specifically by a
number of provisions related to competition. Fxaraple, the savings bank acts provide that

e the savings banks operate the building-saving legsinthe investment business and the
insurance business within the associated groupeo$avings bank grodf’

» the associated group is supposed to continuousdygenthe joint market positions through the
cooperation of the group membéfsand

» the cooperation with business partners outsidesgiwngs bank group may not impair the
associated group princip?&.

78 See, e.g., § 6(2)(2) SPG BW, § 2(5)(2) SpkG RB(28 BbgSpkG in conjunction with § 4(1) BbgSpkVO,
§ 2(2) ThurSpkG; more open § 3(1)(2) SSpkG, § 3r$pkVO.

679§ 4(2) SpkG NW.

680§ 4(1)(2) SpPKG NW, § 3(1)(3) SSpkG, § 4(2) BbgSEK\E 4(2) SachsSpkVO.
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1861. The Monopolies Commission, however, has doubts enreEuropean competition law is
sufficiently taken into account in that regard (&g 106(1) TFEU, Article 4(3) TEU' The
organisation of the cooperation in the savings bgimdup does not appear exempt from European
competition law simply because the relevant provisiare part of the organisational power of the
State. This sovereignty relates to provisionshendstablishment of public undertakings that operat
services in the general economic interest. Intbgard, the sovereignty of the entities contrgllihe
savings bank group is also specifically protectedEb law (Articles 345, 14 TFEU). In contrast, the
economic activities of the relevant undertakings subject to European competition law (Articles 101
ff. TFEU).%?

1862. However, it may already be questioned whether groopperation is covered by the
organisational sovereignty of theéinderas theLanderare not controlling the relevant undertakings.
In particular, they do not control the savings tsmanKhe creation and operation of the savings banks
are rather part of the unlimited competence oftln@icipalities (Article 28(2) of the Basic Law).

1863. Further, it cannot be assumed that the regulatidnta-group cooperation is excepted from
competition law because the savings banks opeexteces in the general economic interest; in
particular because they ensure the provision daficservices to the State and the private econany a
a universal service. An exception from the contimgtirules only exists to a very limited extentsio

far as the application of these rules would be #&starle to the provision of those services
(Article 106(2) TFEU). However, it cannot be assanthat the group cooperation provided for in the
savings bank acts relates to services in the geeesaomic interest in its entire¥} This cannot be
assumed in particular in so far as the provisiorsuee the operation of services that are the normal
tasks of any bank. It must also be questionedhanghe cooperation in the group — to the exteat th
it relates to the particular tasks of the savingskogroup — is even necessary in so far as itusreal

in the savings bank acts.

1864. To the extent that the competition rules apply,isitquestionable whether the statutory
cooperation in the group is organised within theirimts of Article 101 TFEU. This cooperation
includes very varied forms of cooperation. Thes®y rmpartially be neutral as regards competition
(working group principles) or be justified by inket efficiencies, but they have partially also the
potential to restrict competition without justifica. The Monopolies Commission recommends
re-assessing the relevant statutory provisiondangakito account the following evaluation of the
cooperation of the two associated groups.

4.3.3.3 The role of the associations

1865. From a competition perspective, the role of theo@ssions as a platform to coordinate the
economic activities of the group members and tecerdenhe their intentions must be stressed in
particular. This role is relevant in different veaiy one assesses the tasks which the associétilfihs
in the respective associated banking group. Inrdspect, the following tasks must be distinguishe

e Securing a common market appearance (use of branadketing web presence);
» Development of joint concepts and business strasegi

« Organisation of intra-group comparisons and engblossibilities for an exchange of
experiences;

881 Cf. ECJ, Judgment of 21 September 1998, 267/86,Byake, [1988] E.C.R. 4769; Judgment of 1 October
1998, C-38/97, Librandi, [1998] E.C.R. I-5955, [ara6-27.

%82 See para. 1792 above.

683 Cf. European Commission, XXVIlith Report on Conipen Policy 1998, para. 269.
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* Collection of information in auditing bodies andasiations;
¢ Counselling association members and training;

« Division of work in the associated banking grouphjch in the savings bank group includes,
among others, the participation in thendesbanken(consulting) committees of savings
banks, cross-selling;

* Measures to protect the structure of the assocgitedp (e.g., the acquisition of ownership
interests, the exclusion of privatised members frioeninstitutional security mechanism).

1866. In that respect, the associations coordinate thmneercial activities of the association
members by making coordination possible for th@eiaion members by means of the associations’
resolutions and their support. Such coordinatforelevant under Article 101 TFEU, 88 1, 2 ARC in
case the members of the associated group exhibketeonduct diverging from the normal conduct
of undertakings acting independently in competifffn That said, an individual-case assessment is
necessary as to whether such coordination has ljeetoor effect of restricting competition, and
whether such restraints on competition must bedtde in view of the prevailing consumer benefits
associated with it.

Securing a common market appearance

1867. The measures taken to ensure a common market appeainclude ensuring that the
associated group members show a uniform profildnénmarket. Additionally, however, it can span
entrepreneurial initiatives, for example the plagnof products and platforms for the group members’
banking services.

1868. For the savings banks, securing a common marketaappce is a result of the perception laid
down in the “Berlin Declaration” that “no undertagi of the group would be in a better position to
meet the challenges of global competition aldfie”.Similarly, the measures to secure the market
profile of the cooperative banking group are basethe awareness that the business model of the VR
banks requires common strategies and conceptsnwiltie cooperative banking group in order to
thereby “combine decentralised entrepreneurshigbandled product and service competerfée”.

1869. Forms of cooperation enabling the participantsctoi@ly become active on the market in the
first place regularly do not restrict competitioso{called working or project groups). Thus, for
example, measures enabling small savings or coiyeetznks to offer their customers efficient direc
banking may, under the circumstances, fall inte tategory. In any case, the justification of ptén
competition restraints is out of question in thase. Such justification should also be possiblerah
the associations plan additional products whichaebeociated group members can distribute alongside
their own product&’

1870. In contrast, it is more of concern if the coopenatonly is for joint marketing and if it takes
place even though the participating group membeutdcact independently on the market. In such
case, it cannot be ruled out that the cooperatiarséd to coordinate prices, for collusion on stjiat

684 ECJ, Judgment of 14 July 1972, 48/69, ICI, [19EAT.R. 619, para. 64/67; Judgment of 14 July 1981,

172/80,Zichner, [1981] E.C.R. 2021, para. Bgually ECJ, Judgment of 4 June 2009, C-8/08, TiMob

Netherlands, [2009] E.C.R. 1-4529, para. 41 follogviAttorney General Kokott, Opinion of 19 February

2009, paras. 66-67.

Berlin Declaration, p. 3 No. II.1.

%8¢ BVR, Annual Report 2005, p. 2; Annual Report 2006, 16 ff. (illustrating the responsibilities diet
relevant association committees).

887 Cf. FCO, Activity Report 2007/08, BT-Ds. 16/135@p. 38, 139 (OSV consumer credit card).
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information, or to pursue market or customer slgparrangements. Likewise, cooperation must be
appraised more critically if there is a risk of ketrforeclosure.

1871. Accordingly, the applicable guidelines mandate ragividual assessment if the participating
undertakings jointly have a market share of mor@ntii5%°® The savings banks themselves
regularly point to their high market shares in itebmnking and the SME credit business. The
cooperative banks can likewise have relatively mgirket shares on regional markets, either alone or

jointly with the savings banks (particularly in aliareas).

1872. The savings banks’ joint advertising campaigns r@aya mostly do not give rise to concern
after the Federal Cartel Office had admonished tf@anpromoting so-called light-house products in
2006 and after the advertising strategy had beaptad®®® The criticised advertisements were based
on agreed-upon prices and conditions, and had dtenpal to hinder the individual development of
novel products. This was not counterbalanced bificent consumer benefits (e.g., uniform
information). The savings banks, however, desisteth mentioning prices at joint advertisement
campaigns in the following advertisements. Morep\the advertisements have become more
generally phrased in the meantime, allowing the bes of the associated group to individually
fashion their products individually and in their mentrepreneurial responsibil it

1873. Likewise, the measures the association adoptednify the branding and to further the
recognition of theé'Sparkasse”label and the other trade marks of the saving& baoup Sparkasse
“S” logo, colour trade mark “red” [HKS 13]), as aleuudo not imply coordination unjustifiably
restricting competition. That being said, concemegarding a potential abuse of dominance or the
capital market freedom cannot be ruled out fromanset®!

1874. At the VR banks, joint advertisement is directedrento general information and promoting
the idea of cooperatives. In that regard, theli&ésvise no immediate reason for concern.

Development of joint concept and business strategie

1875. In so far as the associations develop joint corscaptl business strategies to ensure a common
market appearance of the associated group to tieatespelled out above, this does not give rise to
immediate concern. The same should hold with cegathe recommendations issued by the regional
savings and giro associations for the appraisalredit securities, which are binding for the sasing
banks in part§®® These recommendations provide for a uniform amegaate credit assessment,
raising efficiency, and they are also made public.

1876. In the same vein, it typically does not raise conséf the associations develop concepts for

process rationalisation within the associated grolgor example, rather comprehensive concepts
already exist in the savings bank group, whichlifaté and harmonise company processes and which
are integrated in so-called model organisatitdvisdellorganisatione)) for instance:

« Standardisation of credit processing (Model K);
e Harmonisation of certain product and customer serprocesses (Model M);
« Company analysis and rationalisation of the compmaggnisation (Model O);

» Optimisation of process engineering/risk contralha passive/service business (Model P);

%8 European Commission, Guidelines on horizontal peration, OJ C 11, 22 January 2011, p. 1, para. 241

%89 FCO, Activity Report 2005/2006, BT-Ds. 16/5710]1p8.

69 Cf. FCO, Activity Report 2007/08, BT-Ds. 16/135@p. 38, 139 (“bestzins” cooperation).
91 See para. 1898 below and Section 4.6.1.

692§ 6 BbgSpkVO; § 6 MVSpkVO, § 6 p. 2 SpkVO NW, $&chsSpkVO, § 6 SAnhSpkVO.
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» Optimisation of near-to-default credit manageméfadel Pro);
* Rationalisation of staff activities (Model S);
e Capacity management from acquiring to service cetigpl (ProduktabschluggModel V);

* Supplemental IT system platforms (OS Plus, OSPiKrett.) and tools (e.g., GS-Optimizer);
Sparkassen intranet (S-InfoNet).

At the cooperative banks, similar models are depedoby or in cooperation with the German
cooperative bank academy (Akademie Deutscher GenssBaftsbanken). This optimisation of
process structures allows the group members tat dld@@vailable concepts individually for their use
in the specific circumstances. Thus, they showdpkenough leeway to manage their business
independently.

1877. The development of business strategies must bessesten a more differentiated way, in
contrast. Such forms of support are likewise uedipnable, in principle, to the extent that they
relate to the legally permissible objectives of éissociated group. The same holds for suppoitgais
the efficiency of individual institutions, if thesmnefits are passed on to the consumers. Inasintr
support measures only improving the earnings sitnabr the market situation give rise to
competition-law concerns as each group member garstrally keep its independence in that regard.
In particular in narrow associated group structuimsexample in Hesse-Thuringia, there is a skt t
cooperation in the group limits the members’ indef@nce excessively. In that regard, the assessment
must be the more critical the more there are gigwexiable barriers to market entry, as is probably
regularly the case in the frequently rather rurarkats where the group member institutions are
active®®

1878. The Monopolies Commission has some concerns tieati¢hrelopment of joint concepts and
business strategies could exceed what is perngsgider the law. The external survey prepared by
Prof. Koetter, which had been commissioned by thendpolies Commission and the Economic
Experts Council, has produced empirical evideneavihg that the savings banks and the cooperative
banks were able to generate substantial (pricg-owtgins particularly in rural areas in the pashe
potential for achieving higher profits was higharkastern than in Western Germany. This might
indicate that the associated groups, the lack pfesgable competition, were not forced to organise
their service portfolio in the most efficient wayhile they were at the same time subject to an
increased default risk. Beside that, however, diéings and cooperative banks have been able —
particularly after the outbreak of the financiaisis to benefit from the close group structureshie
associated groups. The survey results do not adlosvto draw definite conclusions as to the causes
for the profitability of the associated group inwgiions in rural areas.

1879. In the following, the Monopolies Commission hasdected its own empirical regional survey

to investigate the current account conditions eftiio associated groups throughout Gernighyn

this context, also a comparison of the account itand within the savings bank group was conducted
across the regional association borders. Howelerresults do not allow for definite conclusions.

Hence, there is further need for clarification.

693 See Koetter, M., Market Structure and CompetitionGerman Banking, supra (fn. 10); moreover, see
Sections 4.3.3.4 and 4.3.3.5 below and Sectio fcdsh machings
694 See Appendix C.
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Organisation of intra-group comparisons and enabgrpossibilities for an exchange of
experiences

1880. For both associated groups, the associations aratuaal platform for the organisation of
intra-group comparisons (benchmarkifi). Furthermore, the associations form a large nunaber
committees, working groups and circles. Thesenailee group members and their controlling entities
to exchange experience, an exchange partly retatedmmercial issues, but which can also span the
cooperation or individual initiatives in social @ultural areas.

1881. These varying forms of exchange between the graamlmers and their controlling entities are
relevant from a competition policy perspective omlyso far as they give rise to an exchange of
strategic business information. Information carrégarded to be strategic if it makes it possible t
make inferences as to the future market conduitdifidual group memberS® The data collections
which the associations make available to their mamlfor intra-group comparisons can be assumed
to provide a basis for the comparison of elementshsas financials, customers, processes, and
personnel, frequently going far beyond the datactwvhan institution typically has at its disposal
individually.®®” The exchange of experiences in the associationritiees allows the group members
to broaden and complement this information.

1882. Such information does not have to raise seriousams if it serves legitimate objectives of
group cooperation. The precondition is that thehaxged information is necessary and used to
generate efficiency effects in the interest of comers, and that it does not foreclose competition
(Article 101(3) TFEU, § 2 ARC). In addition, howsy appropriate measures are necessary that
strategic information is only used for such adnbiespurposes (e.g., by way of ring fencing). lewi

of the high combined market shares that the ageocgroups must be assumed to have on many local
and regional markets in retail and SME banking, gindn the high supply-side transparency on these
markets, there is an argument for strict requirdmeggarding the exchange of business information
within the associations.

1883. From the outside, it is not possible to asseskefaxchange within the associations exceeds
what is admissible under competition law. Onlyited information is publicly available regarding
the organisation within the groufi. That said, the personal links within the assamist give rise to
concerns. According to the charters of the savbagk associations, for example, the savings banks’
directors are organised in working groups and e&®¥f Such working groups frequently deal with
questions where a competitive justification of #@operation stands to reason (e.g. controlling,
process and risk management). In other casesMeovibe exchange can relate to strategic questions
of business policy (e.g., concerning products, miatkdistribution)® As stated above, this is
particularly likely in the savings bank associasiothat have established an increased group

9% See European Commission, Communication of 16 Ap8i97, Benchmarking — Implementation of an

instrument available to economic actors and pualithorities, COM(97) 153 final, and Opinion of the
Committee of Regions, OJ C 64, 27 February 1998, Bection 4.1.

Cf. European Commission, Guidelines on horizorgabperation, supra, para. 86; OLG Dusseldorf,
Decision of 27 July 2002, Kart 37/01 (V), Transpeton Sachsen, WuW/E DE-R 949, Section A.2.a; FCO,
Sector Inquiry Milk, January 2012 — Final Repogrgs. 139 ff., and September 2009 — IntermediapoiRe
pp. 114-115.

Cf. BVR, Annual Report 2006, p. 22, on the togmsintergroup comparisons.

Charters, in particular, have been published palyially and are missing, e.g., in relation to BeGV and
several regional savings bank associations.

%99 Cf., e.g., 88 17-18 of the Charter of the OSV,580f the Charter of the RSGV, § 16 of the Charfiethe
SVWL.

This is indicated by the publications on trainingse, e.g., ADG, Managementprogramme Banken, Annua
Programme 2014, pp. 12/13 ff.; Privatkundengeschafhual Programme 2014, p. 8/9 (particularly as to
pricing policy); Sparkassenakademie Bayern, Prograr6741 — GSW-Infotag, 9-31 December 2013.
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cooperatior® In these cases, it may be warranted for the cttigme authorities to verify the
admissibility of the exchange.

Collection of information in auditing bodies and asciations

1884. The activities of the auditing bodies of the regibsavings bank associations and the auditing
associations in the cooperative group are basestatntes (e.g., 8 26 Abs. 2 BbgSpkG, § 53 GenG)
and unobjectionable as such as they primarily rhisesecurity of the group members’ business. That
said, the auditing activity is also a basis for twdlection of information that is partially usedrf
intra-group comparisons and the exchange of expegie within the associatidff. Competitive
concerns can arise if the — frequently strategimfermation collected for auditing purposes is
collected centrally and re-used for other purpd$esin these cases, it must be ensured that the
information is neutralised competitively befordsitre-used within the association, making infersnce
on the market behaviour of individual associaticermbers impossible.

1885. Further, it is worthwhile considering whether thediéing bodies and associations responsible
for the individual association members should et&gularly across association bordétsSuch a
measure would loosen the connections between tienad associations and individual institutions,
thereby contributing to the neutrality of the aimdjtbodies and associations.

Counselling association members and training

1886. To the extent that the counselling and the trainofgemployees are relevant from a
competition perspective, the principles set outvatapply correspondingly.

Division of work in the associated banking groups

1887. The associations in both associated groups supdtwsdivision of work in the group in order
to ensure efficient market handling. In additidhe associations further the cross-selling of
complementary banking products and services withéngroup and the distribution of such products
through savings banks/VR banks to the private erstieeners.

1888. This cooperation can be unproblematic as a fornspefcialisation if the group members
abstain from developing products and source thelymts instead from other group partners for
re-sale. It can equal such abstinence if the othmig entity unilaterally prohibits an institutioinom
supplying certain product§® Equally, there is generally no room for a distartof competition if the
group members source products that they cannotafetireemselves. In other cases, the specialisation
within the group can be entitled to be exempteithéf relevant undertakings have a market share on
each relevant market of 20% or 1€%5s.

1889. That being said, indications exist that the divisiof work has not been limited to such
product-related specialisation in the past. Imkadsociated groups, the group members of theugrio
levels have more or less avoided entering into @itipn for the same customers, regardless of any

"1 See para. 1877 above.

92 As to the savings banks, cf. LMF Brandenburg, Xa.of the Circular Decre&k(inderlassof 27 June 1991

on the assessment of the public savings banks; NVE No. 3.2 of the Circular Decree of 12 February

1996; LMI SH, No. 3.2 of 20 April 1998.

88 4-8 of the Model Charter of the savings basksurity fund $parkassen-Stiitzungsfopds

94 Rotating is already possible in Northrhine-Wesafahlthough it is not mandatory, see § 24(3) SPKGV.

95 Cf. § 3(1)(3) of the Charter of BayernLB, whichwever prohibits the distribution of savings dep®sit
directly.

%% Article 3 of Regulation 1218/2010, OJ L 335, 18cBmber 2010, p. 43; see also European Commission,
Notice of 18 December 1978 on the assessment tdicesubcontracting agreements, OJ C 1, 3 January
1979, p. 2.
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specialisation or sales co-promotion. This custerakated division of work is, however, increasingl
eroding.

1890. In particular the savings bank associations hadreedl a strict division of work within the
group as a reaction to interference with the savivank business (e.g., bgndesbankeénbefore the
financial crisis. Thus, the committees of the DS&)reed before the “Berlin Declaration”, according
to press reports, that retail banking should bervesl to the savings banks and that certain custome
groups should clearly be allocated to ttemdesbankeor the savings banks. Where the “division of
work” was violated, “solutions compatible with thesociated group principles” should be found and
“violations of the rules [should be] eliminate@”. For the coordination of the cooperation with work
division and for mediation, an associated group rodgtee was installed at the DSGV level. This
division of work apparently continues to exist tatel°® Nevertheless, theandesbankemo longer
seem to feel bound under all circumstances to tignal work division.

1891. The end of the customer-related work division & ¢ginoup would be welcome. Such customer
segmentation cannot be regarded as specialis#tinit, is a serious restriction of competition tieat
generally not excepted (hardcore restrictidh)lt is, in particular, no mere ancillary restrawithin

the framework of the cooperation within the assecdagroup. This would only be the case if the
segmentation of customers would be directly reldtethe cooperation in the associated group and
necessary for it, using an objective benchni#fkWhere the agreed practice is that individual grou
members (e.g. theandesbankdgnare barred from approaching the same customergth&s group
members (e.g., the savings banks), this is natdlse, though, even if the cooperation increaseggro
internal efficiency. No further justification folvs generally for such customer segmentation fitwen t
fact that increased intra-group efficiency creafaser competitive conditions as regards the
relationship between the associated group memimershe private banks! This assumption would
be justified to a certain extent if the group mershegere subject to single control by one entithisT

is, however, not the case. It is true that thetrotimg entities, in principle, share the interdést
generate the proceeds by way of intra-group cotiperao fulfil their respective public mandate.
That said, it is not excluded from the outset thad controlling entity may consider it acceptabiat t
the group institutions under its control enter irome competition with other associated group
institutions. In any case, organising intra-gragmpetition is no matter for the groups, but fazith
controlling entities and the Legislature, takintpiaccount Articles 101 ff. TFEU.

97 Drost, Sparkassen streben klare ArbeitsteilungHamdelsblatt, 28 October 2005, quoting the pregidé

the Bavarian savings bank association, Naser; IseeSparkassen-Finanzgruppe Hessen-Thiringen, press
release No. 72/2005 of 7 November 2005, Sparkassdn_andesbanken einigen sich auf Arbeitsteilung;
Mussler, Landesbanken mit und ohne Sparkassen, FAH April 2009; critically
Hilgert/Krahnen/Merl/Siekmann, Streitschrift firnei grundlegende Neuordnung des Sparkassen- und
Landesbankenektors in Deutschland, 21 November ;2@ttessible: http://www.hof.uni-frankfurt.de/
images/Streitschrift_Vollversion.pdf .

However, it cannot be excluded in the cooperdfivenzGruppe either that a direct influence is &xkon

the business relations of group members, cf. BohGlemossenschaftsbanken: Im Spannungsfeld zwischen
Tradition und Moderne — Kontinuitat und Innovatisesndgen als Erfolgsstrategie fur die Zukunft,
Working Paper No. 125 of the Institut fir Genossbafiswesen der Westfalischen Wilhelms-Universitat
Munster, April 2012, p. 6 (3. Abs.); accessibléptithdl.handle.net/10419/74477 .

99 gee also Article 4 lit. ¢ of Regulation 1218/20%Qpra (fn. 706). This “work division” could al$mve
contributed to the decision of tHeandesbankerio engage in lending substitution in the run-upttie
financial crisis; cf. para. 1439.

European Commission Notice, Guidelines on theieabn of Article 81(3) of the Treaty (Guidelines
Article 81 (3) of the Treaty), OJ C 101, 27 Aprd®4, p. 97, paras. 29, 31; see also European Caiamjs
Notice on restrictions directly related and necgssa concentrations, OJ C 56, 5 March 2005, p.p24a.

40.

Cf. European Commission, Guidelines on Article(8) of the Treaty, para. 47 as to Article 101(1)ELF

and paras. 86, 90 ff. as to Article 101(3) TFEU.
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1892. In part, concerns also arise as to the cooperatithin the boards of advisers or of special
advisers, in which representatives of the savingskbassociations and of th@ndesbankerrome
together. These advisory boards were establishéattilitate advice for theandesbankenand they
monitor the agreements reached with the saving&sbarin addition, they are a forum for the
discussion ofLandesbankservices (including prices) vis-a-vis the savirgmks, additions to the
product range, basic questions of cooperation,pssible new agreemerit. The participation of
the representatives of the savings bank assocstlwwever, requires price-related coordination of
the savings banks’ demand. Such cooperation iadhmissible merely because it takes place with the
agreement of theandesbankefi®

1893. In contrast, the cooperation through cross-sellitgin the savings bank group generally does
not give rise to concerns, even to the extent $bhah cooperation requires restraints on competition
that are directly related and necessary to it. £€srlling enables the group members to offer an
aligned and comprehensive range of banking servicéhis generally gives rise to significant
efficiencies.

1894. The fact that the VR banks are not able to develap products offered by the central
institutions probably explains the work divisiortween the various layers of the cooperative group t
a larger extent than in the savings bank group.r the central institutions, it is conversely
advantageous from a commercial perspective tohes&R banks’ retail network for the distribution
of their own products. No indications exist aghte customer segmentation practised in the savings
bank group.

Measures to protect the structure of the associagedup

1895. The associations defend the joint interests ofgiteeip members externally by acting as the
mouthpieces of the associated groups, protectiaggtbups’ brands against external competition, or
even by acquiring ownership interests or withdragagmoup benefits from individual members, to the
extent that this appears necessary in the intefeststaining the group structure.

1896. The associations’ actions as group representathwesuthpiece”) for the association members
does not give rise to concerns if and to the exteat it is limited to articulating externally the
interests of the entire group.

1897. The other activities must be assessed as entrepighectivities of the associations
themselve§* In that context, the associations do not merely as the representatives of their
members. Allowing the use of a trade market i®®@ise that covers demand, and it is hence an
economic activity. Likewise, the acquisition of msvship interests and the withdrawal of
commercially relevant association services cortstisconomic activities, irrespective of the faatth
the relevant services are not offered on the matket

1898. The protection of the groups’ brands and trade mdsk a legitimate objective of the
associations’ activities (see also Article 345 TREUCustomers associate a distinct, unmistakable
service profile with these brands. In a certainsse the brands also reflect the self-image of the
associated groups, thus constituting an esseritibpthe group structure. That said, it mustdien

into account regarding the “Sparkasse” label thiatlabel does not merely constitute a companyetrad

12 8§ 21(2), 22 of the Charter of LBBW; § 12(1) Ne4 bf the Charter of LRP.

3 ECJ, Judgment of 25. November 1971, 22/71, Béguéli971] E.C.R. 949, para. 29; Judgment of

20 September 2001, C-453/99, Courage and Crehdd1]E.C.R. 1-6297, paras. 22, 24.

See European Commission, Communication on theicapipin of the European Union State aid rules to

compensation granted for the provision of servizgiegeneral economic interest, OJ C 8, 11 Januaty 20

p. 4, paras. 9, 11-12.

"5 ECJ, Judgment of 6 April 1995, C-241/91 P and @/@% P, RTE and ITP (“Magill’), [1995] E.C.R. I-743
para. 52 (at the end).
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mark, but that it is also protected specificallyden 8 40 KWG. The label takes account of the
confidence of the public in the savings banks\ati#is, thereby indicating a distinct prudentiabfie

of the institutions using the “Sparkasse” labehisTadds to the legitimacy of the savings banks and
giro associations’ measures to protect the lab#hiifl parties use the label without offering ctedi
services for the purpose of fulfilling a public naate. If third parties are active in that way, eoer,

it can be necessary to allow them the use of thEari@sse” label® In that case, it would be
problematic under competition law if the associagicaised any obstacles (Article 102TFEU).

1899. In so far as the associations acquire strategiceostip interests in group members to protect
the associated group structure against third-pafilgration, they principally act in accordancetiwi
competition principles if the association membesain free to bid themselves for the respective
ownership interest.’ In addition, however, the limits imposed by Aleid02 TFEU have to be taken
into account, meaning that, for instance, the agtjom of an ownership interest in a savings baak c
be abusive if it contributes to (additional) forzlre in the interest of the neighbouring savings
banks’*® Under the circumstances, Article 102 TFEU may asme into play where an association
withdraws group benefits from individual group mear(e.g., excluding them from the institutional
security mechanism).

4.3.3.4 The role of the central banks and the group institons active above the regional
level

1900. The role of the central banks of the savings banéug and the cooperative group
(DekaBank/DZ-Bank, regional central banks/giro oesit and of the other relevant group
undertakings on the national level or th&nderlevel (e.g., brokers, building societies, insues)c
must likewise be assessed in a differentiated way.

1901.The central banks, in particular, fulfil variousnfttions within the associated groups, where it
may sometimes be questionable to what extent theeyeen active on a market. This circumstance
must be taken into account in the competitive @ssent. On the basis of the information availaible,
appears reasonable to distinguish the followingftions:

» central bank activities in a narrower sense, sapport of payment settlement and liquidity
clearing,

« support of the fulfilment of public service obligats (savings bank group),
« the provision of liability guarantees,

» the provision of products for refinancing/investmenrposes or for the distribution through
the savings or VR banks (e.g. funds), and

« the provision of advisory services.
Central banking activities in the narrower sense

1902.Regarding central banking activities in the narmowsense, it is unclear whether there is any
market activity. In that regard, the European Cdssion guidelines provide a starting point,
requiring an assessment of whether the cooperatdween the central banks and the subordinate
group institutions restricts competition that wolldve existed without that cooperation. It is,

"% See European Commission, press release of 6 Dece2®6, |P/06/1692; Federal Ministry of Finance,
press release No. 146/2006 of the same day.

"7 See FCO, Activity Report 2005/06, pp. 158-159.

"8 See ECJ, Judgment of 21 February 1973, 6/72, @anttl Can, [1973] E.C.R. 215, paras. 25-26, 29.

"9 European Commission Notice, Guidelines on theiegiibn of Article 81(3) of the Treaty, OJ C 10T 2



Chapter VI « Financial markets 672

however, questionable whether the settlement ao&ibg systems of the three banking groups (giro
circles) stand in competition with each other. Thatral banks of the savings bank group act upon a
statutory mandate. Only the central banks of ttieerobanking groups provide a service to their
members which satisfies demand and regarding wduatpetition would in principle be possible.

1903.That being said, the question can be left openuse;dased on the information available, there
IS at least no evidence giving rise to competitwacerns. The central bank activities, as sualdh
give rise to significant efficiency benefits. lo far as the central banks support the group mesnber
the payment settlement and provide cash clearémeg fulfil functions that must be carved out of th
group institutions because they exceed the capiabibn an individual bank’ According to the self
image of the groups’ central banks, they also dliggir activities specifically with the intereststhe
groups’ member institutions. In that way, theywasthe productive efficiency of the associated
groups and enable the member institutions to ppatie fully in competition despite a relatively dma
company size.

1904.Even beyond the central bank activities in a naerosense, it should to a certain extent be an
immanent group feature that the central banks thkeinterests of the savings or VR banks into
account in their own business activities, and they provide support.

Support of the fulfilment of public service obligans (savings bank group)

1905.In principle, no concerns arise if theandesbankesupport the savings banks in the fulfilment
of their public service obligations. This applias least if the public mandate is limited to

non-economic purposes. In that case, the supporiot market-oriented. Such support should
generally also be part of the self-image of tladesbankenand it is generally possible without

requiring a competitively relevant coordinationcohduct’**

Provision of liability guarantees

1906.The provision of liability guarantees (letters aintfort) provides good credit standing to the
benefiting group members. However, this is a teild central bank action that generally does not
give rise to competitive concerfs.

Provision of products for refinancing/investment pooses or for distribution

1907.By providing products for refinancing/investmentrpases or for the distribution through the
savings or VR banks, however, the central banks pisvide significant market-oriented services
within a contractual framework®

1908.These contractual agreements are fully subjecteion@n and European competition [&fv.In
that regard, no limitations follow from the laws dhe Landesbankerand the savings banks
(cf. Article 106(2) TFEU) or from the cooperativatherance principle.

April 2004, p. 97, para. 18 No. 1.

In that regard, already the existence of a semwitlein the distribution chain may be questionezk Avrticle

1 of Regulation 19/1965, OJ L 36, 6 March 1965, 6&% resale”).

2L gee, e.g., Article 2(2)(1) BayLBG: “Through itstigities, the bank supports the Free State of Bavand

its municipal institutions including the savingska in the fulfilment of public tasks” [unofficidtanslation

of “Die Bank unterstitzt durch ihre Geschéftstatigkdién Freistaat Bayern und seine kommunalen
Korperschaften einschlieBlich der Sparkassen inEféillung 6ffentlicher Aufgaben”

The prudential assessment may be different; see 1&87 aboveoh the comparable problem of silent
partnership contributions

2 Bayern LB, Annual Report 2011, p. 56; Nord/LB, Awh Report 2011, p. 89; DZ Bank, Annual Report
2012, p. 18.

See Article 3 of Regulation 1/2003 in so far asesaof relevance for the internal market are comecer
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1909.Exclusive distribution agreements should exist whigre central banks provide products for
exclusive distribution to the savings banks and W banks, for example investment funds,
currencies, or noble metdfS. The distribution of building savings plans of theups’ building
societies, and the distribution of group insuramrebdably have to be assessed in the same way.

1910.1t is questionable whether these agreements ammptrd from the cartel prohibition under
Regulation No. 330/2010 (see Articles 2(2), (3) R&80/2010). Even if this is not the case, however
efficiencies can justify the exclusive distributiagreement in the individual case. In that regard,
important that the central banks and the suprasnegigroup institutions and companies take over
product development for the group members wherel@welopment by individual institutions would
not be economicdf’ However, a relatively strict assessment may béfied given the fact that the
group members also satisfy their demand in thevaeleproducts essentially within the grodp.In
relation to investment funds products, insuranees| possibly building savings plans for private
customers, however, it must be taken into accouat in particular the new business in the retail
banking context requires a substantial amount oficadas the products are relatively complex
consumer products binding the investment over gdomeriod. Thus, the distributing banks must
know the products quite well in order to ensurehigh quality of their advice. This should genbral
speak for the justification even of relatively @osooperation on the distribution level, depending
the individual circumstances.

1911.A more critical view may be warranted where theptypr distribution of associated group
products within the group or to customers outsidedgroup does not require particular advice. This
should be the case for relatively simply structuredestment products and the distribution of
currencies, noble metals, and the like. In thapeet, group-only distribution has the potential to
contribute to increased foreclosure between thecisted groups®

Provision of advisory services

1912.Concerning the provision of advisory services by ¢bntral banks and other group companies,
a distinction is necessary. Advisory servicestigdato central bank services in a narrower seose,
the support of group members in the fulfilmenttwit public service obligations should regularlyt no
be relevant from a competition perspective or astide justified through the efficiencies assodiate
with the central bank activity. In contrast, adwvis services in the context of distribution must be
assessed in the individual case.

4.3.3.5 Other coordination among associated group members

1913.The Monopolies Commission is concerned that coripetin the associated groups is not only
restricted through the cooperation within the asdmns and the distributory relations, but thag th
market behaviour of the group members and in thapetition between the groups is partly not
independent, which may give rise to additionalreests.

% In that context, the savings/VR banks do regulady act as agents in terms of competition laweegits

they bear risks of their own (e.g., regarding peasps liability), see European Commission, Guidsdion
vertical restraints, OJ C 130, 19 May 2010, p.atap16; particularly, with regard to prospectasility, see
also BGH, Judgment of 21 March 2006, XI ZR 63/0911¥006, 851; LG Hanau, Judgment of 12 May
2011, 4 O 1138/10 (citation: Juris).
See European Commission Communication, Guidelimesthe applicability of Article 101 TFEU to
horizontal co-operation agreements, OJ C 11, 1daigr2011, p. 1, paras. 150 ff., especially pat&s.ff.
27 see Article 1(1) lit. d of Regulation 330/2010;r&pean Commission, Guidelines on vertical restsaift]

C 130, 19 May 2010, p. 1, para. 162.
28 ECJ, Judgment of 28 February 1991, C-234/89, Didim Henninger Brau, [1991] E.C.R. 1-935, para8.

ff.
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1914.In that regard, however, it is necessary to take account that potential coordination between
the associated group members is pre-determinedat@e extent by group-related commonalities and
the work division imposed by law or cooperativenpiples. This suggests that the group members
will cooperate in the first place with each otheda@nly in the second with non-group institutiofus,
example, in the underwriting business. In pam, ¢bntral banks depend on the infrastructure of the
groups’ retail banks (savings banks, VR banks) willd thus, tend to concentrate their business on
markets on which such dependencies do not exigb@cate banking, foreign markets). On the other
hand, even large savings banks will in doubt raffeém developing investment or complex building
savings products and source or provide the prodagbplied by other member institutions of the
savings bank group as their own development of gwolucts is contrary to their business focus,
which aims at satisfying local or regional demahadthe same way, it must be assumed that the group
member institutions at the same level will coopetatjointly entice customers away from competitors
outside the grouff? Such behaviour is unobjectionable if the limifscompetition law are being
respected.

1915.That said, indications exist that in particulartire savings bank group, market and customer
sharing may have developed which exceeds the liofithe law and is not easily reconcilable with
competition law. The savings banks interpret thsoaiated group principle and the regional prircipl
flexibly during their own business activities, libey insist on an anticompetitive enforcement @&f th
two principles partly towards other group memberg.( theLandesbankénmand in particular towards
their competitors, using the principles to delibbelyaseal the group off and to foreclose compatitio

1916.For example, the savings banks generally reactbfiexo demand without referring customers
to other members of the associated group from titseb (passive busine8) If business, for
example, exceeds the capacity of individual savipasks, they enter into underwriting agreements
with other savings banks or thendesbanken Customers can keep their account at “their” regei
bank even after moving away from the municipalityeatrust both the savings bank at their place of
residence and at their work place.

1917.In contrast, the savings banks seek to counter ebtiye advances within the group to the
extent possible, and they also refrain from activetomer marketing in the territory of neighbouring
savings banks, which would increase the competjtressure on these institutions (active businéss).
They justify this conduct with the argument thatrkvdivision and no competition exists between the
group members. With this argument, they also ooetito fend off attempts to open up the associated
group or its institutional security mechanisms &gHts to external competitors.

1918.Furthermore, in the Monopolies Commission’s viemgications exist of regionally restricted
parallel behaviour of the savings banks on thelwred and the cooperative banks on the other hand
(VR banks, Sparda banks), the reasons for whictiawt be identified so fdr?

When assessing the market situation in retail bepkhe Monopolies Commission discovered that the
savings banks’ and the cooperative banks’ accowdeis sometimes resembled each other in a
remarkable way, and that also the prices and ptediidoth associated groups in local retail bagkin
were sometimes remarkably aligned with each otl@wnsequently, it compared in its own regional
empirical survey, among others, the current accoanditions — monthly current account fees and the

2 See, e.g., Lebert, Sparkassen jagen Schmidt-Bamiiéh, FTD, 7 April 2004.

30 See European Commission, Guidelines on vertisataits, OJ C 130, 19 May 2010, p. 1, para. 51.

81 See ibid., para. 51; the situation is differenterehcompetition between members of the associamehg
and outside banks is concerned, see again Lelmatk&sen jagen Schmidt-Bank-Kunden, FTD, 7 April
2004.

Regarding the situation between the savings bamks the VR banks, see broadly FCO, Decision of
21 October 2010, B4-45/10, Sparkasse Karlsruhek@pse Ettlingen, paras. 96, 99, 106, 113-116; @ecTis
of 28 February 2012, B4-51/11, Haspa/KSK Lauenbpagas. 134, 139-140.
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interest on overdraft loans — of both the savirgysks and the VR bank& This survey produced the
following results:

¢ On the basis of a conservative interpretation efgtatistical test results, indications existed
for the congruence of the savings banks’ and thebdiks’ account conditions. For lack of
current data on relevant influencing elementsoitl@d not be established so far to what extent
the savings banks’ strong market position may Heeen the reason.

« Indications for the congruence of the account diovl of the savings banks and large private
banks were not identified.

The parallel behaviour of banks belonging to the associated groups would not be impermissible if
it resulted from the market conditions (so-calledplicit collusion). Still, it could encourage
cartelisation depending on the market conditiortsranst therefore be monitored.

4.3.4 Intermediate result

1919.The Monopolies Commission sees a need for clagfywhether the associated group structures
have consolidated in the savings bank group att laaghe regional level and whether distinct
economic entities have developed, which would megaifundamental re-assessment of the associated
groups in competition. The assessment of group eadipn from a competitive perspective is
difficult. The opacity of intra-group cooperatioas seen from outside, poses significant problems
regarding the assessment. This holds both focdbperation in the savings bank group as well afs —
least to a lesser extent — for the cooperatiohercboperative group.

1920.The activities of the associations should to adagtent be compatible with Article 101 TFEU,
8§ 1 ARC due to working group principles or econorafticiencies (e.g., the management of the
institutional guarantee association, the developmérbusiness concepts). That said, for example,
joint marketing measures particularly in the sasifignk group are subject to a strict assessment as
the participating savings banks should frequendlyehrelatively high market shares (> 15%). Where
the associations develop common concepts and lmssigiategies, this can be problematic in
particular if this is only intended to improve tlearnings situation or the market position of the
associated group members, without being linked ffwiencies or being necessary for meeting
objectives that are permissible by law. The saoidshfor the exchange of information or experience
in group committees or through the auditing bodiesdciations. Particularly grave concerns arise
from the indications of a “work division” based oastomer sharing within the savings bank group.
Concerns, however, also arise from the cooperatiotne Landesbankeroards of advisers or of
special advisers, to the extent that this coopmratequires price-related coordination at the lefel
the savings banks. Measures of the associatiopsotect the group structure may not restrict the
freedom of the association members without justifan, but they may also warrant review in relation
to third parties based on abuse-of-dominance pliesi

1921.The role of the central banks and the supra-regjigmoaip institutions must equally be assessed
in a differentiated way. Based on the informatarailable, the support of group undertakings in
payment settlement and liquidity clearing does raise competitive concerns, nor does the
Landesbanksupport for the savings banks when they fulfilithpblic mandate or the provision of
liquidity guarantees. The provision of productsr feefinancing/investment purposes or for
distribution, though, may have to be viewed crlticéo the extent that it is an exclusive distriiout
arrangement where the group members satisfy theirdemand primarily within the group and the

33 See Appendix C and, concerning other Monopoliesi@ission analyses in this context already para9187
above.
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products are not complex and do not require a aobat amount of advice (contrary, e.g., to the new
business with investment fund products).

1922.The other coordination of the group members shbaldonitored more closely, the more so as
the savings banks seem to apply and to enforceasSeciated group principle and the regional
principle in a way that raises competitive concerfrs addition, indications exist for at least incfl
collusion between the savings banks and the cobpetzanks.

4.4 Competition policy assessment of the “regional priple” in the savings
bank acts

1923.The Monopolies Commission advocated the abolishnoérthe restrictions on the business
territory established through the regional prinejplhich is enshrined in the savings bank actes&h
provisions violate EU law because they restrict basiness territory of the savings banks, and thus
limit the savings banks’ liberty to develop theinsiness policy on their own, and to enter into
competition with each other and with other bankiside their territory to acquire new customers. In
essence, it is a statutory market allocation rutwever, there is no reason why market allocation
based on a statute should be permissible for sawbagks whereas private institutions would not be
permitted to agree on the same market allocation.

4.4.1 Distinction between the commercial strategy andtstary demand

1924.The Monopolies Commission stresses that it doesapett the regional principle as an element
of the savings banks’ and the cooperative banksinegs strategy. In that respect, it also agreis w
the Council of Economic Expert¥. It is, however, necessary to distinguish betwtsnregional
principle as an element of individual strategy, atatutory demand.

1925.As an element of individual business strategy,rdgional principle is innocuous particularly
for smaller institutions that are limited in thegrowth through the given cost structure. Here, it
follows from a risk assessment which makes thetutigins enter only those markets which they can
cope with relatively well. On the one hand, thpp@ach is advantageous because the banks are
subject to less competitive pressure given thay the not compete with each other. On the other
hand, it is also disadvantageous because the lm®ot use the market opportunities potentially
linked to expansion. This makes sense as longuels an expansion would be associated with
excessive costs and risks for the relevant ingiitat

1926.However, the larger and more profitable the bankes the more the disadvantages of the
regional restrictions come to the fore, and the enttre abstention from expansion needs to be
justified. In that case, insisting on such a feitm is no market-compliant conduct.

1927.That being said, the regional principle has bea&hdawn for public savings banks in nearly all
Bundeslanderby law/*® The exceptions are Hamburg, Hessen and Schidselijein, where
privately constituted free savings bankseje Sparkassgr(or — Hessen — their legal successors) still

exist, which sometimes are of a considerable sime-damburg, no savings bank act has been passed;

73 Council of Economic Experts, Das deutsche Finastesy. Effizienz steigern — Stabilitat erhéhen, Hiipe
of 17 June 2008, paras. 3, 16-17, 248.

35§ 6(1) SpG BW (“primarily” fvorrangig” ]), see also § 2(2), (3) SpG BW; Articles 2(1)(@0, BaySpkG in
conjunction with § 2 SpkO; 8§ 1(2) BerISpkG; § 5 Bg$pkG; § 3 (“primarily” fvorrangig“]) and 8 5
BremSpkG (though no implementing regulation exjdtkewise § 5 of the Interstate Agreement of 28/ Ju
2012 on Bremer Landesbank Kreditanstalt OldenbuBirezentrale; 8 5 SpkG MV in conjunction with § 3
SpkVO MV; 8 4(2) NSpG; § 3 SpkG NW; § 2(1) SpkG Rprimarily” [ “vorrangig” ]); 8 5 SachsSpkG; §
5 SpkG-LSA in conjunction with § 3 SpkVO; § 2 (I)(in conjunction with § 3 SSpG (“primarily”
[“vorrangig” ]); § 6 ThiirSpkG. In Federal law, see also § 40a) 3 KWG.
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in Hessen and Schleswig-Holstein, the acts refethé savings banks’ business territory without
restricting it”® In the other cases, the mandatory businessamsfritf public savings banks is
generally the territory of their municipality. Tlsavings banks are meant to act only or mainlpat t
territory for business purposes (in particular whanding out loans)l, and on principle, it is thtdrat
they are only allowed to acquire branches or, & dhAse may be, any company stakes. The
supervisory authorities may grant exceptions. Bnynsavings bank regulations and by-laws, the
statutory regional principle is repeated and thdngg banks’ business territory is delineated more

precisely.

1928.In that regard, a certain parallel is apparenh&dase of the German lottery (Deutscher Lotto-
und Totoblock), which was addressed in the XIXtlerBiial Reporf®” In that case, the German
lottery providers and sports bookmakers had agteetistribute the lotteries and sports bets which
they hosted only within thieandthat had granted them a licence (so-called retitgmainciple). The
Federal Cartel Office considered this obligatiorcomstitute an infringement of competition law and
rejected the claim that the providers’ and bookmsikeonduct was mandated by the then-existing
Interstate Lottery Agreement. For the relevanwjsion of the Lottery Agreement itself violated the
Member States’ obligation to refrain from all measuthat would impair the effectiveness of the EC
competition rule€®® The Federal Court of Justice in essence uphel@®ffice’s finding, ruling that

“any territorial restriction [through] State meassir[would be] immaterial as such provisions
would, by reinforcing the competition-restrictingfeets of the Block Agreement [entered into
between the lottery providers], violate Article EC in conjunction with Article 81 EC [= Article
101(1)(c) TFEU in conjunction with Article 4(3) THlnd could, hence, be ignored®

As the provisions to which the Federal Cartel @ffltad objected had meanwhile been amended or
deleted, however, nothing any longer supportedstin@position that they continued to require or
favour or reinforce the effects of an anticompegitinarket sharing'

1929.The competitive assessment of lottery-law regidyad the same to a large extent, and in the
outcome, as the assessment of the regional pringiplhe savings acts. The underlying provisions
cannot be interpreted in accordance with EU lawe Tequirement that the savings banks “are to”
operate commercially “only” or “mainly” in the sg@ed territory is not open to interpretation. In
such a case, EU law mandates that such provisionsot apply to the extent they run counter to
Union law. It does not matter that the statut@gional principle or its constitutional foundaticere
older than the applicable EU I&{#.

1930.The DSGV argues that the facts are completely riffe in this case as the lottery-law
regionality principle rested on an antecedent agesd¢ between undertakings. The following
assessment, however, is based on a provision wherdifference highlighted by DSGV is of no
relevance

% See § 1(3) HessSpkG; § 2 SpkG SH. However, baséde law and a model charter, the regional ppieci

principally applies to the public-law savings baniks Schleswig-Holstein; see § 3(2) SpkG SH in
conjunction with 88 12 ff. of Model Charter 2023 ih2he version of 2 December 2013.

87 FECO, Decision of 23 August 2006, B 10 — 148/05TB}.see also Monopolies Commission, XIXth Main
Report 2010/2011, Strengthening Competition in Rietpand Services, Baden-Baden 2012, paras. 36 ff.

8 FCO, Decision of 23 August 2006, B 10 — 148/05TBLp. 10 and paras. 519 ff. (especially paras. &7
see also pp. 12-13., paras. 713 ff. concerningules in the Interstate Agreement on Regionalisatibout
the statutory allocation of earnings.

39 BGH, Decision of 14 August 2008, KVR 54/07, Lotimtk, WuW/E DE-R 2408, para. 91.

40 BGH, Decision of 14 August 2008, KVR 54/07, Lotimtk, WuW/E DE-R 2408, paras. 135-137.

"1 ECJ, Judgment of 9 September 2003, C-198/01,[2083] E.C.R. I-8079, para. 48.

"2 Regarding the compatibility with the market freedn see Frenz, Handbuch Europarecht, Band 1, 2nd Ed
2012, paras. 247 ff.
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4.4.2 Prohibition of anticompetitive measures in the castpublic
undertakings (Article 106(1) TFEU)

1931.The statutory regional principle runs foul of ARicl06(1) TFEU. Under that provision, it is
prohibited, in the case of public undertakingsei@act or maintain in force any measure contrary to
the rules contained in the Treaties, in partictdathe competition rules (Articles 101 ff. TFEU)he
savings banks are public undertakings in termatf provision’*®

1932.The regional principle is a measure the enactmenthich runs counter to the prohibition on
cartels in Article 101(1)(c) TFEU. The Member $tatnact a “measure contrary” to the prohibition
on cartels by making public undertakings partia@pat agreements or concerted practice restricting
competition, or where they mandate a compulsorietaihat provision reflects the equal treatment
between public and private undertakings, for itdeirs the State from using its sovereign powers in
favour of public undertakings in order to createnarket result that any undertakings would be
prohibited to produce through private agreement.

1933.The statutory enactment of the regional principndates compulsory cartelisation. Within the
confines of the statute establishing the regiomaicjple, the savings banks’ conduct is no longer
independent, but is concerted (by law). The savingnks generally desist from actively attracting
customers from outside their business territorjraticompulsory concertation is not less existemt du
to a certain scope of interpretation that the sga/lmanks benefit from under the statutory rules.

1934.A measure contrary to the prohibition on cartelesdoot presuppose either that an agreement
between undertakings or a concerted practice df sndertakings can be traced back to a given State
measure. For the measure takes the place of fireleraent or concerted practice, without being
complementary or accessory. Thus, it is of novealee either that the enactment of the regional
principle leaves a scope of interpretation to theirggs banks which they use — however, in a
coordinated fashion — by desisting from attractingtomers from outside their business territory, bu
at the same time to some extent satisfying the ddrocustomers who call on them from outside the
business territory (connection principle).

1935. Another interpretation of the relevant provisionsuld imply that the “measures contrary” to
the cartel prohibition could not be “enacted” bylamber State that sets them out by law. For withi
the confines of the statutory provisions, the rafgwundertakings do not retain any ability at all t
manipulate their behaviour and, thus, to enter antartel agreement. The consequence would be that
one misses the purpose of the European rule thait@rand public undertakings should be treated
equally also and in particular where no liabilifytiee public undertakings themselves exists dubeo

use of sovereign measures. Moreover, a Membee Stauld violate EU law by favouring or
retroactively taking up the undertakings’ concerggdctice, but not by mandating such conduct in
advance. That differentiation does not appearsstg, not can it be justified regarding compatitio

1936.Consequently, when determining whether a measureoigrary to the competition rules,
European jurisprudence places high significanceheneffects of the measure, j.en whether the
relevant public undertakings cannot but violate toenpetition rules by following the measufe.
Thus, it constitutes a measure contrary to theekcarbhibition, for instance, where a Member State
mandates the application of pre-defined prices amdition to a concession contrdtt. The
adherence to market sharing in accordance witheffienal principle must be appraised accordingly.

3 See Article 2(1) lit. a and b of Directive 200611HC, OJ L 318, 17 November 2006, p. 17.

44 ECJ, Judgment of 23 April 1991, C-41/90, Hofned &iser, 1991 E.C.R. 1-1979, head note 2 and 2ira.
(though with reference to Article 86 EEC = Articl®2 TFEU); informative also Attorney General Van
Gerven, Opinion of 16 October 1991, C-48 and C-86utch Post, [1992] E.C.R. I-565, paras. 38-39.

5 ECJ, Judgment of 4 May 1988, 30/87, Bodson, 1988FE 2479, para. 34.
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1937.In German legal doctrine, it is accepted correspwig that a Member State can enact a
measure contrary to the cartel prohibition by mandapublic undertakings to adhere to a given
behaviour by forming a compulsory cartel by [4fv.It is pointed out in addition that the conduct of
the public undertakings of Member States or thegiianal partitions (e.gL,ander, municipalities) can
be attributed to Member States, the more where awuthertakings act based on sovereign
empowerment, see Article 106(1) TFEU. Accepting this as correct, a measure within tleamng

of that provision is enacted or maintained not ahipugh the enactment of the regional principld, b
also when the savings banks apply the statute.

1938.The regional principle restricts competition betwélge savings banks as it limits by statute the
savings banks’ freedom to expand their businessrzkyheir respective business territory. This is a
hardcore restriction, that is, a particularly sesiocartel infringement. Such a restriction is
appreciablé?®

1939.The restriction of competition cannot be disputédcannot be denied as regards competition
nor as regards the restriction. Competition padéptsubject to a restriction is not non-existent
because the savings banks are mostly active opnaiginarkets’® The regional principle has the
purpose of artificially hindering the merging ofdiness territorie§’ A restriction of competition
does not fall away given that the savings banks rave placed in a better position than their
competitors, but that the regional principle “[tloe contrary puts a restraint on the commercial
activities of the savings bank&" It is exactly this fact that constitutes the rieibn. An advantage
to the savings banks’ benefit is not required.

1940.The restriction of competition is not immateriatheir. The DSGV claims that the regional
principle strengthens competition between the agtamtbanking groups and the private banks. § thi
is accepted as a basis, the regional principle mdged safeguard the business foundations of the
savings banks association and may stabili§8 iThat said, the associated group does not berusfit

a “company group privilege” exempting it from thengpetition rules. Beside competition across the
entire system, competition between the associatiembers is protected as well. The European cartel
prohibition does not provide for a balancing of tlegative and positive competition effects in order
to assess a restraint on competition either (rofeseason approach). Whenever a restriction of
competition exists, the positive effects on contetican only speak for a justification.

1941.In addition, de facto considerations here militaigainsta preponderance of the positive
competition effects of the regional principle. TB8GV views competition as being strengthened in

45 Emmerich in: Dauses, Handbuch des EU-Wirtschaftése Supp. 20, Section H.Il, para. 109; furtheg s
Kapp in: Frankfurter Kommentar, Supp. 72, Septen#8di0, Art. 106 para. 95; Mestmacker/Schweitzer in:
Immenga/Mestmacker, 5th Ed. 2012, Art. 106 Abs. BUX, paras. 92, 101; Wernicke in: Grabitz/Hilf,
Supp. 43, March 2011, Art. 106 AEUV para. 59; WeiR Callies/Ruffert, AEUV, 4th Ed. 2011, Art. 101
para. 15.

"7 \Wernicke in: Grabitz/Hilf, Supp. 43, March 2011t AL06 AEUV para. 60.

"8 European Commission, Notice on agreements of mimortance which do not appreciably restrict
competition under Article 81(1) EC (de minimis), OB68, 22 December 2011, p. 13, para. 11; equally
Notice on agreements of minor importance which db appreciably restrict competition under Article
101(1) of the Treaty on the Functioning of the Ba@an Union (De Minimis Notice); C(2014) 4136 final,
paras. 2, 13.

9 ECO, Decision of 28 February 2012, B4-51/11, H4¢BK Lauenburg.

%0 See European Commission Notice, Guidelines orafimication of Article 81(3) of the Treaty, OJ C110

27 April 2004, p. 97, para. 21 (restriction by altje European Commission, Decision of 23 November

1985, 1V/30.907, Peroxyd-Produkte, OJ L 35, 7 Fabyi 985, p. 1, paras. 10 ff.

DSGV, Submission, “Zur Vereinbarkeit des sparkassghtlichen Regionalprinzips mit dem Europarecht

und seinem 6konomischen Nutzen”, received on 2éeBsper 2013 (Submission of 26 September 2013), p.

4,

Cf. DSGV, Submission of 26 September 2013, p. Bicfierung und Verbesserung der eigenen

Geschaftsgrundlagen”).
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particular because the regional principle ensuresa second bank shows local presence aside from
the cooperative banks, which are regionally roaedvell’”>® First, the mere existence of a second
bank does not necessarily imply the presence ofpetitton. To the contrary, a presumption exists
against the existence of vibrant competition whene supplier holds substantial market shares
(> 40%)>* The Federal Cartel Office has concluded in alremof cases that the savings banks hold
such shares on a number of markétsThe savings banks themselves claim that theyharenarket
leaders in many areas. A market leader, howewass ashot have many incentives, in contrast to its
competitors, to actively engage in competition tngfurther customers. This holds in particular
where — as is frequently the case on the relevakets — the next competitors hold considerably
lower market sharés® Second, no reason exists for the assumptionthtieasavings banks would
cease to be local competitors without the regigmiciple. Just to the contrary, it must be assime
that individual savings banks would actively engamgattract customers in other territories absegt a
territorial restraint. They would engage in aduiil competition with the savings banks that are
already present. Third, there is no basis forassumption that a regional presence of the savings
banks is necessary to ensure that a competitiegnalive exists to the cooperative banks. The
cooperative banks are exposed to competition atsather banks than the savings banks. Postbank,
in particular, is another supplier that shows feagulocal presence and that fosters vigorous
competition particularly in the retail business.

1942.A restriction of competition cannot be doubted iew of the entirely fragmented German
banking market either. The DSGV calls the Germanmket the most competitive market within the
EU given its low concentratioi’ Low market concentration, however, is not eqaahe presence of
much competition. It can also point to structyretuliarities. The German banking market is marked
particularly by the two associated groups of theinggs banks and the cooperative banks, whose
members only engage in competition with each diherlimited extent>®

1943.The restriction of competition associated with tegional principle is also capable of affecting
trade between the Member States. A sovereign measua competition restriction that covers an
entire Member State is typically capable of haangeffect on trad€® The regional principle applies
at least in theBundeslandethat border other Member States, thus partitiorsind walling off the
German market along the bordéfs.

1944.The capability of affecting trade cannot be putiaubt in the present case because the regional
principle affects only Germany or individual Germasgions. The regional principle hampers
German savings banks, among others, from activelgcéing customers in other Member States and

53 DSGV, Submission of 26 September 2013, p. 6.

>4 European Commission, Communication, GuidanceherCommission’s enforcement priorities in applying
Article 82 of the EC Treaty to abusive exclusionargnduct by dominant undertakings, OJ C 45,
24 February 2009, p. 7, para. 14; equally 8 18@TAn German law.

5 Most recently FCO, Decision of 28 February 2012-8/11, Haspa/KSK Lauenburg; Decision of 21
October 2010, B4-45/10, Sparkasse Karlsruhe/Spsekatlingen.

%% See ECJ, Judgment of 14 February 1978, 27/76etIiBrands, [1978] E.C.R. 207, para. 111/120; eguall
§ 18(3) ARC in German law (“in relation to its coetipors”).

57 DSGV, Submission of 26 September 2013, p. 7.

"8 The associated groups combine a large share obdlence sheet total of German banks; see Deutsche
Bundesbank, Statistische Beihefte, Bankensta§il3.

9 ECJ, Judgment of 19 February 2002, C-35/99, Amiuif2002] E.C.R. 1-1529, para. 33; European

Commission Notice, Guidelines on the effect ondradncept contained in Articles 81 and 82 of thealy

(“Guidelines on the effect on trade”), OJ C 101 April 2004. p. 81, paras. 77-78.

Where individual savings bank acts are phrasedlgp@s is the case, e.g., in Saarland, Schleswig-

Holstein), the savings banks seem at least togrgethem like in the othdrander It can here be left open

whether an effect on trade exists under Article (1@ FEU because the savings banks’ conduct would

otherwise not have to be assessed under Articlél1d8-EU, but under Article 101(1) TFEU. Also img

regard, there would be an effect on trade.
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from actively selling financial products to thenSuch a competitive restraint operating across the
borders has an effect on trade typically also whbeerelevant undertakings have their seat in the
same Member Staté?.

1945.An effect on trade, however, also exists in theagjtp direction. As said above, it must be
assumed that the savings banks would engage invigoeus competition among themselves absent
the regional principle. This additional competiticadding to the competition between the savings
banks and the private and cooperative banks, woakk the savings banks to a larger extent than at
present pass on benefits achieved in competitiothéoconsumers, and not retain them to reap
additional profits. At present, the ability of teavings banks to retain such additional profitses

the entry barriers for foreign competitors.

1946.1t is no counterargument that foreign competitoas @ principle open branches within the
business territories of the savings banks, andttiet actually do that to a certain extent at léast
regions close to an urban cenfftfeThe foreign competitors are aware that the saviragss, due to
the regional principle, do not stand in competitimith each other, and the regional principle
consequently has an effect on trade irrespectivevitéther the savings banks actually use their
competitive advantage to the detriment of their pefitors.

1947.The effect on trade associated with the regionahcple is also appreciable and, thus,
sufficiently significant. In that regard, it doast matter — contrary to what the DSGV claims -t tha
the regional principle has regional or merely loeifécts. Likewise, it does not matter that théntya
affected markets are regional and that only aivelgt small amount of turnover may be affected on
the regional or local levéf® It is decisive that the statutory provisions haveumulative effect across
the individual regions, and that they do not relatendividual products, but to the entire product
portfolio of the savings banks, regardless of thiptially affected turnover in the individual cade
addition, it must be taken into account from annecoic and a legal perspective that the savings
banks have substantial market power, which is asad by the possibility to cooperate within the
associated groufi? Therefore, the provisions on the statutory regioprinciple contribute
significantly to the partitioning of markets alotige German borders.

1948.Finally, the regional principle is a sovereign meas'in the case of” the savings banks. In that
respect, it suffices that the statutory provisietates only to the savings barks. Other municipal
undertakings are not required to adhere to th@negprinciple.

1949.The DSGV does not view the regional principle asemsure “in the case of” the savings banks
because it is an expression of a general principfgublic and administrative law. That, howevaer, i
not convincing. A constitutional principle can &ppnly to the public entity controlling the munjeil
undertakings. The municipal laws likewise only itithe controlling public entities and not the
operating municipal companies in their commerce&lidviour. Consequently, it is unclear from which
source a general principle reflecting the regigmaiciple from the savings bank acts could at all b
derived. The legislatures in the Germiafinder are moreover in any case bound to respect the

81 European Commission, Guidelines on the effectaaet, OJ C 101, 27 April 2004. p. 81, para. 63.

62 Cf. DSGV, Submission, Stellungnahme zu den voidg@uf Beurteilungen der Monopolies Commission
betreffend die Vereinbarkeit des sparkassenrebletlidcRegionalprinzips mit dem EU-Wettbewerbsrect, 3
January 2014 (Submission of 30 January 2014), pagef.

83 Cf. DSGV, Submission of 30 January 2014, parast#44

%4 European Commission, Guidelines on the effectradet OJ C 101, 27 April 2004. p. 81, paras. 49, 53
ECJ, Judgment of 11 July 1989, 246/86, BelascaB9LE.C.R. 2117 (see, particularly, paras. 47, &%),
quoted by DSGV, Submission of 30 January 2014,.gais compatible with these principles.

%5 See ECJ, Judgment of 4 May 1988, 30/87, Bods@&JJLE.C.R. 2479, paras. 3-4, para. 7 (Questicana)
paras. 16 ff. (law concerning funeral parlours)fotey General Lenz, Opinion of 11 January 1994,
C-387/92, Banco de Credito Industrial, [1994] E.A:-R77, paras. 35 ff. (law concerning banks).
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European competition rulé®. Likewise, a “general principle” manifested in tregional principle
would only be relevant within the confines of Ewla

4.4.3 No competitive justification

1950.The statutory regional principle cannot be justifien competition grounds (Article 106(1) in
conjunction with Article 101(3) TFEU). The regidnmainciple is not connected with any advantages
outweighing the associated harm to competitioméotenefit of consumef§’

1951.The statutory regional principle does not suffitigrcontribute to improving credit business
services. To the contrary, it hinders the saviraysks from developing innovative banking produnts i
competition with each other, as it removes theritige for them to acquire new customers with such
products outside their traditional business temyitoThat impediment is not outweighed either by th
fact that such incentives continue to exist tavatéd extent due to the so-called connection ppiaci
Those incentives derive exclusively from the fdwattthe savings banks can react to customer
enquiries without violating the regional principlhich gives rise to certain passive competition
among them. However, beside passive competitittiveacompetition deserves protection as W&I.

1952.No other justification follows from the argument®posed by the DSGV, in particular from the
claimed better awareness of the local conditioristhe ensuing possibility for the savings banks to
effectively limit risks’®® It cannot simply be presumed that such consiest(still) underlie the
regional principle. Even under the present stafuseich informational advantages are no longer
safeguarded by law, considering the possibilityrterge across business territories and given the
connection principle.

1953.The proposition that the aforementioned informatloadvantages sufficiently contribute to
improving the supply of credit services, howeveustralso be rejected for de facto reasons. Frst,
informational advantages must be balanced agairsalted concentration risks because the regional
principle hinders the geographic diversificatiortloé savings bank business. It cannot be detedmine
so far that the informational advantages outbalainase risks. Second, it cannot be assumed that th
savings banks would be exposed to higher risk dusimexpansion due to the fact that they have less
information to appraise their potential customeredit risk. That argument may have some value in
the credit business, but it is doubtful that itetevant regarding the deposit business. In additine
should expect that the savings banks would attemptase of an expansion, to acquire customers
through better offers and not by lowering theirditstandards. Risks would consequently result for
the savings banks only from the fact that one casag in advance whether their offer would be
competitive. Third, also the DSGV’'s argument mbst rejected that the savings banks would
encounter a disproportional number of less creditwocustomers outside their traditional territory.
This would only be the case if customers could befattracted by competitive offers. That would
imply structural problems in competition, which tR8GV does not admit to exist as it lays a stress o
the existence of intense competition in the Gerbwnking market.

76 Article 4(3) TEU; Protocol No. 27 to the Treati€) C 115, 9 May 2008, p. 309; from the case 1a@d,E

Judgment of 10 January 1985, 229/83, Leclerc, [LB85.R. 1, head note 1, paras. 14-15.

See also European Commission, Guidelines on tpécafion of Article 81(3) of the Treaty, OJ C 101,

27 April 2004, p. 97, para. 34.

See European Commission, Guidelines on verticfaimts, OJ C 130, 19 May 2010, p. 1, para. 5lthen

distinction between active and passive competitibmthat regard, it is problematic that the sasitgnks

accept deposits from neighbouring regions whilersegly even refraining from passive competitiorttie

credit and loan business.

%9 DSGV, Submission of 26 September 2013, p. 8; Sssiom of 30 January 2014, paras. 60-61 (as togaes,
also para. 575 below).
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1954.Yet, even if one were to subscribe to the argurtfeattthe regional principle is connected with
informational advantages which improve on the wtibke supply with credit services, this would not
necessarily imply that those advantages are passetb the consumers and that the associated
restrictions are indispensable to attain this dbjec In that regard, the DSGV points to the berast
protection of creditors by dint of the group’s liitlp association. The existing institutional gaatee
system fully protecting the customers and the toeslicould not be maintained, according to ithié t
savings banks had to expect that individual membeimulate risk with an atypical profile by
operating on unknown regional markets. The exaraptbe cooperative banks, however, shows that
a well-functioning institutional security can beadsished without a statutory regional principi&.

1955.Disregarding potential informational advantagessitnot possible to identify competitive
efficiencies that are associated with the statutegional principle. That holds in particular with
regard to the supply with credit services acroesthuntry.

1956.The DSGV cautions that the supply of all partshef population and of the regional economy
with credit services could not be guaranteed angnfdhe regional principle were removed. Without

the regional principle, supply would not go to tbeal population and the local economy, but to ¢hos

customers inside and outside the country that @entne highest returns. A permanent capital
outflow from poor regions into rich regions would the consequence. The abolition of the regional
principle would thus further the desolation of thosegions that are already now economically
underdeveloped’

1957.These arguments are astonishing. They are so ohe atcepting the concept of the savings
acts and assumes a fundamental function of thatstatgeneral-interest mandate for the savings
banks’ business model. The abolition of the stayutregional principle would not change said
mandate to operate services of general interestyaold it change the controlling municipal enttie
obligation to ensure the fulfilment of the publi@ndate, the more if individual savings banks lose
sight of this mandate. It seems rather problenthat the DSGV apparently itself does not assume
that the public mandate, on its own, is sufficiémtbind the savings banks to a long-term and
regionally oriented business strategy, and thigtitistead necessary to have a statutory provisian

is an express obstacle to a business expansionebyatvings banks. This assumption reinforces the
Monopolies Commission’s impression that a suffidielear general-interest mandate has not been
discernible any more already for quite a while.

1958.The savings banks’ business model derived fronr tim@indate to operate services of general
interest also appears to be sustainable. It i®rmeyomprehension why the savings banks would
abandon their principally locally oriented businessategy — which is successful according to the
DSGV - if they were required to cope with competitiabsent the distortion through the regional
principle. The does not appear plausible takirig consideration that the cooperative banks are not
subject to the statutory regional principle and etbeless — and equally successful — adhere to a
locally oriented business. Finally, the dangefusther desolation of economically underdeveloped
areas appears to be remote inasmuch as the sdans would continue to be bound to the entity
controlling them, and could not shift their busieterritory from economically feeble into
economically strong regions. The only option foe individual savings bank would be to expand
from the controlling entity’s territory.

1959.The DSGV’s allusion to the private banks’ withdravim the rural areas and the quoted
foreign examples lack any substaie.The situation is in no case comparable with theings

0 See FCO, Activity Report 1985/86, BT-Ds. 11/5549%.

"I DSGV, Submission of 30 January 2014, paras. 54-57.

2 DSGV, Submission of 30 January 2014, paras. 4I7Z2%.; Submission of 26 September 2013, pp. 8-9,
10.
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banks’ situation. Whereas the savings banks camoet their business away from the controlling
entity’s territory, the German private banks aré bound to a municipal entity. Their withdrawal
from the rural areas is due, as the DSGV pointdteelf, to the lack of attractiveness of thoseaare
i.e, to a strategic business decision. The same Hatdke fact that foreign banks do not expand into
the German rural are4s.

1960.Moreover, as far as can be seen, there does netapp be any statutory link to a municipal
entity exclusively responsible for its territorydansing its undertakings to fulfil a binding gerlera
interest mandate in those other Member States wteresupply with credit services may have
developed unfavourably. This is neglected by tI$6M when it refers to the developments in Spain
and the United Kingdom.

1961.Even aside from that, the example of the Spanigisda not convincing. The DSGV sees a
link between the collapse of the Spanish real ptgpenarket during the financial crisis and the
abolition of the regional principle for those banKs notes itself, however, that the regional piphe
was abolished in Spain already in 1988. The problef the cajas appear less linked to the abolition
of the regional principle and more to their incapsito develop a competitive business strategiie
cajas were not forced to expand either following déholition of the regional principle. They howeve
did it, neglecting professional management, andymd a business strategy where they did not hold
sufficient capital for hazardous business, and e/iee risk management structures failéd.

1962.The situation in the United Kingdom is even ledbrig It may be true that the market suffers
from a virtual lack of effective competition ancethbsence of bank branches in many municipalities.
This may also explain a certain interest that 8hitpolitical parties have developed in the German
savings bank system. The British financial maikethowever, traditionally oriented substantially
towards London. To the extent that this gives tasdemand for locally oriented banks in rural area
that demand could be satisfied by banks with amggpjate business model. A compulsory limitation
of the business territory in accordance with thgiamal principle in the savings bank acts can
nevertheless not be justified on that basis.

1963.In the Monopolies Commission’s perspective, theustay regional principle — being a statutory
restraint exclusively on the savings banks — ctnddustified on competition grounds only if it were
connected with economic benefits that can obé/ achieved through the regionally segmented
associated structure of the savings bank groupthdnh regard, it is not sufficient that the regiona
principle (potentially) secures the fulfilment dfet savings banks’ mandate to operate services of
general interest or business model, since a gemeaést mandate is also imposed on other muricipa
undertakings, and a regionally oriented businessems also pursued by other banks, in particidar t
VR banks in the cooperative group. Thus, it remapen why a special statutory regional principle i
indispensable regarding the savings banks whilé& suprinciple applies neither to other municipal
undertakings nor to the cooperative banks.

4.4.4 No justification through the primacy of compulsorgonstitutional rules

1964.The statutory regional principle cannot be accemitder because it is an outflow of the
guarantee of local autonomy and self-administratilbans pertaining to the core values of the German

3 See DSGV, Submission of 30 January 2014, para4039

" A particularly problematic aspect was that the aggnment of many institutions was lacking the neargss
banking expertise as most of its members wereigialits. union representatives, and other persang tise
cajas for their own interests. In addition, thgasadid not have the possibility during the crisiscollect
additional capital as they could only have retaimq@dfits due to their legal form. Regarding the
characteristics and the shortcomings of this bgsin@odel, see broadly High-level Expert Group on
reforming the structure of the EU banking sectdwa{c Erkki Liikanen), Final Report, 2. October 20Dp.
65-66.
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constitutional order and thus being exempt fromst@pe of application of the European competition
775

rules’
1965.The Monopolies Commission does not see a needtti¢ade a position regarding the question
to what extent the guarantee of local autonomyifitsed the related aspects of the democracy
principle may be part of those core values. Thisl$hat least in so far as the guarantee appligseto
municipalities as the entities controlling the s@a banks. The present report does not concern the
guarantees established by the constitution and rthumicipal codes for the benefit of the
municipalities, but only the additional restrairttieh the savings bank acts put on the savings banks
in contrast to other municipal undertakings.

1966.Regarding the savings bank system, however, thenstgoint is — contrary to what the DSGV
appears to claim — that the legislatures inBhadeslandehave a certain freedom to design their laws
within the constitutional order. That freedom nimeyrestricted in so far as the constitutional rales
local public business activities have to be resmbcalso where municipalities make use of legally
independent municipal undertakings. This, thougan be relevant concerning the municipal
undertakings as such only where the relevant rstegpe the guaranteed local autonomy for the
municipalities — as the beneficiaries of the gutean That being said, the jurisprudence has not
extracted any particular principles from the cdostnal rules, to the extent that the courts hewer
looked into these constitutional questions, whlaose principles went beyond the guarantee of local
autonomy for the municipalities and concerned #néngs banks as suéif. The statutory regional
principle is a principle that relates to the sasibgnks and not to the municipalities, and thas puat
additional restraint on the savings banks beyond the prawsiof the municipal code. Such a
provision cannot be expected to pertain to thetgokisnal core values from the outset.

1967.In addition, the savings have a double role as tey part of the system of (local) self-
administration, and at the same time act as uridegs on the market. Against that background, the
regional principle may be a part of the local salfninistration of municipalities from the viewpoint

of administrative lawW/’ That does not exclude, however, that it is addélly subject to an
independent assessment as a restraint on commactiaties under the competition rules. Thisas n
least reflected in the Constitutional Court’s piesif which views the savings banks as institutithrad

offer services of general public interest, butret same time accepts that the savings banks aim for
profits and profit maximisation and, in that redpéave aligned their interests to those of thegbe

banking sectof’®

1968.Apart from that, the regional principle has beerfgrated through a number of statutory rules.
The savings bank acts allow the savings banks tger&cross territories and to establish branches.
Furthermore, the connection principle has been Idped over time. It is undisputed that these
perforations allow the savings banks activitiessmé the territory of the entity which (traditiohal

7> Contrary to DSGV, Submission of 30 January 20Btag 1, 10, 17, 28 and (more cautiously) para. 19;

divergent para. 21, according to which it can Bedpen whether the guarantee of local autonomgrgs
to the unalterable core values of the Constitution.

"% See BayVerfGH, Decision of 23 September 1985,8//11-82, VerfGHE BY 38, 118 = [1986] DVBI 39,
para. 80 (citation: Juris), where it is expressfited that the constitution does not include anyenooncrete
rules (precisely) on the organisation of savingekisa further VerfG Brandenburg, Judgment of 19 May
1994, 9/93, paras. 40 ff. (citation: Juris). Tlministrative courts’ case law does not providedemtce
either that the savings banks are subject to fargmrictions than the municipalities themselvether
municipal undertakings on constitutional ground= slessVGH, Judgment of 23 March 1966, OS Il 6/63;
OVG Lineburg, Judgment of 21 November 1986, 2 OV83/85; OVG NRW, Judgment of 20 October
1965, Il A 630/64; equally BFH, Judgment of 25yJuB73, | R 185/71; all as quoted in DSGV, Subnaissi
of 30 January 2014.

" See Sachs. OVG, Judgment of 8 November 2011,3VAL6, para. 39 (citation: Juris).

78 BVerfG, Decision of 14 April 1987, 1 BvR 775/84V&fGE 75, 192 = [1987] DVBI, 590, paras. 22-23
(citation: Juris).
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has been controlling theff. Any substantial limitations usually do not eman&bm the savings
bank acts, but from the legitimate interests of #ffected municipalities, whose protection is
guaranteed through the constitution and by the aipali codes.

1969.For this reason, it can be assumed that the comstitilly protected mandate of the local
community to operate services of general intenedtthe extraterritorial and profit-driven activiief

the savings banks can be reconciled without emfenito conflict with the core principles of the
constitution. There is even less basis for thaeirmpsion that the constitution imposes a strict and
exclusive local business territory on the savinaskis’®® The competent constitutional courts in the
Lander have also so far rejected the idea of relatingréggonal principle to the core values of the
constitutional order, or have left this questioteast operi®*

4.4.5 No justification through the general interest (Dasesvorsorge)

1970.The statutory regional principle is not justifiddtdugh the general interest either. This does not
change because such interests can be signifieantdrcompetition law perspective (Art. 106 Abs. 2,
14 TFEU). For example, undertakings may be exednfitem the competition rules if they are
entrusted with the operation of services of genewnomic interest. It is already questionable,
though, whether the savings banks operate sucitesrecause general banking services (e.g., wire
transfers, account management) cannot be regardedsueh services absent particular
circumstance&§?

1971.In any event, no sufficiently compelling relatioppgars to exist between the relevant tasks of
the savings banks and the market sharing assodidtiethe regional principle. The competition mile
would only disapply if their application would ohstt the savings banks in the performance of their
particular task. This would only be the case if thifilment of the savings bank’s public mandate
would be jeopardised by undistorted regional coitipet’®

1972.No indications exist that this might be the cale. savings bank would be compelled to expand
in a way jeopardising the fulfilment of its pubervice obligations. Further, according to the DSG
the savings banks must already now hold their git@against intense competition and still fulfil thei
public service obligations. To the contrary, it shibe expected that the enforcement of the
competition rules would increase the pressure nwowe inefficient structures to the extent that such
structures are protected by the regional princigiis would be to the benefit of the savings banks
customers.

1973.The statutory regional principle is not justifieither due to the fact that this principle is rethte

to the unlimited competence of the municipalities dperate services of public interest on the
municipal territory® This must be rejected because the regional pitimcas is pointed out above —

is an additional restraint placed on the saving&kba That restraint — as likewise stated abovise- a
does not affect the municipalities as the publiiities controlling the savings banks, but is placed

the savings banks themselves. Under EU lawniegessary to distinguish between both addressees of
the law.

9 See DSGYV itself, Submission of 30 January 201¢8.[E6. In this context, however, it remains uackehy

the “expansion clauses” in the savings bank aatsildhbe permissible under the Constitution whetbas
obligations imposed by European competition law dae incompatible with the Constitution.

80 Contrary, seemingly, to DSGV, Submission of 30u3ayp 2014, paras. 11-15, 18-20, 28 and the follgwin
paras. 29-30 (“Ausdruck der Ortsgebundenheit &benmunalen Tétigkeiten”).

81 BayVerfGH, Decision of 23 September 1985, Vf. 8-82, VerfGHE BY 38, 118 = [1986] DVBI 39, para.
80; VerfG Brandenburg, Judgment of 19 May 19943 9ffara. 40 (each citation: Juris).

82 ECJ, Judgment of 14 July 1981, 172/80, Zichne®Baghe Vereinsbank, [1981] E.C.R. 2021, paras. 7-8

83 ECJ, Judgment of 23 October 1997, C-157/94, Cosianis.. Netherlands, [1997] E.C.R. I-5699, para. 43

8% Contrary to savings bank doctrine, see, e.g., Elesn Kommunale Sparkassen — Verfassung und
Organisation, 1st Ed. 2010, pp. 70, 162; Vogelp[d@®BB 103 (108); Schmidt, [1984] ZfgK No. 8, 342.
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1974.The European Treaties besides do not call intotmueshe operation of services of general
interest (Article 4(2) EUV). That said, they pratesuch operation only within the framework

established by the Treaties. The same holds wherenunicipalities engage in economic activities
through municipal undertakings to that €ft. In that regard, regularly no special treatment of
entrepreneurial activities to operate serviceshndeneral interest is possible beyond Article 2P6(

TFEU.

1975.The municipal competence to operate services oérgérinterest cannot be farther reaching
under the European Treaties than under nationa{Aaticle 28 of the Basic Law). In that respetigt
statutory regional principle is traditionally jusd through the necessity to guarantee the
municipalities — given their unlimited competencete- regulate all local affairs on their own
responsibility, within the limits prescribed by thevs. The mere competence of the municipalities
regarding all local affairs, however, only encongessthe right to take up all tasks, but not a legal
monopoly to regulate the municipalities’ commerdietivities, and even less an obligation to channel
these operations through municipal undertakifiys.Therefore, no municipality has the right to
exclusively operate a savings bank (= legal mongpan its territory®” That supposition would be
contrary to the economic neutrality of the BasigvLa

1976.An obligation to use the municipalities’ own unaddihgs for meeting tasks of general interest
cannot be derived from the municipal codes eitltioagh they provide more detailed rules on the
unlimited competence of the municipalities. Ont thasis, each municipality must sufficiently heed
the opposing interests of neighbouring municipaditiand individuals during its commercial
activities!®® This, however, does not exclude competition betweunicipal undertakings. There is
indeed active competition between municipal undérgs (e.g., fair management companies,
municipal utilities in electricity supply and wastiésposal). The municipalities are likewise free t
establish their own savings banks, or to do withtbeim. They can alternatively use savings banks
established in other municipalities or private opperative banks if that is sufficient to ensure th
supply of local credit services.

1977.The savings banks are not limited in their busiressvities because of their local general-
interest mandate either. In the traditional vidwveir public character and the local attachmerthef
savings banks automatically limit their activitiexally. It is, supposedly, the task of the saging
banks to bind the locally collected deposits in thgion and to reallocate them for commercial
investments.

1978.That argument has already been rebutted, thouglaube a restriction of competition for the
purpose of operating services in the local pulbiierest can only be permitted to the extent thatirt
accordance with Articles 101(3), 106(2) TFEU. le firesent context, however, a justification of the
regional principle under the competition rules mistdiscarded because the function of the savings
banks to bind capital within the municipality fols from their general-interest mandate and not from
the regional principle in the savings bank d€tsLikewise, as said above, there is no indicathuat t

8 Declaration No. 17 to the Treaties, OJ C 115, 9 808, p. 1 (344). Therefore DSGV, Submission of
30 January 2014, para. 22, is not convincing.

78 Cf. BVerfG, Decision of 23 November 1988, 2 BvR196and 1628/83, BVerfGE 79, 127 = [1989] DVBI

300, Rastede, paras. 41 ff. (esp. paras. 48-50 Ve#GH Rhl.-Pf., Judgment of 28 March 2000, VGH N

12/98, para. 26; and, from a competition law perpe, BGH, Decision (reference to ECJ) of 11 March

1997, KZR 2/96, [1997] WRP 779, para. 31 (eaclhtioita Juris).

An exclusive right would flow from the regionalipeiple as legally protected exclusivity to the adtage

of one savings bank would be the correlate to thestitutional — according to the DSGV - restraint o

competition to the disadvantage of the other savbank.

% See, e.g., § 107(3) GemO NW.

8 See above, paras. 541 ff.
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the enforcement of the competition rules with resge the regional principle would hinder the
savings banks to meet their obligation to ensugestipply with local services.

1979.Moreover, the guarantee of local autonomy only i@gplith respect to the municipalities and

the municipal undertakings, but it does not empother legislator of the savings bank acts. The
savings bank acts are rooted in the competenckedf&nder only to legislate whenever the Basic

Law does not assign the specific competence téetteral institutions.

1980.The geographically defined competence of the mpailities to regulate all local affairs does
not imply either that the savings banks act withelggal basis whenever they enter into competition
beyond the local territory of the municipalitulifa vire§. That argument cannot be derived, in
particular, from the fact that the municipalitie® @ghe controlling entities responsible for theisgs
banks.

1981.0n the one hand, the unlimited competence to regudl local affairs does not hinder the
municipalities from operating services that areted to the local territory and at the same time go
beyond’®® On the other hand, it must again be taken into@at that the savings banks have a double
role in that they are part of the municipal adniiaigon and at the same operate as an economtyg. enti
It is, however, a fundamental principle of the nerleconomy that participating undertakings,
regardless of the control exercised by any corigoentity, are in competition with each other.

1982.That does not exclude that the controlling entitisge their control rights to ensure that the
controlled undertakings meet certain obligationshef controlling entity. The controlling stake may
also justify legal provisions regarding those aofifigns. That does not necessarily imply, thoulgat t
the controlling stake also justifies restraintsttom economic conduct which allows the undertakings
generate the revenues to meet the aforementioniggintns.

1983.Furthermore, the guarantee of the local autonondeurrticle 28(2) of the Basic Law only
exists “within the limits prescribed by the lawsThe same holds for the corresponding constitutiona
provisions in theLander The relevant laws include the provisions of Gammand European
competition law. The legislatures in théndercontravene the — bindifij — objective of undistorted
competition and acts beyond its competences if #rect legal provisions that are not permissible
under EU law.

1984.Lastly, EU law takes primacy in its applicationeavif the position — which is here rejected
from the outset — were true that the constitutiom#rantee of municipal local autonomy and the
European competition rules are in conflict with eather’*>

4.4.6 No other justification on legal grounds

1985.The regional principle in the savings bank actsoabe justified based on other considerations,
in particular not on the basis of the protectioritef system of property ownership in Member States
(Article 345 TFEU). In that regard, it must be raatear that the question in the present context is
not whether the savings banks should be privatised.

1986.The DSGV defends the regional principle based enctinsideration that the protection of the
system of property ownership relates to the “whetifieat all” of an economic activity of the State
whereas Article 106 TFEU concerns the economicviégtas such and, hence, the “how” of the
activity. The legislatures in tHginderare alleged to have a competence to decide to extenmt they

"0 VerfGH Sachsen, Judgment of 23 November 20002189, para. 155 (citation: Juris).
1 Article 4(3) TEU; Protocol No. 27 to the Treati€s) C 115, 9 May 2008, p. 309.
92 ECJ, Judgment of 15 July 1964, 6/64, Costa/ENEQ64] E.C.R. 1251.
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want to allow municipal undertakings to engage édor®mic activities>® The regional principle is
said to be an admissible provision about the ogsgdioin of the municipal economic and financial
system.

1987.This position could be defended under the conditia the regional principle is a fundamental
municipal principle and thus pertains to the coetugs of the constitutional order, or that it is
competitively neutral. Since both conditions acé met, however, it is not convincing for several
reasons. First, the DSGV itself assumes thattttetsry regional principle can be a measure within
the meaning of Article 106(1) TFEU, which relatescompetitive conducf? To the extent that the
competition rules apply, they do not distinguishweeen undertakings controlled by the State and
privately owned undertakind® Thus, it is unclear why the regional principls,an element of the
system of property ownership in Member States catilibe excluded from the competition rules.
Second, it is not true that Member States and ttmistituent parts are competent on the basis of
Article 345 TFEU alone to decide to what extentytlsbmit their economic activities to the
competition rule$?® The aforementioned provision, thus, is no basisttie alleged competence to
decide of the legislative institutions in thénder Third, it is not acceptable, as is apparentlgeado
here, to derive a distinction between a “whetherd @ “how” of the economic activities from the
principles on economic activities from German mipdt law, and to apply that distinction to the
relationship between Article 345 and Article 106{BHEU. The scope of application of the European
competition rules is generally defined by Articligsl ff. TFEU alone. It is therefore irrelevantttbize
regional principle could also be interpreted ag@vigion related to the organisation of the savings
banks.

1988.0ther legal principles accepted in German law ftbmocracy principle, the rule of law) are
likewise no basis for justifying the regional prijple. These provisions, too, would only be relévan
the present context if they were implicated in tHanction as the core values of the constitutional
order, which is not the case. When legal writeferrto these principles, they also attribute ® th
regional principle the function of ensuring the twoh of the provision of credit services by the
democratic representatives in the municipalitiel®wever, that control is possible through the doty
report of the savings bank directors and not by ofay review of individual business transactions on
the spot. In addition, the savings banks alreadyige services that are not bound to a certain
territory and cannot be reviewed on the spot.

1989.The regional principle cannot be justified basedtaility considerations either. It may be true
that the decentralised structure of the Germamféiizh system has been a stabilising factor dutiveg t
last financial crisis?’” That being said, safeguarding the stability effinancial system is a task that

%3 DSGV, Submission of 26 September 2013, pp. 4 ai®ubBmission of 30 January 2014, paras. 25-26.

9 DSGV, Submission of 26 September 2013, p. 3. DBE&V here admits that a statute is a measure within
the meaning of Article 106(1) TFEU, but it clainiat this measure has not been enacted “in theofatee
savings banks.

% This is also how the Communication of 19 Janud@912 OJ C 17 of 19 January 2001, as quoted by the
DSGV must be understood; as to the succeeding eigasee European Commission, Communication on
the application of the European Union State aidsub compensation granted for the provision ofices
of general economic interest, OJ C 8, 11 Januat® 2f. 4, fn. 1. Further, see ECJ, Judgment ojur&
1998, C-35/96, Commission v. Italy, [1998] E.C.R3851, head note 8, paras. 36, 40 (regarding &rfi€l1
TFEU); ECJ, Judgment of 10 January 2006, C-2220@4ésa di Risparmio di Firenze, [2006] E.C.R. 1-289,
paras. 8, 122-123 (regarding Article 107 TFEU).

% GC, Judgment of 13 June 2000, T-204/97 and T-Z7CEPAC, 2000 E.C.R. 11-2267, head note 9 and

para. 122; Judgment of 6 March 2003, T-228/99 anrd3399, WestLB, [2003] E.C.R. II-435,

paras. 192-196. Declaration No. 37 to the Treat#msterdam, OJ C 340, 10 November 1997, p. 1 (138)

as quoted by the DSGV, Submission of 30 January 28dra. 26, does not alter the assessment, the snor

as this Declaration was not taken over into thafiref Lisbon.

Council of Economic Experts, Das deutsche Finastesy. Effizienz steigern — Stabilitat erhdhen, Etipe

of 17 June 2008, para. 240; similarly DSGV, Submisef 30 January 2014, para. 62.
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the federal Legislature is entrusted with, not lggislatures in thé.&dnder The legislatures in the
Lander are only called upon to regulate the savings bastesn observing the higher-ranking
legislation. That higher-ranking legislation engmsses the European competition rules. Again, a
stabilising effect of the savings banks’ locallyeoted economic activities is moreover due to their
business model, which is oriented towards a lodathited mandate to provide services of general
interest, and not to the territorial restraint assed with the statutory regional principfé.

1990.The DSGV apparently also takes the view that theusiry regional principle is necessary to
safeguard the continued existence of the threarmlysten’® That assumption, however, is devoid
of any basis. The three-pillar system has itsshiasthat the savings banks and the cooperativisban
cannot easily be acquired by banks from the otillerg That, however, is due to the legal form of
the banks and not to the regional principle ingheings bank acts.

1991.The statutory regional principle is finally obs@dtom a legal perspective. There may have
been a justification for the relevant provisionshe time when the savings banks were profitingnfro
sovereign guarantees during the fulfilment of thgémeral-service obligationdArgstaltslast- und
Gewahrtragerhaftung and when it had to be ensured that they exetdiseir business activities
while profiting from those guarantees that servied €Community interest in the territory of the
controlling entity. The relevant guarantees hagenbabolished, though. Consequently, the reasons
for the competition restriction associated with tegional principle are no longer valid.

1992.Finally, no legitimate interest considerations dam used to defend the statutory regional
principle. It would be paradoxical from the out#fethe savings banks claim a legitimate interest
through the DSGV to maintain a rule that restribsr freedom. If anything, such an argument may
understandably be used to defend the existing rhatkecture. However, the interest of a contrgllin
local entity to protect its savings bank from cotitp® is not legitimate. The same holds for the
savings banks’ confidence in that the regional marharing scheme continues to exist as an
“established structure”. For a measure infringifudicle 101 TFEU is inapplicable by Ia®?
Consequently, there is no room for building uptietate expectations.

4.4.7 The principle of loyal cooperation (Article 101(X) TFEU in
conjunction with Article 4(3) TEU)

1993.1t can be left open whether the prohibition of Algi 101(1)(c) TFEU in conjunction with
Article 4(3) TEU applies as well regarding the gtaty regional principle. That suggests itseltlas
Federal Court of Justice has confirmed the violabbEU law by the lottery-law regionality princepl
for reasons that also militate against the regigmadciple in the savings bank acts. Moreover, it
appears very doubtful that the two statutory pples have to be treated differently because a marke
sharing agreement preceded the regionality priagiplottery law.

1994. According to European case law, a violation of ghiaciple of loyal cooperation depends in the
competition context in particular on whether thepective Member State imposes a compulsory
requirement under the law or whether it reservesd@egates the responsibility to the market
participant$”® Such a violation can be ruled out from the outdstre the Member State imposes an
exclusive provision that it could withdraw at ampé. Under such circumstances, no room continues
to exist for independent market behaviour of thekeparticipant§®> The situation is different

8 Different DSGV, Submission of 30 January 2014apab0-61.

" The DSGV, in its Submission of 30 January 2014apa64-65, notes that the three-pillar system is
advantageous and ensures intense competition daehman banking market.

80 gsee FCO, Decision of 23 August 2006, B10-148/05, ) para. 671.

801 gee, e.g., ECJ, Judgment of 18 June 1998, C-38@@mission v. Italy, [1998] E.C.R. 1-3851, para8:44;
Judgment of 21 September 1988, 267/86, Van EycRSRA, [1988] E.C.R. 4769, paras. 16, 19.

802 ECJ, Judgment of 21 September 1988, 267/86, VakeEy. ASPA, [1988] E.C.R. 4769, para. 19.
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where the Member State does not impose a wholljlusxe provision, reserving room for
interpretation and, thereby, room for independeatket behaviour. Such circumstances are present,
in particular, where a Member State requires ootias the adoption of cartel agreements, decisions o
concerted practices or reinforces their efffs In such case, there is room for applying the
competition rules.

1995.Admittedly — unlike what is the case under Artid@6(1) TFEU — German legal doctrine
discusses whether a violation of the principle oical cooperation presupposes preceding
anticompetitive conduct. However, European judsignce is not entirely clear on such an accessory
element. Its acceptance would also have as itdtrésat a contravention to Article 106(1) TFEU
would not necessarily violate the principle of Ibcaoperation because a contravention of
Article 106(1) TFEU does not require preceding @ntipetitive conduct. There would not be room
for a violation of that principle either where a iMleer State — as is at present the case — adopts a
provision contravening such a provision, which #fiected undertakings can use to coordinate their
behaviour. That does not seem to be convincing.

1996.That being said, that question does not have tarssered in the present context as the
statutory regional principle clearly violates Alic106(1) TFEU. Thus, the principle of loyal
cooperation is immaterial in this context.

4.4.8 Intermediate result

1997.The Monopolies Commission recommends the legidatim theLanderto adapt the regional
principle in cooperation with the competition auilies to the requirements of EU law. It underfine
that the application of the statutory regional gipte by the savings banks is subject to cartel
enforcement as welf? The competition authorities are entitled to dweiee that the imposition of the
regional principle by the savings bank acts viddi) law and that the statutes are consequently
inapplicable®® In addition, they are entitled to determine ttra savings banks themselves act in
contravention to the competition rules when theglaphe regional principle. This is because the
savings banks do not lose their entrepreneurialdfven entirely through the adherence to the savings
bank act$§®

4.5 Need to act in various areas due to State aid risks

1998.The Monopolies Commission is concerned that Statemay distort competition within the
German banking system in a way that may prejudieesystem. That holds, in particular, for the
measures that were adopted during the financisisd stabilise the financial systéfln addition, it
cannot be ruled out that the public-sector banlkspite the meanwhile implemented Brussels
Concordance, continue to benefit from competitisleasmtages that are difficult to justify in any way.
The Monopolies’ Commission here sets out its camcaegarding the Member institutions of the
savings bank group on the one hand and the pudlieldpment banks on the other hand.

83 ECJ, Judgment of 18 June 1998, C-35/96, Commissiohialy, [1998] E.C.R. 1-3851, paras. 52 ff.;
Judgment of 21 September 1988, 267/86, Van Eych&RA, [1988] E.C.R. 4769, paras. 16, 18.

84 BGH, Decision of 10 November 2008, KVR 54/07, bbtock, WuW/E DE-R 2408, para. 83.

805 ECJ, Judgment of 9 September 2003, C-198/01,[2083] E.C.R. I-8055, paras. 50-51; BGH, Decisién o
14 August 2008, KVR 54/07, Lottoblock, WuW/E DE-R(B, para. 83.

806 Cf. ECJ, Judgment of 11 November 1997, C-359/%mné C-379/95 P, Ladbroke Racing, [1997] E.C.R.
1-6265, para. 33.

897 See Section 3.5.
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4.5.1 Possible State aid to the benefit of the savingakgroup

1999.The Monopolies Commission is doubtful that the loegisting competition distortions
following from State aid to the benefit of the sayag bank group have been entirely removed, and it
asks for speedy legal clarification at least in s@reas.

4.5.1.1 Removal of State liability guarantees (Anstaltslastd Gewahrtragerhaftung)?

2000.There is reason to assume that the competitivengalya for thd.andesbankeand the savings
banks, which had been associated with State figbjluarantees in the event of default and for
maintenance, has been removed. It is necessanghhthat adherence to the Brussels Concordance
continues to be monitored.

2001.In regard of the State liability guarantees, thenbfmlies Commission had pointed out early on
that a commitment regarding the obligations of plblic banks must be in line with the so-called
private investor te$f® In the relevant European Commission State aid,dhg savings bank group
had attempted to defend the farther-reaching itgbguarantees. However, the group had itself
thwarted the decisive argument, from a State ardpgetive, that the guarantees were practically
irrelevant by later claiming that their abolitiorould threaten the existence of the savings ban#és an
the LandesbankenThe Brussels Concordance subsequently redueeSt#te’s liability for the public
banks to a measure that was acceptable under &thtaw. The transitional periods granted to the
savings banks and theandesbankeif2001-2005/2015) were acceptable based on coasimes of
protecting their legitimate interests.

2002.The end of the State liability guarantees followihg Brussels Concordance caused substantial
disruptions on théandesbanlevel in the period 2001-2010, yet these instingihave meanwhile at
least partially been able to develop sustainabkiness models. Thieandesbankemsed to enjoy
particularly favourable ratings by the rating agesc due to the State liability guarantees. The
prospect of that benefit ending, however, causethtto make investment decisions that proved to
threaten the entire financial system only shorftgravards in the financial crisis, and the backlash
which forced the_andesbanketo overhaul their entire business model.

2003.The effects of the Brussels Concordance at the lefvéhe savings banks were much more
modest. It is claimed that the legal foundatiamsdrganising the savings banks as public instifgti
has, in principle, fallen away with the abolitiohtbe State liability guarantees. The actual bessnof

the savings banks has not been called into quedimmever, because the savings banks have been
able to obtain an associated group rating fromntlest important rating agencies and because most
savings banks are not even large enough to beedntivusiness areas where they need a rating.

2004.The controlling entities’ willingness to take orspensibility for their savings banks and the
Landesbankewas originally a constituting factor for the setfage of the entire savings bank group,
notwithstanding the fact that the guarantee inetrent of default has only seldom and the liabiioty
maintenance has never been called upon. For thsbmethe representative body of the administrative
districts (Deutscher Landkreistag) and the DSGV saweed to expressly confirm in a Joint
Declaration of 25 January 2004 that the controlimgnicipal entities:

88 Monopolies Commission, XIllith Main Report 1998/899Competition Policy in Network Structures,
Baden-Baden 2000, para. 127; see, critically, direpreviously the Xith Main Report 1994/1995,
Competition Policy in Times of Change, Baden-Baile86, paras. 113-114.
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“[would] continue to vouch for ‘their’ savings baskn crisis situations, [and to] support them

depending on the individual and concrete circuntstan for example to bridge economic

difficulties in a given situation®®

2005.Such a declaration can itself be relevant undete &t law if it creates the impression with
other market participants that the State is willtogassume concrete responsibility to an extert tha
exceeds the liability of a private capital invedtdr That said, the increased refinancing cost of the
group immediately following the Brussels Concordali2001-2005) shows that the good ratings of
the members of the associated group after 2005 arughhe whole be traced back to the concept of
association of the savings bank group. Even wtiereating agencies have continued to consider an
“implicit guarantee” to the benefit of the savirtgank group in their ratings after 2005, it is uacl®
what extent that was related to the solidarity @extion quoted above, beyond existing State cantrol
State control as such, however, is not relevamh fcState aid perspectivergumentum eRrticle 345
TFEU).

2006.The Monopolies Commission assumes that the advardagociated with the liability in the
event of default and the maintenance guaranteeaplplno longer exist. That being said, the
willingness of the State to show special solidawith the members of the savings bank group may
still trigger political measures to the benefitgpbup members, which can be relevant under Stdte ai
law. The Monopolies Commission therefore seesedrer the relations between the controlling
public entities and the associated group to bepsbously monitored. Furthermore, the Monopolies
Commission underlines that the risks regarding ampn distortions, which are associated with
such public control, make it absolutely necessapynfa competition policy perspective to clearly
define the general-interest mandate that the piblinks are meant to pursue. Otherwise, the aesvit
of the State in the financial sector cannot béefjast

4.5.1.2 Continued State aid for the Landesbanken

2007.The Monopolies Commission views the continued messsto strengthen theandesbankes
capital base critical. It must be recalled thatlthndesbankeiare the group of institutions that have
had to be saved or made more robust the most siftea the outbreak of the financial crisis.

2008.These support measures were not completed durengehod covered by this Report. While
mostLandesbankehave been able to re-pay a large part of the &tdtthey had received, additional
support has been granted, in particular to HSH Bamé. The European Commission has voiced
concerns as to the compatibility of the measuréks thie provisions on State &fd. The Commission
had voiced such concerns already during previoussuares to the benefit of HSH Nordbank, even
though these measures have been considered tortpaiible with the common market in the &fd.
From hearings of the responsible committees akethed of theLander, however, it has been reported
that the controlling public entities only considbe continued existence of HSH Nordbank as being
relevant, irrespective of the compatibility of theeasures with the common market. Regarding the

899 Deutscher Landkreistag and Deutscher Sparkassed- Giroverband, Notwendigkeit der offentlich-

rechtlichen Struktur der kommunalen Sparkassent @@claration of 25 January 2004.

ECJ, Judgment of 3 April 2014, C-559/12, Franc€mnmission, not yet officially reported, paras. @4

ECJ, Judgment of 8 December 2011, C-275/10, Re<idpital 1V, [2011] E.C.R. 1-13043, paras. 39 ff,;

Judgment of 19 March 2013, C-399/10 P and C-401P10Bouygues, not yet officially reported,

paras. 107 ff., 128 ff. Further, see the stillséirig, scattered references to the controllinggstposition as

a liable entity Gewahrtragerstellung e.g., in 8 3 SpkVO MV.

81 European Commission, Decision of 21 June 201328388 (C 30/2013), Germany. Increase of the ceiling
amount of a second-loss guarantee for HSH NordB&kparas. 47 ff.

812 European Commission, Decision of 22 October 2@29/2009, Germany. HSH Nordbank, paras. 40, 42,
47-48, 50 ff.; further, see European Commissionci§len of 20 September 2011, C 29/2009, Germany.
HSH Nordbank, paras. 167, 173-174, 177, 191 ff.
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otherLandesbankenit is still unclear whether the State will abidge the commitments to withdraw,
which it had made in some cases during the disis.

2009.The Monopolies Commission acknowledges that thesmes to rescue thieandesbanken
during the financial crisis may have been justiftedreduce systemic risk. To the extent that the
Landesbankeimave a clearly defined public mandate and pursseastinable business model, there
may also be some justification for maintaining thesstitutions in the long term. This includes
maintaining the_andesbankennder public control, at least in so far as theneo obligation through
the State aid proceedings to privatise them.

2010.That being said, it remains questionable whethés itecessary to still operate the relatively
high number of six independent (and two dependeatdesbanken Apart from that, it should be
noted that also justified State aid measures camadmompanied by substantial distortions of
competition. If it were true that individudlander consider the review of State aid only as a
burdensome formality, such a stance would be upaaiokes.

4.5.1.3 Continued statutory advantages for the savings bank

2011.In the Monopolies Commission’s view, indicationsisexhat the savings banks continue to
benefit from statutory advantages that are releuader State aid law. This concern is not all@dat
by the fact that the savings banks nowadays tylpiaat not as the long arm of the State, but
essentially the same way as private market paatitg5™*

2012.The Monopolies Commission’s concerns relate inipaer to the rules on the use of surplus
profits in the savings bank actS. These rules provide that the savings banks’ ssrptofits from a
given business year may only be distributed todbetrolling entity or used for objectives in the
general interest only to a certain extent and exdefined relation to the contingency funds. latth
context, it is regularly in the administrative caills discretion whether the surplus not addedhi® t
contingency funds, i.e., the free surplus, is iisted to the controlling entity. The amount ofdr
surplus varies depending on the law in tl@der. In any event, the law provides that at least pfar
the surplus, which does not have to be used foratteorption of losses and risk precautions, is
reserved for the savings banks. That amount otinglus does not have to be used for objectives in
the general interest either.

2013.A relevant advantage within the meaning of Artig@7(1) TFEU may consist of any benefit
that is granted to the savings banks from Stateuress. In that regard, it suffices that the bosden

the savings banks are alleviated, which an undegaksually has to bear. According to the Brussels
Concordance, such benefits shall be excluded inglsnas the “financial relations” between the
savings banks and the controlling entities may ‘tiffer from a normal economic relationship with an
owner based on market economy principles, as iscse between a private shareholder and an
undertaking in the legal form of a company withitad liability”. Thus, it is necessary to compare
the savings banks and undertakings organised aparation.

2014.1t cannot be assumed that the statutory surplesridrm part of the organisation of savings
banks and therefore are from the outset excludem f6tate aid review. The establishment of the

813 See no author, Seehofer: Wollen BayernLB so baid méglich verkaufen, www.merkur-online.de,
15 December 2009.

814 See European Commission, Decision of 11 Januaf8,26! 836/2006, Mittelstandsfonds Schleswig-
Holstein, paras. 110 ff. on the State aid assessoi¢he savings bank interest in a developmend fun

815 § 31 SpG BW, § 21 BaySpkO, § 27 BrdbgSpkG, § 2nBBpkG, § 16 SpkG Hessen, § 27 SpkG MV, § 24
NSpG, 8§ 20 SpkG RP, § 25 SSpG, § 27 SachsSpkG, SpRG-LSA, § 27 SpkG SH, § 21 ThirSpKG.
Different, e.g., Article 12 BayLBG, 88 24(4)(2), ZpkG NW. The savings bank act of Berlin does not
contain any rules on surplus profits.
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savings banks as public institutions is itself lobasa a sovereign decision. However, that does not
mean that the savings banks in that regard onlyagomrovisions of sovereign law. Rather, it is
necessary to decide in the individual case whetieerespective provision must be understood as an
exercise of sovereign powers or as the shapingeoState’s economic activiti€¥. Provisions which
concern the capital of a public undertakings orittterest on the used public funds should generally
be assigned to the State’s economic activifies.

2015.1t is no obstacle to the required comparison thatdurplus provisions in the savings bank acts
must take account of the fact that the savings ®anknlike other undertakings — have to fulfil a
general-interest mandate. Measures such as #nearglsurplus rules can be viewed as neutral from
the angle of State aid if they are provided for teenpensation of the operation of services in the
general economic interéSt. It cannot be assumed, though, that the savingksbhusiness activities
as a whole are services in the general econongceisit’® To the extent that this is not the case, it can
easily be taken into consideration during the nemgscomparison that the entities controlling the
savings banks can be entitled, as owners, or ebbgated to use profits generated by the savings
bank for services in the general intef8tThe question here, however, precedes questitatingeto

the use of the profits, i.e., whether the non-igtion of surplus profits regardless of the rudé$§ 10
KWG includes an advantage in terms of State aidftavthe savings banks.

2016.In the view of the Monopolies Commission, it indesathnot be ruled out that the savings banks
benefit from an advantage from State resourcesshatevant under State aid law. It is the Euaope
Commission’s opinion, which has been repeatedlyicoad in European jurisprudence, that a private
capital investor that offers its capital to a baskequity will generally ask for remuneration fbet
entire capital transferred to the bdhk. A corresponding concept also exists in Germamparate
law®?? The provisions on the use of surplus profitshim $avings bank acts, however, are structured in
a way that the controlling entities are not abledtain the savings bank profits, which they would
obtain as the owners of a regular corporation. t Tatential advantage for the savings banks comes
ultimately from State resources. In that regards decisive that the savings banks were origmnall
created by the controlling entities taking recours@ublic money. By the savings banks depositing
their non-distributed capital with tHeandesbankenthe latter potentially benefit indirectly frometh
relevant advantage beside the savings banks.

2017.An advantage emanating from the relevant provisisnmobably not excluded by the fact that
the savings banks depend on profit retention (gention of earnings) as the controlling entitiag/o
participate in the surplus of their savings barmikving the end of the State liability guarantelest
not in their losses. In a corporation, the righhave profits distributed likewise does not neaglys

816 G, Judgment of 17 December 2008, T-196/04, Ryaj2408] E.C.R. 11-3643, paras. 88-98; Further ECJ
Judgment of 5 June 2012, C-124/10 P, EDF, not ffatialy reported, para. 80 (regarding the element
“from State resources”) following GC, Judgment & December 2009, T-156/04, EDF, [2009] E.C.R.
11-4503, paras. 223 ff.

817 See also Article 3 Directive 2006/111/EC, OJ L 3B November 2006, p. 17.

818 Cf. ECJ, Judgment of 9 June 2011, C-71/09 P, 097B/and C-76/09 P, Venezia vuole vivere, [2010.E.

1-4727, paras. 92-95; further ECJ, Judgment of fieJ2012, C-124/10 P, EDF, not yet officially regaoft

paras. 76-78.

See para. 1970 above.

820 Cf. also European Commission, Decision 2006/7426E20 October 2004, OJ L 307, 7 November 2006,

p. 159, paras. 141-142, confirmed by GC, JudgmésftMarch 2010, T-163/05, Bundesverband deutscher

Banken, [2010] E.C.R. 1I-387, paras. 11, 61 ff.

European Commission, Communication, ApplicationAdticles 92 and 93 of the EEC Treaty to public

authorities’ holdings in company capital, BulleEi€ 9-1984, Section 3.3; GC, Judgment of 3 March0201

T-163/05, Bundesverband deutscher Banken, [2010]RE.11-387, para. 59.

82 See, e.g., §8 174, 288 AktG, § 29 GmbHG; and §122, 167-169, 231-232 HGB, 721-722 BGB in
partnership law.
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accompany an additional payment liability to comgaa for losse¥® In addition, the savings banks
can on principle take on additional capital throdgh deposits of silent partners, the sale of profi
sharing rights or second-tier liabiliti&. An advantage relevant under State aid law must be
considered at least in so far as the savings bargksble by virtue of the rules on surplus prdfits
strengthen the basis of their capital to a larggrée than comparable credit institutions.

2018.1t has also to be assumed that such a benefitistortdcompetition and have an effect on trade
between Member States. According to a report fileenaudit court in théand Hesse from 2012, for
example, the savings banks generated surplus $iofi2009 in the amount of EUR 145.5 million,
with approximately 86% (EUR 125.5 million) beindoglated to their reserve funds. Nine of the
33 savings banks transferred only EUR 20.2 miltiothe municipal controlling entities for purposes
of general intere$> It has been the result also of other inquiriest the savings banks have in a
number of cases allocated more than 90% of theiuansurplus to the contingency funds. Other
banks, which must take the interests of their owrfshareholders) into consideration, are generally
not in a position to strengthen their capital toalsan extent. In a situation like the fading sighe
solvency of banks is very important to the cust@nend the strengthening of capital above the
average may constitute an important competitiveaathge for the savings banks. It must be
assumed, for instance, that the savings banks aagh but loans to corporate customers at conditions
that are not always risk adequate because theyatisfied with relatively small returns. That istn
least problematic because the savings banks halmlgy frequently market power in the relevant
market segment. The European Commission has sigfaalled that a State aid advantage could only
be accepted to benefit smaller savings banks witlegional scope of activities without further
justification.

2019.1t appears doubtful, however, whether and to whderd the distortions of competition
mentioned above can be justified. The retentiones§ much capital contributes to the stabilityttod
financial system. In addition, it may be assun@dlie benefit of the savings banks that they atioc
part of their earnings to services of general @ggrthereby not generating any or at least notlagg
returns (e.g., when offering basic accounts toyerex, when funding cultural activities). The sadn
banks correspondingly achieve lower profits thairthompetitors. That being said, it is problemati
that the statutory rules largely leave the surpitefits to the savings banks — beyond the necessary
funds to serve the contingency funds — without uke being regulated and probably without the
controlling entities having an overview of theired®® The assumption that a justification exists for
the potential distortions of competition, assoaatéth the surplus rules, therefore has no sudbééna
basis.

2020.Apart from the surplus rules, the Monopolies Consinis takes a critical view on the sporadic
exemptions from taxes and from legal fees for mesmstelating to legal changes under the savings
bank acts and the laws on thendesbankeff’ In that respect, it is likewise questionable \ieethe

823§ 26(1) GMbHG (“may”); see also § 182 (1) AktG @yronly” [‘kann nur”]; unofficial translation).

824 g8 21 ff. SpkG Hesse, § 26 SpkG NW, § 21 SpkG Rithe extent that legislature has abstained soah

provisions in severdlander, this does not alter the State aid law assessment.

Hessischer Rechnungshof, 23. ZusammenfassendéchBéKommunalbericht), Hess. LT-Ds. 18/5913,

p. 238.

826 Cf. Hessischer Rechnungshof, 23. Zusammenfass@wt@ht (Kommunalbericht), Hess. LT-Ds. 18/5913,
pp. 241 ff. These allocations to the contingenodf exceed the consumption rates that had beenatald
for the capitalisation of the security funds purgus 8§ 12 Einlagensicherungs- und Anlegerschuttges
the context of the abolition of the State liabilgyarantees; cf. Witte/Rafigpoor, [2003] WM 1888§R).

87 See § 14 BerlSpkG, § 24 SpkG RP, § 15 Interstajeeétnent on Bremer Landesbank Kreditanstalt
Oldenburg — Girozentale —, Article 17 Interstatadgment on Norddeutsche Landesbank — Girozentrale —
further ECJ, Judgment of 19 September 2000, C-B56&&rmany v. Commission, [2000] E.C.R. 1-6857;
Judgment of 22 June 2006, C-182/03 and C-217/08)nkd 87, [2006] E.C.R. I-5479; Judgment of 22
November 2000, C-53/00, Ferring, [2001] E.C.R. 6B0on the relevance of tax benefits under thecStiat
rules.
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measures are only relevant from an organisatiospeetive, or whether they rather imply benefits
relevant under State aid law.

2021.The Monopolies Commission recommends that the ssiyplovisions be aligned more with the
State aid rules. This might make it necessary ttiwtcontrolling entities obtain the right withinet
confines of what is defendable from a supervis@sspective to grant the controlling entities farthe
reaching control of the surplus profits of the sasi bank§?® This, however, would also enable the
controlling entities to fully meet their constitotial obligations to control the savings bank atési
and to hinder distortions of competition. Thatdsan the general interest, the restriction shdgd
retained that distributed surplus profits shoultydre used for the public good. The tax exemptions
should be deleted without substitution for reasafrexjual treatment.

4.5.2 State aid to the benefit of the development banks

2022.Furthermore, the Monopolies Commission sees Stdteisks with regard to the development
banks, in particular with regard to Kf#? These risks stem from the fact that the develaprbanks
regularly still benefit from public liability in @ of default and the maintenance guarantee. e S
liability guarantees represent an advantage indexfiState aid law in the form of an unlimited Stat
guarante&®

2023.This advantage can give rise to State aid concatramy use of the State liability outside a
development mandate that is exempted from competisiw under Article 106(2)(1) TFEU. In regard

of individual development banks, it cannot be edelilithat the State liability guarantees have effect
distorting competition, and that is in two respects

» the development outside a development mandate égdrbg Article 106(2) TFEU, and

« the public-relations work outside what is necessfoy successfully meeting such a
development mandate.

A distortion of competition by the relevant devetmmt banks is not hindered by the fact that the
furtherance funded by the institutions itself hagib notified and cleared under State aid law becaus
in such proceeding no assessment takes placeasfadibgranted to the respective institutféh.

2024.1n the case of KfWw, the use of the liability guaess would also give rise to concerns if the
institution — as is occasionally called for by pohl representatives — would have to distributglsis
profits to the federal budget without using theselit for the fulfilment of its development mandate
any respect. The aforementioned propositions hatebeen pursued to date, though, and the
Monopolies Commission consequently limits its présassessment to the issue of the business
expansion.

828 Cf. European Commission, Communication on pubtidartakings in the manufacturing sector, 0J C 307,

13 November 1993, p. 3, and GC, Judgment of 6 Ma@®3, T-228/99 and T-233/99, WestLB, [2003]
E.C.R. 11-435, paras. 255 ff. on the calculatiorpoffits viewed neutrally under State aid law.
829 Cf. already Monopolies Commission, XVIlith Main Rep 2006/2007, Less State, More Competition,
Baden-Baden 2008, paras. 902 ff. as to State aiddms of market failure. On the territorial riesisns for
development banks (including the guarantee bark$rgschaftsbankd)y) see moreover Section 4.2
(particularly, Section 4.2.3) and Section 4.4.4v&ho
See European Commission, Notice on the applicatioArticles 87 and 88 of the EC Treaty to Statk iai
the form of guarantees, OJ C 155, 20 June 2008),matrticularly, Sections 2.3.2 and 3.1.
Such assessments took place in relation to undegs profiting from KfW development programmese se
e.g., European Commission, Decision of 19 March020\ 401/2009, Germany - ERP Startfonds (Risk
capital), paras. 5, 29; Decision of 20 Septembdrl2@A.32520, Germany — Risk Capital Scheme ‘High-
Tech Grunderfonds II’, para. 65; Decision of 11 ukay 2008, N 836/2006, Mittelstandsfonds Schleswig-
Holstein, paras. 25, 114.
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2025.1n several discussions with representatives froem @erman banking industry and written
submissions, complaints have been made that irdtbat banks and other undertakings could offer
services in certain areas to a sufficient extemhatket conditions, but that those services aradh

not being offered because the development banksidis®, or foreclose the offers of other financing
companies through their development activities. cakding to those statements, the development
banks may postulate demand that is not fully caléretheir mandate in the general interest because
it does not exist in the way it is postulated, ecduse it does not require the given conditions of
furtherance. The development banks consulted enigbue consider these complaints not to be
justified. They claim they are active where markature (or at least “market frailty”) can be
established based on macroeconomic studies.

2026.Notwithstanding their allegations, though, the esgntatives of banking associations draw a
picture that is individually nuanced. There is $@msus that cases of market failure exist wheee it
not profitable for commercial banks and other mapeaticipants to develop their own products.

For example, it should be still the most probablé€Sermany with regard to the financing of newly
established enterprises (start-ups) that the #eBviof the development banks are justified by a
development mandate. The financing can appareatiybe provided to a sufficient extent through
banks and venture-capitdrporations.

In contrast, the development banks stand at I@asbme extent in competition with other banks as
regards housing development and the issuance afredvbond&® In that regard, it can be
questioned whether they provide services in theegennterest, which require the use of refinancing
advantages with State-aid relevance to the presgt@nt. According to the associations, the
commercial banks are able to cover demand at ieasime market segments sufficiently with their
own products, for example, as concerns the congiruand purchase of housing for occupational
purposes (association representative: “everybodsnfies housing”). Indications of dead-weight
effects at the banks passing on the developmemis|diiewise point to excess furtherance that
currently exists in the area of housing financing.

Study loans at acceptable conditions for universitydents have given rise to the claim that banks
have stopped the development of their own prodaiftes KfW took on the furtherance in that area.
Thus, competition might have been foreclosed is énéa without need.

Finally, a special role must be attributed to exfimancing, which is a service provided by KfW and
in isolated cases by the development banks irLémeler (e.g., Bavarian LfA). KfW has transferred

the development and market activities in this anea subsidiary to meet concerns under State waid la
Accordingly, the activities of the institution amet limited to meeting a development mandate withou
distorting competition. The representatives ofdlsociations criticise in that regard that théatsmn

of the export funding business is not sufficierlgarly visible to the market participants.

2027.Regarding the activities of the development bankbheéLander, though, evidence is sparse that
points to the existence of activities where it suldtful from the outset if they are covered by a
general-interest mandate. This holds for the aloeptioned areas as well as other tasks that the
institutions have to meet in the individual cag@r example, NRW.Bank operates casinos, and it does
so even outside the borders of tlend Northrhine-Westfalia. This, however, is a busg#st is not

in the strategic focus of NRW.Bank, and the insitiiu plans to end these activities outsidelthadin

the foreseeable future.

832 See also European Commission, Decision of 14 Mag92 COMP/M.5508, Soffin/lHypo Real Estate,
paras. 28 ff.



Chapter VI « Financial markets 699

2028.An additional potential problem results from thectfdahat individual development banks
(especially KfW) increasingly align their adventigi with marketing objectives, as can be deduced
from the following circumstances:

» The advertising is primarily used to address thesamers in a targeted way as customers.
The respective bank explains its actual developraetitities principally in the areas that are
directly relevant for consumers, and limits itdelfrather general statements in the other areas
(e.g., development and export financing), withobése statements providing additional
information concerning the demand for individualvelepment programmes and their
volumes. The website includes references to thetfat the bank is, or should be active
primarily through other institutions only on thegea concerning investor relations.

* In addition, similar to a commercial bank, KfW iargicular tries to improve the profile of its
brands with consumers by means of additional mtetneasures. To that end, it uses
marketing agencies and marketing consultants theat experienced specifically in the
customer relations area. Using the slog@ie neue KW’ (“New KfW”), it has given itself
a claim that identifies the institutions as a bariknted “to the consumers’ need&®.

These measures have as their result that not thelogenent itself (typically through transfer
institutions) is in the centre of perception, but bank itself as a supplier. Thereby, in the vidw
other market participants, the boundaries betwadsligrelations work directed at informing the
public on development opportunities and marketingatded at expanding the business become
increasingly blurred.

2029.The Monopolies Commission considers that the subthicomplaints are serious from a
competition policy perspective. That being saidhdre dispenses with an express judgment as to
whether the respective complaints may in its viewustified. Especially the determination of marke
failure, which could justify the activities of tlieevelopment banks, is only possible on an indididua
basis and goes beyond the scope of this Reposdtedd, the Monopolies Commission uses in the
following the study loans offered by KfW as an exdanto show what limits have to be observed in its
view in the development and the operation of dewekent programme$?

2030.1t must be noted that the supply of study loansoaiditions bearable for university students is
not necessarily subject to a State aid assessnfemeview under the State aid rules would not be
justified in particular if KfW were entrusted inahregard with operating a service of general
economic interest, and if the application of thenpetition rules would in law or in fact obstruceth
performance of that task (Article 106(2)(1) TFEU).

2031.Study loans can clearly be regarded as the provigfcservices in the general interest. The
objective pursued with the KfW’s study loans isriorease the number of university graduates and, in
particular, to make university studies possiblestmidents from families without the means. The KfwW
study loans are granted to students of the twossakgublicly recognised universities if they are
Germans or EU citizens, have not completed théfryb4r and meet certain requirements concerning
the duration and records of study. There is nlatitig the grant of a KfW study loan.

2032.Students from families without means, who are ¢ @0 afford university studies at market
loan conditions, can use different financing meahgwever, these measures are not in competition
with each other as they are provided outside thekehdrom the outséf® For example, students in

833 «Bank aus Verantwortung”; see: http://www.bank-aesantwortung.de/wasVeraendertSich.html (Link

meanwhile deactivated).

84 The study loans introduced 2006 are financing mmesswithin the meaning of European Commission,
Decision of 27 March 2002, E 10/2000, Germany. Altsiast und Gewahrtragerhaftung, p. 11, No. 2st, |
dash.

835 gee also European Commission, Communication oaphécation of the European Union State aid rtges
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need, who cannot bear market loan conditions, eke tecourse to the Federal Education and
Trainings Assistance Programme (BaftG) as an altimen financing measure. For students that
studied inBundeslandemith tuition fees, so-called study contributiorahs were introduced, which
are offered by KfW and the development banks ofLfieder, but whose future is uncertain after the
abolition of tuition fees.

2033.1t is, however, questionable whether the refinap@hKfW'’s study loan products requires State
aid excepted from European competition law alsohto extent that the study loans are granted to
students who are not without means. Originallyaggument was for such an exception that KW had
developed its own study loan products after det@mgi market failure regarding the funding of
university studies. That market failure was duehi® fact that an assessment of the default risk is
particularly difficult in the case of study loanslin KfW’'s view, before its own activities, the
commercial banks had not been able to offer stodynd at conditions that were bearable for the
students. However, it must be stressed that mdailere is not the same as competition failure.
Competition must also be protected if the marketditions do not leave much scope for competitive
offers. In the case of study loans, competitiothwgiuch products was nascent when KfW entered the
market. Other suppliers had developed their owdystoan products more or less at the same time as
KfW, and have in some cases continued to do so aften KfW had entered the markét. These
products, though, were often products of a limisedpe for a particular university or a particular
university subject. That said, the assumption suah products target only customer groups without
large default risks cannot be confirmed, in patéicuegarding the products offered by savings banks
Aside from that, it cannot be ruled out that, frtime outset, State insurance against the default ris
would have been sufficient as a market interventionrder to guarantee the adequate provision of
study loans through normal banks and savings Binkehat type of insurance, according to Kfw,
could not have been provided by KfW, but througé tederal State or thiednder Consequently,
indications exist that the refinancing of studyrisawas at least not fully outside the scope of
competition law from the outset. Even if the opfmbad been the case, the assessment might have to
change because KW meanwhile has better experwribe calculation of credit default risks, and the
costs originally necessitating State-aid guaranteédancing probably have diminished considerably
in the meantime.

2034.1f the competition rules apply in this context, tthilmes not imply at all that the offer of study
loans or the possibility of refinancing them by wdehe public liability guarantees is impermissibl
However, KfW would be a dominant provider of studgns and therefore would have to take into
account competition aspects much more than it ttoéate, not only because of the risk of State-aid
induced competition distortions. This is sketcbadin the following.

2035.To the extent that KfW benefits from a State aidaadage due to the State liability guarantees
(para. 2022), the State liability guarantees to kf\llenefit can distort competition, both on the
markets where KfW finances development measuresdfismeans) and on all markets where KfW is
active for refinancing purposes (procurement of msga On the latter markets, a distortion of
competition must be expected because investorenassiat least in extreme situations — that theeStat
is more able to pay back its liabilities than ptévébanks, meaning that they will grant particularly
advantageous refinancing conditions to a developim@nk. On the markets on which KfW provides

compensation granted for the provision of servigiegeneral economic interest, OJ C 8, 11 Januaty 20
p. 4, paras. 11 ff., indicating that probably affean entrepreneurial (economic) activity is migsin

See, e.g., tiw, Sparkassen starten Studienki2eit,Tagesspiegel, 7 September 2005; President Hiopguk
(DSGV) and President Miller (BdB) in: Knipper, &t 8Es geht nicht um Krieg und Frieden”, Interviém
Handelsblatt, 16 May 2005; Gétsch, Gerangel umiStkdedite, FTD, 5 June 2008. For a market ovevrvie
as to the current product offers, see CHE, CHE{i8hkaledit-Test 2013, AP No. 165 (June 2013).

See also Scientific Advisory Council at the FetleMinistry of Finance, Beitragspflichtiger
Hochschulzugang, Expertise of September 2010, Pfff.;2ceptically regarding the issue of markélufz,

p. 22.
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its development products, it can foreclose othéemteal suppliers and impede the development of the
market through its activities; for example, by skimg off the demand for study loans to a large
extent for its own benefit. Thus, according to kedrparticipants, a number of banks have already
withdrawn from the development and distributionoafn products because it is more economical to
pass on KfW study loans through commission-basatsactions (“liquidity protection”).

2036.This does not exclude that the State-aid basedamfing of Kf\W’s activities is justified. A
justification does not simply follow from the Brds Concordance (Accord 1§ if a private capital
investor had reserved a (renewed) decision on whehe liability guarantees to KfW’s benefit can
also be used for the purpose of refinancing stodpd®*® That being said, such State aid can still be
justified because study loans can only be providea sufficient amount — even assuming that others
had experience in the expected credit default tiskbe extent necessary for market activities dean
the condition that KfW makes use of its refinancaatyantages.

2037.Apart from these questions rooted in State aid kfw can be assumed to have a dominant
position on the market for study loans, given thet fthat it is by far the most important provider.
Special responsibility for its market conduct com&mng with this. Thus, it cannot be excluded, for
instance, that other potential suppliers of stmhnk may be entitled to demand access to informatio
or methods concerning the credit default risk i tinformation or these methods are essential for
entering the markéf® The question of whether KfW acts outside the scofthe competition rules
may have to be decided differently in relation e ticcess to such information or such methods as
well. Accord Il has no bearing on this potentiaipetitor right.

2038.In sum, the Monopolies Commission assumes thatctdmpetitors of KfW may, under the
circumstances, themselves be able to create a-hattgioning market for study loans, at least unde
the conditions that KfW has in the meantime idésdifthe necessary information and methods to
correctly ascertain the credit default risk whefeng such products, and if the provision of such
products is sustainable without taking recoursthéorefinancing advantages resulting from the State
liability guarantees. This does not exclude, havethat the State-aid supported activities of KfwW
continue to be justified, for instance, becausemduppliers are not interested in creating cortipeti
products in view of the low margins that can beemted. This appears likely in particular given the
fact that the offer of study loans does not give rio many complaints, as compared to other Kfw
products.

2039.In view of the other complaints voiced, howevemiist be questioned whether supervision has
been sufficient so far regarding the activitieKd#V in competition. In any event, the Monopolies
Commission welcomes the newly established optiotatyto transfer supervision by regulation from
the Federal Ministry of Finance to BaFin, and sicavelcomes the new provisions in § 9 KNV It

88 European Commission, Decision of 27 March 2002, 18/2000, Germany. Anstaltslast und
Gewahrtragerhaftung, pp. 11 ff., particularly, Nad, last dash: “Financing, which the special dredi
institution grants at the request of the Statehenliasis of a law or a State directive to persehsgsh fulfil

the conditions laid down in provisions of sociaklée.g. educational situation, [...]).”

See European Commission, Decision of 24 July 2@945/2009, Hypo Real Estate, Germany, para. 47.
This requires a case-by-case assessment whethaidtite KIW’s benefit is altered within the meaniof
Article 108 TFEU. In that respect, it is decisivew 8§ 2(1) KredAWG was applied so far (as the legal
transposition of Accord IlI); cf. ECJ, Judgment & September 2010, C-537/08 P, Kahla Thiringen
Porzellan v. Commission, [2010] E.C.R. 1-12917, gsar44 ff.; see also v. Wallenberg/Schitte in:
Grabitz/Hilf, Das Recht der Européaischen Union, [sup! (May 2011), AEUV Art. 108, para. 15.

840 ECJ, Judgment of 6 April 1995, C-241 and 242/91RPE and ITP (“Magill”), [1995] E.C.R. 1-743;
Judgment of 29 April 2004, C-418/01, IMS Healtl)(2] E.C.R. 1-5039.

Verordnung vom 20. September 2013 zur Anwendungy ankaufsichtsrechtlichen Vorschriften auf die
Kreditanstalt fir Wiederaufbau sowie zur Zuweisdieg Aufsicht Gber die Einhaltung dieser Vorschrifen

die Bundesanstalt fir Finanzdienstleistungsaufs{gfitv-Verordnung — KfWV), BGBI. 2013 | No. 59,
p. 3735.
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also considers the clear separation indispensaéterelen legal supervision and the Ministry’s
divisions which define the development policy. pdesent, such a division is at least formally
provided for already. The Ministry is generallyarposition to supervise KfW’s adherence to thalleg
rules that apply during its economic activitiesowéver, it not only participates in the developmeint
development policy but, according to the Europeamm@ission’s findings, also has itself economic
control of KfW?¥? Thus, a conflict between the general-interest thedentrepreneurial objectives of
KfW can in principle be prolonged at the level lod¢ tMinistry.

2040.With respect to the other development banks, irtrast) State aid concerns arise only to a
limited extent. According to the information awdile, these institutions generally cling more teirth
traditional development mandate and have only tedlactivities where it is called into question
whether they pursue a legitimate general-interestdaté”® However, concerns arise also at the level
of the Landerin so far as individuaLandesbankempursue development activities under a common
roof and continuously benefit at these activitiesnt the liability in case of default and the
maintenance guarantee (BayernLB, Heldfh).

2041.Finally, the Monopolies Commission also in the prascontext calls for an unequivocal
alignment of the development banks’ activities wiitticles 106(2), 107 TFE®® If Kfw or other
development banks were to ignore the restraintscesged with these provisions, this could amount to
a violation of State aid law under the circumstarmed also to an abuse of market power (Article 102
TFEU, also in conjunction with Article 106(1) TFE8§ The Monopolies Commission moreover
recommends with regard to KfW:

* The guarantee in case of default and the maintengo@arantee should be reviewed for
whether they continue to be justified to the présetent in the future, taking into account
KfW’s activity profile. In particular with regardo its export financing activities, it is
necessary that the rendering of development an&anaervices under one common roof is
reviewed with regard to its compatibility with Epean State aid law.

e The advertising work of KfW should generally be itied to informing the public about
development options, measures and objectives.ods ahot raise concerns if KfW points to
itself in a neutral fashion as the financing sourétwever, it should not be permitted brand
management activities geared towards the competitio

With regard to the development banks in teder, the Monopolies Commission recommends that
the development activities be outsourced from thosedesbankerthat continue to be active as
development banks, in order to rule out that thkility guarantees for the development activitiageh

an effect on other business.

4.5.3 Intermediate result

2042.The Monopolies Commission assumes that the banksdiag to the savings bank group
probably no longer benefit from the advantage aastsat with the liability in case of default and the
maintenance guaranteAnstaltslastand Gewahrtradgerhaftung The provisions in the savings bank
acts concerning the use of surplus profits andrttieded tax exemptions, however, appear to include

842 See European Commission, Decision of 14 May 2@@\MP/M.5508, Soffin/Hypo Real Estate, paras. 18

ff. on the entrepreneurial control that the Fedbftimistry of Finance exercises over KfW.
843 Cf. para. 2027 above.
844 Articles 4(5), 22 BayLBG; Articles 6, 8(4) Helabaterstate Agreement. The situation for Nord/LB is
different, see 88 4(5), 7 Nord/LB Interstate Agreem
Cf. Monopolies Commission, Xllith Main Report 1998, Competition Policy in Network Structures,
Baden-Baden 2000, para. 127.
846 See Dohms in: Schwarze, Daseinsvorsorge und Weethe 1st Ed. 2001, p. 56.
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advantages relevant under State aid law, the igeibn of which is doubtful. Regarding the

Landesbankerit is necessary that the State aid rules aretlgtobserved. The same holds with regard
to the development banks to the extent that theynat only active in the event of market failure
(KfW, in particular).

4.6 Continuing the opening-up of the savings bank grofgr potential
privatisations

2043.The Monopolies Commission welcomes the initiatitlest took place to open up the savings
bank group for private investors in the years pi@wgthe financial crisis. It notes that initiads/ for
legislation so far are able to safeguard the dewedmt of the savings bank association in conformity
with the competition rules. It takes the concesasously that politicians articulated against eifer
opening-up of the savings bank association, buhtexadly still considers a broader opening of the
savings bank group to be necessary to make posamibkconomically more efficient pursuance of
activities in the general interest.

4.6.1 Developments so far in the direction of possiblevatisations

2044.The issue of participations in the member institogi of the savings bank group became topical
due to the efforts of politicians at the level loé L&nderto make concentrations possible to enable the
controlling entities to render the savings banlkeisdion more flexible and to strengthen it.

2045.The delineation of the public banking system ondhe hand and the rights of the non-public
competitors on the other hand is difficult, in teda to both investments across the boundariebef t
three-pillar structure and certain privileges thia reserved to the banks belonging to the satagk
group (e.g., the protection of th8parkassen’denomination pursuant to § 40 KWG). In esserfe®, t
issue is how far the State’s rights extend to dgvehd shape its public property.

2046.Politicians pursued the opening-up of the saviragkigroup for investments across the pillars
before the financial crisis by transforming membestitutions into stock corporations or tendering
them for sale (in that regard, HSH Nordbank alrelagdy a private investot). Acquiring an interest

in the still publicLandesbankehas become possible in the meantime as well, thénegjuently only
public legal persons are allowed to become comtigpintities. In addition, provisions for the tséer

of shares in the share/controlling capital of sgsibanks to private individuals and for investments
without control were included in the savings backsan severalLander®® The provisions for the
transfer of shares to private individuals, howevetye regrettably been removed again to a large
extent in the meantime.

2047.The savings bank associations take a critical jpositowards the opening of the group for
private investors due to strategic business coresides. Nevertheless, the group itself has régent
entered into negotiations concerning the sale oinaarer of the group to private investors, though
these negotiations were later adjourned (= abart®rdue to political interventiot?

847 See § 1 Interstate Agreement of 23 May 2003 omi&rger of Landesbank Schleswig-Holstein Girozémtra
and Hamburgische Landesbank — Girozentrale (HSHIbEk); Article 2 in conjunction with Annex of
European Commission Decision 2005/345/EC of 18 dralyr2004, OJ L 116, 30 April 2004, p. 1, and press
release IP/06/870 of 28 June 2006 (BankgesellscBaftin); resolution of the municipal council of
Hansestadt Stralsund of 11 December 2003 on a sequesuant to § 22 Kommunalverfassung MV
(reference: Wikipedia entry “Sparkasse Hansesttadtstind”) (Sparkasse Stralsund); on the other heeel
Kohler, In die Normalitat zuriickgekehrt, FAZ, 20p8amber 2010 concerning the sale of the city’seshar
Frankfurter Sparkasse, a free savings bank, toldela

848 §§ 21 ff. HessSpkG.

89 No author, Sparkassen bestatigen méglichen Veri@rdvinzial Nordwest), Handelsblatt v. 04.12.2012;
Drost, et al., Allianz scheitert an Politik in Nohein-Westfalen, Handelsblatt, 11 December 20129p.
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2048.The Monopolies Commission supports the measureptedioso far in principle, but is
concerned that the State occasionally reservetsratthe arrangement of those measures, which may
unduly interfere with the market freedoms of thiwgle market participants.

2049.The State is clearly free to define a public-interandate for reasons of the common good for
the credit economy, and to decide whether it ledudment of this mandate to the private and
cooperative banks or also maintains a public banystem to that purpo&?®. If it entertains a public
banking system and then decides to open up thecpbéhks for other investors, however, it must
respect the rules on the European internal maeepecially the European market freed8hsThe
market freedoms provide that the public and privatgital investors must be treated equally unless
EU law itself or compelling grounds in the commaterest recognised by it are in conflict with such
equal treatment.

2050.This principle was observed by the legislatureshmLander— as far as can be seen — when
they opened theandesbankefor private investors. The possibility of a coetel transfer of the bank
assets to private investors is already foreseethénlegal bases of Bayerische Landesbank and
Nord/LB (so-called privatisation in substanf®).These provisions do not provide for special publi
rights, but they provide that the acquirer be estéd with the fulfilment of the institution’s publi
interest mandate by way of a transfer of dutieke Tasks with which the acquirer is entrusted are o
shall be defined by sovereign act in a way thatdbetinued supervision of the fulfilment of the
public-service mandate is warranf&d. Another approach has been used at HSH Nordbahichw
was transformed into a stock corporation with puibfiajority (so-called privatisation by form). No
public special rights were in this case reservéfieei The public-service mandate of HSH Nordbank
is defined in an interstate agreement and the eharfheLandesbank obligation to pursue this
mandate, however, could be altered or abolishasmlgir an amendment to the charter following the
transfer of the participatinganders shares to a hew majority owner.

2051.In several savings bank acts, private investore lzaditionally been provided with the option
to acquire an interest in the savings banks. These mostly provide that private capital investors
can only acquire a (regular) silent interest, psifiaring rights or second-tier subordinate capital

the savings banks whereas control continues toiremigh the public entities controlling the savings
banks®* These provisions do not give rise to concernsranst be supported as they make accessible
additional capital for the savings banks. Up te Brussels Concordance, the municipal controlling

entities alone had the responsibility for providiogntingency funds as capital at the creation of a
savings bank. The Brussels Concordance allowsdhgolling entities to finance the savings banks

only within the boundaries of EU State aid law. eTissuance of subordinated capital and the sale of
profit-sharing rights and silent participations leles the savings banks to compensate for possible

financing gaps that may potentially arise due &oaholition of the State liability guarantees.

2052.1n some savings bank acts, however, other investers also provided with the option to invest
in shares of the savings banks, which confer comtrahe shareholder. The acquisition of private

89" Articles 14, 345 TFEU.

81 Cf. Attorney General Maduro, Opinion of 6 April @8 C-282/04 and C-283/04, Commission V.
Netherlands, [2006] E.C.R. 1-9141, para. 29. See Riiller, [2005] Z6gU 327 (342 ff.), broadly tbe
legal conditions for an opening of the public batkprivate investors.

82 Articles 1a, 3(1)(2) BayLBG, § 3(3) Interstate Agment of 22 August 2007 on Norddeutsche Landesbank
Girozentrale -; likewise § 26c SpkG RP as to thedesbausparkasse; narrower 8§ 4(7) LBWG (only privat
entities in which only the entity controlling theandesbankholds an interest). The provisions on
privatisation in § 3 BerISpkG are obsolete duehtoresolution of Landesbank Berlin.

853 Article 3(2) BayLBG, more open § 3(3)(4) Interstadgreement of 22 August 2007 on Norddeutsche

Landesbank - Girozentrale -.

In Rhineland-Palatinate and the Saarland, howehersilent partners also have limited participatights

under the law of theand, which exceed their rights pursuant to 88 2361&B, see 88 21a SpkG RP, 26 ff.

SSpG.
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investments through shareholdings is by law culyesttll possible in Berlin, Bremen and Saxon. In
Bremen and Saxony, the possible shareholding igatesl to less than 50% of the shat@sin Hesse,
also Public controlling entities not seated in tlaad and not established under the law of the Land
can acquire shareholdings in a savings BahkThese provisions contain in part limitations be t
market freedoms, which gives rise to concern. Fbigs in particular for the limitation on the ambun
of the shareholdings in Bremen and Saxony andirthigation to public controlling entities in Hesse,
without these entities being subject to the compmteof the legislature in thieand to create and
organise such entiti€3’ These limitations cannot be justified with legtsire’s economic interests in
the Land, in particular not with an interest in firetection of the existing competitive conditicios
the savings banks® Equally, no justification follows from regionat social policy considerations if
the law does not contain any objective and precisiria in that regarf® The Monopolies
Commission underlines that the aforementioned ditiwhs are inapplicable under EU law if they
cannot be justified. It recommends that thesetditinins be abolished.

2053.In contrast the agreement reached with the Eurog@@nmission on the protection of the
“Sparkasse” denomination under § 40 KWG has to biEamed. The Commission had started an
investigation based on the suspicion that the pironiunduly interfered with the freedom of capital
and establishmefi®® For the “Sparkasse” denomination is not (onlybrand, but in particular a
category assigned to certain credit institutionsthie public interest under the prudential rules.
According to the agreement, Germany must apply BV in a way that does not violate the market
freedoms, but it can impose public-service oblmadi on privatised savings banks in order to
safeguard the character of the savings banks i trstitutions serving the public interéét.

2054. Against this background, in principle, no reasorstsxfor the occasionally voiced concerns
that the enforcement of the market freedoms inatea of the savings banks could jeopardise the
provision of credit services across the countrlge Btate, notably the municipalities, can havadbk

to ensure the provision of these services. Thial $lae option for private investors to acquire an
interest strengthens the freedom of the municipalito decide themselves how they finance the
provision of credit services. The enforcementhef inarket freedoms can thus not least contribute to
the provision of services in the local public ist®

85 See § 3(6) BerlSpkG, § 53(1)(3) SachsKredinst@b&BremSpkG (the necessary corporate change of
Sparkasse Bremen has taken place). In Hessem, ithenly the option of a silent partnership witlie
meaning of 88§ 230 ff. HGB (8§ 22 HessSpkG).

856§ 1(4) HessSpkG; similar § 4 Abs. 5 SpkG SH umetilently. In Saarland, see moreover § 28 Abs.[iGSS
pursuant to which savings banks can be mergedsaitings banks from outside thand

87 See, e.g., ECJ, Judgment of 11 November 2010,3m84Commission v. Portugal, [2010] E.C.R. 1-11241
paras. 43, 47; Judgment of 2 June 2005, C-174/6Mmndssion v. Italy, [2005] E.C.R. 1-4933, para. 32,
which should require the equal treatment of privatd public undertakings. The Monopolies Commissio
is aware in this context that the European Comuiskiad indicated in a non-binding manner that Aatic
345 TFEU applied to corporate changes that takeepdxclusively in the area of public undertakingge
Letter of Commissioner McCreevey of 2006 to thend Hessen (not published), citation: Becker, [2010]
ZG 260 (271, fn. 38).

88 ECJ, Judgment of 8 July 2010, C-171/08, Commisgidtortugal, [2010] E.C.R. 1-6817, para. 70; Ewap
Commission Communication, Intra-EU investment i@ fimancial services’ sector, OJ C 293, 25 November
2005, p. 2 (4).

89 ECJ, Judgment of 15 March 2003, C-463/00, Spaommission, [2003] E.C.R. |-4581, paras. 70, 8@ s
also Judgment of 23 October 2007, C-112/05, Germa@pmmission, [2007] E.C.R. 1-8995, paras. 7Q, 74
Judgment of 8 July 2010, C-171/08, Portugal v. Cisrion, [2010] E.C.R. 1-6817, paras. 75-76.

80 European Commission, press release IP/06/870 ofJ®@& 2006; Henneke/Wohltmann, [2006] Der

Landkreis 790 ff.; Witte/Gregoritza, [2007] WM 15fL with references to the materials relating te th

proceedings, which were partially not published.

According to the speaker Mirow of the Federal Mini of Finance, in his reply to a request of Dgput

Dreibus (Die Linke), BT-Ds. 16/3894.

82 Article 28(2) GG; see also Article 14 TFEU, Aréicl Protocol No. 26 to the Treaties, OJ C 115, ¥ Ma
2008, p. 308.
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This being said, the Monopolies Commission haske note of the fact that strong political concerns
continue to exist about the opening of the savbrgsk group for private investment. In the follogin
section, it discusses in more detail the argumadwanced by politicians in that regard.

4.6.2 Privatisation option for a better implementation tiie general interest

2055. Privatising public credit institutions has beenemmotional issue for politicians for years. The
critics of a more pronounced opening base theuraemts essentially on the general-interest mandate
that is pursued by the public banks. It is vievasdan element of these activities that the barks ar
allegedly relatively independent from narrow comemr profit interests due to their mandate; in
contrast to the purely profit-focused private banksaddition, politicians view the savings baaksl

the Landesbankenas an instrument to make investments that areraidsi from a regional,
employment or social policy perspective. Any fertlopening of the savings bank group for private
participations would trigger an irreversible prigation process that would in the end kill the bl
banks and destroy the established three-pillactstre. In particular with regard to the savingaksa

the following reasons are put forward for this depement®®®

« Opening the savings banks for private participatibeyond silent shareholdings or profit-
sharing investments would already be a (partialatisation of the relevant savings banks. A
precedent would be established that would open etitign for controlling interests beyond
the limits of the three-pillar structure (self-gaf argument).

« In view of the often desolate financial situatiointlee municipalities, one could already see
that the municipalities could not resist the tertiptaat some point to strengthen their income
in the short term. The&nderlegislatures would consciously take this risk iat@ount when
opening up the savings banks for privatisation, daale would only be made possible by
someone who is interested in selling or has acddhte option (cashing-in argument).

* Following privatisation, the fulfilment of the sagjs banks’ public service mandate could no
longer be ensured. This would not change if oliiga in the common interest were placed
on the private acquirer of the savings banks. tRersavings banks’ public-service mandate is
said to depend too much on the situation in théviddal case for an effective supervision to
be possible in order to ensure the implementatibnthe general-interest obligations.
Moreover, due to their profit interest and for laafkdemocratic control, private undertakings
would never submit to the implementation of the ggahinterest mandate as the savings
banks do (welfare State argument).

Against this background, the critics of a farthesehing opening consider it to be irresponsible and
disproportionate to use individual instances whtite savings banks drandesbankeror their
controlling entities have failed as grounds fortimgt the public benefit associated with the public
banking system and to subscribe to privatisatiomcepts that are “ideologically motivated in their
entirety”. If anything, then the political controf the public banks would have to be improved &nd
be made more comprehensive.

2056. The Monopolies Commission understands the feamte®labove, but considers them to be
unjustified or exaggerated. The Monopolies Comimrssinderlines that the fundamental concerns
articulated by it and its members against the Stateddling with the economy continue to be valid.
It is not the institution’s interest to questiorettate’s liberty to organise public ownership. The
organisation of the property in the savings basksat its priority in the present context. Rathiee,

83 gSee, e.g., Troost/Mathes, [2007] Blatter fiir deltsu. internationale Politik No. 7, 867; Min.-Pr&segner,
Unsere Sparkassen erhalten!, press release ofr2@rya2013 of the SPD faction lrandtag Schleswig-
Holstein.
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issue is that the competitive efficiency of thestirig banking system must be improved and thdteat t
same time it must be taken care that the speciatiata of the public banks is fulfilled in accordanc
with competition principles.

2057. The starting point for competition policy must batthe State, as a general postulation, acts in
accordance with the principle of competition if aodthe extent that it participates in competitigh.
Exceptions may only exist where the State pursuesnamon-interest mandate. In that regard, no
obligation exists for the State — as is noted abet@ only act where private parties cannot doebett
That said, the State has to limit its interferemggh competition to what is necessary to provide
services in the general economic intef&stThe savings bank group, too, can therefore génenaly

be developed further within the framework of contp®i. Maintaining the existing structures
designed by public law is not indispensable in teaard®® The main competitors of the savings
bank group (cooperative banking association, Pok)blkewise operate a powerful, locally and
regionally oriented banking business without havimg State in the background, and could effectively
fill potential gaps in the provision of credit se®s. Against this backdrop, the further developime
of the savings bank group must centre on its bgsiaed the adaptation to the market, but shodld sti
also align the savings bank group strictly withptslic mandate and the political initiatives thia
controlling entities set with regard to the pubfimndate of the group. As is being highlighted
throughout this Report, the role of the savingskignoup in competition and the role of its confruail
entities in defining the public mandate of the grooust be distinguished much more clearly.

2058. The Monopolies Commission explains in the previsestions of this chapter that the existing
association structure partly supports the businéfise savings bank group, but partly also hindksrs
legally mandated alignment with competition priefp To the extent that individual group members
suffer from efficiency and financing problems, itish be assumed that a more flexible structure would
allow them to adapt to competition in an econonhjcativantageous and legally innocuous fashion. It
must be acknowledged that the savings banks theessebntinuously work at adequately matching
their activities in competition and their obligai®in the common interest. Thus, during the fifenc
crisis the DSGV abandoned previous target profité586, which only would have been achievable
through a much more market-oriented strategy, iélatand replaced them with a more balanced
combination of targets where common interest aspeant be accounted for to a larger extent (return
on equity dependent on the situation, increaseriincipal bank relations, client coverage, client
satisfaction). In this context, concern does nigteathat the DSGV clings to a cost-income ratio of
60% because the common-interest objective is mostivant when it comes to the use of proceeds
(though this does not exclude the use of proceedsirdiprofitable business that is in the common
interest)®®” The activities in competition, however, in anygeanly require economic expertise and
not the interference of politicians.

2059. Politicians should rather see its role in cleadfiming the public mandate of the savings bank
group and in ensuring the fulfilment of that mardatere the orientation of the savings banks on the
market conditions is associated with the risk thatpublic-interest mandate is insufficiently flfd
from the perspective of the controlling entity. cBua risk, however, would regularly arise in patac
where the market forces apply clearly whereas thblip mandate is defined only vaguely.

84 Cf. § 130(1) GWB; Monopolies Commission, SpeciapBrt No. 27, System Competition, Baden-Baden
1998, paras. 5 ff.

85 gee Article 106(1), (2) TFEU; and para. 1821 above

8% This would also not be in line with the situationother Member States, cf. Landesbank Hessen-figéin,

Im Spannungsfeld zwischen Wettbewerb und politisdBestaltung: Helaba-Studie zur Entwicklung des

Sparkassenwesens in Europa, published on 12 Fgi#088, pp. 13, 23, 31, 40.

Cf. the Monopolies Commission recommendation irep&803 to limit the savings banks’ public mandate

to securing the provision of credit services beyahdt is already available on the market.
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Consequently, it is above all the responsibility pmfiticians to develop the savings bank system
further in a way that avoids putting the operatidthe savings banks in the common interest at risk

2060. The option of involving private parties in the membnstitutions of the savings bank group
would probably have a disciplining effect on thesibess activities of the savings bank group in the
sense that it group members structure the cooparafithin the group in a more efficient way. Aeth
same time, it cannot be regarded as a necessatjlacprthat the savings bank system or the
fulfilment of the associated public mandate woulién to be jeopardised by the participation of
private parties up to privatisation in substance:

» The responsibility for meeting public-service ohbligns would stay with the controlling
entity and would have to be enforced also vis-davsivate acquirer of a member undertaking
of the savings bank group. The possibility to etdothe public mandate would depend on
how supervision over the institution is structurgdwhich the private stakeholding exists (
self-selling argument).

» The controlling entity would know that it can priis®e completely only once. A controlling
entity that implements the privatisation in an$pensible fashion would probably also fail in
responsibly ensuring that the public mandate is imdhe future, if the privatisation were
prohibited. In contrast, responsible entities wlosiklect the private acquirer prudently and
would take care that the public mandate is metigoatisly fe cashing-in argument).

» Lastly, a private acquirer of a group institutioouwd have to carefully balance whether the
specific advantages associated with the acquisftimmbership in the association, use of the
brand, legal privileges such as, gilt-ed§ffigoutweigh the restrictions associated with the
public mandate. In addition, private investors ldooave to take into account that they are
subject to relatively stringent supervision becatigegrant of the privileges reserved for the
savings banks might otherwise not be justified famgher (e welfare State argument).

2061. A participation associated with control would reaguieffective supervision in order to
permanently ensure that the fulfilment of the pulpliandate. This problem, however, is solved in a
satisfactory way in the legal bases of Bayerisctiedesbank and Nord/LB, which already provide for
potential privatisation in substan®8. In that context, the supervision regarding tHélfoent of the
public-interest mandate is organised in the samg negardless of whether the controlling entity is
public or private, and it encompasses the usuarsigory instruments to ensure that the objectdfes
supervision can be met also in the individual cdde.reason exists for the assumption that addition
intervention rights are needed to ensure that tidiginterest mandate is implemented.

2062. When the Monopolies Commission advocates the furpening-up the savings bank group
vis-a-vis private investors, however, the pivotattbr is that the drawbacks of the restrictions of
private investors appear to outbalance the bendfitghe hitherto defended and exclusively
State-controlled development of the savings bamskesy. For instance, evidence exists of continued
substantial inefficiency (see para. 2063) and ofgrlementation by the savings banks of their publi
mandate that does not always stand to reason — &rarampetition-policy perspective (see para.
2064).

2063. Concerning the existing inefficiency, it must bpeated that the savings bank group achieves
its returns using forms of cooperation in its agstoan that are anticompetitive in various respétts
Apart from that, more and more costly misdirectedestments have taken place that can be traced

88 See § 1807(1) No. 5 of the Civil Code.

89 Article 3(1)(2) BayLBG, § 3(3) Interstate Agreerhef 22 August 2007 on Norddeutsche Landesbank -
Girozentrale -.

870 See Sections 4.3-4.4 above.
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back to a lack of adaptation to the market condgio The fate of severdalandesbankenn the
financial crisis marks a sad climax in that regdtd. However, also the costly acquisition of
Landesbank Berlin by the savings bank group andchauially pointless projects of individual
savings banks (e.g., the establishment of a madiarhCologne by Sparkasse KéIn-Bonn) should be
recalled in this conteXf? The costs of this inefficiency are commonly ndd@essed during the
strident defence of the public banking system,dratsilently handed on to the taxpayers, and in the
case of theeandesbanker by means of lay-offs — to the employees of dspective institutions.

2064. Likewise, reason exists to question the pursuagdhd public banks of their public mandate.
This holds notably in relation to the savings bam@ndate to ensure the supply of credit servites,
particular if that mandate is understood as broadlyt is formulated in the savings bank actsthin
Stuttgart declaratiorStuttgarter Erklarungon investment advice (2010), one can read:

“The client is with its objectives and demandsha tentre of the advice. [...] Simple product
commercialisation without the observance of theridts of the client cannot be reconciled with
the philosophy of the savings banks.”

It must be stressed that this self-commitment imatter of course, which traces only the legal
obligations regarding investment advice which alks have to obseri€. Nonetheless, according to
press reports many savings banks have sold highky rand sometimes ethically questionable
investments to their customers against high comamisswithout informing the customers of their
functioning and risk§’* Further, to the extent that the savings banks igeowadditional services
beyond the offers of the competitors, for example running basic accounts or accounts exempted
from the attachment of wages (“P accounts”), thely for high fees which must be borne by the
customers, who frequently have no choice and depenthese producfé® For regular banking
services as well, the savings banks ask for fesgtsaife sometimes legally questionable (e.g., fees f
credit account statements or for failed accountatfns for lack of funds) or lie significantly alm
the fees of other banks (e.g., for withdrawalsashcmachine$y® This conduct persistently gives rise
to significant additional costs for the consumers.

2065. The supervision of the savings bank group by muditis appears insufficient in regard of these
significant deficiencies. The lack of supervisitrowever, is only partially due to the fact thag th
legislatures in th&anderplace more importance on the needs of the sawiagk group than on the
individual concerns of the controlling entities, iath have only a limited say vis-a-vis their savings
banks under the law. What is more of concernas the controlling entities have only insufficigntl
assumed responsibility when false investments snmahagement became public. This, however, is

871 See paras. 1437 ff., 1447 ff. above.

872 As to the acquisition of Landesbank Berlin seqy.,eDrost, Landesbank Berlin belastet Sparkassen,

Handelsblatt, 8 March 2013, p. 29; and as to theinga banks’ failed investments, e.g.,

Doénch/Kérner/Spilcker, Wie heil ist die Sparkas$®elt?, [2009] Focus Magazin No. 34;

Bergermann/Welp, Vertreibung aus dem Paradies 3J@Irtschaftswoche No. 17, p. 44 ff.

Against this backdrop, the deficiencies in banlkadgice recently found at the German banks in gémgve

rise to some concerns; Federal Ministry of Justiod Consumer Protection, Beratungsprotokolle sollen

qualitativ _hochwertige Beratung sicherstellen, praglease of 22 June 2014; Fruhauf, M., Viele

Anlageberater schummeln, FAZ, 24 June 2014.

Bognanni, Kundennah, konservativ, kaltblitig, Halstlatt, 13 March 2013, p. 4; no author, Sparkasse

droht Klagewelle, Handelsblatt, 12 March 2013; RmimBergermann, Mit diesen Tricks verkauften

Banken windige S&K-Fonds, Wirtschaftswoche, 2/4 tha2013.

875 BGH, Judgment of 13 November 2012, XI ZR 500/1d %hZR 145/12, P-Konten, [2013] GWR 45; OLG
Magdeburg, Judgment of 31 January 2012, 9 U 128Hdermannkonto, [2012] ZIP 1119.

876 See BGH, Judgment of 13 February 2001, XI ZR 5/B@bensversicherungen, [2001] WM 563;
Verbraucherzentrale Bundesverband, press releagé dfarch 2013 as to LG Frankfurt/M., Judgment of
6 March 2013, 2-02 O 274/12 (not final); and algeddonopolies Commission, XIXth Main Report
2010/2011, Strengthening Competition in Retailimgl &ervices, Baden-Baden 2012, para. 599, as to the
transaction fees at cash machines.
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not surprising given the close personal links betw¢he savings banks and politicians and the
financial benefits for both sides, which accomp#imse link$’” Additional control by the public is
apparently possible only to a very limited extehtprobably must be considered a serious strulctura
shortcoming that the political representatives,tlo® one hand, freely define the common interest
which is to be pursued by the savings banks andhemther hand, are allowed to pursue their own
commercial interests while sitting on the boaragdiinistration and monitoring the fulfiiment of the
common interest.

For general considerations, the Monopolies Commissinyway recommends that the definition of
the savings banks’ public mandate by politiciand e exercise of supervisory functions in the doar
of administration of the savings banks are perépsaparated from each ot/{&t.

4.6.3 Intermediate result

2066. The Monopolies Commission welcomes the initiativdgch were taken in the years prior to
the financial crisis to open up the savings bardugrfor private investors and, thereby, to streagth
the savings bank group financially. That saicgnitphasises that such an opening must take place in
accordance with the market freedoms. The invedtmées in soméBundeslandefBremen, Hesse
and Saxony) raise concerns in that regard.

2067. The Monopolies Commission understands the fearsase of a continued opening of the
savings bank group, but considers them to be ufiggsor exaggerated. Such an opening can take
place in a way that the savings bank groups’ ojmran the common interest is ensured permanently.
The exclusively public control, which exists at tjpeesent time, is not satisfactory from the
perspective of economic efficiency as well as rdoay the pursuance of common interests. Better
supervision of the savings bank group appears foréeented not least by the close links between the
group and politicians. The Monopolies Commissiecommends that the political definition of the
public mandate and the exercise of supervisorytioms in the board of administration of the savings
banks be personally separated from one another.

5 Financial products and transactions

5.1 General market situation

2068. Competition in financial products is heavily infheed by the structural conditions existing on
the financial markets, that is, intensive regulatand, in Germany, the three-pillar structure @& th
German banking system. The standardised credihdassis marked by strong competition whereas
the situation of more complex products is in sopmpect more difficult to appraise.

2069. In the financial business in Germany, the delayaasolidation (“‘overbanking”) is a heavy
burden on market development. On the whole, Gerpaanks hold their ground in competition quite
well, but retail banks, in particular, frequentlgrgerate little profit. Thus, many domestic bank® a
engage very little on growth markets.

2070. However, the market is changing. Demand is becgmmore differentiated both in retail
banking and in banking for smaller and larger coafw customers. At the same time, the pool of
competing suppliers is becoming larger, again botlprivate banking (e.g., through suppliers of

877 As to the issue of missing sector-specific experih the supervisory institutions of savings aodperative
banks, see moreover Korner, et al., Glas halb edéir halb leer? Eine Analyse der Qualifikation von
Kontrollorganmitgliedern deutscher Banken, RWI Matiéen, Heft 78 of May 2014.

878 |n addition, it must be reiterated that a morenprmced illustration of the general-interest atiégiin the
public institutions’ marketing and their businesparts could improve public control of whether tranks
fulfil their public mandate; see paras. 1805, 18hdave.
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“ethical banking” and other niche services) as wslcorporate banking (e.g., through shadow banks);
commodity retailers and Internet companies populsenarket in addition (e.g., as financial sersice
providers)®*”® The banks do not appear to have completed their analysis of these market
change$® It is clear that banks will have to adapt theisiness models to become more innovative
throughout the entire value-added cH&inThis implies, for example, for retail banks titaey will
have to face up to increasing competition from ltiternet. It can be predicted that customers will
shift their demand for standard services more aackerto the Internet, but that they will continue to
seek personal advice — preferably in a branch sdorices requiring substantial explanatory support
The cost of branch retail banking, however, areigmificant challengd®* Market participants
therefore expect that banks will hardly be ablaléfer further consolidation, that branches will be
merged, and that the trend for low-cost bankingises will shift from complex combined products to
simple standard producdt. At the same time, banks will have to addressornst needs in a much
more targeted and differentiated fashion. Otherwiisey will not be able to make customers pay for
the additional cost of value-added services andl ledle frustrated customers permanently. Thus,
organising advisory services will become more caxphnd will give rise to additional and not yet
foreseeable regulatory questidh.

2071. Hence, an appraisal of the competitive situatiagarding financial products and transactions
is difficult. There is a risk that individual staments will be outdated quickly. This Report, heare
focuses on market conditions and less on changbgegpect to individual financial services.

2072. Regarding market conditions, it is pointed out abtivat banks are financial intermediaries,
thereby occupying a middle position between deprsinvestors and loan recipients. Regularly,
banks and other financial intermediaries also laldnterest in the platform infrastructures used fo
financial transactions (e.g., payment systems, r@ae@tounter-Parties, the German stock exchange).
In addition, the more financial products become plex, the more the importance increases of
information asymmetries to the suppliers’ benefihose structural elements can be used for
competition-restraining behaviour.

2073. The present section discusses several current mdekelopment. These reveal structural
problems which, based on the available informatipose ideal conditions for anticompetitive
behaviour.

5.2 Cartelisation problems with regard to reference eatand other financial
information

2074. On a worldwide level, competition authorities haanducted investigations in several cases
in the past few years, which concerned market méation by large international banks and other

879 See Steria Mummert Consulting/FAZ-Institut, Bramekompass 2012 Kreditinstitute (November 2012);
Roland Berger, Die Zukunft des Retail Bankings indpa, study published on 11 October 2013; acdessib
www.rolandberger.de ; Investors Marketing, Privattenvertrieb im Umbruch, IM-Trendstudie 2013;
further: no author Einmal Kaugummis und ein Bankkomitte!, Reuters/Handelsblatt, 16 October 2013
concerning the supply of simple bank services tghokiosks in France (“Nickel”).

80 gee, e.g., Baches, Banken suchen Ertragsqueliefuliantt, NZZ, 12 April 2013.

81 As an example of an up-to-date study, see Bosmms(ting Group, study: Getting Business Models and

Execution right: Global Payments 2013; accessiltifpsh/www.deutschebank.nl/nl/docs/BCG_2013_Global

_Payments_2013.pdf.

According to news reports, the branch infrastmectaccounts for roughly 45-50% of the cost assediat

with private banking; see Neuhaus, Banken suchemreue Strategie, Tagesspiegel, 15 September 2013.

Such a development is also desired on principleydh this is not always reflected in the regulatisee

European Parliament, DG Internal Policies, ConsuRretection Aspects of Financial Services, study PE

507.463, February 2014, pp. 13, 77, 100.

E.g., regarding data protection, cf. IBM Global sBiess Services, The Real-World Use of Big Data,

Executive Report, October 2012.
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financial market players, and which partly haveeadly been concluded. Those manipulations
concerned:

 several reference rates for interbank transacti@osbor, Liborf®°,
« one (additional) reference rate for interest dénres (ISDAfix),
« reference rates for currendi®sand

» financial information on CDS and the foreclosure tbé market for CDS clearing and
exchange servicéé'

The CDS investigation, however, was into a suspectatel which differed from the other cases
referred to, and which is therefore not discusse any further. In addition, there is a suspichaat
cartel manipulation may have taken place in retatibsome raw materials, and that both banks (noble
metals, aluminium) and non-banks (crude oil) mayehgarticipated in those manipulatidf.

2075. The participants in such manipulations apparemitjuded in many cases institutions seated in
Germany, at least Deutsche Bank. The latter apfigralso participated in manipulations that
concerned only non-European markets,(ifee Californian electricity market).

2076. From a competition perspective, the revealed mdatijpns are the most serious infringements
in the area of financial services, and probabljkramong the most serious cartel infringements in
general to date. The relevant reference rates handamental significance for multiple financial
products. For example, credits with variable ies¢rates are often linked to the reference rates f
interbank loans, that is, among others, roughly 48%onsumer loans according to EU estim&tes.
The aforementioned reference rate is being usetktermine the execution values for cash-settled
swap options, but also to determine prices for boadd other securitié® There is, however,
concern that the coordination affected to the gsgagxtent the foreign exchange markets, takirg int
account that foreign exchange transactions haveaiy d@olume of roughly USD 5.3 trillion
(= EUR 3.9 trillion)®*

2077. In all cases that have been detected so far, thefibe of cartel coordination were for the
participating banks probably significantly highéran the associated risks. On the one hand, the
relevant reference rates are central for the filrdmeconomy. Deutsche Bank, for instance, gendrate
profits of more than EUR 500 million with Libor-kes and similar transactions only in 2008, as is
said to follow from internal documerft§. Consequently, high profits were promised by nathedest

85 particularly, Yen-Libor and Euro-Euribor, moreovke Japanese Tibor, though to a smaller exteriegat

in so far as EU markets were concerned). The I®DAfanipulations additionally referred to were
independent from these manipulations; hence, theehere listed separately.

In the EU, an investigation is currently runnimgrelation to products with CHF nominal values; @aean
Commission, MEMO/13/1090 of 4 December 2013.

87 European Commission, COMP/39.730, CDS (Credit Dlefawaps) - Clearing and COMP/39.745, CDS —
information Market; see also Value Recovery Fun€ChL JPMorgan Chase et al., S.D.N.Y., 13 CIV 4928,
Complaint of 16 July 2013; Carney, The EU’s Oddikust Case Against the Banks, CNBC.com, 1 July
2013, who points to a potential connection to tesué of implicit guarantees in relation to these
investigations.

Regarding the manipulation of the gold price, reefivas already imposed on one major bank (Barglays)
though only because of an individual infringemerd €artel); see UK FCA, press release of 23 May201

It is estimated that the Libor benchmark alone thasbasis for products worth several hundredsilbibhs

of USD in the investigated period, cf. Wheatley Rew of Libor, Final Report (Sept. 2012), para. 1.11
(USD 300 trillion), BIS as quoted in US DOJ, presiease of 19 December 2012 (USD 450 trillion).

It is estimated that the reference rate for irgederivatives is the basis for products with a imainvalue of
USD 379 trillion.

BIS, Triennial Central Bank Survey 2013, Foreigiwheange turnover in April 2013: preliminary global
results (September 2013). p. 3.

892 Ertinger, Deutsche Bank soll halbe Milliarde irn&handel verdient haben, Handelsblatt, 10 Jan@g.2
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modifications to the reference rates. In addititme participating banks used the possibility of
manipulating the reference rates for interbank saations in order to conceal the negative
development of interest conditions following thdlapse of the interbank markets during the finaincia
crisis®* In the context of the presumed forex cartelsiestimated that it was possible to use the
manipulations to generate additional profits of US@D million in transactions with a volume of
USD 10 billion®* In contrast, the detection of manipulations wasely likely given the complexity

of capital markets. The same holds with respegiaioful sanctions, the more so as there was no
precedent. The supervisory authorities, moreoabstained from an ongoing monitoring of the
determination of reference rates.

2078. The acting employees, on their part, were exposedignificant incentives for — non-
coordinated or coordinated — market manipulaticaciices as this allowed them to gain information
enabling them to conduct their own transactionsadivance, or otherwise to generate additional
profits. In addition, the acting traders could tise manipulations to conclude business that was to
their personal advantage, whether by securing thepect of an increased bonus or by using their
own funds for speculation. These practices coukheharm the employer institution when traders
concluded a transaction to their personal advantageé to the disadvantage of other business
departments of the employer institution.

2079. The markets and competition authorities have stamede-ranging investigations at a
worldwide level after the suspicion of referencte namanipulations first arose at the end of 2007 and
materialised over the following yedfS. For instance, the investigation of the manipolatof
reference rates for interbank transactions (Lilmig.) meanwhile involves capital markets and
competition authorities in multiple jurisdictiondobally, whose investigations are focusing on
particularly serious infringements concerning thelevant jurisdictiof®®  The suspected
manipulations of reference rates for interest @deies and forex reference rates has equally led to
worldwide investigations, and these cases coulchraing to stakeholders, be even more significant
than the case on the reference rates for interbiankaction§?’

2080. The revealed manipulations have provoked a publicrg, and probably also have contributed
to the loss of confidence in the banking industrit is still to be seen whether the ongoing
investigations will result in additional cartel chas. Nevertheless, the question must be raised
whether the detected manipulations constitutedhied!infringements. The Monopolies Commission

893 gSnider/Youle, Diagnosing the LIBOR: Strategic Manation and Member Portfolio Positions, research

paper of December 2009; accessible: http://fasustshington.edu/bajari/undergradiosp10/LiborManifiula
on.pdf .

Flitsch, Wie Banker Investoren um Milliarden bri@eh Tages-Anzeiger, 5 October 2013; moreover, see
Hassig, UBS entlasst 2 Toptrader in Devisenskamadbide Paradeplatz, 4 October 2013.

As to the inception of the investigation, see Mpkamp/Whitehouse, Study Casts Doubt on Key Raadl, W
Street Journal, 29 May 2008; Ellis, LIBOR Manipidat A Brief Overview of the Debate, FTI Consultjng
Document of 20 April 2011; accessible: http://mwwigdnsulting.com/global2/media/collateral/unitediss/
libor-manipulation.pdf .

Investigations have been conducted so far, amdhegrg in the EU, the US, Australia, Brazil, Canada
Japan, Switzerland, and South Korea; see Europeamiission, Staff Working Document of 7 May 2013,
SWD(2013), 159 final, p. 27. The authorities’ istigations also concerned potential manipulatiohs o
banks not taking part in the cartels; see Mussleffldr, Banken im Visier der EU, FAZ, 11 Decembet20

It is alleged that manipulations of the Libor bemelnk took place as from 1991; see Keenan, as quoted
Bundestag, Britischer Finanzexperte berichtet \amgjahrigen Zinssatz-Manipulationen, press reledse
28 November 2012. Similarly, manipulations of emcies are alleged to have occurred for at least te
years; Vaughan/Finch/Choudhury, Traders Said to@igency Rates to Profit Off Clients, Bloomberg of
12 June 2013.

Investigations concerning the manipulations oérefice rate for interest derivatives are ongoinlgast at
various authorities in the EU and the US, conceyrioctex manipulations in the EU, Switzerland, argiaA
(at least Hong Kong).
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is concerned that some markets of the internatifinahcial business may be structurally disposed to
cartelisation.

2081. The Monopolies Commission’s concerns ensue fronidh@wing facts: In the relevant cases,
(i) market conditions existed under which a coaatlon of company interests is usually more likely
than not; (ii) the determination of reference raszpiired an information exchange that was capatble
giving rise to serious competition concerns, aiigl guch facts required a high standard regarding
organisation and conduct, the non-observance oftwivould necessarily trigger the liability of the
respective banks and undertakings under the cotigpetules.

Market conditions were ideal for coordination

2082. The manipulation of reference rates, and even rim@dormation of a cartel to that end, were
originally thought barely feasible given the orgation of the process to determine those reference
rates, and given the existing competition on thermational financial markets. In reality, however
the participants were apparently able to pursueipnéative practices over lengthy periods and to
organise them in cartels that were also stable lovey periods (even beyond the periods covered by
the investigations). Manipulations of Libor rage said to have taken place since 1%91In the
case concerning foreign exchange rates, traders daid that manipulations took place on a daily
basis and that such practices existed at leagefoyears®® This appears to be due to the way the
process to determine reference values was framedpahe market conditions in general.

2083. The common criteria of competition law do not alléev the conclusion that certain market
conditions give rise to cartelisation in the indival case. Nevertheless, it is accepted thatiegist
conditions can provoke coordination if the beneditssuch coordination exceed the benefits without
such coordinatiod™® The coordination does not have to be based @yeeement. It must, however,
be simple and possible, permanently, to sustairctieedination because the coordinating firms are
able to monitor to a sufficient degree whethertdrens of coordination are being adhered to; because
there is some form of deterrent mechanism thatbeaactivated if deviation is detected; and because
the reaction of outsiders (e.g., competitors, qusts) is not able to jeopardise the results exgdecte
from the coordinatiof>!

2084. In the present context, it is of no relevance thatmarkets where reference rates are used are
often very competitive. In all cases where rataimalations have been detected to date, one must
distinguish between the market conditions in whitdhrates are determined and the market conditions
in which they are used. The determination of efee rates constitutes a service upfront to theatap
market transactions and other transactions whéeeerece rates play a role. The market situation in
which the rates are applied is therefore not reieva

2085. The reference rates were frequently determinecherbasis of transactional data or estimates
provided by a relatively small number of finandratitutions. For instance, up to 18 banks (Libmr)

up to 43 banks (Euribor) participated in the deteation of the reference rates for interbank
transactions. In the case of Libor, however, mfee rates had to be determined for 10 currenaies i

88 Keenan, as quoted in Bundestag, Britischer Fingremée berichtet von langjahrigen Zinssatz-

Manipulationen, press release of 28 November 2012.
89 Vaughan/Finch/Choudhury, Traders Said to Rig GuyeRates to Profit Off Clients, Bloomberg, 12 June
2013.
Cf. European Commission, Guidelines on the asss#smf horizontal mergers under the Council
Regulation on the control of concentrations betweaedertakings (Guidelines on horizontal mergerg), G0
31, 5 February 2004, p. 5-18, paras. 40-41; sityilaBuidelines on the assessment of non-horizontal
mergers under the Council Regulation on the comtfabncentrations between undertakings (Guidelores
non-horizontal mergers), OJ C 265, 18 October 2pa&;. 80.
Cf. European Commission, Guidelines on horizomtargers, para. 41; Guidelines on non-horizontal
mergers, para. 81.
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15 different durations. The situation in the cag&uribor was similar. Therefore, the participati
banks met in different panels with varying composit which included each between six and
18 banks. Inside these panels, it was always ahee danks and participants who met together. In
addition, not all submitted rates were used, bet shbmitted values were a basis to calculate an
average value, excluding extreme values to a piiaatkextent (e.g., Libor: highest and lowest 25%).
Thus, in case the banks did not make extreme dstintnere was a good prospect that the reference
rate could be influenced by coordinated submissiohke determination of the reference rates for
interest derivatives took place in a comparablbitas

2086. The trade in foreign currencies is a business inmgl many participants, and the
determination of foreign exchange benchmarks igdbas actual business transactions; that is, not on
mere estimates, as was the case for interbankaghos benchmarks and interest derivative
benchmarks. However, the participants of the esietransactions varied depending on the currency
pairs. On the whole, four banks dominate the mddeeforeign exchange transactions, with a market
share of more than 50% (UBS, Deutsche Bank, Citigr@arclays). The data submitted by those
banks were collected by a service provider, whialcudated an average value. Manipulations
supposedly took place mostly in relation to curyepairs that were traded less frequently.

2087. A safeguard for the coordination existed in tha garticipants could be effectively deterred
from deviating behaviour. For instance, deviativehaviour regarding the manipulation of interest
rates during the financial crisis would increaserikk that individual banks’ liquidity problems wid
become apparent. In addition, deviating behaviaume along with a loss of potential profits for the
participating banks and traders.

2088. Further, the participants in the manipulations werge to effectively wall off their
coordination against other market participants. tiat end, they could make use of significant
information asymmetries existing between the pigicts and outsiders. Regarding the benchmarks
for interbank transactions and interest derivafivdegtection was additionally hampered by the fact
that, even within the banks, mostly only specialishderstood and actively used the relevant
information in financial products.

Determination of reference rates required problentinformation exchange

2089. The determination of the relevant reference ratai$ lpon an information exchange between
the participating banks and undertakings, whichebasn the available information could raise
competition concerns unless effective informatiarriers (Chinese walls) existéd.

2090. It is commonly accepted that the exchange of gli@mtenformation can raise competition
concerns depending on the market conditions, the of the exchanged information, and the type of
the exchange. With regard to the market strucguelh concerns are particularly likely to arise wehe
the exchange — for the participants — takes placé&ansparent, concentrated, non-complex, stable,
and symmetric markef§® The exchanged information can, by itself, raisengetition concerns in
particular where the information allows one to irtfee identity of individual customers or suppliess
well as inferences concerning individual busineaadactions, thereby reducing strategic uncertainty
regarding the competitors’ future market behavi@ug., uncertainty regarding their pricing). The

%2 1t is still unclear to what extent also expliciraements existed with regard to individual finahgiroducts
(e.g., currency options).

93 European Commission, Guidelines on the applidghili Article 101 of the Treaty on the Functioniafthe
European Union to horizontal co-operation agreeméBuidelines on horizontal co-operation), OJ C 11,
14 January 2011, p. 1, para. 77. Note, howeven #ie reservation in para. 9, highlighting that th
Guidelines on horizontal co-operation are not méaptrovide guidance for the classification of televant
agreements as “cartels”.

94 European Commission, Guidelines on horizontal geration, para. 86; see also OLG Diisseldorf, Deisi
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exchange must be assessed, among others, basetietimewit takes place directly between the
participants or through outsiders, whether it idljm) and depending on how frequently it takes
place?®

2091. The competition concerns raised through an exchahgé&ategic business information relate
to the fact that the participating undertakings uaeg similar expectations regarding market
uncertainties, and thus restrain their independerket behaviour (restraint of hidden competition —
Geheimwettbewejb In addition, the information exchange can alldwe participating undertakings
to actively stop deviating behaviour among themesgland to wall off the market against competitive
moves by other companig&¥.

2092. In the context of benchmark determination, thermiation exchange always happened within
a problematic market structure. As noted, it tptdce between a few international commercial banks
that were able to coordinate their behaviour withany corrective market force. In the cartel
regarding the Euribor and Libor rates, moreovee tlolume of the interbank market shrank
substantially during the financial crisis. Themefoonly relatively few business transactions, rofte
with a large business volume, could be used foré¢tevant interest rate submissions. This was an
additional element that aggravated the effectb@itanipulations.

2093. The data and the manipulation that were subjettidaelevant traders coordination constituted
extremely sensitive business information that vedeviant for price calculations (price elements). |
that respect, it did not matter that the deternmabf interbank and interest rate benchmarks was
based on estimated values, and that the determnati reference rates for foreign exchange
transactions rested on values derived from reahbss transactions.

2094. As stated above, the strategic value of the inftionaregarding the reference rates for
interbank transactions and interest derivativesltes from the fact that the reference rates witfeh
relevant service providers (e.g., Thomson Reuttisseminate based on the bank submissions form a
basis for multifarious financial products. Theuation was similar with regard to the foreign
exchange data.

2095. The strategic value of the manipulated foreign exge information was additionally
increased by the market situation in which the rimfation exchange took place. Reference rates for
foreign exchange transactions are determined amxipyate values every half an hour or every hour.
However, regarding such information, the daily rditeng in London at 4pm is of particular
importance, at which a closing value is determiwbith asset managers use to calculate the value of
their investments in various currencies. Additlbnacustomers place orders for high-volume
currency transactions frequently before or expyeksi the time of the fixing in order to ensure the
comparability of rates for their transactions. Tdhesing value determined at the London fixing is
particularly important at the change of the month rmaany funds managers execute hedging
transactions only on the last trading day of theatindn order to save costs and work. Traders could
use the London fixing to manipulate exchange rhteplacing many staggered orders on the market
shortly before or after the reference point in tiffieanging the closg, which was to their advantage
at their own transactions. They could increasecffext on the reference rates by placing shamrsrde

of 26 July 2002, VI-Kart 37/01 (V), Transportbet8achsen, para. 16 (citation: www.justiz.nrw.de)CFC
B2-19/08, Sector Inquiry Milk, Interim Report, Septber 2009, pp. 114-115; Final Report, January 2012
para. 142.

European Commission, Guidelines on horizontal geration, paras. 90 ff.

The term “hidden competition” is here used to denthe German concept of competition without
knowledge of the competitors’ moves. This condsptifferent from the concept of “obvious compaetiti

in contrast to “hidden competition” (= other conipe¢ forces).

%% European Commission, Guidelines on horizontal peration, paras. 66-68.
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which they cancelled after the reference momeni(ifing the screer). The exchange between the
traders and concerted practices allowed them todowatte such rate manipulation.

2096. According to official announcements and to the grése exchange of the relevant information
was organised in a way that it could influence pleticipants’ market behaviour allowing them to
monitor and stabilise the concerted practices. tRerexchange, the participants used chat rooms
(“French Connection”, “The Bandits’ Club2”) that chdeen set up for multiple participaits. In
addition, it seems that different forms of bilatexad/or circular information exchange existed.tHa
cartel concerning the reference rates for interkdsaksactions, the participants also used brokers a
transmitters of manipulated information. The so$pe cartel regarding reference rates for interest
rate derivatives was a special case as the paticgbroker (ICAP) was itself the collection pofat

the banks’ rate submissions. Thus, the bank empyould order the broker directly to push the
reference rate to a pre-defined level (the brokas therefore also labelled as “treasure island”).

2097. The exchange was fashioned in a way in the resectises that extreme values were avoided
such that coordinated submissions were not rejéttechain within the pack).

High organisational and behavioural standards wenet observed enough

2098. The aforementioned circumstances meant that theipating banks and undertakings had to
meet high organisational and behavioural standahdgsdisregard of which created a high risk of a
punishable concerted practice that distorted coitiqe{cartel).

2099. These standards had to be met by the individuakebgarticipant. This, it was necessary that
the information exchange necessary for the detextmim of the reference values was organised in a
way that prevented relevant information from beiagcessible to the traders. The traders of
competing banks were not allowed to exchange irdtion among each other either. In addition,
organisational arrangements had to be in placevadtpfor the monitoring of competitor contacts and
for immediately taking counter-measures if impesifile concertation took place. Finally, it was and
is necessary to further the compliance cultureiwithe company actively (e.g., by means of traihing
Apparently, however, the internal control mechassisaf the cartel members were insufficient.
According to the preliminary findings of BaFin ihet Libor case, also at Deutsche Bank, “serious
shortcomings and grave organisational deficits’lddae identified® A similar situation probably
existed at other participating banks and undertgkibecause apparently even larger groups of
employees there were able to take part in the@mietitive practices without being sanctiori&€d.

%7 CFTC, Orders of 19 December 2012, CFTC Docket Nb09 (re UBS); 27 June 2012, CFTC Docket
No. 12-25 (re Barclays); 29 October 2013, CFTC Rodko. 14-02 (re Rabobank); 6 February 2013, CFTC
Docket No. 13-14 (re RBS); 25 September 2013, CPbCket No. 13-38; DOJ (re ICAP); DOJ; Appendix
(facts) to the Deferred Prosec. Agreement of 29t 2013 (re Rabobank); Plea Agreement with RBS of
5 February 2013; Appendix (facts) to the Non-Prostgreement of 18 December 2012 (re UBS);
Complaint of 12 December 2012, U.S. v Hayes andrD&aR MAG 3229 (each in the Libor case).

%8 BaFin, as quoted in in: Hesse, Kultur des WegseHg014] Spiegel No. 2, 6 January 2014, p. 61jlaity
no author, Streit zwischen Bafin und Deutscher Bgpikzt sich zu, Reuters/Handelsblatt, 7 Januad420
Jost, Bafin fordert mehr als nur Millionen-Straféielt, 7 December 2013. Deficiencies also seeexist
in other divisions of the institution, e.g., regagl accounting, the prevention of corruption andnmo
laundering, see no author, Behérden prifen Bilatzoten deutscher Banken, Bloomberg/Handelsblatt,
9 August 2013; Clausen/Jost, Finanzaufsicht erthigegen Deutsche Bank, Welt, 17 August 2013;
no author, Ermittlungen gegen Deutsche-Bank-MitéebeReuters/Handelsblatt, 9 September 2013.

999 Cf. ArbG Frankfurt, Judgment of 11 September 2®@18a 1551 bis 1554/13 (not final). In the Libartel
alone, at least 45 employees of UBS and at leaserBployees of Deutsche Bank are said to have
participated; Bowers/Verstein, 7 Compliance Fa#ufdat Facilitated Libor Rigging, Law360, 17 Jaryuar
2013; Stock/Kerkmann, Rabobank-Chef geht — DeutBank-Chef Jain bleibt, Handelsblatt, 29 October
2013.
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2100. The standards to be met by the individual bankher individual undertaking were further
increased in the present cases inasmuch as thieesenmpanies and commissions responsible for
determining the reference rates were clearly natitndng the relevant procedures sufficiently. The
monitoring by the responsible branch associatioas denoted as unprofessional. The banks (and
employees) participating in the manipulations we@metimes themselves represented in the
monitoring committees of the associations that bdisteed the rules for determining the
benchmarks!® The supervision by other market participantshar market authorities was likewise
ineffective. The manipulations were partly evermwn to the market, but were apparently accepted

practice”!

Investigation and conclusions

2101. The identified manipulations are currently beingeistigated, which includes measures to
remove the structural causes for the revealed mkatipns. First, the incriminated banks and
undertakings have themselves taken various measawyesithdrawing from the panels involved in
manipulations, by improving compliance, by pursuitige participating employees through
disciplinary actions, by prohibiting the use of thaoms for the employees submitting to reference
rate panels, and by tightening the conditions far traders’ private accounts. Several banks (e.g.,
Deutsche Bank) have — implicitty — acknowledgedtthize manipulations went beyond the
misbehaviour of individual employees inasmuch asythave emphasised the importance of a
company-wide “cultural change”.

2102. The organisation for the determination of the ratévreference rates has been improved as
well. For example, regarding the reference ratesnterbank transactions and interest derivatitres,
responsibility for the necessary data collectiors la a first move been transferred to another
institution and is meant to be transformed in sosdcmove from an index determination based on
estimates to market-based determinalfén.f the suspicion of foreign exchange manipulasios
confirmed, the group of players making submisstoaissactions for the foreign currency fixing could
be broadened (e.g., transactions within half am rmtead of 60 second¥y. Further, the fixing could

be transferred to a market-neutral (e.g., scijtibody to which trading platforms supply the
transaction data. If such measures do not sufficeay be necessary to revisit the decision tdigivo
the official foreign currency fixing:*

2103. The penalties imposed by the market and competaigtnorities have ended the previous
toleration of the market manipulations. Additidgalthe supervisory framework is reorganised,
including a proposal for more stringent provisiamsthe determination and publication of reference
rates and including more severe sanctiohsThe respective regulatory changes, however, miate

%10 see Fellmann/Hug, Politiker fordern mehr KontroN&Z, 6 October 2013.

%11 Cf. Treanor/Rushe, Timothy Geithner and Mervyndiiscussed Libor worries in 2008, Guardian, 1§ Jul

2012; Hasan, Mervyn King ‘Not Interested’ In 2008dr Rate Warnings, Say Ex-BoE Colleagues,

Huffington Post, 16 July 2012, as to the manipataf the Libor benchmark; most recently HippinnhBa

of England unter Verdacht, Bérsen-Zeitung, 13 Fabr2014.

NYSE, NYSE Euronext Subsidiary to become new adbtrator of Libor, press release of 9 July 2013;

Leising, ISDA Ubertragt Dollar-ISDAfix an Thomsore&ers von ICAP, Welt/Bloomberg, 27 January 2014.

Taylor as quoted in Theurer, Tricks um vier Uhchmaittags, FAZ, 22 November 2013.

This proposal must be seen against the backdaigcthrency trades have provided cartelisationritices

already repeatedly; see European Commission, Dec 11 June 2002, COMP/36.571, Austrian banks

(“Lombard Club”), OJ L 56, 24 February 2004, pofh,the European currency reform.

%15 Regulation 596/2014 on market abuse (market atemeation), OJ L 173, 12 June 2014, p. 1; Dirextiv
2014/57/EU on criminal sanctions for market abusarket abuse directive), OJ L 173, 12 June 2014,
p. 179; Proposal of 18 September 2013 for a Regulabn indices used as benchmarks in financial
instruments and financial contracts, COM/2013/064al; IOSCO, Principles for Financial Benchmarks,
Final Report FR07/13, published on 17 July 2013ie b the general loss of confidence, many banke ha
withdrawn from the Euribor panels anyway.
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to capital market infringements, not to the accamypay competition infringements. The national

legislator moreover introduced § 50c ARC alreadfpteethe manipulations, thus creating a basis for
the cooperation of and the information exchangeveeh the market and competition authorities,
thereby supporting the coordinated market supenvisn the national level.

2104. In the Monopolies Commission’s view, however, itsidll doubtful whether the respective
measures are sufficient. The number and the sobpgke detected violations make it likely that
competition-related manipulations might have takdace also in other areas. In any case, the
Monopolies Commission advocates a permanently tastrisupervision of the determination of
reference rates, by both the market and the cotigpetiuthorities.

2105. Moreover, in the Monopolies Commission’s view, dises great concerns that the German-
language press reports with regard to the manipakdetected so far that all participants knowt tha
politicians would eventually not take any effectiaetion?'® This can potentially be explained not
least by the fact that cartel infringements aresaered in certain business circles to be trivizdgh
expensive) offences. The Monopolies Commissionhasiges that the treatment of the manipulations
can impair the confidence of the public in the cefiin-based market order in a lasting way. It
recommends also reviewing the range of sanctiongddel infringements as the fines imposed to
date probably do not have a sufficiently deteredfect — if viewed against the backdrop of the psof
associated with the manipulatiotis.

5.3 Other competition risks on the capital markets

2106. For some time, also competition infringements ipitedh market trade have gained increasing
relevance. The capital market trade has centyabitance for banks as well as for industry companie
and even private investors. For instance, alscs#vings banks generate a significant part of their
profits by investing customers’ deposits on thdte@ymarkets, at least according to press repbits.

2107. For a long time, the application of the competitrates to capital market manipulations stood

still in the background of the enforcement of calpiharket regulation, which should have captured
those manipulative practices as well. That s&id,dompetition rules can apply alongside, and may
allow the authorities to take effective action alsoborderline cases. As far as can be said, in
particular the following cases may be relevant faogompetition law perspective:

« Bid rigging in takeover cases (club bid riggindidications exist that financial investors can
collude during takeovers to the detriment of theseln the United States, private equity
investors have had to defend themselves in secasds against allegations that they had
agreed that some investors should withdraw from kigeling process and take over the
envisaged share after the successful bidder had besarded the tender (at favourable
conditions, as no takeover battle had taken pfdte).

%1% pointed Schieritz/Storn, ... und nichts dazugelezeit online, 12 December 2013; similar, howevéspa
outside Germany, see B. Lallemand (Finance Watch) Auer, Lallemand: “Banken werden zur
Manipulation angestiftet”, Interview of the Ausmi®ie Presse, 15 August 2013.

See already Monopolies Commission, XIXth Main Répd010/2011, Strengthening Competition in
Retailing and Services, Baden-Baden 2012, para; &dd no author, Banken kénnen EU-Strafen meist
mihelos zahlen, FAZ, 4 December 2013 regardingéleyant issue; further already Chair Zimmer in an
interview of Der Spiegel, Hesse, “Drakonische &ndf [2013] Spiegel No. 50, 9 December 2013, p. 68

917

(“One should consider [...] tighter supervision angabnian sanctions also for the acting individuals”
[“Man sollte [...] an eine verscharfte Aufsicht undatonische Strafen auch fur die handelnden Personen
denken™)).

%18 geibel, Banken haben Angst vor Google & Co., Dty24 June 2013.

%19 pennsylvania Avenue Funds v. Edward J. Borey, gE.a8Supp. 2d, 2008 (W. D. Wash.); Dahl v. Baapial
Partners LLC, et al. = Klein v. Bain Capital ParséLC, et al., No. 07-12388, stage of proceedings:
http://www.gpo.gov/fdsys/pkg/USCOURTS-mad-1_07-@B3&8 ; see also Norcast S.ar.L v. Bradken
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» Coordinated “creeping” takeovers: In several caseGermany and the United States the
allegation has been made in the past that strateggstors had colluded with banks to build
up a hidden interest in order to circumvent repgridbligations and to secure the acquisition
of the target undertakig’ The strategy of making a creeping acquisition typially based
in these cases on the acquisition of a long positiibhin the framework of an options or swap
transaction”* An investor can use such a swap transactiorbasia for coordinating with the
banks holding the short position, which under threuenstances can be relevant under the
cartel rules. The transparency obligations un@euties law have been amended several
times, though, in order to exclude the build-ufnididen investments in Germafy.

» Coordinating initial public offerings (IPOs) or éwange transactions: Coordinated
manipulation of the exchange trade may in the iddial case also give rise to liability under
the cartel rules. This holds notably when, in tase of IPOs, stock market prices are
manipulated to the detriment of the new sharehsldéiso, it appears critical if the traders of
several banks and undertakings coordinate by meénsrcular transactions, which are
triggered by opposing orders about comparable rtgadblumes and for comparable prices,
and which intended to create the false impresdiat & brisk market exists, in order to
manipulate security prices (circular tradifit). Dispersing and exploiting misleading
information (“pump and dump”) by the employees iffedent undertakings should also have
to be considered relevant under the cartel rules.

» Cornering or abusive squeezes: It has already aeegpted for quite some time that, under
the rules on the abuse of market power, also petan be relevant from a competition law
perspective where a market participant gains mofess complete control of the supply of or
the demand for market instruments and, thus, is &blback the other market side into a
corner’®

2108. It is still unclear to what extent manipulationter@ant from a competition perspective actually
take place on the capital markets. The limited lpemnof publicly known complaints and the practice
of the authorities seem to indicate that thesesatated cases. The fact that some of the practic
have become apparent in Germany were rampant acgdatraders, however, militates in favour of
a rather meticulous supervision of the affectedkeizt In addition, the Monopolies Commission
points again to § 50c ARC, which allows the Germampetition and market authorities to take a
coordinated approach.

Limited (No 2), [2013] FCA 235 (19. March 2013) (#talia).

See, e.g., LG Hannover, 5 O 552/12 (pending);nof.author Milliardenklage gegen Porsche landet vor

Kartellgericht, Reuters, 19 June 2013; Zimmer, B0/uW 811.

921 Regarding the details of such schemes, see M{2140] ZVGIRWiss, 94 (98).

92 Most recently through § 25a WpHG, included by Geseur Starkung des Anlegerschutzes und
Verbesserung der Funktionsfahigkeit des Kapitaltsafknlegerschutz- und Funktionsverbesserungsgesetz
of 5 April 2011, BGBI. | No. 14, p. 538, in forces @f 1 February 2012. Regarding potentially remmain
loopholes, see Biicker/Petersen,[2013] ZGR 802 (819)

93 Elliott, et al. v. CFTC, 202 F.3d 926 (7th Cir.0®) (decided based on supervisory rules); Bramn{2éi2]

WM 2134 (2138); in Germany, see recently Reimaremk&n treiben Bérsenumsatze kiinstlich nach oben,
WirtschaftsWoche, 17 June 2013 (where the coondinaif several undertakings remains unclear, howeve
The presumed practices to influence noble metakprimight constitute a comparable issue.

924 Cf. again LG Hannover, 5 O 552/12 (pending); ataisEher/Bueren, [2013] ZIP 1253 for the details.
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5.4 Abuse problems in payment transactions

2109. Competition problems with regard to payment traisas have occupied the European and
German competition already for quite some tifie. The Monopolies Commission has likewise
analysed these problems repeatédly.

5.4.1 Card and electronic payments

2110. In the past two years, the European Commissiorttamérederal Cartel Office have adopted a
number of measures to solve competition problemarding card payments and electronic payments:

* The European Commission has initiated new procgsdior the interbank fees charged by the
credit card organisation MasterCard, and for sé\&#sases and practices of the MasterCard
system (concerning the cross-border acquiring, fdacee obligations). In parallel, the
European Commission has already been analysingptiditions of the card organisation Visa
for quite some timé’

e The European Commission in addition concluded mdicgys concerning the standardisation
of electronic payments via the Internet in sumn@&t3 and at the same time announced the
continued supervision of the online payments mafRet

« The Federal Cartel Office, after longer negotiatidms accepted the final commitments of the
German Banking Industry, based on which the unifpreet dealer fees for EC (Electronic
Cash) card transactions with personal identificatioumber will be replaced by an
individually negotiated service charifé. The acceptance obligation for EC cards (Honour al
cards rule) was abolishéd.

e The Federal Cartel Office has in addition invegédaprohibitions imposed by banks to use
the personal identification numbers PIN and TAN fiirect payment transactions through
non-bank service providers on the Internet. Furtthe Federal Cartel Office has continued
its actions against contractual clauses imposedhieybanks, which impede the use of
electronic direct debitHlektronisches LastschriftverfahrerLV).

Concerning the regulation of card payment feesy@fiean Regulation failed to be adopted, for the
present, only shortly before the European Parliaisiarm ended in May 201%4" Pursuant to it, the

95 gee, e.g., European Commission, COMP/34.579, MZatd |; COMP/29.373, Visa International;
COMP/37.860, Morgan Stanley Dean Witter/Visa; CORBB06, Groupement des cartes bancaires “CB”;
FCO, Activity Reports 1975, BT-Ds. 7/5390, p. 85976, BT-Ds. 8/704, p. 92-93; 1979/80, BT-Ds. 9/565,
105;1981/82, BT-Ds. 10/243, pp. 80 ff.; 1983/84-B3. 10/3350, pp. 109-110; 1987/88, BT-Ds. 11/4611,
pp. 103-104; 1989/90, BT-Ds. 12/847, pp. 114-11991192, BT-Ds. 12/5200, p. 137; 1993/94, BT-Ds.
13/1660, pp. 137 ff.; 1995/96, BT-Ds. 13/7900, f@5-146.; 1999/2000, BT-Ds. 14/6300, pp. 167 ff.;
2001/02, BT-Ds. 15/1226, pp. 50, 212; 2003/04, BI-D6/5790, p. 171; 2005/06, BT-Ds. 16/5710, p.; 159
2007/08, BT-Ds. 16/13500, p. 138; 2009/10, BT-Dg/6640, pp. 90-91; 2011/12, BT-Ds. 17/13675,
pp. 82-83.

Monopolies Commission, Xllith Main Report 1998/899Competition Policy in Network Structures,
Baden-Baden 2000, para. 78; XIVth Main Report 22001, Competition in Networks through Regulation,
Baden-Baden 2002, para. 646; XVIlith Main Repor02R2009, More Competition, Few Exceptions,
Baden-Baden 2010, para. 619.

27 European Commission, COMP/40.049, MasterCard @IMP/39.398, Visa MIF.

928 Eyropean Commission, COMP/39.876 — EPC online jeaysn Memo/13/553 of 13. June 2013.

99 FCO, Decision of 8 April 2014, B4 — 9/11, cf. @dy press release of 28 May 2013.

90 Fontaine (BdB), presentation: “Entgeltmodell filirogard”, German Banking Industry Committee
information event of 9 September 2013.

See Council, Information Note of 16 April 2014,38014, on the Proposal for a regulation of the paem
Parliament and of the Council on interchange feescrd-based payment transactions, COM(2013) 550
final.
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interbank fees for payments with credit cards sthdad limited to 0.3% of the turnover and the fees
for payments with debit cards to 0.2% (or 7 cents).

2111. The demand for payment services is ultimatelyateil by the customer of a dealer, who must
ask for such services to be able to pay for thelmged goods. The payment transaction regularly
involves three to four parties. Aside from thetooser and the dealer, an organisation may be
involved to process the payment transaction: ottserthis is done by the banks that manage the
accounts of the parties.

2112. The payment by the customer can be initiated imouarmanners. In the event of a money
transfer, the customer itself asks the bank to ntakepayment. In contrast, in the event of a direc
debit transaction, the dealer initiates the paymigmpically on the basis of a collection authorigat
written out by the customer. In the event of gaagiment transactions, the customer or dealer tegia
the payment of the customer’s bank electronically.

2113. The different payment systems are platforms whighused to provide payment services on
two-sided market®? Especially card organisations create such plagoin order to offer electronic
payment services of various sorts.

2114. Payment systems are marked by network effects. ogitipe effect is that each dealer
participating in the system increases the optionsHe bank customer to use the system. Conversely
each further bank customer using the system inesethe attractiveness of the system for the dealers
as well. A potential negative effect for competiticonsists in suction effects which emanate from t
system due to the associated benefits and whialedee the market entry barriers for competing
systems. This aspect is particularly relevanthie Federal Cartel Office’s proceedings concerning
direct payment transactions and the impedimenteatmnic direct debit.

2115. Card payments are particularly difficult to asséssn a competition law and competition
economics perspective. In the event of a card paynthe payment is effected in the network of the
card organisation. In that regard, a distinctismnecessary, in the case of credit card payments,
between systems where the card-issuing bank (jssuet the bank accepting the dealer’s claim
(acquirer) are separate from each other (4-padgstem) and systems where their functions fall
together within the same card system (3-partneesys>® At each step of the payment transaction,
the party asking for the respective service mayhasurred liability for fees.

2116. The demand for payment transactions is oppositéhéodemand for fees, which can be
demonstrated — in a very simplified manner — usirggexample of a credit card payment transaction
in the 4-partner system:

932 Monopolies Commission, XVIlith Main Report 2008(#) More Competition, Few Exceptions, Baden-
Baden 2010, para. 619.

933 |n debit card transactions, it is true that thalelelikewise orders a bank to process the paymnansaction,
but the bank does not accept the dealer’s claim ik acquirer but acts on the basis of a direcit deb
mandate; Koch in: Schimansky/Bunte/Lwowski, BankteeHandbuch, Band I, 4th Ed. 2011, § 68 paras. 7
and 16.
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Figure VI.8: Business circuit in the case of creditard payments in the 4-partner system

Bank1 ~—~~ Bank 2
(issuer) -~ (acquire)

‘ Demand for payment
S service

Demand for fees

Customer Dealer

(card holder)

Source: own illustration.

2117. Among the usually payable fees, in particular thecaled interbank fees are controversial.
By paying the interbank fee, the acquirer paysisiseier for contributing to the settlement of the
dealer’s payment claim. An interbank fee has tgdiel in the 4-partner system, but not in the 3-
partner system nor in the German EC debit careésyst in the ELV.

2118. Positive and negative network effect also exishwégard to fees. The advocates of interbank
fees consider it to be a positive effect that gsuér bank does not have to ask the bank custamer t
pay for the processing of the payment transactemabse of the interbank fee. This enables the bank
to issue cards at lower costs or even for freechvlimcreases the attractiveness of the system. A
negative effect is that the customers are poténtimevented from knowing the costs of the payment
transaction. For the costs accruing at each stéipegbayment process are passed on to the customers
to the extent that they do not have to be intesedliwithin the chain. In that regard, the issuiagks
profit from standing at the end of the chain, amirf the customers’ not knowing the costs which they
are charged even though they are the contractgrartf those banks. The dealers and the accepting
banks, however, also accept excessive fees addhay on the advantages associated with the card
system and generally are able to pass on the agcahiarges. The interbank fees, thus, establish a
minimum price level for card payments, which thetomers are not necessarily able to comprehend
(price floon).%*

2119. In addition, the contract stipulations of the cam@janisations contain clauses potentially
restricting competition, which are meant to protéet attractiveness of the card system and to ensur
permanently a sufficient participant base. Acaogdio those stipulations, the participating deadees
obliged to accept all cards with the logo of thedcgystem, irrespective of the issuing bank (horadiur
cards). This ensures the problem-free use of #énd, but the dealers must also accept the charges
imposed by the issuing bank. In addition, the elsahre prohibited to adapt the product price vis-a
vis the customers according to the charges and tess accrue in the payment system (non-
discrimination rule). Consequently, it is impos$sibor the card users to comprehend the cost of the
chosen payment system. The dealers pass on ttseofdke different systems to all their customers.

2120. The competition authorities see the risk that ttractural characteristics of the payments
process are exploited to the detriment of bankornets. This applies also — and particular — irreg

94 GC, Judgment of 24 May 2012, T-111/08, MasterCaod yet officially reported, para. 143.
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of interbank fees. That said, the experience tighabolition of such fees is ambiguous. According
to such experience, it is likely that the issuirapnks would attempt to compensate the abolition of
interbank fees by raising the charges for cardngsand use, to the extent that this is possibieun
the market conditions. In the United States, thaition of interbank charges (Durbin Amendment)
has had the result that banks increased otheofeesiuced or abolished previously non-paid account
services>® The hope that the dealers, due to the competitimuld pass on the reduction of their
payment settlement costs to the customers wasdtedt

2121. The European Commission, with its proposal to da@ interbank fees, takes a middle
course’ The statutory cap is meant to prevent only excedses. The fact that the cap is provided
in a European Regulation can be justified by ttoe filaat interbank fees also constitute entry besrie
for banks on the acquiring side, and thus may dmute to the fragmentation of the single financial
market (assuming that the acquirer has to intesedliem). The cap, in contrast, can create addlitio
possibilities to win more points of acceptance. alequate level of fees, thus, may bring the istere
of the intermediate banks as well as the inteidise card holders and dealers in line with edblero
That being said, it is necessary that they do mimigbabout distortions of competition between the
different card payment systems (especially to #terdent of the 3-partner system).

2122. However, the open question remains whether a fastldpment of the payments markets will
not, anyway, reduce the competitive concerns orathkorities’ side, or give rise to novel regulstor
issues of a higher priority. For example, différeappliers of online payment systems and Internet
firms have developed their own payment processystems>’ In addition, new types of payment
systems have emerged outside the existing curreystgms (e.g., bitcoin). The German consumers
and companies, however, continue to prefer theblkstti@d options to make payments. Hence, any
changes are likely to happen only gradually anoh@dividual payment services (e.g., with regard to
money transfers) in the foreseeable future. Theadgolies Commission continues to monitor the
development of the market.

5.4.2 Cash machine fees

2123. A structural competition problem also exists whensumers use cash machines in a situation
where they cannot easily switch to other cash nm&shi The associated problem of the transaction
fees accruing at cash machine transaction wasdglraddressed in the XIXth Biennial Report, but
will be dealt with a second time at this place lie right context®® The Federal Cartel Office is
running an investigation in this ar&4.

2124. Where non-customers withdraw money from the caslchinas of the savings and the
cooperative banks, the fees charged for these mitkals are not limited. In contrast, the private
banks organised in the Association of German BgBlksmkenverbandhave agreed on a maximum
amount of EUR 1.95 for the fees. As regards dehitls, consumers complain frequently about
relatively high fees for non-customer withdrawal#t the same time, regarding credit cards,

9% Jansen, Stopping the Spread of Bad Ideas, entryhia Blog, Huffington Post, 5 November 2013; see
critically Bott, Europdische Preisregulierung mgtéMerchant Indifference Test scheitert an prakgsc
Umsetzbarkeit, study of August 2013, as to the Bpr@ach of a cap on fees.

As to the Proposal, see above para. 2110.

%7 Dapp/Stobbe/Wruuck, Die Zukunft des (mobilen) Zmigsverkehrs, dbresearch of 5 February 2013; Seibel
Banken haben Angst vor Google & Co., Welt, 24 JR0#&3; no author, Banken fiirchten “Paypal” & Co.,
dpa/Handelsblatt, 12 February 2013; Fehr, Zum Aspudegradiert, [2013] WirtschaftsWoche No. 47,
18 November 2013, p. 54.

See Monopolies Commission, XIXth Main Report 2@004, Strengthening Competition in Retailing and
Services, Baden-Baden 2012, paras. 594 ff.

The FCO's investigation concerns particularly tatractual relations underlying the cash machameises

(8 1ARC).
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individual savings banks have even blocked theshaaachines for non-customer withdrawals even
completely in order to counter the excessive ustheir view, by direct bank customéf8.

2125. It is an essential problem for the assessment sfi o@achine withdrawal fees and blockings
that the payment by the cash machine is not aatemlservice of the cash machine operator to the
withdrawing cash machine user, but it is embeddeal metwork of contractual relations that does not
reflect the economic supply-and-demand relatioreslgnone. The savings banks and the cooperative
banks are members of an organised debit or credd system. On this basis, they offer cash
withdrawals as an element of an account managenwritact and, as an isolated service towards
non-customers. In the event of a non-customerdnatival, from an economic perspective, they
provide a distributory service to the account-mamagoank as well as a direct service to its
customers. In that context, the customer not omhkes a demand decision by choosing the cash
machine for the withdrawal, but it thereby alsoidef the demand of the bank managing its
account™

2126. The setting of cash machine fees and the blockingazhines must be assessed exclusively
according the economic demand relationships undempetition law, and independent from the
existing contractual obligations. At least in widual cases, it cannot be ruled out that the ahrg
fees violate the market dominance rules. The aglemarket for cash machine withdrawals must be
defined from the non-customers’ view according tte lemand market concept. The savings and
cooperative banks operating cash machines can Ipeindot in particular in rural areas as
non-customers here are not, or not easily ablevitols to cheaper cash machines. They can abuse thi
dominant position to charge excessive fees or ¢akbtheir cash machines for non-customer cash
withdrawals. The withdrawal fees are charged tlyeto the customer or towards the account-
managing bank by way of an interbank fee; in thetacase, however, they are not or only partially
absorbed and for the remainder charged to the rmasto The cash machine agreement valid since
15 January 2011 stipulates that no interbank feshasged for non-customer withdrawals from cash
machines, but that the cash machine operatorstanges the card holder directly for the withdrawal.
This change, however, has not removed the probferigh cash machine fees in the esséfice.

2127. It is, however, questionable whether and to whaer@xfees, which appear high to the
customers in view of their individual cash machwméhdrawals, are actually inadequate. The same
holds with regard to cash machine blockings. Wthensavings and cooperative banks take such
measures towards non-customers, they do so regutartiefend against other banks (e.g., direct
banks) with whom they compete in the area of marpagurrent accounts and which do not dispose of
their own cash machine infrastructure (exclusionabyse?). That said, they affect with these
measures less their competitors directly and nwetistomers that can only withdraw money against
high withdrawal fees or not at all (exploitativeusb?).

2128. Regarding a potentially abusive exclusion of thegetitors, it is decisive that cash dispensing
IS not a service isolated from the account relatigm but that it is a distributory service exedute
within the framework of the account relationshiputside the present context, it is accepted that an
undertaking which is dominant upstream and veljigategrated is not allowed to harm competitors
by providing a service to the competitors at exieesprices for distribution, while at the same time
providing the same service at non-excessive ptluesigh its downstream subsidiaries directly to the
end-customers (margin squeeze). In the presemexioit is less relevant whether the savings banks

940 Regarding blockings, see the cases referencesiler,Somment on LG Verden, Judgment of 15 Decembe
2008, 10 O 102/08 (jurisPR-BKR 5/2009 Anm. 2).

%1 As stated correctly in: Immenga/Kérber, K&R Beib99, No. 1, 4 (5-6); Kapp/Rauhut, [2010] WM 1111
(1114).

%42 Nothing different follows from the finding of tHeederal Ministry of Consumers in December 2012 theat
level of fees at cash machines had overall drogpediderably.
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and the cooperative banks are dominant upstreagoat management), but more whether they
dispose of the distributory infrastructure thahésessary in the individual case (cash machinéss.
problematic in so far that they “penalise” non-oms¢rs at the cash machines for their account
relationship with another bank. However, an abafsdominance should only be assumed if proof
exists that, by way of the charged fees, the cbdteopossible free-riding of other banks are ingabs
on the non-customers without justificati. Cash machine blockings may violate the contractua
stipulations of the card organisations or on therlmank level, but they can only be anticompetitive
based on the principles of a refusal to supfilyln that respect, it must be taken into considemat
that an account managing bank principally can ihstah machines as well.

2129. Regarding a possible exploitation of the end-custsmit is doubtful in contrast whether the
latter’s account relationship with another bank tries taken into account. According to the courts,
the finding of a possible exploitation of a domihamdertaking’s customers is only based on the
relationship between the cost of the concrete sersf the undertaking and the price charged to the
customeP® If the customers have the option to withdraw nyooely at discriminatory or otherwise
inadequate conditions — if viewed in isolation —nat at all, it should thus be immaterial that the
measure is used to create fair competitive contitlmetween the bank that operates the cash machine
and the competitors of that bank in the area obastcmanagement.

2130. The Monopolies Commission abstains in this Repowinf an in-depth analysis of these
case-specific issues, the more so as additionadtigne arise concerning the compatibility of the
agreements underlying the cash machine servicds tvé cartel prohibition (8 1 ARC). In that
respect, the Monopolies Commission points to thdeFa Cartel Office’s investigation. In its view,
however, the problems of cash machine withdrawal#fion the fundamental necessity of further
improving the transparency regarding costs and feesonsumers. It appears necessary as a first
measure that the consumers are informed prioreéadish machine withdrawal from an alien bank of
potentially accruing high withdrawal fees, whichstill not ensured in all cases. Further, conssmer
should be pointed to potentially arising high narstomer withdrawal charges already when they open
an account. The statutory initiative of the EUnprove the transparency of fees appears helpgol al
in the present context. The occasionally discussatditory cap on cash machine fees, however, would
make investments in the cash machine infrastrudturarely frequented locations unattractive and at
least at present does not appear necessary.

5.5 Competition and consumer protection

2131. Issues of investor and consumer protection vissafwiancial service providers (consumer
protection) can imply a competition policy componehhis applies at least if, and in so far as,
potential consumer protection problems can be drdaek to competition distortions that are to the
detriment of individual consumers or of consumershe “opposite market side”. Such distortions of
competition can follow from the conduct of indivelumarket participants (e.g., banks), but they can

3 Cf. European Commission Communication, Guidancetlm Commission’s enforcement priorities in

applying Article 82 of the EC Treaty to abusive les@mnary conduct by dominant undertakings

(Communication on exclusionary abuse), OJ C 45F&druary 2009, p. 7, paras. 77, 39 ff.; European

Commission, Decision of 17 October 2007, COMP/38,8Groupement de cartes bancaires “CB”,

paras. 208-213, 236 ff.; paras. 388, 428 ff., dsflgparas. 469-470.

Cf. European Commission, Communication on exchesip abuse, para. 81.

%5 ECJ, Judgment of 14 February 1978, 27/76, Unitexh@s, [1978] E.C.R. 207, para. 251 (relevancéef t
cost of only producing the supplied product); sise CJ, Judgment of 11 November 1986, 226/84isBrit
Leyland, [1986] E.C.R. 3263, para. 30; European @asion, Decision of 9 December 2009,
COMP/38.636, RAMBUS, para. 66 (required relatiopshétween the amount of payment and the value of
the paid product); in German law, see most receBBH, Decision of 15 May 2012, KVR 51/11,
Wasserpreise Calw.
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also have a structural origin (e.g., taxes thatrareproduct-neutral, market opacif§j. There is
probably, however, no purchase for competitiongyoinstruments where financial service providers
exploit a superior position that results from aklaé competition (market failure) or the individual
negotiating power following from an existing comrar the bank customer’s need, but not from a
distortion of competition (e.g., the pressing ndedobtain additional credit). Consequently, the
possibility of many well-known consumer protectiproblems through competition policy appears
doubtful®*’

2132. From a competition policy perspective, howeveshibuld be the aim of consumer protection
to make consumers able to effectively occupy ttede as independent market participants. Thus, it
problematic to observe that consumers abstain fotienging suppliers (e.g., through changing
accounts), contrary to what one would generallyeekpinder normal competitive conditions, in view
of the fact that they can barely cope with the dexipy of financial business relations. Likewiske
comprehensive and indispensable product informatabiigations appear questionable, the
ramifications of which have been criticised by bamind consumer associatidffs. In contrast, it
seems to be of high priority that the transparesfdie cost borne by consumers (e.g., credit cosd)
the payable charges and fees is improved,

2133. The Monopolies Commission therefore welcomes, feonompetition policy perspective, the
EU measures to simplify account changes and toawgpthe comparability of account fees and the
cost transparency regarding financial investméfitsin view of the criticism voiced to it, the
Monopolies Commission moreover suggests that theswmuoer protection measures regarding
financial advice be fundamentally reviewed agaitist backdrop of the Regulation on basic
information sheets for investment products.

5.6 Implicit guarantees for financial products

2134. Indications exist that implicit State guaranteessterot only for banks and other market

participants, but also for financial products. Suc guarantee may arise if confidence in certain
products receives protection because a loss ofdmrde has potentially systemic implications, which
cannot be accepted. The products consequently enfpmpetitive advantage vis-a-vis competing
products in which confidence is not equally pragect

2135. The risk of distortions of competition due to ingiliguarantees is prevalent with regard to
refinancing products such as bonds and asset-basd@mdtities. Those refinancing products have
different risk structures, which makes them attvacfor different investors. Hence, they probably

%6 Cf. FCO, Activity Report 1976, BT-Ds. 8/704, ppl-92. According to the consumer protection
associations, tax-related distortions of compatitaist particularly with regard to pension prodyiethich
are sometimes also not made available to certaifegsions (e.g., independents).

This concerns, particularly, the barriers for agnsrs to basic financial products (e.g., currempants,
consumer loans), the excessive loan charges sdtidby consumer protection associations, and theHat
not needed additional services are forced on theswmers (e.g., credit default insurance). A simila
problem seems to exist with respect to excessivelitions for overdraft loans as overdraft loans aoe
independent product available on the market, bay thre only requested within the framework of an
existing account relationship (lock-in).

See also above, para. 1706.

Council, Information Note of 22 April 2014, 8323/1on the legislative resolution of the European
Parliament of 15 April 2014 on the Proposal for ieective on the transparency and comparability of
payment account fees, payment account switchingaandss to a basic payment account, COM(2013) 266;
Information Note of 16 April 2014, 8486/14, on tReoposal for a regulation on a new Key Information
Document for investment products, COM(2012)0352.
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only partially compete with each other direcffy. An implicit State guarantee may exist in partcul
with regard to the following financial products:

* Pfandbriefeand comparable covered bonds, as well as

e Sovereign bonds issued by EU Member States and btheds issued for the purpose of
financing public services (e.g., municipal bonds).

The implicit guarantees for such products, howevave a differing impact on competition.

5.6.1 Pfandbriefe and comparable covered bonds

2136. Indications exist that an implicit guarantees exi$br the benefit ofPfandbriefe and
comparable covered bonds.Phandbriefis a German instrument securitising a mortgaga lehich

the Pfandbriefissuer has acquired and which is guaranteed thraugortgagePfandbriefissuance is
subject to special rules. In particular, mortgaged land charges may be used only up to 60% of the
collateral value in order to cover the obligatiordarlying thePfandbrief®™* Other collateral is subject

to even more stringent restrictiotis. German Pfandbriefe thus, have a reputation of being
particularly safe, also in comparison with simgaoducts in other Member States.

2137. Their high security makes the investmenPiiandbrieferelatively safe. Nonetheless, the way
these financial instruments are structures is ntbtout problems. Risks regarding investor confidenc
can arise if the value of collateral dwindles ie ttourse of a crisis (e.g., a mortgage crisis),asal if
the issuer risks failing, independently of the Flfanef business, for instance, due to refinancing
problems (as was the case for HRE). Since it irafial importance that the issuer is able to liono
the issuance, the collateral is even less importantthe investors than the issuer’s financial
strength?>?

2138. The security ofPfandbriefeand comparable foreign financial products is got@ed by the
State. Therefore, the performance of those prodiscisfluenced by the respective State's CDS
spreads. Hence, GermBfandbriefecurrently benefit from a competitive advantageassis foreign
products without that advantage being justifiedt®/quality of thePfandbriefe®™*

2139. Covered bonds, however also have a competitiverddge if compared with other refinancing
products such as asset-backed securities (partic®BS*). In that regard, it has been noted
before that asset-backed securities can fulfil lainfunctions to covered bonds, but that they make
possible to use additional collateral because thiéyw for the collateralisation of different and
otherwise not marketable (= illiquid) risks. Markearticipants see the competitive advantage of
covered bonds in the fact that asset-backed siesudre treated more harshly from a regulatory
perspective or as repo collateral as comparedvered bond$>®

90 The actual market delineation between bonds anfl &Bstill open, as is the market delineation fariaus

bond products; European Commission, Decision ofS2ptember 2007, COMP/M.4860, HRE/DEPFA,
paras. 8-9; Decision of 1 February 2012, COMP/M&1beutsche Borse/NYSE Euronext, para. 83;
Decision of 24 June 2013, COMP/M.6873, IntercomtiabExchange/NYSE Euronext, para. 129.
%1 88 14, 18 PfandBG.
%2 8§ 19 PfandBG. Moreover, see Federal GovernmeeplyRof 21 July 2009 on the Minor Enquiry of
Deputies Dautzenberg, et al., BT-Ds. 16/13823, ba other statutory advantages oPfandbriefe
(particularly, in the case of tHefandbriefissuer’s bankruptcy).
Therefore, the value of tHefandbrieffollows largely the development of the spreadshefissuing bank;
cf. Frihauf, Die Hypothek der Hypo Real Estate, FAZ May 2009, in the context of the financial iwis
At the same time, however, the GermBfandbrief also is also exposed to potential distortions of
competition because foreign products can benefihfregulatory advantages at significantly lowert.cos
RMBS = Residential Mortgage Backed Securities.
96 See para. 1750 above; cf. Aufsatz/Bayer/Teuscl2812] ZfgK 923 (926).
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2140. The Monopolies Commission recommends that reguiab® reviewed as regards privileges
that Pfandbriefeenjoy as refinancing tools merely because thegfiteinom an implicit guarantee. In
contrast, the regulatory disadvantages for asssteolasecurities should be removed unless they are
demonstrably justified®’

5.6.2 Sovereign bonds and other bonds issued for the s of financing
public services

2141. The State finances public services, among othgrigdning bonds on its own account. In the
course of the euro and sovereign debt crisis, ¢qeisition of large sovereign bond portfolios thybu
banks has gained considerable market significandeatso become an acute political issue. Other
bonds used for public financing purposes are noth& spotlight cast by these developments
(e.g., municipal bonds). From a competition pectpe, a distinction must be drawn between the
iIssuance (primary market) and the trade in Statgeid bonds (secondary market).

2142. As concerns the bond issuance, it is unclear veinétltonstitutes an entrepreneurial activity.
According to European jurisprudence, the demanda faroduct cannot be separated from its later use,
and consequently the economic or non-economic cteraf the use also determines the character of
its acquisitior®>® That jurisprudence may apply to the issuanceubfip bonds. The bond issuance is
a form of borrowing for the purpose of obtaining tlunds to fulfil public service obligations. The
bonds only securitise the loan. This may mili@atginst viewing the issuance of public bonds as an
entrepreneurial activity®

2143. However, bonds issued by public bodies are algtetran the secondary market. In that case,
they compete directly with each other and possilidp with corporate bonds. In order to protect the
increased confidence in public bonds, however,srebdst that guarantee the equal treatment of the
bonds sold by different public issuers (irrespexidf their creditworthiness) and provide for a déett
treatment of such bonds in comparison with corgobainds. This raises the question whether bonds
of public issuers enjoy a competitive advantage, amgarticular, from an implicit guarantee that
favours directly the bonds and indirectly the batfieg are highly invested in such bonds.

2144. At the present time, such a competitive advantagdagbly exists at least for sovereign
bonds™® In competition with other financial products, sosign bonds benefit first from regulatory
advantages. According to market participants sttteematic risk weight applying to sovereign bonds,
for instance, can be significantly lower than tistal risk associated with such boritfsIn addition,
sovereign bonds are generally treated as highljidigssets (level-1 assel®). Along with these
advantages comes an implicit guarantee due todhmption that failing Member States are saved by
other Member States within the euro system. thésgeneral view that these competitive advantages
of sovereign bonds reduce the European banks'ngilless to finance companies, and make them
finance the Member States instead. The decisi@mongider sovereign bonds in the current asset and
balance sheet review with their actual risk weiglttleast partially, does not change the findireg th
those bonds have a competitive advantage in tnadi¢hat investors consequently prefer to buy them.

%7 See Erber, [2011] DIW Wochenbericht No. 35, p.53, (and No. 43/2008, 668 (669, 672) (mutual
dependency of the pooled risks, funding through RBI® the overnight money market).

%8 ECJ, Judgment of 11 July 2006, C-205/03 P, FEN2N06] E.C.R. 1-6295, para. 26.

%9 It has not been decided so far whether the sartus lmmnversely where the central banks acquireeStat

sovereign bonds for purposes of monetary policy.

In the context, competition questions in relattonmonetary policy, as it is made necessary byBEhm

crisis, shall again not be taken into considerafiery., a potential guarantee effect of the ECBMTO

programme). As to the ECB’s approach, see theipgrahse BVerfG, 2 BvR 2728-2731/13; ECJ, C-62/14,

Peter Gauweiler, et al.

%1 Articles 114 ff. of Regulation 575/2013, § 12 Sélv

%2 Articles 416 of Regulation 575/2013.
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2145. Other bonds issued for public financing purposesebie from similar, but regularly less
far-reaching privilege¥®® The attractiveness of such bonds, however, aftéfers from insufficient
available information and a lack of ratins.

2146. The regulatory privileges for public bonds may hé&een justified at the time that the single
currency was created. From a competition persgecthere is nowadays nonetheless reason to call
for higher risk transparency and a reduction oesadttic privileges for public bonds. The Monopolies
Commission joins the government and the Federak Bathe position that they take in that regard.

6 Summary: fundamental propositions and recommendato

In the short term, the financial crisis made sulitih sovereign measures necessary to
stabilise the financial system. After this aim Hee®n reached, it is necessary to develop a
balancedpolicy approach, taking into account aspects dh biinancial stability and of
undistorted competition. This special chapterudels recommendations that are to the point
in that regard.

The financial crisis demonstrated that implicit gardees provide financial market participants
with a systemic advantage in competition. TheeSsad proceedings concerning bank rescue
measures could take account of this aspect onlp tanited extent. The Monopolies
Commission advocates the speedy restitution ok Stigt by the institutions that have obtained
such aid and still benefit from it.

The creation of a banking union is the right answerthe financial crisis and, from a
competition policy perspective, must be geared tdeiéhree objectivesthe neutralisation of
existing implicit guarantees (in particular throughe Single Resolution Mechanism),
hindering the build-up of new implicit guaranteesgarticular through capital requirements),
and the increase of market transparency to idestibh guarantees. The banking union will,
however, only achieve these objectives if publisctetion regarding an exemption from
liability for individual market participants is raded to a minimum, if the market participants
build up sufficiently capitalised funding sourcesid if regulation is the least complex as is
possible. The Monopolies Commission considerstehdil efforts to be necessary in that
respect.

It remains to be observed to what extent the ptasgulation will reduce implicit guarantees
for banks. The further evolution of that regulatiwill in any event have to take account of
shadow banking activities, based on a flexible apgin.

The future revisions of the financial market regiola should be oriented at three guideposts,
i.e,, the avoidance and reduction of competition restsaihrough an unbalanced regulatory
burden, the protection of German and European rhadeticipants’ competitiveness, and the
need to counterbalance the ongoing fragmentatidimeofinancial markets.

The German banking system has a stable structwealils three-pillar composition. That

cannot belie the perception, though, that it ienspersed with a multitude of structural

distortions of competition — often emerging ovdorg period. The Monopolies Commission

speaks out in favour of a review of the competisitaation by the competition agencies, and
the removal of the identified distortions of conipet.

963
964

Articles 115 of Regulation 575/2013.

Specifically in relation to municipal bonds, seweHrich/Walkshausl/Lesser, Die Bepreisung von sighutn
Kommunalanleihen, Studie der Kandler-Gruppe (23udan 2014); accessible: http://www.kandler-
gruppe.deffiles/20140123 die_bepreisung_von_deeitsdtommunalanleihen_-_the pricing_of german_m
unicipal_bonds.pdf .
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* The proceedings against large commercial banks @thér undertakings due to the
manipulation of reference rates, and certain devetnts of capital market trade militate, in
the Monopolies Commission’s view, in favour of aosger enforcement of the competition
rules on those markets.

* With regard to competition problems in the paymesgissice sector and consumer protection
as concerns financial services, the Monopolies Casion advocates a further improvement
of cost transparency for the consumers.

¢ Regulation should be reviewed with a view to remgvprivileges for individual financial
products stemming from an implicit guarantee — gosed to genuine advantages of those
products (in particular, sovereign bonds, coverautls).



