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Reinhard H. Schmidt explains why the German model should not be called into
question

For decades, the German banking system has been based on three pillars: the private commercial banks,
including the large shareholder-owned banks, the public savings banks and the cooperative credit banks.

Almost nowhere else in Europe such a three-pillar system has survived. In Italy, the savings banks were
privatized, in the UK, they were sold to a private bank, in France they have been converted into yet
another group of cooperative banks, and in Spain, they lost their status as public banks and almost
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disappeared as a separate banking group. This suggests to ask whether the German three-pillar system is
still up-to-date and fits in a Europe where banking policy, regulation and supervision are now largely the
responsibility of the EU.

What speaks for the preservation of the German three-pillar system? At first glance, one might think that
the increased competition in the financial sector due to European integration, worldwide liberalization and
globalization should result in the almost natural disappearance of the system based on the presumption
that public and cooperative banks are simply not competitive any more. However, the 200- and 170-year
existence and the very strong development of the small and local banks of pillars 2 and 3 over such a long
span of time speak for their competitiveness and viability. Any individual small local bank would indeed
hardly be able to survive on its own, but as part of well-functioning interconnected systems, savings banks
and cooperatives do so quite well. Their locally rooted business model, based on retail banking, close,
lasting bank-client relationship on the one hand, and network organization on the other, create a
substantial efficiency advantage. Especially the network organization permits allocating those functions in
which economies of scale play an important role in central institutes and efficiently performing them while
leaving the functions requiring proximity to clients and flexibility to the local institutions.

Considered as groups, the German "stakeholder-value-oriented" banks of the pillars 2 and 3 are financially
not less, even slightly more successful than the "shareholder-value-oriented" so-called big banks of pillar 1
that also have large branch networks and are therefore comparable to the local savings and cooperative
banks. Most notably, their business figures fluctuate far less than those of the big banks do, which usually
pursue a riskier business model. This applies not only to the time before the financial crisis, but even more
so during and after the crisis. Moreover, several academic studies have shown that banks whose owners
have a stronger influence on management took riskier positions before the crisis in order to increase their
returns than banks with a more autonomous management. International organizations such as the OECD
and the World Bank have confirmed this assessment. It seems that in many private banks profit orientation
and, thus also the willingness to take high risks are too high from a public policy perspective, and that this
tends to endanger systemic stability. This implies that the persistence of its three-pillar banking system
might be one of the reasons why Germany has come through the financial crisis comparatively well. This
consideration clearly speaks for the preservation of this system.

In addition, the cooperative banks and savings banks have a regional policy balance function and a
macroeconomic stabilizing effect. Unlike some major banks, they did not restrict their lending during the
crisis, but even expanded it, thereby helping to limit the overall economic impact of the financial crisis in
Germany. This shows again that it is advantageous for a banking system if there is not just one type of
bank in it and that therefore the diversity of types of organizational forms of banking should be maintained.

The plea for maintaining diversity also has a policy dimension. Diversity is one of Europe's characteristics
and strengths in international competition, confirmed by the Lisbon Agenda of 2000. Therefore, the
preservation of diversity is a high-level objective of EU policy. In this sense, the preservation of the
German three-pillar system is consistent with the official policy agenda of the EU. Thus, neither the
assumptions that networks of rather small decentralized banks would not be economically viable in the
long term, or that they would not be efficient in comparison to large banks, nor political stipulations argue
for abolition, at least in the German case.

Reinhard H. Schmidt (http://safe-frankfurt.de/de/forschung/wissenschaftler/details/showauthor/296-
schmidt.html)is a Senior Professor of Finance at Goethe University Frankfurt and Associated Research
Professor at the SAFE Policy Center.
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