


of every credit institution. Thanks to
large customer deposits, we are cur-
rently lending even more money. Last
year we achieved a holdings growth of
around one fifth. Some in the middle
class, however, are having a hard time
accepting changed market conditions

for new loans.

Why is the house bank principle so impor-
tant for you as a regional institution?

As a regionally active financial institution,
we are the first place to turn to for small
and medium-sized enterprises in our
operating area. We want to work with
these enterprises over the very long
term; in some cases we have been with
them for several generations. This re-
lationship is founded on personal trust

in the people involved. Where it exists,

you are automatically the first one to be

called on wherever money is concerned.
The capital markets are not an option
for people in the middle class anyway,
since they lack the necessary volumes
that are the condition for capital market

financing, for example.

What was the main reason for your
banks to become founding members
of Frankfurt Main Finance?

As the market leader in retail banking
in the Rhine-Main area, we immediately
benefit from the consolidation of the
financial centre, because when things are
going well for the Frankfurt and Rhine-
Main areas, the Sparkasse does well, too.
A strong location brings good ideas and
well trained people into the Rhine-Main

area, and these people are good for us,

both as customers and as associates.
This is why we are participants in the

initiative as a matter of course.

What possibilities do you see for making
Frankfurt Main Finance known to retail
banking customers, that is, how can a
retail customer benefit from Frankfurt
Main Finance?

For one thing, Frankfurt Main Finance
brings together all the different agents
active in the financial centre; in doing
SO, we act as a link between retail cus-
tomers and the capital markets. For
another, our customers generally ben-
efit from the fact that Frankfurt Main
Finance enhances the financial centre,
since it is of crucial importance for the
economic health of this region and the

job market situation in this federal state.

FINANCIAL CENTRE

“Customer proximity

is an important

competitive advantage”

Let us not forget: The percentage of

people who work in the credit and in-
surance business in Hessen is nearly
twice as large as the percentage for all

of Germany. H

Herbert Hans Griintker is Chairman of
the Board of Frankfurter Sparkasse, the
fourth-largest savings bank in Germany.
On top of this challenging task, he is
also active in numerous social and
cultural organisations. For example,
he is a member of the Board of Trust-
ees of the Association of Friends and
Patrons of the Johann Wolfgang Goethe
University and Deputy Chairman of the
Board of Frankfurter Sparkasse’s 1822

Foundation.

17



18 FINANCIAL CENTRE

New Strength in the East

By Yury M. Luzhkov

The geography of the world economy has shifted permanently. New financial centres
have taken the stage, revitalising international competition. Moscow is one of these
financial centres pushing to the fore. Its close cooperation with Frankfurt as a financial
centre is a milestone and an affair of the heart.

Growing at a pace of 10% a year, Moscow exceeds the
already high levels of economic development that Russia
reaches — even when compared internationally. More than
80% of the county’s financial flows go through Moscow; more
than half of Russia’s bank capital is concentrated here. Trad-
ing in the securities of Russian companies takes place almost
exclusively at Moscow exchanges. After all, close to 90 % of
the seats of foreign banks and international financial organ-
isations active in the Russian Federation are also located in

the Russian capital.
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of the work force. In the last few years the economic devel-
opment of the city has been characterised by a trend toward

sustainable growth.

The appraisal of international experts confirms that Moscow
has excellent prospects of becoming an international finan-
cial centre. The 19th European Cities Monitor places Moscow
in the top position in the category of “European expansion:
cities that can expect the largest influx of companies in the
next five years”. In October 2008, Forbes magazine published

its assessment of the “World’s Great Cities”,

Moscow is the largest metropolitan centre in Moscow is according to which Moscow is among the most

Russia in terms of research, production, and
socio-cultural happenings; it connects practi-

cally all sectors of the economy with one an-

currently the

largest centre of

promising cities guaranteeing the development
of the 30 leading world markets (ranking 14th

out of 85). Moscow is the largest market with

other. 7.4% of the Russian population (around capital in middle as yet untapped development potential.

10.5 million people) live and work here. Mos-
cow accounts for more than 18% of Russia’s
gross domestic product. The regional gross
domestic product of the metropolitan centre
more than doubled between 2000 and 2007. In 2007, the
gross domestic product per capita was around 614,000 Rou-
bles (approx. $24,000 US), beating the Russian national aver-
age by a factor of 3.1. Moscow is the largest centre of com-
merce in the Russian Federation and brings in about 19 %
of retail trade revenues; 40 % in the wholesale trade; 15%
of revenues in foreign trade, of which 3 % of revenues from
exports and 36 % of those from imports; and 23 % of the total
of remunerated services for the entire Russian population.
Of the total investment in Russian capital assets, Moscow’s
share is 11%. The metropolis is an important sales market

for goods and services and boasts highly qualified members

Europe.

and eastern

This means that all the fundamental con-
ditions are met for Moscow to be capable
of turning itself into a leading international
financial centre, although we are aware that the economy in
Russia must continue to develop in a sustainable and dynamic
way; establishing a world-class financial centre is not possi-
ble any other way. The significance and role of Moscow as a
future international financial centre will be directly proportional

to the role of the Russian economy in the world.

At the same time, the growing global economic crisis leaves
no other option but to rethink the established models for
international financial centres along with the existing stand-
ards for regulating financial markets. The Chancellor of Ger-

many, Angela Merkel, called on European heads of state P



20 FINANCIAL CENTRE

A trend-setting
partnership:
Petra Roth and
Yury M. Luzhkov.

and governments to work out new rules for the financial mar-
kets, since, in her opinion, the Anglo-Saxon regulation model
has failed. At the G20 summit in Washington, Russian Presi-
dent Dmitry Medvedev argued for the need for a fundamental
reorganisation of the world financial system. The current
crisis has created a unique situation for Russia, in which
establishing and expanding a financial centre comes with
an objective need to work out new regulation principles for
the global financial markets. The situation does not merely
require approximating national legislation to existing regula-
tion standards according to the Anglo-Saxon model; it must
also to be a matter of working out a new set of “rules of the
game” at the international level and of swiftly passing corre-

sponding national legislation.

With an eye on the planned development and expansion, the
municipal administration has elaborated a “Plan of Action for
the Development of Moscow into a National and International
Centre for Financial Services”. Thus, Moscow’s municipal
administration has set up an advisory council, bringing to-
gether Russian and foreign experts on fund markets. The
implementation of institutional reforms in Russia is highly
significant. The Plan of Action assumes, however, that Mos-
cow will only become an international financial centre once the
social and cultural climate meets the standards of established
international financial centres. Precisely for this reason, Mos-
cow is working towards a primary goal — to foster the city’s
non-financial infrastructure. For the main part, the Plan of

Action provides for specific measures to be undertaken.

Beyond that, it includes estimates of the financial means
needed in important areas such as: the security of the
capital’s energy supply; solving traffic problems, including
building and expanding the road network in the Moscow

area; raising the quality of

education, public health,

In light of the

goals that have

and the environment; and
developing the city’s social

. infrastructure.
been set, a fruitful

Collaboratlon In the context of the official

between Moscow visit of the Delegation of the

and the Frankfurt

financial centre is

Moscow Municipal Admin-
istration in December 2008,
a memorandum on cooper-
of fundamental ation was signed. It creates

. the conditions for trusting
1mportance.
cooperation between Rus-

sian experts and the finan-

cial community at the Frankfurt/Main financial centre and in
the German federal state of Hessen. Thanks to the mem-
orandum, the financial community can lend considerable
support to the project to build Moscow into a prominent

financial centre.
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| am confident that Moscow, through the concerted efforts of
the government of the Russian Federation and the Moscow
Municipal Administration, who are also supported by profes-
sional participants in the financial markets as well as by Rus-
sian and international associations of economists, will in the
coming years become an influential, international centre for

providing financial services. M

Yury Mikhaylovich Luzhkov is the Mayor of Moscow.

Moscow Roundtable

in Frankfurt/Main:
The cornerstone for
close collaboration
between the two

financial centres.
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Operation Money Market

By Axel Weber

The world has been holding its breath over the financial crisis since the summer of 2007. From the
point of view of central banks, the ongoing tensions in the money markets are of special significance,
since the transmission process of monetary policy starts in the money market - it is through the money
market that the stimuli originating with changes in the base rates are transferred to other segments of
the financial markets and to the overall economy. In this respect the turbulences of the last few months
have presented the operational framework of the Eurosystem’s monetary policy with its greatest
challenge to date. Interventions akin to open-heart surgery have since become necessary. »
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Right at the onset of the crisis in the financial markets there
was a considerable loss of confidence among banks in the
Euro money market and in the money markets worldwide.
This manifested itself in a noticeable drop in
revenues in the interbank market and a sharp
rise in longer-term money market rates. The
Eurosystem reacted swiftly and with determi-
nation; its extensive monetary policy opera-
tional framework was aimed at a broad circle
of recipients and proved extremely flexible in
this context. By means of the skilful use of available instru-
ments, the maturity structure in the Eurosystem’s liquidity ope-
rations could be extended in favour of longer-term refinancing
operations (see graphic) and greater liquidity could be made

available at the start of each maintenance period (“front-

Eurosystems Volume of Tender

900

The Eurosystem
reacted swiftly

and with

loading”). By doing so, during the first year of the financial
market turbulences, the Eurosystem was able to stabilise
the money market rate for overnight funds in the Euro area
(EONIA) at levels close to the minimum bid
rate for main refinancing operations decided
on by the ECB Executive Board, without
the overall refinancing volume having to be

significantly changed.

determination.

With the collapse of US investment bank
Lehman Brothers in September 2008, however, mutual
mistrust among the banks reached new proportions and the
interbank market almost came to a complete standstill.
Liquidity squeezes, some of them massive, ensued, espe-

cially in the case of banks engaged in very pronounced term
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inflationary per se.

transformation and those that, for want of a broad deposit
base, had to refinance themselves mainly with other banks.
The Eurosystem confronted these newly intensified money
market turbulences with some extraordinary measures,
ensuring solvent banks’ continuing access to liquidity. One
of the most significant measures consisted of converting the
tender procedure for main refinancing and longer-term
refinancing operations for a limited time from a variable-rate
to fixed-rate tender procedure with full allocation. In this way,
counterparties in the Eurosystem, upon presenting securities,
can currently refinance at the main refinancing rate
in any desired volume. As a result, the entire
refinancing volume in the Euro area has
increased dramatically. It should be
noted that the effect of the additional
liquidity injections is not inflationary
per se. Risks to medium- to long-
term price stability would only mate-
rialise if banks were to pass on the
available liquidity to households and
businesses in the form of loans and thus
contribute to an increase in the money
supply. Instead,
The CH:CCt of the since October 2008,
in addition to a sudden
increase in the volumes of
injections is not main refinancing and longer-
term refinancing operations, a
noticeable increase in the
volume of the deposit facility
can be observed (see graphic). This indicates that the banking
system is not using the additional liquidity made available for
lending but, in light of the climate of uncertainty, is parking it
in the Eurosystem. In reaction to the massive intensification
of the financial market turbulences in September of last year,
the Eurosystem expanded its intermediation function in the
Euro money market considerably. By doing so — as well as

by means of the various state bank stabilising programmes —

Extraordinary
measures for
extraordinary

situations.
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the system was able to avoid a further escalation of the
financial crisis. In a market economy such an expansion of
the liquidity supply can, however, only be a temporary
condition. The fundamental problem of the money market,
namely mutual lack of trust among banks, cannot be solved
by means of the liquidity operations
of central banks. This is up to the

banks themselves. M

Professor Axel Weber has been the
President of the Deutsche Bundesbank
and a member of the Governing Council
of the European Central Bank since April
2004. Prior to that he was, among other
things, Professor of International Econo-
mics at the University of Cologne and President of the Centre for

Financial Studies in Frankfurt am Main.
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The Bloodstream of
the Financial System

By Gertrude Tumpel-Gugerell

Payment and securities transaction infrastructures are the “bloodstream” of the financial

system. If they falter, the economy grinds to a halt. This is why the European Central Bank

is active as both a system operator and monitor.

Frankfurt trade centre — innovative from the start

In the history of German finance, Frankfurt has played an im-
portant role in many regards. This can be argued especially
in the case of payment transactions. Economic historian Carl-
Ludwig Holtfrerich vividly describes this in his very readable
book “Frankfurt as a Financial Centre — from Medieval Trade
Fair to European Banking Centre”. The annual trade fair week
was a very important time of year, when bills and accounts
were settled. The merchants developed a procedure known
as “Skontration” (commerce-related “netting”), which gave
them some independence from the uncertainties of coinage.

Mutual claims and debts were recorded in the “Fair Skontro

Book” of each participating merchant, in which an account
was kept for each business partner. This innovative proce-
dure from the 15th century worked so well as a clearing sys-

tem that it continued to exist into the 18th century.
Payment transactions in the focus of the ECB

One of the fundamental tasks of the European Central Bank
is to facilitate smoothly functioning payment transactions.
It pursues this aim within the Eurosystem — i.e. in collabo-
ration with the national central banks of EU member states,
whose currency is the Euro — and in the process assumes

three different roles: First, the ECB monitors market »
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infrastructures and checks that important standards for
security and efficiency are met; second, it is in close contact
with banks and system operators, in order to lend a helping
hand in their progressive financial integration and to support
them in overcoming barriers to market entry; third, the Euro-

system itself is also active as a system operator.
Important trends in system operation

Since the creation of the unified monetary zone, basically
anyone offering payment transaction systems and securi-
ties settlement systems can sell their services in the entire
currency zone. Competitiveness and cost reduction by exploit-
ing growth potential have moved within arm’s reach. How-
ever, this situation is still being obstructed by different legal
systems in Eurozone countries, different technical and oper-
ative standards, the different business models of operators
and users, and the tendency of highly developed structures
towards inertia. On the other hand, European integration pro-
cesses are facilitated by enormous progress in information
processing and telecommunications. Some impressive suc-
cess in integration has been made in this area, but integra-

tion will continue to remain a gradual process.

TARGET -

A pioneer in central-bank integration

With the implementation of TARGET, a large-value payment
system for central bank funds, the Eurosystem presented an
archetype of integration. Starting with the monetary union
in 1999, TARGET enabled banks to settle large-value pay-
ments and domestic and cross-border express payments

within seconds or a few minutes. This was a great step

forward in terms of efficiency in comparison to the correspon-
dence banking system, which often took several days. The
system was technically and operationally stable, but it did
not fully exploit the potential for increased integration and effi-
ciency. It was therefore not long after the start of TARGET that
the Eurosystem set to work on the idea of a communal large-
value payment system for the Eurosystem, and the TARGET2
project was begun in 2004. TARGET2 was successfully put
into operation in 2007. The system runs on a common techno-
logical platform of the Eurosystem and is hence far more cost
efficient than the associated national systems. All users apply
the same technical standards, operational rules, and a largely
convergent legal framework. In addition, users active in the
entire Eurozone can manage their liquidity in a pool without
complicated information management via different systems.
In 2008, an average 370,000 transactions were settled per

working day - a total daily value of euro 2.7 trillion.

With its uniqueness in terms of efficiency and technology,
TARGET2 serves as a model for two further integration pro-
jects in the Eurosystem: CCBM2 and TARGET?2 Securities.
Both projects not only share the same basic idea of techni-
cal integration and convergence of services as TARGET2, but
more importantly the three systems form a logical unit, making

liquidity management possible for market participants.

Cross-border use of collateral

The Eurosystem’s operational framework of monetary policy
stipulates that liquidity made available to the banks must be
backed by sufficient collateral in the form of securities. Against
this backdrop, the Eurosystem made a mechanism available

at the start of the monetary union, which makes it possible

for banks to mobilise collateral across borders. This proce-
dure known as CCBM (Collateral Central Bank Management)
is currently undergoing a fundamental overhaul within the
framework of the CCBM2 projects. The goal is to accommo-
date the needs of the market in the wake of increasing con-
vergence in the Eurozone, and to contribute to the swift and
flexible use of collateral, particularly in light of the most recent

turbulences in the financial markets.

TARGET?2 Securities —
the integration of European securities

transactions settlement

Even ten years after the introduction of the Euro, the settle-
ment of securities (especially bonds and shares) within the EU
is still highly fragmented. The Eurosystem has decided that, in
addition to already existing strategic initiatives for overcoming
obstacles to the integration of the domestic securities mar-
kets, the development of a neutral, uniform securities settle-
ment platform by the name of TARGET2 Securities (T2S) pro-
vided by the Eurosystem should be actively promoted. T2S
aims at offering cross-border settlement of securities as in-
expensively and efficiently as they are today at the national
level. Furthermore, the maintenance of securities and cen-
tral bank money accounts for purposes of settlement on the
same technological platform will enable a more efficient use
of liquidity and collateral and stimulate competition between

securities custodians.
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Capable system operators — the guarantors of

competitiveness

At present, finance is experiencing turbulent and difficult
times worldwide. It is, however, of great significance in this
context that the payment transaction system, as the “blood-
stream” of the financial system, has not been affected, and
that it is still reliable and stable in performing its vital circu-
latory functions. Nevertheless, market infrastructures in
Europe continue to face important integration and conver-
gence tasks. It is precisely to this industry based on networks
that European financial integration offers the possibility of
exploiting economies of scale and creating a strong, uniform
infrastructural landscape in Europe. By offering cost-efficient,
custom-designed services, system operators make an im-
portant contribution to the global competitiveness of Euro-

pean finance. M

Dr. Gertrude Tumpel-Gugerell has been
a Member of the Executive Board of the
European Central Bank in Frankfurt am
Main since 2003. Born in Austria, she was

Economic Policy Adviser to the Austrian

Minister of Finance from 1981-1984, and
from 1985 until 2003 held different executive positions with the
Oesterreichische Nationalbank; in 1997 she joined its Executive

Board, and has served as Vice-Governor since 1998.
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More Integrity in the Markets
through Central Clearing

By Thomas Book

Lack of transparency and ineffective risk management processes are often seen as the causes of

the crisis in the financial markets, especially in the area of OTC derivatives markets. Central clearing of

derivatives traded on listed exchanges, by contrast, has remained a consistent pillar of security

precisely in times of unrest. This is why, starting in 2009, Eurex Clearing, the largest clearing house

in Europe, is going to expand its services for clearing non-exchange listed products and offer clearing

for credit derivatives all across Europe.

The value creation chain in the securities and derivatives trading
business consists mainly of three stages: trading, clearing and
settlement. While trading often receives broad attention, since
this is where price discovery for financial instruments takes
place, subsequent value creation stages are often practically
ignored. This is misguided, since the clearing of booked trad-
ing transactions by the central counterparty in particular forms
a substantial part of risk management in the financial industry.

Starting in 2009, Eurex Clearing, the largest central clearing

house in Europe, will introduce extensive clearing for credit de-
rivatives, thereby lending support to the endeavour to improve

transparency and market integrity in this market segment.

Clearing generally denotes the reconciling of trading trans-
actions with one another in preparation for their settlement.
A fundamental element here is to determine initial legal debt
obligations, i.e. the question: Who owes whom what? Once

this has been determined, the netting of trades with mutually

T .

M e e
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cancelling obligations can take place. In doing so, the number
of necessary instructions for subsequent settlement is reduced
on the one hand, and, on the other, the total risk position of
each trading party is reduced, since each individual trade does
not have to be completed in and of itself. Instead, only the re-

sulting net position comes due for settlement.

Netting is especially effective if clearing is carried out by a central
counterparty (CCP). The central counterparty enters into the
existing bilateral contractual conditions of each trading trans-
action and thereby becomes the legal counterparty for each trad-
ing participant (novation). As of late, what is known as multilateral
netting is also possible. Both the number of remaining trans-
actions for settlement and the amounts of the net risk position of
each participant are drastically reduced in comparison to purely
bilateral netting, since the central counterparty can in each case

take the netting on one side of the trade into account.

+44 bn.

The central counterparty

as reciprocity insurer

In doing so, however, there is a risk that falls on the central
counterparty itself. True, across all market participants the
central counterparty carries no market risk, since all net open
positions add up to zero. The case may arise, however, where
a market participant defaults in the time between the booking
of the trade and its settlement. Particularly in the derivatives
market, trades can remain open for weeks or months until
they are finally settled. At the same time, the central coun-
terparty has become the contractual partner for all trades.
As such, it stands in for the contractual obligations of the market
participants and guarantees their fulfilment. In order to be able
to keep this promise in any situation, the central counterparty

performs risk management for the open positions. Each market

participant must collateralise its open net positions with P
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the central counterparty against the risk of its own default as a
contracting party. The central counterparty evaluates the open
positions and calculates the amount of collateral needed (mar-
gining). The market participant then has to cover the outcome

of this risk calculation by depositing collateral.

In this way, the central counterparty acts according to the
insurance principle, guaranteeing reciprocity between all
market participants in the face of contracting party default. As
a neutral party in the value creation chain, it evaluates the open
risks of all market participant deriving from their trading activity
and guarantees against default. Each individual market partici-
pant must put up collateral against its own risk positions, at
the same time making a contribution to the market as a whole
by contributing to what is known as the clearing fund. Hence,
all market participants pay into the clearing fund, which serves
as an additional hedge on a communal basis against the risk
of a market participant defaulting without sufficient individually
deposited collateral to cover its own risk positions. The central
counterparty hence guarantees that trades are completed by

hedging at several levels (“lines of defence”).

Effective risk management through netting,
margining, and collateralisation

Monthly averages in billions of Euros (2008)

9,715 9,671
8 52
44
Clearing Netting Margining Reserve Collateral
volume deposited

Collateralisation

Source: Eurex Clearing

The fact, for example, that trades netted through a central
counterparty do not need to be covered by any further
regulatory capital requirements on the part of the market par-
ticipant shows that legislators recognise this high degree of

security against default.

Eurex Clearing Frankfurt —

the largest central counterparty in Europe

Frankfurt is home to the largest central counterparty in Europe,
Eurex Clearing AG. Eurex Clearing is the clearing house and
the central counterparty in the Deutsche Borse Group for both
cash and futures markets. It collateralises trades in stocks,
options and futures, bonds, as well as energy market products.
Eurex Clearing is the central counterparty for the Frankfurt
Stock Exchange, the Irish Stock Exchange, the Eurex Inter-
national Futures and Options Exchange, and for Eurex Bonds

and Eurex Repo.

In 2008, Eurex Clearing netted 2.3 billion transactions. The
clearing volume of processed market risks was 9.5 trillion per
month on average (see chart). Through netting and margining,
the sum of these market risks is reduced to an average net risk
position of 0.45 %, or 44 billion. This sum of open risks was
covered on average with 52 billion in individual collateral. This
leaves a fluctuation reserve of around 8 billion, or a good 18%,
which represents the discount in the valuation of the collateral
pledged (haircut) to cover the risk of unfavourable develop-

ments in the markets until their next valuation.

The significance of central clearing

becomes obvious in the financial crisis

As the crisis in the financial markets unfolded, the significance
of the central counterparty for the integrity of the financial
markets was made abundantly clear. At the very latest, the
default of Lehman Brothers as a huge trading partner made the
general public acutely aware of the fragility of financial market

structures. As a result, an extensive new assessment on the

part of all market participants of contracting party risk has
taken place. Rapidly dwindling trust in the ability to complete
trades once they have been booked raised doubts as to the
proper functioning of certain areas of the financial markets.
Clearing through Eurex Clearing as a central counterparty has
consistently held up in this time of unusual market volatility.
All centrally netted market trades were completed, and open
risk positions were at all times covered by the collateral depos-
ited individually by market participants. At no time was there
any danger of having to resort to the other lines of defence
of the central counterparty. In so doing, the central counter-
party fulfilled its promises even during the greatest moments of
crisis in the financial markets so far and guaranteed all trades

netted through it.

In addition, central clearing offers leading risk management
processes. For regulatory and supervisory authorities, Eurex
Clearing offers a high degree of transparency regarding the
open risk positions in the markets netted. At the same time,
the central counterparty acts as an early warning mechanism
and as a balancing agent when individual market participants
come to hold excessive risk positions. By means of intra-day
valuation of open risks, if needed, additional collateral to cover
them can demanded immediately. Should a market participant
not be able to come up with the extra collateral, there is the
possibility of discontinuing its participation in the central clear-
ing process. That way one ensures as early as possible that no
additional risks can accumulate, which might further aggravate
the situation. Since the procedure is known to all, each market
participant can take the impact of a trade on its own risk posi-

tion into account the moment the trade is booked.

Eurex Clearing: central counterparty

for credit derivatives, starting in 2009

As a principle of market organisation, the central counterparty
has shown itself to be sustainable. It is therefore suitable as a
model for the future development of markets that presently

offer less transparency of existing risks and less effective risk
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management. Thus, for example, over 80 % of global deriva-
tives trading takes place outside regulated markets and in the
absence of central netting. This situation of ineffective risk
management, and the lack of market-risk transparency that
goes hand in hand with it, was recently cited as an example
by the European Commission on credit derivatives (Credit
Default Swaps). In order to enhance the integrity of the finan-
cial markets, Eurex Clearing will therefore be offering a Euro-
pean solution in 2009 for the central netting of bilateral contracts
or those not offered on registered exchanges (Over the Counter,
OTQ). In doing so Eurex Clearing is on the one hand comply-
ing with the European Commission’s desire for improved
stability in this market segment. On the other hand, Eurex
Clearing is generally expanding its central clearing services to
include new financial market instruments. At the same time,
this opens up the possibility for all participants in this market
to benefit from the advantages of central clearing. It also avoids
the danger of a contracting party default and of subsequent
adverse effects on other market participants according to the
domino principle. Central clearing allows for a significant
reduction of systemic risk. Hence, the financial markets as a
whole benefit from the introduction and acceptance of a central

counterparty for credit derivatives. W

Dr. Thomas Book has been a Member
of the Board of Directors of Eurex
Frankfurt AG, Eurex ZUrich AG and Eurex
Clearing AG since 2006. In this capacity

he is in charge of Eurex’s “Clearing, CCP

and Strategy” department. Eurex, a sub-
sidiary of Deutsche Borse, is one of the largest futures and
options exchanges in the world and the leading clearing

house in Europe.
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With the Decision Makers Listening

Questions put to Jens Weidmann and Jan Pieter Krahnen

Jens Weidmann: Chief Economic Advisor to the Chancellor

Jan Pieter Krahnen: Professor of Corporate Finance
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“Micro securitisation” or “macro bubble”: depending on which explanation you favour, different reform

measures recommend themselves. This makes it all the more important to get expert advice before

undertaking any fundamental reform of the international financial markets. Two members of what is known

as the Issing Commission, Jens Weidmann, Economic Advisor to the Chancellor, and Jan Pieter Krahnen,

Chair of Corporate Finance at the Johann Wolfgang Goethe University in Frankfurt, speak about coopera-

tion between policy makers and academia, and the lessons that should be drawn from the crisis.

Doctor Weidmann, Professor Krah-
nen, as members of the German
government’s Expert Commission on
International Financial Market Reform,
you are intensively preoccupied with the
crisis in the financial markets and how
to overcome it. Could you briefly sketch
out your understanding of what caused

the crisis?

Weidmann: The crisis had several
causes. Excessive liquidity and low
interest rates led to great increases
in asset prices and kindled ever more
risk appetite on the part of investors.
Overly lenient regulation, gaps in super-
visory bodies and misguided incentive
structures favoured trading geared to-

wards success in the short term and the

¢ development of increasingly more com-
plex financial instruments. Coupled with

high debt levels, this situation in the

“There are basically
two explanatory
models for the crisis
in the financial
markets.”

Jan Pieter Krahnen

: financial markets grew increasingly
. unsustainable. The fall in real es-
i tate prices in the US after years of

boom triggered a chain reaction in the

markets, which led to a reassessment
of risk worldwide. Spreads and risk
premiums rose sharply and the high
volatility of valuations amplified the
uncertainty in the markets. With the
Lehman Brothers insolvency, the un-
certainty escalated to a new level, from

which the markets have yet to recover.

Krahnen: The discussion concerning
the “right” measures to avoid a repeti-
tion of this crisis presently dominates
public debate. The G20 Summit in
London clearly showed that there are
basically two explanatory models.
According to the first explanation, let’s
call it the Macro Bubble Thesis, the
origins of the crisis lie in a macroeco-

nomic distortion in the US housing »



The differences in these explanations

have significant implications for any de- :

bate on reform. If you subscribe to the
Macro Bubble Thesis, then combating
and preventing the crisis focuses on
macroeconomic issues, like monetary
policy, or the meaning of fiscal control
of demand. In particular, the causes
of the crisis do not lie with insufficient
supervision or some undiscovered
“financial mis-engineering”. By contrast,
explanatory efforts based on the Micro
Securitisation Thesis approach the sub-
ject from the perspective of improved
market transparency with specific
regard to the key attributes of securi-

ties and portfolios.

| might add that both explanations
share a fundamental faith in the ability
of markets to perform differentiated eval-
uations, especially where complicated
risks are concerned, provided reliable

information is available.

The Micro Securitisation Thesis is to
my mind the more plausible and is

supported by our incomplete empiri-

achieved in the
international
financial markets.”

Jens Weidmann

What are the Commission’s key recom-

: mendations for a new financial order?

Weidmann: Besides closing the regu-
latory gaps, a greater degree of trans-
parency needs to be achieved. For the
stability of the international financial
system it is crucial that the major risks
can be identified. This is no new insight.
Prior to the turbulences in financial mar-
kets, the Chancellor had already put this
stipulation on the agenda of the German
. @8 Presidency in 2007. The team of ex-
perts has, under the buzzword of “intel-
ligent transparency”, made suggestions
as to how the requisite transparency in
the international financial markets might
be achieved. Key recommendations in
this regard are the establishment of a
global “Risk Map”, along with the crea-

tion of a global credit register.

trustworthiness of the rating agencies
and, in particular, a shift in emphasis
towards macro-prudent financial market
supervision methods and the creation

of global supervisory bodies.

All recommendations share a common
concern: to improve the information
situation so as to highlight possible
financial risks, risk agglomeration, and
contagion effects earlier and more
clearly, thereby making market super-
vision more effective. The development
of a shadow banking system, whose
structures and size remain hidden
from regulators and investors for years,
needs to be prevented from happening
again. This requires highly competent
expert supervision with the necessary
access to information. This is why the
recommendations focus on building
up a data set that also meets the inter-
national requirements and obligations
between the financial institutions of
different countries. The lack of this kind
of supervision — what we call the Risk
Map - has decisively contributed to
what was perceived all round to be the

surprising force of the crisis.

Jan Pieter Krahnen in conversation with Angela Merkel.

This commission is made up of renowned
top-level experts from the fiscal gov-
ernment, academia, and international
financial institutions. Isn’t the formation
of a commission of this kind somewhat
unusual? And does the situation call for

this rather unusual measure?

Krahnen: How usual it is in general to
set up a team of experts in preparing
large international conferences is not for

me to say — | hasten to add that this G20

Summit is being held under unusual cir-

cumstances: the occasion for the con- §

ference is narrowly defined in terms
of subject matter and technically very
complicated. Indeed, the experts do not
share the same opinion at all about the
correct corollaries of the crisis. Setting
up an expert commission therefore
strikes me as being a fundamentally suit-
able way of obtaining technical advice
on choices of action. The composition

of the team of course needs to be given

: careful consideration — but my position
¢ as a member of that team prevents me

from giving my opinion.

“An expert
commission can be
useful for
getting advice on
technical choices of
action.”

Jan Pieter Krahnen

Weidmann: Mastering this global crisis
requires cross-border cooperation on
the part of many agents, including not
only national governments, but also inter-
national institutions and academics. All
of these backgrounds are represented

: in the Commission. Many of its sugges-
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market, fuelled by an “easy money” cal knowledge to date. | therefore con-  Krahnen: The main recommenda- L\
monetary policy. According to the sec- sider it appropriate to align efforts to tions of the Issing Commission re- | ——
ond thesis, the Micro Securitisation The- reform the world financial markets with  fer to five areas, which are: improved
sis, the root of the financial crisis lies this explanation. transparency on the part of financial J
in the systematic negligence of incen- institutions and transactions vis-a-vis ’j 1
tive problems in the development and supervisory institutions and investors; I :
= <%
marketing of new financial products, “A greater degree the inclusion of hedge funds in this o
especially loan securitisations (ABS, supervision; an international network- 1 e
of transparency R
CDO) and credit insurance (CDS). ing of the credit registry; increased |
has to be ! “

Jens Weidmann on the job at the Federal Chancellery.

tions were later introduced into the

G20 process.

In your opinion, how important is close
cooperation between policy makers,
academia and industry representatives
in general and in the current situation in

particular ?

Weidmann: Particularly in a crisis such
as the one we are experiencing, policy
makers are under enormous pressure.
Decisions of extraordinary scope have
to be made quickly but with great care.
This is illustrated, for example, by the
Financial Market Stabilisation Law, which
jumped over parliamentary hurdles
within a week — in record time. In such
a situation, close cooperation between
policy makers and academia is crucial,
as is the consideration of practical ex-
perience. It is precisely for this reason
that the Chancellor invited repre-

sentatives of industry, unions, and
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academia to the Federal Chancellery at
the end of last year, and again on April

22nd of this year, to an intensive ex-

change of ideas on the economic situa- :

tion. This was an import aspect of gaug-

ing the economy.

Krahnen: The combination of the areas

of academia (especially for the techni-

cal and regulatory issues), industry (es-

pecially for knowledge of international

financial institutions and their options),

and policy makers (especially for ad-

justing the inquiries and tying in recom-  :

mendations with actual policy) strikes
me as very sensible and, given the task

at hand, particularly effective.

Doctor Weidmann, before you were

made Economic Advisor to the Chan-

cellor, you were the head of the Mone-

tary Policy Department at the Bundes-
bank. What attracted you to switch to

politics?

Weidmann: Well, first of all | didn’t switch

to politics, but merely advise the Chan-

cellor as a public official. The attractions
of this job are probably the broad spec-
trum of issues involved and the chance
to contribute to many economic policy
projects. In terms of content, my current
work is more closely related to my pre-
vious job on the expert council than to

my work at the Bundesbank

Herr Professor Krahnen, in your opinion,

what is the significance of the fact that

some members of the Commission are
directly from the Frankfurt financial centre

: and know it well?

Krahnen: The Commission has mem-
bers from Basel, Brussels, Berlin and
Frankfurt — | think it is a good combina-
tion in terms of prior knowledge of the

financial markets and financial policy.

“Our proposal
for a worldwide
Risk Map turns up
again in discussions
of policy.”

Jens Weidmann

: In your opinion, what importance do
policy makers ascribe to your work, that
is, to expert advisors from academia
and institutions? What has been your

experience with this collaboration?

Weidmann: Policy makers benefit from
the comprehensive rethinking of issues
and the formulation of technically sound
proposed courses of action by experts.
From my experience with this commis-
sion, | can say that our proposal for a
worldwide Risk Map turns up again in
discussions of policy at the domestic
level as well as the international level. It
represents the Commission’s important

: contribution in discussions concerning

the possible consequences resulting
from the present financial crisis, since
it constitutes an attempt to illustrate the
dangers to the financial markets in con-
sideration of changing dependencies

between agents and products.

Krahnen: The results of the work of
the Commission have been published
as working papers by the German gov-
ernment. They were presented to the
public in the context of two press con-
ferences, at which the Chancellor and
Minster of Finance, as well the team
of experts represented by its head,
Professor Issing, explained the basic
outline of the proposals. The collabo-
ration left me with impression that the
actual decision makers did indeed lis-
ten to the analysis and recommenda-
tions — of course it now remains up to
them to select those recommendations
that are politically feasible and worthy

of implementation.

In most Anglo-Saxon countries this type
of cooperation is common practice. Do
we here in Germany need to do some
catching up as regards the formation of

commissions of external experts?

Weidmann: | don’t see it that way. Here
in Germany, we have also resorted to
the advice of commissions in the past.
The Herzog Commission for German so-
cial security reform or the Rurup Com-
mission come to mind. In the area of

economics, you will also find numerous

instances of policy makers using insti- :

tutionalised expert advisory councils. :

Take, for example, the advisory boards

at the German Ministry of Finance or

the Ministry of Economy and the coun-

cil of experts. | hasten to add that the

balance between expert advice and re- :

sponsibility for the adopted measures

needs to be taken into account. That

responsibility lies with the political de-

cision makers.

Krahnen: As far as | know, the German

government was the only one in the con- :

text of the G20 process to take the path

of asking an individual team of experts

to appraise the situation. In other coun- :

tries, external experts tended more to

act on their own initiative. This tends to

generate a large number of proposals,
which, must be very confusing for deci-

sion makers, especially since it is no im- :

mediately apparent how much thought

and work was put into them. In this re- :

gard | feel that the path chosen by the

government makes a lot of sense.

Would it be worthwhile in the long run
to institute this kind of collaboration
between policy makers, academia and
practitioners on a permanent basis, as
a sort of think tank after the American
model? What might be the advantages

of doing so?

Weidmann: The exchange between

policy makers, academia and practi-

tioners naturally does not only take

place in commission and advisory

board sessions. For example, | discuss

: the current challenges in numerous

conversations with representatives
of industry and academia. We contin-
uously receive problem analyses and
proposals for courses of action from

universities, companies and associa-

tions. I might add that | absolutely see

the advantages of a critical mass of ex-

perts being able to tackle current is-

sues quickly and flexibly, making the

knowledge available in a reliable and

timely manner.

“An institutionalised
think tank
can contribute to
an improved
observation of
constant change.”

Jan Pieter Krahnen

For this kind of arrangement to work,

however, a greater openness with re-

gard to the interests and restrictions of
the respective other side is needed —
and | mean in policy making and aca-
demia. In the field of financial markets,

the House of Finance or the Center for

Financial Studies (CFS) could evolve

into such a think tank — two members of

: the government’s Expert Commission
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on International Financial Market Re-

form are associated with the CFS.

Krahnen: | think the establishment of
one or perhaps even several think tanks
specialised in policy advice makes a lot
of sense — and is crucial for the Frank-
furt financial centre in the long term. An
institutionalised think tank that focuses
on financial market issues and acts as
a natural meeting point for politicians,
researchers and the industry in the con-
text of political work can help policy
makers and the public with observing
the constant change in the financial
markets. Better analysis, one hopes, will

also lead to better policy. W

Dr. Jens Weidmann has been Eco-
nomic Advisor to the Chancellor and
Head Economic and Financial Policy
(“Division IV”) at the Federal Chancel-
lery since February 2006. Prior to that,
he worked for the IMF, and from 2003
to 2006, he was Head of the Monetary
Policy and Analysis Department at the

Deutsche Bundesbank.

Prof. Dr. Jan Pieter Krahnen has been
the Chair of Corporate Finance at the
Johann Wolfgang Goethe University in
Frankfurt am Main since 2000 and, as a
member of the Issing Commission, be-
longs to the external advisory staff of

the German federal government.
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Time to Learn

By Wolfgang Hartmann

CONSEQUENCES 41

Why did the banks not see the crisis coming? Why did the banks’ risk management fail them? And what

has to improve now? These are some of the things Wolfgang Hartmann, until May 2009 Member of the

Board of Directors of Commerzbank AG in charge of risk management, asks himself.
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As the member of the board of a large German bank, who for
more than eight years has been in charge as Chief Risk Officer
(CRO), and who for seven years previously managed the cen-
tral credit department, one naturally has to ask oneself: Why
wasn't all this foreseen? | still remember well the Global Risk
Management Round Table in the US at the start of 2007 with
representatives of nearly all the large international banks. None
of my colleagues from the US saw a problem for the US finan-
cial industry in the growing number of press reports about sub-
prime customers who could no longer service their loans owing
to rising interest rates. And this despite the fact that, practically
from scratch, about US $4 trillion was dealt out to low-income
US households within four years by way of construction financ-
ing, securitised, and sold all over the world as Asset Backed
Securities (ABS). The result was that by mid-2007 one out of
three credit financings — around US $30 trillion — was securi-
tised worldwide, with a noticeable concentration in the USA
and other Anglo-Saxon countries. Along with other structured
financing for businesses, consumer and auto loans, this spurred
a gigantic investment banking industry. On account of the higher
margins obtainable, investment in these Asset Backed Se-
curities was made palatable to third-party banks, especially
those not in possession of their own resilient business model.
The idea to bundle long-term ABS in special purpose entities

(conduits) and to refinance them short-term further heated up

the process. This soon became the vogue in Europe as well.
In addition, for a long time risk management was focused on
securities that had throughout enjoyed the best ratings from the
external rating agencies. In my regular dealings with the people
in charge of risk at the other large German banks | learned that,
when managing default risks, the banks also had their eye more

on commercial loan business than on the products.

In managing market risk, the preferred focus of attention was
on interest rate, currency, and equity risk — but less on risk
premiums stemming from credit worthiness and liquidity risks
(= credit spread risk). The “Value at Risk Overnight” gauge of
market risk is based on unlimited liquidity of trading positions
on a daily basis — an increasingly less applicable assumption,
at least in the last two years. The tribulations of the crisis in
the financial markets resulted primarily from the credit spread
risk of trading positions, which could either be entered into
the trading portfolio or into the non-trading portfolio (“Availa-
ble for Sale”). Depending on where they were entered, they
immediately led to trading portfolio losses or caused a marked
melting away of revaluation reserves. The resulting enormous
capital losses were the reason for the internationally coordi-
nated rescue programmes. Credit spread risk management
was not a highly developed discipline at either the large public
financial institutions or the commercial credit banks with their
strong focus on counterparty risk and their tradition of “Hold-to-
Maturity”. Hence, the dramatic effects of spreading credit

rating and liquidity risk premiums on revaluation reserves p
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and the effects of depreciation of ABS on regulatory capital

commitment was neglected.

Moreover, the documentation of historical developments took
precedence over scenario-oriented portfolio forecasting. By
now, practically all asset classes are affected by downward
movements, and experience shows that the markets tend
towards great exaggeration in these situations. As this unfolds,
there is the danger of the recession worsening on account
of a credit crunch. The investment banks’ originate-to-distrib-
ute business model has collapsed worldwide. ABS are now

considered by investors to be “toxic”.

Right now, the important thing is to draw the correct conclu-
sions from the crisis in the financial markets and to further
develop the banks’ risk management, instead of simply
throwing all the experience gained and the existing manage-

ment instruments overboard.

Aavding point
jewj :ﬁ J@fﬁjn_r

Stability of the business model

The crisis in the financial markets not only led to exorbitant
charges against earnings on account of structured products,
but also showed that business models without a franchise,
i.e. without a variety of products and a distribution strategy
that create long-term value for a stable customer base, are
standing on feet of clay. Generally the investment banking
business model proved itself to be unsustainable, the stand-
alone US investment banks have disappeared, and what was
known as the originate-to-distribute securitisation model has
deservedly collapsed according to the motto “out of sight,
out of mind”. Furthermore, the reputation of rating agencies
has suffered greatly, and in many places it is the government
that now has to face the music. The profession of the bank
manager has, as a consequence, suffered in terms of public
opinion, and yet never have good bank managers been so
vital in solving economic problems. The attempt at short-term

maximisation of returns in application of a misunderstood

concept of shareholder value has destroyed a great many
large banks. Yet the winners are already emerging: banks
that renounced the “gambling casino”, and whose priority
was to ask themselves how they can create value for their
customers long-term with the services they offer: and this
means nothing other than increasing the customers’ wealth
through solid investments with appropriate risk profiles, or to
make financing options available to them that allow for the
successful evolution of their investments, whether privately or
in business. A bank that is a faithful and conscientious stew-
ard to its customers and strictly adheres to these principles
might possibly show weaker returns in boom years, but it will
always be capable of being there for its customers in times
of crisis. Yet without professional, future-oriented risk man-
agement this approach will not be successful in the long run

either. So what else is lacking?

A new orientation in regulatory and economic capital
management

The aim of capital adequacy regulations in the last few years
was to achieve a risk sensitive measurement of minimum
capital buffers for unexpected risks. In addition banks were
obliged, through the use of internal (economic) risk tolerance
models, to bridge possible gaps in the sweeping approaches
to regulation (ICAAP). Current developments show five sub-
stantial weaknesses: First, weaknesses in market risk regu-
lation were neglected on account of focussing on credit risk
within the framework of Basel Il, especially as regards arbitrage
possibilities between credit risk and market risk regulation
(exploitable, for example, through securitisations). Second,
capital adequacy is far to low for market risks and exacer-
bated undesirable developments. Third, requirements placed
on additional internal control and how to determine risk tol-
erance are not specified in the form of minimum standards.
Fourth, there is the threat of a credit crunch, i.e. a situation
where the supply of credit is highly jeopardised on account of
capital shortages, owing to the pro-cyclical effects of Basel Il
and “Fair Value Accounting” in Europe (worldwide the only
area of applicability for Basel ll). Fifth, up until now, the ques-

tion of the liquidity and risk transparency of individual asset

products was completely left out of consideration when
determining share capital adequacy. These weak points
must be quickly addressed by the regulator. The Basel
Committee, the Financial Stability Forum, and the German
Federal Financial Supervisory Authority (BaFin) are on the

right track here.

Holistic risk assessment

The intersection between market risk and credit risk is where
the greatest losses came about in the current crisis. Credit
spread risk in particular, through Fair Value book balancing,
led to great charges against trading results and revaluation
reserves, after unrealised gains had previously been paid
out to investment bankers in the form of high bonuses. This
has to be avoided in future through a better understanding
of the credit markets in an interlocking model of counter-
party default risk and market risk. Going forward, credit risks
need to be considered from the point of view of market risk,
as well as counterparty risk when holding to maturity. The
economic depreciation of assets while risk premiums are on
the rise, through hedging trades (i.e. hedge and collateral
agreements), also leads to counterparty default risk or to
loss of liquidity. Not the least concern here is to identify cor-
relations and over-compensation effects between market risk
and credit risk by means of scenario analysis. In the context
of a highly appreciated new products process on the part
of the banks, all relevant risks of complex products need to
be illuminated and incorporated into a holistic valuation of
the individual risks of the products (market, credit, and oper-
ational risks as well as reputation and compliance risks). A
product can only be used once these risks are fully under-
stood and consequently monitored. Especially in the case
of structured products, comprehensive management of risk

types is crucial.

Stable refinancing base to guarantee liquidity

The financial crisis has dramatically demonstrated the signi-
ficance of the issue of liquidity risk. Banks with a high per-
centage of sensitive interbank refinancing proved to be espe-

cially vulnerable, while the balanced refinancing combinations,
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based on sound customer relationships, of universal banks
showed themselves to be stable. A realistic assessment of the
accounting liquidity and volatility of the asset portfolio and the
stability of the refinancing is of key importance. The neces-
sary available liquidity should be limited and monitored with
BaFin certification within the framework of an internal liquid-
ity risk model specific to the institution. The fundament is a
well performing internal netting system, whereby the bank’s
actual costs of entering the market in the case of adequate
refinancing of the asset portfolio congruous with the term to
maturity are applied. And the bank has to pay attention not
only to the congruency of the interest rate risk, but also to the

maturities of assets and liabilities.

Consequent “look-through approach” in the case of
structured financing

The financial crisis led to previously unknown charges against
earnings and capital losses for banks worldwide. As of the
present date, over US $1 trillion in capital has been wiped out
worldwide; by the end of the crisis it could be US $3 trillion.
It was made plain in this context that the complexity of struc-
tured financing in terms of the risks involved was not completely
understood, conceived, and hence represented, by nearly all
market participants. Loss rates that lay far beyond historically
observed defaults, initially led to a sharp downturn in prices
for structured financing (ABS, conduits, leverage acquisition
finance), followed by nose-dives in ratings, leading to a lasting

illiquidity in this market.

These experiences show that for structured credit products,
which can be highly complex, a comprehensive “look-through
approach” is essential to completely represent the different
kinds of risk components. Where this is not possible, one
must consistently stay away, and this likewise applies to the
trading portfolio. Hence, risk analysis of “re-securitisation” is
practically impossible for a bank. In addition to the quality of the
asset pool, other significant factors are the payment streams
of a specific ABS transaction, along with the valuation of gen-
eral market and liquidity risks. Moreover, counterparty risk,

especially of hedging partners, needs to be limited, since »
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the consequential losses can be many times greater than the
limits placed on contracting party risk within the framework of
security agreements, as the Lehman example shows. You do

not find a new hedging partner in difficult times.

Adequate application of valuation methods

The different valuation methods (Mark-to-Market, Mark-to-
Index, Mark-to-Model) need to be applied according to risk
and the market. The correct market valuation and balance-
sheet entry is, however, no substitute for a fundamental under-
standing of the positions entered into. Initially liquid markets
can dry up at any time, and hence the calculation of risk must
always consider the holding of the positions until maturity.
A Mark-to-Model value should only be used to counterbalance
temporary market volatility and must never take precedence
over the Hold-to-Maturity valuation. The reliability of applied
valuation prices needs to be checked on a regular basis. Mark-
to-Model should be handled with particular care: The risk
modelled needs to be consequently and comprehensively
analysed independently of trading, and portfolio risk needs
to be strictly limited to unobservable model parameters. The
calibration quality of the models as well as the representation
of complex and structured products needs to be checked
regularly. Financial accounting should go back to adhering
to the good old German principle of prudence as set forth
in the code of commercial law (HGB), instead of seeking to
add every unrealised gain to earnings according to the Fair
Value principle. As yet unrealised gains should not be distrib-
uted, neither as dividends to shareholders, nor as bonuses

to investment bankers.

Anticipatory risk management by combining expert

and model know-how

As the availability and quality of data grew better, evermore
ingenious risk measurement procedures were developed in
recent years. Yet the stable market environment in the years
prior to the crisis in the financial markets, as well as the inten-
sive regulatory certification process, hid the limitations of even
the most powerful prognosis models. As a result, loan decision

and pricing processes became increasingly more automated

and streamlined, also with regard to process cost optimisation.
In extreme cases, things got to the point where expertise and
the world of the model began to coexist in complete detach-
ment from one another. The current dislocations surrounding
the securitisation market show the dimensions of this develop-
ment. Core emphasis must therefore be placed on future model
elaborations being anchored by sufficient expert input and on
greater use of market and model parameters in the expert eval-
uation of individual commitments. So let us please not turn back
the clock in terms of the banks’ risk management, but rather
make a leap forwards by synthesising the knowledge of models,
markets, and experts. Both young, mathematically trained ana-

lysts and experienced experts belong on the risk team.

Long-term oriented compensation systems and
performance measurement

Performance measurement is of key importance in managing
employees and creating performance incentives, which is why
the yardstick of performance measurement needs to be se-
lected with great care. Yardsticks should be transparent and
compatible with operative and overall strategic planning. The
idea is to acknowledge success and make failure be felt in the
medium term, both for the individual employee and the entire
organisation. This allows for early correction of undesired de-
velopments. Indicators must not refer one-sidedly to a given
unit (e.g. only to the credit and risk function), but instead the
market side needs to share full responsibility for the resultant
risk. Otherwise, there is the danger that, in the course of fore-
seeable charges against earnings, the market side develops

into a “Business Impediment Department”.

Performance indicators that apply equally to market and risk
functions should make consequent risk-return decisions at-
tractive for both units and in the long term serve to optimise
results and portfolio quality. At the same time, attaining per-
formance goals is the basis for creating performance incen-
tives in the compensation process. That way, both individual
figures and comprehensive figures for entire areas can have
a bearing on the agreed goals for each employee. And what

needs to be prevented in future is the excess of bonuses in

the millions — geared towards short-term Fair Value numbers
— for traders and investment bankers. The more so since the
platform and consequent costs of volatile or complex prod-
ucts have to be shouldered at considerable cost and by the

entire bank, or, in the worst case, by the general public.

Corporate governance and the balance of power

Large banking organisations nowadays are difficult entities
with numerous complex products, heterogeneous customer
groups and regional markets, and a penchant for hair-splitting.
Only where clarity reigns at every level of bank management of
opportunities and risks and everybody knows where the journey
is supposed to be headed, do balanced bank management
and risk monitoring stand a chance at all. Serious bad invest-
ments and the many “fallen angels” in the banking industry
show that the world of banking leaves much to be desired here.
Though worthy managers usually sit on supervisory boards,
they often have too little knowledge of specific banking risks.
Experience shows that risk issues are rarely dealt with by
the supervisory board in plenum — except when it is too late
already. Otherwise they are left to committees. And how is
balance of power on the board of directors divided between
members, the Chief Executive Officer (CEO), the Chief Finan-
cial Officer (CFO) and the Chief Risk Officer (CRO)? What in-
fluence does, for example, the CRO exert over the develop-
ment of the business model? And what possibilities does the
CRO have to inform the supervisory board immediately and
in good time, regularly and comprehensively concerning the
bank’s risk situation? Through the risk committee, of course,

but is that still enough?

And how independent is the chairman of the bank’s risk com-
mittee? Does the amalgamation of the positions of chairman of
the supervisory board and chairman of the risk committee lead
to conflicts of interest? And how comprehensive is the report-
ing of the chairman of the risk committee to the members of
the supervisory board? Can the members of the supervisory
board indeed oversee the bank’s risk situation and fulfil their
legal obligations to the shareholders on this basis? These cor-

porate governance questions concerning structure and con-
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tent need to be asked. In any event, however, in the capacities
of chairman of the risk committee and CRO, banks need cri-
tical, competent and independent managers, who also have
the support of the BaFin behind them, if necessary. And have
we done enough in terms of training and further education, in
order to train qualified risk officers and regulators for manage-
ment positions, who are capable of monitoring and managing
a bank with the modern instruments of risk management as
well as with expertise? | feel that much remains to be done in

this regard.

Con dusion: Ack pow th arder
Jo be prefared for the futwre

All'in all, this means that risk management has to ensure suc-
cessful, market-realistic action as well as the stability and exis-
tence of the bank. Efficient risk management that protects the
bank has to keep on evolving, anticipating market tendencies,
and assisting colleagues on the distribution end on an equal
basis as constructive partners. Thus, by having market and
risk functions work together, the focus of business activity can
be placed on long-term — i.e., over an entire business cycle —
risk-return oriented business that creates value. But there is
one warning: If attempts in the current crisis to further qualify
and develop the risk management of the German banks should
be unsuccessful, the bill could again be expensive in the next
crisis. In this regard, | urge the creation of an “Institute for Risk
Management and Regulation”, which, based in Frankfurt,
would hold a leading position internationally in research and

teaching. There has never been a better time to do so. M

Wolfgang Hartmann served as a Board
Member of Commerzbank AG until May
2009. As Chief Risk Officer, he was in
charge of risk management for the bank’s

head office and operating units. Hartmann

was active at Commerzbank AG in differ-

ent capacities for more than 33 years altogether.



“The status quo is not an option” — such is the conviction of the EU Commission as far as supervising

banks is concerned. Now that the financial crisis has laid bare the weaknesses of banking supervision,

the EU is asking for a European supervisory authority with real rights to transparency. It is to replace

the customary international committees of national authorities. Improved banking supervision is only

one of the EU Commission’s four priorities in its strategy to restore stability to the financial system.

We have the curse of living in interesting times. Interesting
times are often crisis times, as now. The global economy is
engulfed in turmoil. We have to understand what went wrong,
and draw conclusions about what needs to be done. | suspect
we will never get anything near unanimity on what went wrong
and how to put it right because people‘s perceptions and
conclusions are invariably coloured by the role they played or
didn‘t play in contributing to the current sorry mess. There are
however some issues on which there has been broad con-
sensus. The scale of irresponsible origination and underwrit-
ing, lack of due diligence, toxic securitisation, and reckless
credit ratings was far greater in the United States than any-

where else in the world. There is no doubt but that it was pri-

marily this that triggered the global crisis on the scale that

we are now seeing.

That said European banks bought into these toxic securities
and in Europe there is now a broad consensus that our super-
visory systems are not and have not been up to the mark
or fit for purpose. Not fit for purpose at an EU institutional
level. Not fit for purpose at a Member State level. With cross-
border banking groups now accounting for 80 % of Europe‘s
banking assets the absence of strong co-ordination mecha-
nisms between supervisors as well as effective early warning
arrangements was and is an unacceptable gap in our regula-

tory and supervisory framework.

Getting the financial system back to stability is one of the four
pillars of the Commission's strategy for getting the European
economy back on track, outlined in its Communication of
4th March to the Spring European Council, entitled “Driving

European Recovery”. The others are:

e pboosting the real economy, through the European Eco-
nomic Recovery Plan, announced last December, and the
full implementation of the Single Market;

e supporting individuals through the crisis, via measures to
alleviate the human cost and convening an Employment
Summit for Europe in May;

e and finally working multilaterally, particularly in the G20,
to co-ordinate responses to the crisis between major

jurisdictions.

The Commission‘s plan for restoring stability to the financial
system is based on four priorities:

e Getting the supervision right;

Getting the regulation right;

Getting the risk management and pay incentives right;

Getting the sanctions right.

Supervision

The de Larosiere group issued its report last month, and pro-
posed a radical overhaul of the supervisory framework for the EU.
In particular, it proposed the creation of a European Systemic
Risk Council, chaired by the President of the ECB, to protect
the European financial system against systemic risk — what we
call macro risk. No such body currently exists. Regarding risk
to individual financial institutions — micro risk — it proposes a
European System of Financial Supervision, beefing up the Euro-
pean Committees of Supervisors and turning them into supervi-
sory authorities with real teeth. The Commission is committed
to making proposals by the end of May and coming forward
with concrete legislative proposals in the autumn. We currently

have a consultation ongoing on financial supervision. | 2
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| won‘t prejudge the outcome today. But I'm on the record as
saying that the status quo is not an option. The existing Com-
mittees of Supervisors are clearly lacking teeth. Bold steps
are needed but there are very different ideas on how to go
about it. Indeed there is a good deal of hypocrisy and dou-
ble-speak too: While Member State governments are pretty
well unanimous that the issue needs to be addressed, the
fact is that any time over the past decade when proposals -
however modest — have been put forward to address them
the consensus breaks down. Member State governments
must come to recognise and address the need to stand up
to the vested interests of their home supervisors who resist
ceding anything with an eye to protecting their own empires.
However, never again will the political climate be so favour-
able for making a meaningful step forward and never before
has so much momentum been built up towards a search for

meaningful progress in this area.
Regulation

We have already done a lot in this field in 2008, in particular
with the proposed Regulation on Credit Rating Agencies, the
Solvency Il Directive for insurance companies, and the pro-
posal for revising the Capital Requirements Directive (CRD)
adopted by the Commission last October. On the CRD, the
French Presidency has managed to reach a political agree-
ment in the Council and the Czech Presidency is now working
with the European Parliament which will ensure — | hope — that
the final format is robust, and not amended to a point where
it is riddled with loopholes and get- out clauses, or rendered
so complicated or multi-faceted via amendments such that
the key measures and disciplines contained in the original

proposal can be too easily gamed or circumvented.

The subject of the CRD brings me to its basis, Basel Il. In my
view, the entire Basel Il Accord clearly requires some funda-

mental overhaul. The Commission services have been looking

at the areas of weakness in the existing framework: It is now
patently obvious that the shortcomings of that framework in-
clude the absence of any overall gearing cap on bank balance
sheets, wholly inadequate and inappropriate risk weightings
for AAA rated structured products, the stupidities of intellec-
tually refined value at risk models, over-reliance on External
Credit Rating assessments undertaken by agencies who are
paid by the issuer, and the absurdities of some mark to mar-
ket requirements when markets are totally illiquid. All these

regulatory weaknesses must be urgently addressed.

In the short term, we are going to further improve capital require-
ments for banks, with regard to trading book activities and com-
plex securitisations. We will also look at ways to mitigate pro-
cyclicality in the current CRD. A new revision to the CRD will be

proposed later this year incorporating those improvements.

We will also make sure that complex financial products posing
systemic risks (such as Credit Default Swaps) are cleared via
a central counterparty, thus enhancing transparency and se-
curity. Progress has already been made on that one, with a
commitment from the industry to move towards central coun-
terparty clearing, which | of course welcome. And proposals
to ensure appropriate oversight of hedge funds and private

equity are also on the agenda.

Riskmanagement and

pay incentives

The third pillar is risk management and pay incentives. There
has been too much short-termism and excessive risk taking
in financial institutions, often encouraged by bonus structures.
We are going to issue a new Recommendation on remunera-
tion in financial services companies, and in the framework of
the forthcoming revision of the CRD, we will look at whether
capital requirements need to be increased in the case of insti-

tutions with inappropriate bonus structures which promote

excessive risk-taking. We will also consider possible regu-
latory action on corporate governance for banks, if we con-

clude that it is inadequate after doing a study.
Sanctions

At present, sanctioning regimes in the Member States are
diverse and often not strong enough. We need to give inves-
tors, consumers and companies confidence that misbehaviour
within the financial industry will be dealt with quickly, fairly and
effectively. The Commission will therefore conduct a review
on sacntions, and on the Market Abuse Directive, and report

back to Council this autumn.

The destination:

a global banking supervision

We also have to protect consumers, small investors and
SMEs. Last month | proposed to lighten the financial report-
ing burden for micro-enterprises, which could save them
up to 1,200 euros per year. For retail investors, we‘re going
to make proposals shortly to safeguard customers of re-
tail investment products. We are going to review the ade-
quacy of deposit guarantee schemes for banking insurance
and securities, and propose changes if we think they are
needed. We are going to see if measures are needed in
the areas of responsible lending and borrowing, and avoid-
ance of foreclosure on mortgage loans. And these are only

examples.

However, our efforts will not achieve their desired impact if
they are limited to Europe. That‘s why we have to take part
actively in the multilateral discussions in the G20 and the
Financial Stability Forum in particular, to make sure that global
solutions to the present financial market dysfunctioning are
found. The Commission is active in the working groups of

the G20 which are preparing the Heads of State summit in

London on 2 April, and we are also pushing for full member-
ship of the Commission in the FSF. We think that the decisive
measures which we are taking in Europe can serve as a good
example to other jurisdictions worldwide, although of course
each jurisdiction needs to adopt solutions appropriate for its

own economy and institutions.

So we have a huge agenda for the remainder of this year.
But we are not regulating for regulation‘s sake, nor making
changes in the supervisory structure for its own sake. | don‘t
believe in fixing things which aren‘t broke. But there are things
in Europe, and indeed the world, which are broken, or at least

not working as they should.

We are determined to set our own house in order. We will not
be listened to by others, in the G20 and elsewhere, if we do
not show the way by taking prudent but firm action to improve
our structure of regulation and supervision for the financial
sector. If we do that, alongside the ambitious stimulus for the
European real economy announced by the Commission in
December 2008 and reinforced in the Spring of 2009 we can
be cautiously optimistic about getting the European financial
sector and real economy back on its feet and better able to

withstand future shocks. W

Charlie McCreevy has been the European
Commissioner for the Internal Market and
Services since 2004. Prior to that, from 1997
to 2004, he was a member of the ECOFIN
Council and became the Council’s Chair-

man in 2004. Between 1992 and 2004, he

intermittently held several posts in the Irish government, including

that of Minister of Finance from 1997 to 2004.
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“Never be involved
1n business fields
where your structure
or size put you at a

disadvantage.”

Committed to Values

Interview with Friedrich von Metzler
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Its family tradition spanning over 330 years, the Frankfurt am Main-based Metzler Bank is the

oldest German private bank to have been owned by its founding family without interruption.

Friedrich von Metzler heads the international bank — together with eight other partners — now in

its eleventh generation. His creed: the classic virtues of financiers are good for both Germany

and Frankfurt as financial centres.

In its long history, your bank has already
experienced many storms in the finan-
cial markets. From your point of view as
a private banker, what are the unique
features of this crisis?

In the world of finance there were voices,
which certainly should have been taken
seriously, warning that the bubble was
going to burst, but they were simply
ignored. In its 2004/2005 Annual Re-
port, the Bank for International Settle-
ments had already stated that “uncer-
tainties concerning the housing market
could also imply some direct and indi-
rect risks to the financial system”. That
the crisis would reach such proportions,
however, was not foreseeable. Global-
isation has taken the crisis to the re-
motest corner of the world. But in com-
parison to the global economic crisis of
1929, today we have one big advantage:

there is a higher degree of intergovern-

mental communication. The way govern-
ments and issue banks have conducted

themselves so far has been positive.

To what extent are you and your custo-
mers affected by the crisis?

We are not directly affected by the cri-
sis at all. Despite incoming funds, we
are of course indirectly affected — on
account of an overall decrease in funds
under management, which did not even
stop short at our investments in quality
shares. 2008 was of course not a top
year like 2007; but we are happy with

the annual results.

To which factors would you attribute the
success of a bank like yours, steeped
in tradition — founded on it — also and
especially in times of crisis?

Independence, entrepreneurship and hu-

manity — in short, to our business values.

Entrepreneurs have to ask themselves
every day whether their strategy is still
a good one. In which direction is the
changing world headed? Do | have to
adapt our strategy? But this doesn’t
mean you have to get in on every fad.
We haven’t changed our basic business
model in the past years, but we have of
course developed it by opening up, es-
tablishing and integrating new business
fields. Our motto is: We only do deals
we think make sense for our customers.
Having a convincing strategy is funda-
mentally important, though it is often
easier to develop one than to implement
it later on. This is because you cannot
do it by yourself; you have to convince
the people in the company and get
them involved. The company culture is
crucial here. It is highly important in
this context that people like working

as a team, that they understand »
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each other, and that they appreciate
the achievements of their colleagues.
The result is that people enjoy working
with others, which in turn lead to suc-

cess for the bank as a whole.

What is the distinction between a
“financier” and a “banker”?

Those who know they are responsible
for their actions act more prudently.
As part of Metzler’s eleventh genera-
tion, | benefit from the experiences of
my predecessors - also in times of cri-
sis. We have a great responsibility to-
wards our customers, our employees,
the bank and the family —it's a respon-
sibility to which | am very happy to do

justice.

Again and again the maxim of concen-
trating on one’s strengths is pushed to
the fore as a way out of the crisis. How

important, from your point of view, is

this concentration for a bank’s ability to
withstand the crisis?

The decisive factor is to have a busi-
ness model that suits the structure of
the business. Never be involved in busi-
ness fields where your structure or size
put you at a disadvantage. That goes
for all sectors — including us private

banks.

The financial crisis has simultaneously
brought on a serious crisis of confi-
dence. Is the loss of confidence in the
system also noticeable in the case of
your customers? And can lost confi-
dence be regained in your opinion?

Trust and is and always has been one of
the keys to the success of our business
— all the more so in times of crisis. Our
customers appreciate our strengths:
absolute discretion, neutrality, inde-
pendence, proximity to the customer,

and our corporate culture. Since we

“TIhose who know they are
responsible for their

actions act more prudently.”

have always advised our customers
not to invest in non-transparent — and
hence very risky — securities, we do
not perceive any loss of trust on their
part. We ourselves have no need for
government assistance, since our busi-
ness models are highly liquid and prof-
itable. But government intervention is
now the only way to stabilise the sys-
tem. In the long run, however, the state
will have to withdraw from the banking
sector again. The freedom of the econ-
omy must under no circumstances be
pushed aside on account of the latest
developments. The past has shown
that there is no convincing alternative
to the social market economy, which is
also going to experience crises. | might
add that in other systems crisis is a per-
manent condition owing to structural
factors. However, this is not to say that
there is no need to optimise the “social

market economy” system.

From your point of view, what are
Germany’s strengths as a financial centre
for overcoming the crisis?

The German private banks — with the
exception of Hypo Real Estate — have
gotten through the crisis quite well so
far, compared to Anglo-Saxon financial
institutions. I'm convinced that the out-
standing interaction between the Ger-
man government and the European
Central Bank will naturally ensure that
the banking system remains functional

and stable.

Your bank has very strong traditional ties
to the Frankfurt financial centre. What
role do you think the financial centre will
play in the future, domestically and in an
international context?

In Europe, the Frankfurt financial centre
will continue to act as a strong counter-
weight to London as a financial centre.

Deutsche Borse has gained on the Lon-

don Stock Exchange and is all set with a
clear strategy for the future. Frankfurt Air-
port is already one of the most important
“air-travel turnstiles” in the world, espe-
cially to the Eastern European and Asian
markets. As it expands, it will grow in
status. Generally speaking, when looking
at the future of Frankfurt as a financial
centre, one mustn’t think in the short
term. Frankfurt is a highly international
and tolerant city. It is a modern metropo-
lis that has dynamically changed for the
better in the past 20 years. Its urban
development has been phenomenal,
Deutsche Bdrse is a success story, and
assets under management here have
grown nearly tenfold since the end of the
1980s. In the capital market-oriented
renovation of our social systems and in
the renovation of “Deutschland AG”, of
Germany as an enterprise, the key fac-
tors for a successful financial industry

lie in the economic life dominated by

“Our customers appreciate jour strengths:

absolute discretion, neutrality,

independence, proximity to the ¢ustomer,

and our corporate culture.”
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Frankfurt. As one of the most important
national economies worldwide, we have
the greatest potential to catch up in terms
of capital market development. So we're
very upbeat concerning the financial
centre’s sustainable and successful

further development. W

Friedrich von Metzler has been the
head of the private bank B. Metzler seel.
Sohn & Co. KGaA since 1971. After trai-
ning as an export merchant, he worked
for different banks in London, New York
and Paris, starting in 1964. He became a
Member of the Board of Directors of the
Frankfurt Securities Exchange in 1986;
from 1989, he served as Chairman of
the Board for four years. In this capacity,
Friedrich von Metzler was significantly in-
volved in the transformation of the Frank-
furt Securities Exchange into Deutsche

Borse AG.
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Frankfurt’s Westhafen Tower - the seat of the European insurances supervision authority, CEIOPS.

Insurance Supervision “Made in Frankfurt”

By Wolfram Wrabetz

The financial crisis has triggered discussion of the safety of more than just banking products. Many The “Committee of European Insurance and Occupational  Frankfurt, as the third-largest financial centre in Europe, is in
purchasers of insurance policies, especially of life insurance, are asking themselves how safe the Pensions Supervisors”, CEIOPS for short, is responsible for ~ charge of insurance supervision.

investments of the insurance funds actually are. After all, these amount to well over a ftrillion Euros in the technical configuration of the new rules commissioned by

Germany alone. Can the fulfilment of obligations be guaranteed? Determining this has always been the EU Commission. It acts within the framework of the Lam- CEIOPS — an important location factor for the
the main goal of insurance supervision. Since the beginning of the present decade, the national falussy Process as one of three Level 3 bodies, whose gene- financial centre

insurance supervisors of all European countries have been working together towards creating new ral secretariat moved to Frankfurt am Main in 2004 following

regulations for European supervision. For millions of customers a new uniform supervisory legislation the decision of the ECOFIN Council. Next to London, which ~ This is a great acquisition for our region. With the Euro-
is being created for all of Europe - in the very heart of our financial centre in Frankfurt am Main. houses a similar body for banks (CEBS), and Paris, which ~ pean Central Bank we already only host the most important

hosts the L3 committee for securities supervision, (CESR),  European authority in the entire field of finance, and with ~ »
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CEIOPS, the most important body in the insurance sector —
the second great pillar of the financial industry —is also located

in our financial centre in Frankfurt.

Though its significance may not be afforded the same kind
of public attention as the seat of the European Central Bank,
its relevance for the industrial branch of insurance can
scarcely be overemphasised and represents a welcome well-
rounded touch for Frankfurt, and hence for Germany, as a

financial centre.

This is also seen in the zeal of other cities and states to win
the CEIOPS body for themselves, in the event that, upon con-
clusion of the work of the Level 3 Committee, the matter of
location were to be re-examined. The Finance Community in
Frankfurt needs to be acutely aware of the significance of all
this and must support the comprehensive efforts of the State
of Hessen, the City of Frankfurt, and the Frankfurt Chamber
of Industry and Commerce and do everything to ensure that
CEIOPS, which will be the basis for the development of a
European insurance supervision authority, remain seated in

the heart of our financial centre.

Housing CEIOPS in a prominent building like the Westhafen
Tower also creates a visible sign of the presence of this
body in the heart of our city. This architecturally pre-eminent
“CEIOPS Tower” has by now become a symbol for the entire
EU, on account of being used by the European insurance

supervision authority.
Three pillars of solvency for the insurance industry
In terms of content, the aim of the Solvency Il initiative is to

create a Europe-wide supervisory concept, in the wake of

deregulation of domestic insurance supervision in the 1990s,

which complies with the rules of competition for this sector,
while also making sure that industrial, commercial, and above
all retail customers of risk and precautionary products can
trust that their often quite long-term contractual obligations
will still be honoured decades from now. According to the
conception of Solvency Il, this is to be achieved for the most

part on the strength of three pillars:

1. Fixed rules for risk-based equity capital adequacy on the

part of life, property and health insurers;

2. An all-encompassing risk management to be conducted
by the companies themselves, which will be overseen by

the supervisory authorities; and

3. Full transparency with regard to these two elements, which
is meant to ensure that information regarding the trust-
worthiness of an insurer is not only accessible to industry

experts, but to retail customers as well.

In conformity with the deadlines set by the EU Commission,
CEIOPS has concluded its work in the past year and presented

an implementable draft for European solvency supervision.

On a political level, however, the French council presidency
failed to have this passed by the ECOFIN Council as a con-
sensus paper, because the smaller European states in par-
ticular voted against the uniform supervision of insurance
groups and the covering of equity risks with special equity
capital positions. It will therefore require quite some political
effort — both in the European Council and in the European
Parliament — to look for political solutions, in order to intro-
duce the technical draft presented by CEIOPS as mandatory
legislation in all European states between 2010 and 2012,

according to schedule.

Insurance supervision “Made in Frankfurt”

For the most part, CEIOPS consists of its general secretar-
iat with its permanent seat in Frankfurt am Main, and the
Members Meeting, i.e. the meeting of all the heads of the
European national insurance supervision authorities, who
convene several times a year in Frankfurt am Main or in the

surrounding area.

This European organisation is headed by its current chair-
man, the Chief Executive Director of German Insurance
Supervision, Dr. Thomas Steffen. All on-site activities in Frank-
furt are supervised by the General Secretary. From CEIOPS’
founding to the year 2006, this task had been the domain
of the ltalian official Alberto Corinti; his Spanish colleague
Carlos Montalvo Rebuelta took the position, in which he still
serves. The employees of the CEIOPS Secretariat come from

numerous different European member states.

The current crisis in the financial markets in particular shows

how important the work of a European insurance supervision

Based in Frankfurt since 2004, CEIOPS has been working on

convergent European insurance supervision.
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system is at present and will be in years to come. In the
foreseeable future, it certainly will be performed by a uniform
European insurance supervision authority, which might well

evolve out of CEIOPS.

In addition to our importance as a banking centre, we have
every reason to be proud of the fact that the second great
pillar of the financial industry, namely, the insurance business,
has established a standard-bearing European organisation
in our financial centre, and of the fact that the stamp on

Solvency Il will say “Made in Frankfurt”. M

Prof. Dr. Wolfram Wrabetz is the
CEO of Helvetia Germany and Member
of the Group Management Board of
Helvetia in Switzerland. He is Honorary

Professor and Representative of the

Hessen State Government for the
Insurance Industry. He sits on the Presidential Committee of

the German Insurance Association (GDV) and is Chairman

of that association’s Legal Committee.
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Know Your Roots

Interview with Lars Hille

Banks that had traditionally bet on their qualities as universal banks have so far made their way through

the crisis relatively unscathed. The FinanzVerbund cooperative also benefited in 2008 from the cus-

tomers’ return to the classic values of banking. With that in mind, Lars Hille, Member of the Board

of Directors of DZ BANK AG, in an interview calls for a re-evaluation in the sector and a return to the

roots of the banking business.

Mr Hille, in addition to the interna-
tional financial and economic crisis,
2008 ushered in one thing in particular:
massive criticism of bankers and bank
managers. Rarely in the past has a
profession come under so much fire.
What do you make of this criticism?

The financial sector has made mis-
takes in the recent past. In general, |
can therefore understand the criticism
aimed at the banks. It should not be
overlooked, however, that in this very
challenging business year 2008, many
bank employees did a great job. In this
regard the criticism is too sweeping. Be
that as it may, it is now extremely im-
portant that we draw the correct con-

clusions from the mistakes.

What might the consequences be?

It is clear that the financial sector is es-
pecially significant for the national econ-
omy. In practically no other line of busi-
ness is the trust of the customer as
important as it is for banks. This was
amply demonstrated in 2008. Classic
values like security, stability, sustain-
ability, credibility and customer proxim-
ity have gained significance. And these
also happen to be precisely the aspects
that banks need to stand for in the fu-
ture. We bankers need to go back to our
traditional values. The thing that counts
is a sustainable business approach that
favours customers, shareholders and
employees —and not maximum returns

in the short term.

The aspects you mention are precisely
the values cooperative banks have al-
ways stood for. Would you recommend
the FinanzVerbund cooperative to other
banks as a model at this point?

| can’t do that and wouldn’t want to.
However, cooperative banks regis-
tered noticeable growth in customers
and deposits in 2008 and have received
a considerable boost to their reputa-
tion. We were and are regarded as a
pillar of strength. Specifically, in 2008
we confirmed the trust placed in us by
our customers, among other things,
with a working liquidity control at the
FinanzVerbund cooperative. Thanks to
that, despite an interbank market that in

some cases had completely fallen P
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apart, we were able to provide ourselves
with refinancing means for all maturity
types, ultimately maintaining our lend-

ing business at sensible levels.

What does the sector most urgently
need to change?

Let me touch upon three points: 1. Re-
turning to the core business, that is, to
money and fund investment and loans,
both from the region and for the region.
2. Developing a clear business model
instead of merely following trends like
credit replacement transactions in
structured US mortgage loans. 3. New
incentive models aimed at keeping the
business model sustainable and not at
maximising short-term yield. The cus-

tomer has to take centre stage again.

Yet 2008 wasn’t easy for DZ BANK
either, was it?

Of course, we suffered under the inter-
national financial crisis. Our earnings
were very negatively affected. In its op-
erative business, however, the DZ BANK
Group held up comparatively well. Within
DZ BANK AG itself, this particularly ap-
plies to the core business with cooper-
ative banks and rural cooperative banks.
And our subsidiaries, like Bausparkasse
Schwabisch Hall, in some cases even
achieved record earnings. The business

model is intact.

“The thing that counts is a sustainable business approach

that favours customers, shareholders and employees.”

Growth with a sustainable business model: the Frankfurt DZ BANK AG

Hesitant lending on the part of the banks
is currently a big problem for the Ger-
man economy. Complaints about the
credit crunch are at least as widespread
as criticism of the banks. What is the sit-
uation with you?

| don’t think our customers see it that
way. The FinanzVerbund cooperative
with DZ BANK has a great many long-
term business relationships with middle-
tier business customers in particular.
We are very much aware of the result-
ing responsibility for us and also lived

up to it in 2008. In the middle-tier loan

Itis striking that you also regained some
ground last year in the area of certifi-
cates. Why is that?

After running smoothly in the first half of
the year, the certificate segment hit upon
extreme difficulties in the second half of
2008. At the same time, in the wake of
the Lehman Brothers insolvency it be-
came apparent just how important cus-
tomer trust is here. Traditionally, we made
a conscious effort to bring only compar-
atively few different products to market
and largely abstained from fancy archi-

tectures. Instead, we stressed the aspect

“It is precisely in Frankfurt that the classic capital

markets trading will continue to offer growth prospects.”

business in 2008, together with cooper-
ative banks and rural cooperative banks,
we were even able to register double-
digit growth figures. And in the devel-
opment loan business, with a growth
figure of 14 %, we granted a record vol-
ume of five billion Euros. So there was

no credit crunch at our banks.

What is the situation in the retail bank-
ing business?

The same applies. Take, for example,
our subsidiary, Teambank, with its
“EasyCredit” consumer loans. Last year,

it gained 30,000 new customers.

of security and concentrated especially
on guarantee certificates. This was ap-
preciated by our customers. By now, we
are the leader in the German certificate

market with 22.6 % of the market share.

How do you rate the future of Frankfurt
as a financial centre, especially as re-
gards investment banking?

Unlike other banks, our entire banking
business is done mostly from Frankfurt
and Germany. This was and is a very
conscious decision and an acknowl-
edgement of the local financial centre.

We didn’t get caught up in the trend
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towards shifting business to London or
New York. In my opinion, we were right
not to do that. The DZ BANK Group
has traditionally been one of the larg-
est employers in the Frankfurt financial
centre. This is not going to change in
the future. It is precisely in Frankfurt
that the classic capital markets trading
will continue to offer growth prospects.
This is why the right thing to do is to
get involved with the resident institu-
tions in creating better framework con-
ditions, especially in the area of re-
search and education. We are currently
doing so by collaborating with Frank-
furter Volksbank in initiatives like Frank-

furt Main Finance. M

Lars Hille has been a Member of
the Board of Managing Directors of
DZ BANK AG since 2007. In this capac-
ity he is in charge of the areas of Capital
Markets Trading, Capital Markets Retail,
Capital Markets Equity Clients, Re-
search and National Economy, among

other things.
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Hans-Joachim
Tonnellier:

Head of Frankfurter
Volksbank eG

since 1997.
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“Whenever we act 1N the interests

in the interest of our
owners and vice versa.”

of our customers,

we are also acting

The Customer as Owner

Interview with Hans-Joachim Tonnellier

Trust is the most important foundation of the banking business. Participation in the business itself

is a particularly strong vote of confidence. This relationship of special trust is a central component

of the cooperative bank model: here, customer and owner are often the same person. In an interview,

Hans-Joachim Tonnellier, Chairman of the Board of Frankfurter Volksbank eG, describes the advan-

tages of this business model.

Mr Tonnellier, how has the cooperative
bank model held up in the crisis?

Frankfurter Volksbank’s business model
is not just based on regional anchorage
and a dense network of subsidiaries. It
also rests on the fact that Frankfurter
Volksbank belongs to its customers —

mainly middle class businesses and pri-

vate account holders. Whenever we act
in the interests of our customers, we are
also acting in the interest of our owners
and vice versa. This is what makes the
business of cooperative banks so unique.
It is a highly successful business model,
that is enjoying great appreciation, par-

ticularly during the present crisis.

Why is the house bank principle so
important for you?

The house bank principle is equally
important for Frankfurter Volksbank and
for its customers. The customers can
rely on comprehensive advice tailored
to their needs and goals; they can count

on a bank that isn’t going to leave b
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them in the lurch, even when times get
tougher. The bank in turn has the ad-
vantage of a stable customer base. The
customer relationship as a lifelong part-

nership — we are living it.

How have you experienced the effects
of the crisis in the financial
markets?

My experience of the financial

crisis was one of being both
concerned and at ease: con-
cerned, in light of all the peo-

ple whose jobs are in jeopardy

on account of the recession

caused by the financial crisis,

also here in the Rhein-Main region; at
ease, because Frankfurter Volksbank
can continue to provide its nearly 1,200
employees with a job. I'm also at ease

because Frankfurter Volksbank never

sold toxic paper to any of its custom-
ers, and because we neither have dubi-
ous derivatives in our portfolios, nor do
we have business relationships with any
of the insolvent banks. I'm concerned,
though, for the many investors who lost

a great deal of money.

“With the

equity capital, that
our customers place at
our disposal long term, ...

And what impact has the crisis had on
lending at your bank?
There can be no talk of a credit crunch

in our case. Frankfurter Volksbank will

soon celebrate the 150th anniversary of
its foundation; it was founded in order to
show solidarity and help labourers and
the middle class out of the credit crunch
at that time. Nowadays, we make sure
it doesn’t come to that in the first place.
We make our loans according to condi-

tions that remain unchanged,

and we live up to our respon-

sibilities as a lender - without

“ifs” or “buts”.

such as the ones other banks
are struggling with — are not
an issue for you?

No, because with the equity capital that
our customers place at our disposal
long-term, they are at the same time
laying an important foundation for their

Frankfurter Volksbank’s ability to per-

So then, liquidity problems —

form well. In addition, in the coopera-
tive FinanzVerbund we have a strong
partner on whom we can rely. This is
another reason why we are
proud to be the house bank
of the retail and business

middle class.

Do you notice any changes

in the behaviour of your
customers?

Frankfurter Volksbank is

known for its conservative,
consistent, reliable, and sustainable
business policies. Our customers have
always appreciated that, and they ap-
preciate it all the more now, in the wake
of the crisis in confidence that broke out
in autumn of last year. Since then, we
have registered a greater than usual in-

flux of new customers.
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Over 140,000 of Frankfurter Volksbank’s customers, as members, are also

co-owners of the bank. Frankfurter Volksbank serves as the house bank

particularly for middle-class retail and business customers.

How important is it for you that Frank-
furt also be a strong financial centre

internationally?

... they are at the same time laying
an important foundation

for their Frankfurter

Volksbank’s ability

perform well.”

Frankfurter Volksbank is one of the old-
est institutions here in the Frankfurt
banking centre. It grew up alongside
the banking centre, and its roots are
firmly intertwined with the city and with
the region. Therefore, it was a matter of
course for us to be involved in Frankfurt

Main Finance right from day one and to

help improve the position of the Frank-
furt banking centre even more in terms
of international competition. Frankfurt
Main Finance is extremely im-
portant for enhancing Frank-
furt as a financial centre and
raising its international repu-
tation even higher. All our cus-
tomers also benefit from this,
since they are the inhabitants

of the region. M

Hans-Joachim Tonnellier has been
Chairman of the Board of Directors of
Frankfurter Volksbank eG since 1997.
He joined the bank’s Board as early
as 1981. Today, Frankfurter Volks-
bank is the second-largest coopera-

tive bank in Germany.
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By Reinhard Bellet

Innovative financial products have been a tough act to follow ever since the crisis in the financial markets
broke out. Widespread public opinion harbours the general suspicion that they caused the crisis. Thus
far, there has barely been any differentiation at all between different products. Worse still — the clamour
for greater government regulation and even general prohibitions is growing increasingly louder. Hence,
for example, we see the usefulness, and thereby the legitimacy, of futures market transactions funda-
mentally being called into question by presumed experts on a well-known TV talk show. This increasing
hostility towards innovation is to be fought at all costs. Otherwise, Germany as a financial centre is not

i! |!_1

}

only in danger of losing its ability to compete but ultimately its ability to meet the future. »
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Innovative products with undeniable strengths
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This is because Schumpeter’s dictum — that innovation is the
motor of competitiveness, and hence of progress — applies
equally to the financial industry. It does not mean, however,
that one has to accept all innovation with blind credulity. Inno-
vations are, after all, not ends in themselves but must live up
to the performance they promise and add value. In response
to the crisis, therefore, all financial products should be held
up against these criteria. Unfortunately, this kind of differenti-
ated analysis is not undertaken. The best example is the case
of certificates. For the longest time, they were considered to
be the most successful financial product “made in Germany”,
along with German bonds, until presumed experts discredited
them as being “highly risky gambling instruments” as the crisis
in the financial markets wore on. The fact of the matter, how-
ever, is that certificates — excepting those issued by Lehman -

have lived up to their promises in terms of performance.

[ Discount Certificates Index

11/08 01/09 03/09 05/09

B Guarantee Certificates Index

Two decisive advantages

Certificates offer investors two decisive advantages: perfectly
tailored investing according to individual opportunity/risk pro-
files and one’s expectations for the market, as well as access
to a class of investments that up to now were the preserve
of professional investors only, such as raw materials or cur-
rencies. German investors have also profited from these ad-
vantages during the crisis. The lion’s share of investment vol-
ume in certificates is in so-called capital guarantee certificates.
This product segment affords investors the possibility of par-
ticipating in the evolution of an underlying value, without hav-
ing to fear losing their start capital by the end of the term.
Hence, dramatic losses in the equity markets notwithstand-
ing, the great majority of German investors in certificates will

emerge from the crisis without losing their start capital. This

German custom work, an export hit - which equally applies to certificates.

fact alone demonstrates the absurdity of the “gambling instru-
ment” accusation. Moreover, the issuers of the certificates
had developed products long before the crisis broke out, by

means of which investors could profit from falling prices.
The greatest strength — the power to innovate

At the same time, the crisis in the financial markets has laid
bare the Achilles’ heal of certificates: issuer risk. Certificates
are bearer bonds. The risk of issuer insolvency is hence
carried by the investors. Prior to the fall of Lehman, a bank
going bankrupt was considered unthinkable, and certificates
have fallen into disrepute merely on account of this one bank.
It was not the Lehman certificates that were bad, however:
the catastrophe lay in the insolvency of the enterprise. While
the closure of the banking house is a great misfortune for
affected investors, one has to realise that most other invest-
ment instruments, such as bonds or shares, also carry risks.
Dramatic examples unfortunately abound. Like Argentina’s
default or the Enron and WorldCom collapses. Here too,
German investors lost a great deal of money, although the
media response was not nearly as frightful as in the case of
Lehman. The resulting loss of confidence initially had a great
negative impact on the certificates sector. Investment vol-
umes have receded noticeably since the autumn of 2008. In
order to overcome the crisis, the certificates sector once

again resorted to its greatest strength, namely its power to
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innovate. On the one hand, the information provided, already
excellent at the time of the Lehman insolvency, was improved
further still. The Deutsche Derivate Verband (German
Derivatives Association), for example, offers investors an on-
line overview of the creditworthiness of individual institutions
for the purpose of gauging issuer risk. The investor can base
choices on the ratings of the international credit rating agen-

cies Fitch, Moody’s, and Standard & Poor’s. Current informa-

tion on Credit Default Swaps (CDS) can also be found on the
website. On the other hand, issuers have developed mecha-
nisms for completely eliminating issuer risk. For example, the
investor’s capital can be placed in what is known as a “com-
partment”, which, on account of its fiduciary management
and security mechanisms, is comparable with an investment
trust. Another possibility is to deposit highly valuable market
securities, such as government bonds as a security in a
security pool. Ultimately, investors will decide whether these
solutions will prevail, since gains in security require conces-

sions in terms of returns. However, this much can already be

said: the measures employed by issuers are beginning to take

hold. Thus, the volume of investment in certificates grew by | |

sists, the certificates sector may serve as a blueprint for how
Germany as a financial centre can work its way out of the

crisis with its power to innovate. M

Reinhard Bellet is Managing Director of
X-markets, Deutsche Bank’s derivatives
department. Since 2008, he has served
as President of the European Structured

Investment Products Association (eusipa),

the European umbrella organisation of

national derivate associations.




d“j@@,ti@ n for a New Generation of Managers

By Udo Steffens

Johann Wolfgang von Goethe — universal scholar and cosmopolite. The experiences of the famous

citizen of Frankfurt should serve as a model for the education of a new generation of bank managers

and financial academics in a globalised economy. The basic ideas behind the social market economy

and European ideals likewise need to be fundamentally anchored in research and teaching.

Financial figures or employee numbers alone cannot convey
much about the attractiveness of a university town for stu-
dents and academics. For these social groups that generate
new knowledge or wish to acquire it, the essential values are
different. To them, it is important whether this knowledge can
lead the way to the economic future sensibly and responsibly.
This attains special significance when the internationally dom-
inant approaches in research and teaching thus far have led

to economic results that are anything but exemplary.

Anyone who has taken even a slightly less than cursory look
at the causes of the subprime crisis will have little difficulty
in discerning that it is not only bank directorates and finan-
cial supervisory authorities who are responsible for the crisis.

Academics also bear part of the responsibility. After all, these

financial innovations, which by now have turned into “toxic
assets®, could never have been developed without them.
Another item under discussion in business schools, at least
since the Enron and WorldCom incidents and the financial
crisis, concerns the necessary changes in the education of
future senior executives and bank directors, and the values
communicated to them, in order to prevent these kinds of

scandals and financial crises from being repeated.

Financial systems mirror the economic systems to which
they are native. Doubtless all the economic systems of OECD
states belong to the category of market economy systems.
However, these market economy systems differ vastly from
one another, as do their financial systems — and we in con-

tinental Europe are especially aware of this fact. Yet it is not

only financial systems that are greatly shaped by their native
economic orders. The same applies to the more decision-
and policy-oriented branches of economics research, (higher)
education in the economic sciences being the general

case in point.

Dimensions of the social market economy

The difference between a social market economy system and
its Anglo-Saxon counterpart is often misleadingly reduced to
a single factor: social equalisation, i.e. a stronger emphasis on
the redistribution of income and wealth. There are, however,
a great many dimensions in which the economic systems of
Anglo-Saxon countries differ from Germany’s social market
economy. At this point we can only touch upon a few of these
dimensions, namely those that have a bearing on the causes
of the subprime crisis. These differences between Germany
and the US originate with the mortgage-financing system, with
Mortgage Covered Bonds and Mortgage Backed Securities.
In the German mortgage financing system, the claims behind
the mortgage bonds remain on the books of the securitising
bank and continue to fall under the bank’s responsibility. This
is why one speaks of “on-balance-sheet” securitization in
this context, as opposed to “off-balance-sheet” securitization.
Another distinction is that our requirements, in terms of the
risk quality of mortgage claims that can be securitised into
mortgage bonds, are incomparably higher than in the case
of US mortgage contracts, which at this point has led to
forced sales en masse, especially among low-income house-
holds with few assets. The risk culture of the German mort-
gage bond was often derided as being outmoded, not very
innovative, and, above all, not very profitable. Yet this “asset
class made in Germany” is still up and running a hundred
years later, without any breakdowns worth mentioning - and
it keeps on running and running... Those who wish to learn
more about this form of securitization may do so, for example,
via the certificate course “Real Estate Finance” at the Frankfurt

School of Finance & Management.
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And yet the mortgage bond system’s low susceptibility to
break-downs is also, very generally, the decisive success
factor for an infrastructure industry like the banking industry.
A financial system forms part of the infrastructure of a country.
And infrastructure industries like the electricity industry happen
to have a somewhat thankless task. If they perform their task
well, they are barely perceived at all. They only receive great
attention “when all the lights go out”, as almost happened this
year in the US on account of the failure of the banking industry.
Yet the long years — decades — of often reviled low-dynamic
competitive pressures and the slow rate of innovation, as
compared to the Anglo-Saxon countries, was in our case
more of an advantage than a setback. From the standpoint of
the overall economy, a situation where high returns on invest-
ment can be achieved by providing infrastructural services is
anything but desirable. And, above all else, there is one thing
that the innovations of individual firms in an infrastructure
industry must never do: they must never jeopardise the con-
tinuity of the goods and services of companies working in a
network. Against this backdrop, a return to the actual origi-
nal tasks of a responsible banking business is required, not
only in Germany as the land of the bank-centred financial sys-
tem, but internationally. The international nature of this trend
was made very clear during the Frankfurt Forum on Develop-
ment Finance 2008 on the subject of “Responsible Finance”
in February of last year, which was jointly initiated and orga-
nised by KfW Entwicklungsbank and the Frankfurt School of

Finance & Management.

Consumer rights and the loyalty of employers to their
employees are further important elements of the social market
economy. In Germany it would never have been possible to
bring the subprime-mortgages to market — for no other rea-
son than that they would have stood in conflict with applicable
consumer protection laws. And the incomparably weaker legal
protections against wrongful dismissal in the Anglo-Saxon
countries - looked upon as fostering innovation and growth -

also exert their own destabilising effects. The fact is that >
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rational employees, who — at any time, depending on cyclical
ebbs and flows - can be dismissed through no fault of their
own, and who can be made to leave the building by lunchtime,
are not likely to develop what is called a “corporate identity”.
A “hire and fire” culture reduces employees’ time horizons
and undermines their loyalty to the employer, and thus their
sense of responsibility for the long-term stability of the insti-

tution as a whole.

The social market economy has been steadily developing in
the last few decades. Today, it includes environmental pro-
tection and the postulate of sparing use of the Earth’s nat-
ural resources as a matter of course. This is the only way
to ensure that future generations will be able to live on an
inhabitable planet with the abundance of vital natural re-
sources available in sufficient quantities. For decades, en-
vironmental constraints and high mineral oil prices were
considered to be more of a disadvantage for the German
economy, as compared to other OECD countries such as
the US, Great Britain, or Canada, all possessing their own
significant sources of oil. Yet today this frugal way of han-
dling resources is increasingly turning out to be a competi-
tive advantage: It has led to a research tradition of German
engineering and natural sciences in the field of renewable
energies, which has now borne fruit for the energy supply
of the entire economy. The large investments needed to
make use of these environmentally-friendly energy sources
and the high market risk of energy prices require special
forms of financing and relevant expertise on the part of the

involved credit institutions.

The social market economy also shapes the special profile
of universities at the Frankfurt financial centre in this regard.
The Frankfurt School of Finance & Management’s course of
“Renewable Energy Finance”, specially taught for this market
segment, provides the necessary expertise for participants
on both the buy-side and the sell-side of financing of renew-

able energies.

The influence of the economic system

on research and teaching

To what extent do the differences between the economic
systems in Germany and the Anglo-Saxon countries shape
the research profiles and peculiarities of academic studies
at universities at the Frankfurt financial centre? First of all,
upon comparing curricula, any expert will quickly notice
considerable differences, particularly in the research out-
put of Frankfurt am Main universities as opposed to those
located at other international financial centres. For one thing,
in Germany there is an incomparably stronger emphasis on
banks, bank management, and the peculiarities of the dif-
ferent segments of the banking business (retail, commercial,
investment and private banking) than would be customary
in Anglo-Saxon countries, where capital markets and asset
management are given far more weight. This is a reflection
of the fact that the German financial system is still a more
bank-based system than a capital-market based system.
As it happens, comparative financial system studies are specific
to Frankfurt University’s Goethe Business School. Particularly
deserving of mention in this context are the research com-
munity’s renowned economists at the Deutsche Bundesbank
and the European Central Bank, who focus on the complex
problem of integrating economic, financial, and currency sys-
tems. In so doing, they generate knowledge that takes the
heterogeneity of the different European economic systems
and financial systems into account, thereby contributing to
our understanding of the vastly different systems in transition

countries, newly industrialised and developing nations.

Undeniably, the basic idea behind the social market
economy was very ably summarised in Ludwig Erhard’s
phrase, “prosperity for all”. Research projects and teach-
ing activities at the Frankfurt School of Finance & Manage-
ment dealing with development finance and microfinance
are buoyed by a conviction that this principle must not stop

at the gates of Western Europe. The central theme of mi-

crofinance institutions, which in recent years has met with
great success in these countries, goes back to the found-
ing of cooperative banks in continental European countries
like Germany. These banks place solidarity and balance of
interest at the heart of their business goals. When setting up
private and state financial institutions in transition countries,
newly industrialised and developing nations, it is extremely
important to be able to become familiar, in theory and prac-
tice, with the multitude of historically grown financial systems
within developed economies. Rather than adapting all the
characteristics of a single financial system — for example
those of the Anglo-Saxon financial system — it makes far
greater sense for these countries to be able to derive valu-
able lessons from the diversity, failures, and experiences of

different European financial systems.

European values with global relevance

Frankfurt as an economic and financial centre lies in the
heart of Europe. The successes of a unified Europe and the
successful development of a common economic and mone-
tary zone are also attracting great attention in Latin-America,
Africa, the Middle East and Asia. This achievement is probably
owed to the integration of vastly differing cultures based on
mutual respect and appreciation of cultural diversity, traditions
and experiences. And this despite the fact that member
nations were allowed to retain their historically developed
value systems and identities, which, in turn, are reflected in
their national economic and financial systems. This is why
Frankfurt as a European financial metropolis provides a living
illustration for anyone interested in getting involved in setting
up financial systems in transition countries, newly industrial-
ised and developing nations. In order to ensure that students
from these countries are able to benefit from the special com-
petitive advantages of Frankfurt as a university location, this
specific profile turned out to be a defining characteristic in
the course concepts for the Frankfurt School of Finance

& Management’s Master of International Business and the
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Goethe Business School’'s MBA — especially in the context

of a rather homogenous MBA-education market.

The experiences of foreign students, however, do not just
come out of the lecture halls or the library, but also from every-
day life, as interns with local businesses, and of course while
learning German, of which Mark Twain is supposed to have
said, “I'd rather decline two drinks than one German adjective.”
But learning a foreign language is not merely a laborious and
time-consuming admission ticket. It also expands one’s
horizon with the discovery new, as yet unknown meanings.
The German word “Verantwortung”, and its English equiva-
lent, “responsibility”, for example, are very different from one
another. “Verantwortung” always involves other people,
groups, and often even society as a whole. “Verantwortung”
always implies a social burden. The English word “responsi-
bility”, however, is incomparably less imbued with significance:
it is a matter either of “self-responsibility” or “responsibilities”
set forth unambiguously in the legal sense. In this respect it
is entirely conceivable that, where the subprime crisis is con-
cerned, important decision makers at some of the affected
credit institutions fulfilled their responsibilities and yet still, in
the German understanding, behaved completely irresponsibly.
Having to learn the German language at universities in this
country is always looked upon as a competitive disadvantage.
What is overlooked in this context is the fact that language
always communicates values. And the fact of the matter is
that without living values, it is impossible to design or main-
tain economic systems that offer long-term stability. Ultimately,
values are more important for the profile of a university town
than the value of a bank’s total assets on its consolidated

balance sheet. W

Prof. Dr. Udo Steffens is President and
Chairman of the Board of the Frankfurt
School of Finance & Management. He

is also a Professor of General Business

Management and Administration.
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