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Introduction

The Deutsche Bundesbank, as Germany‘s 

 central bank and guardian of price stability, has 

an inherent interest in a stable fi nancial system. 

A robust fi nancial and banking system is not 

only a precondition for the effective implemen-

tation of monetary policy measures, it is also 

key to a prospering economy.

The Bundesbank’s co-responsibility for safe-

guarding fi nancial stability derives, above all, 

from its involvement in banking supervision 

and from its role as an operator and overseer 

of payment systems. Furthermore, as an inte-

gral part of the European System of Central 

Banks, it has an explicit mandate to contribute 

to fi nancial stability.

The Bundesbank defi nes fi nancial stability as 

the ability of the fi nancial system to smoothly 

fulfi l its key economic functions – in particular, 

the effi cient allocation of fi nancial resources 

and risks along with the provision of a well 

functioning fi nancial infrastructure – at all 

times, including in stress situations and periods 

of structural upheaval.

The Bundesbank‘s ongoing analysis of the 

 stability situation in the primarily bank-based 

German fi nancial sector is focused on credit 

institutions and insurers, and especially on the 

segment of systemically important institutions, 

which is closely interlinked with the global 

 fi nancial system. This analysis is aimed at iden-

tifying systemically important changes and 

emerging risks as early as possible. In contrast 

to the microprudential approach that deals 

with individual institutions, macroprudential 

analysis covers feedback effects within the 

 national and global fi nancial systems, inter-

dependencies between the fi nancial sector and 

the real economy as well as the effects of the 

regulatory framework on the fi nancial sector’s 

functionality and effi ciency. 

In the present Financial Stability Review, the 

Bundesbank gives an assessment of the risks in 

the German fi nancial system and an evaluation 

of planned or possible changes to the regula-

tory framework. This stability analysis adopts a 

risk-oriented approach, which is often based 

on looking at “downward scenarios”. Unlike 

projections, which show the most likely devel-

opment, downward scenarios spotlight poten-

tial developments and their implications that 

might cause major harm to the whole economy, 

even though the probability of their occurrence 

appears slight. More than anything, the recent 

fi nancial crisis has forcibly reminded us of the 

signifi cance of risks that lie on the margin of 

probability distributions but can have a major 

impact. The analyses and assessments in this 

report are intended to make a contribution to 

the public debate on fi nancial stability, and the 

recommendations derived from them are 

 designed as a starting point for initiating 

 necessary corrections.
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Financial stability in 
2010 – an overview

In Europe, the fi nancial crisis intensifi ed dra-

matically in the spring of 2010. This was trig-

gered by growing doubts about the Greek 

government’s solvency, which turned into a 

self-reinforcing spiral. The markets’ reassess-

ment of sovereign risk spilled over to other 

European countries whose public fi nances 

were also regarded as over-stretched. More-

over, ebbing confi dence in individual countries’ 

creditworthiness also hurt the credit standing 

of banks and enterprises based there. Foreign 

fi nancial institutions thought to have large ex-

posures to these countries were also increas-

ingly caught up in the crisis of confi dence. At 

the beginning of May 2010, the stability and 

functioning of the European fi nancial system 

were acutely at risk.

Governments and central banks in Europe 

responded  rapidly and forcefully to this escala-

tion of the crisis on the fi nancial markets. A 

Greek default was averted with the help of an 

aid package jointly put together by the euro-

area countries and the International Monetary 

Fund (IMF) and tied to strict conditionality. As 

the situation deteriorated, a European support 

mechanism was, moreover, set up to prevent 

the crisis from spreading to other euro-area 

member states. The European Central Bank 

(ECB) halted the exit from non-standard liquid-

ity measures that it had already announced 

and initiated. Furthermore, the publication of 

the results of the EU-wide stress testing exer-

cise among 91 credit institutions, which was 

conducted under the aegis of the Committee 

of European Banking Supervisors (CEBS), 

Sovereign debt 
crisis jeopardises 

the stability of 
the European

fi nancial 
system …

Sovereign debt 
crisis jeopardises 

the stability of 
the European

fi nancial 
system …

… and requires 
massive

government
intervention …

… and requires 
massive

government
intervention …

helped to strengthen confi dence in the resili-

ence of the European banking system. The 

combination of these measures and initiatives 

prevented the European sovereign debt crisis 

from escalating.

The largely successful crisis management re-

sponse now needs to be followed by equally 

resolute action to strengthen the foundations 

of fi nancial stability. First and foremost, policy-

makers must create and maintain a global 

macrofi nancial environment that promotes 

fi nancial  stability over a longer-term horizon. 

Such an environment must include, in particu-

lar, a rapid return to sustainable public fi nances 

– not just in Europe –, the preservation of price 

stability and a continuation of the necessary 

structural adjustment process in the banking 

sector. It is also important to further bolster the 

regulatory framework for markets, products 

and intermediaries in an internationally harmon-

ised and competitively neutral manner.

More than three years after its onset, the inter-

national fi nancial crisis is far from being re-

solved. A whole range of problems, some of 

which are interrelated, continue to put strain 

on the fi nancial system. In addition to the 

dangers associated with a lack of fi scal discip-

line that became virulent in the spring of 2010, 

there is still considerable need for structural 

adjustment which was created by excesses in 

the run-up to the crisis and was exposed with 

its outbreak. In a number of countries, for 

instance , not just the public sector but also 

highly indebted households and enterprises 

… which must 
now be followed 
by strengthening 
the foundations

… which must 
now be followed 
by strengthening 
the foundations

Ongoing strains 
on fi nancial
stability

Ongoing strains 
on fi nancial
stability
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must consolidate their fi nances. Financial inter-

mediaries whose portfolios continue to contain 

heightened default risk must also adjust fur-

ther. Moreover, a correction of the real estate 

markets is still in full swing in numerous coun-

tries. These legacy problems resulting from 

previous excesses persist. A thus weakened 

banking system may, in turn, contribute to 

faltering  economic momentum. This, together 

with a segmentation of the wholesale markets, 

could cement a situation in which governments 

and central banks have to take or maintain 

extra ordinary measures which have undesirable 

implications in the medium term.

Thus the mounting accumulation of govern-

ment debt has developed its own self-reinforc-

ing dynamics. The fi rst phase of the fi nancial 

crisis, in which the solvency of a number of 

fi nancial  institutions was endangered, trig-

gered a sizeable transfer of risk from the private 

to the public sector. In the second phase, which 

was marked by a sharp recession following the 

insolvency of US investment bank Lehman 

Brothers, general government defi cits and debt 

then soared as the impact of the automatic 

stabilisers was mostly reinforced by expansion-

ary fi scal policy. In the meantime, several 

countries have decisively embarked upon the 

road to consolidating their budgets. The pro-

grammes must now be implemented credibly 

and the consolidation course doggedly main-

tained. The chapter From the fi nancial crisis to 

the sovereign debt crisis (see pages 17 to 30) 

takes a detailed look at the tensions on the 

European fi nancial markets in early summer 

2010 and their consequences.

Central banks all over the world have success-

fully helped stabilise the fi nancial system and 

Dynamics of 
government 

debt

Dynamics of 
government 

debt

contain the economic crisis through a policy of 

generous liquidity and low interest rates. How-

ever, a protracted phase of low interest rates 

may create undesirable incentives. These in-

clude the danger of a re-emergence of the 

search for yield coupled with high risk toler-

ance, which was a widespread phenomenon 

ahead of the recent fi nancial crisis and one 

that had damaging consequences. Moreover, 

persistently low interest rates are promoting 

the trend towards short-term refi nancing and 

increased maturity transformation. Finally, the 

abundant supply of liquidity could encourage a 

prolongation of impaired loans. In the longer 

term, this could create potential weaknesses in 

the fi nancial sector.

In this environment, the constitution of the 

German banking system is currently improved 

overall, although considerable vulnerabilities 

remain. The risk situation has eased somewhat, 

while resilience has concurrently improved, and 

the system has remained operational at all 

times. Temporary fears of a credit crunch have 

not materialised. It should, however, be noted 

that the German banking system, in particular, 

is currently benefi ting greatly from favourable 

macroeconomic conditions. The buoyant eco-

nomic upturn is supporting domestic borrow-

ers’ creditworthiness. And confi dence in the 

German banking system is also being bolstered  

by the comparatively positive view that the in-

ternational fi nancial markets are taking of the 

general government budget situation in Ger-

many – an assessment that needs to be pre-

served.

The slight easing of the risk situation overall 

should, however, not be allowed to divert 

attention  from potential problems. The low 

Persistently
low interest 
rates create
undesirable
incentives

Persistently
low interest 
rates create
undesirable
incentives

German banking 
system strength-
ened overall

German banking 
system strength-
ened overall

Refi nancing
remains
short-term

Refi nancing
remains
short-term
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Box 1.1

STABILITY SITUATION IN THE GERMAN FINANCIAL SYSTEM IN 2010

Factors that …

… strain the stability situation

–  Public fi nance situation not sustainable in many Public fi nance situation not sustainable in many Public fi
indus trial countries

–  Financial systems in many countries weakened by 
legacy  problems; danger of negative feedback be-
tween adjustments to fi nancial system, consolidation tween adjustments to fi nancial system, consolidation tween adjustments to fi
of public fi nances and pace of growth in some euro-of public fi nances and pace of growth in some euro-of public fi
area countries

–  Segmentation of the money market; a number of 
European banks are dependent on the Eurosystem 
for refi nancingfor refi nancingfor refi

–  Unwelcome implications of monetary and liquidity 
measures in the medium term

–  Latent danger of asset price bubbles; indicated by 
high capital infl ows to EMEshigh capital infl ows to EMEshigh capital infl

–  Vulnerabilities of large banks with regard to refi nan-Vulnerabilities of large banks with regard to refi nan-Vulnerabilities of large banks with regard to refi
cing due to short-term bias and possible vying with 
fi nancial needs of governmentsfi nancial needs of governmentsfi

–  Interest rate risk still high

–  Insurance fi rms may feel the strain of persistent low Insurance fi rms may feel the strain of persistent low Insurance fi
interest rates 

–  New incentives to shift activities to unregulated seg-
ments of the fi nancial systemments of the fi nancial systemments of the fi

… alleviate the stability situation

–  Fiscal consolidation initiated in many countries

–  Contagion effects and risk of losses from sovereign 
debt-laden countries contained by support measures

–  Domestic credit risks eased

–  Market risk in German banks’ trading books reduced

–  Resilience in the German banking system has in-
creased

–  Banks’ capitalisation better both in quantitative and 
qualitative terms

–  Earnings improved, operating income up, loss provi-
sions down

–  No indication of credit crunch in Germany 

–  Regulatory headway: international agreement on 
capital and liquidity standards

–  Extension of institutional framework: establishment 
of a European System of Financial Supervision

Recommendations …

… to market participants

–  Use favourable conditions for necessary balance sheet clean-up

–  Make business models sustainable

–  Aim for more balanced refi nancing structureAim for more balanced refi nancing structureAim for more balanced refi

–  Use favourable earnings position to further strengthen capital base

–  Use credit assessments awarded by rating agencies responsibly 

… to policymakers

–  Proceed with fi scal consolidation resolutelyProceed with fi scal consolidation resolutelyProceed with fi

–  Tighten national and European fi scal rules to safeguard long-term sustainability of public fiTighten national and European fi scal rules to safeguard long-term sustainability of public fiTighten national and European fi  nances, and make institutional  scal rules to safeguard long-term sustainability of public fi nances, and make institutional  scal rules to safeguard long-term sustainability of public fi
arrangements for crisis resolution that bail in private creditors

–  Push ahead with restructuring of problem banks

–  Apply internationally agreed standards for fi nancial market regulationApply internationally agreed standards for fi nancial market regulationApply internationally agreed standards for fi

–  Enhance macroprudential tools

–  Regulate shadow banking system and incorporate it in macroprudential oversight

–  Additionally mandate the Bundesbank with macroprudential oversight and enshrine this in the German Banking Act

DEUTSCHE BUNDESBANK
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short-term interest rates are encouraging banks 

to take on liquidity risk and thereby increasing 

dependence on volatile market developments. 

The percentage of German institutions’ out-

standing bank debt securities with a residual 

time to maturity of less than a year, which for 

many years was stable at 22%, had, for in-

stance, risen to around 30% at the last count. 

The necessary reversal of this expansion in the 

short-term maturity segment is overdue. Banks 

should limit potential risks arising from asset-

liability maturity mismatches. While this short-

term bias continues in wholesale funding, the 

German banking system has made progress 

towards achieving a more stable mix of fund-

ing sources. Thus, the share of deposits by 

non-banks, which are historically less volatile, 

in the total liabilities of the German banking 

system has risen from 37% before the fi nancial 

crisis to 40%.

Market price risk for German banks has de-

clined perceptibly since mid-2009. One factor 

in this is that they have reduced their previously 

sizeable credit trading positions. Banking 

groups whose business model typically involves 

maturity transformation based on large de-

posits by non-banks continue to face high, albeit 

slightly reduced, interest rate risk. From a sys-

temic perspective, it is cause for some concern 

that banks active in the markets are again dis-

playing similar response patterns in proprietary 

trading and therefore a comparable risk profi le 

as the sovereign debt crisis widens. The chapter 

Market and systemic risks in a protracted low-

interest rate environment (see pages 31 to 58) 

examines potentially problematic develop-

ments on the markets and in banks’ behav-

iour.

Market risk
on the decline

Market risk
on the decline

German banks’ credit risk has stabilised in do-

mestic business but is more differentiated in 

foreign business. The easing of tensions in 

terms of domestic credit risk is attributable to 

the dynamic upturn and robust labour market 

in Germany. The share of loans extended to 

non-banks in foreign business dropped by 

almost  4 percentage points from its high in 

October 2008 to just under 21% at the end of 

2009 and has stabilised at this historically still 

high level. International credit risk, however, is 

now more differentiated. The credit quality, in 

particular, of enterprises that do business glo-

bally and are active on the capital market has 

improved. By contrast, some sovereign bor-

rowers’ credit standing has declined. Within 

the euro area, the establishment of a tempo-

rary support mechanism for member states 

with strained public fi nances has, however, 

prevented the escalation of credit risks from 

such exposures.

The most vulnerable segments of foreign credit 

exposures remain commercial real estate fund-

ing, loans to selected corporate sectors such as 

the construction industry in countries currently 

undergoing structural adjustment as well as 

holdings of structured securities. According to 

a survey on commercial real estate lending 

which the Bundesbank conducted among 11 

German banks, the overall lending volume in 

the fi rst quarter of 2010 totalled around €325 

billion. This is roughly 3¼ times these banks’ 

tier 1 capital. Among structured securities, se-

curitised residential mortgage loans repre-

sented the largest individual item, with a book 

value of roughly €82 billion at the end of June 

2010. In addition, portfolios contain mainly 

collateralised debt obligations (CDOs, approxi-

mately €62 billion), securitised student loans 

Credit risk 
has stabilised 
overall …

Credit risk 
has stabilised 
overall …

… but individual 
credit segments 
still subject to 
heightened
default risk

… but individual 
credit segments 
still subject to 
heightened
default risk
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(just under €34 billion) and commercial mort-

gage backed securities (CMBS, some €22 bil-

lion). Although these portfolios are sizeable, 

the associated risks for the stability of the Ger-

man banking system are manageable on the 

whole. The chapter Credit risk between legacy  

problems and economic recovery (see pages 59 

to 77) analyses this risk category, which is still 

the most signifi cant for banks.

While the risk situation in the German banking 

system has therefore improved somewhat 

overall compared to what it was a year ago, 

resilience has increased. Above all, major Ger-

man banks with an international focus have 

lowered their leverage and bolstered their 

tier 1 capital considerably. These banks raised 

their tier 1 capital ratio by an average of 2.4 

percentage points to 10.4% between the fi rst 

quarter of 2008 and the second quarter of 

2010. Business activity and total assets have 

shown fairly divergent trends, partly because 

some banks that have taken recourse to gov-

ernment aid had to comply with demands from 

the European Commission to reorient their 

business model. Balance sheets nonetheless 

managed to expand by an average of 10% in 

the fi rst half of 2010. Operating earnings have 

recovered well from the sharp downturn they 

experienced in the fourth quarter of 2008 in 

the wake of the recession, although large Ger-

man banks’ trading income is increasingly vola-

tile given resurgent uncertainty on the fi nancial  

markets. Their earnings risks relate chiefl y to 

trading business. The credit cooperatives and 

savings banks have adequate capital levels 

given that their business model is geared to 

relatively stable earnings. For them, the main 

risk to profi tability lies in a fl attening of the 

yield curve.

Resilience
enhanced
Resilience
enhanced

Loss provisions in the German banking system 

totalled around €37 billion in 2009 and will 

likely amount to some €23 billion this year. For 

both years together, losses thus amount to €60 

billion, which is at the lower end of the range 

forecast in the 2009 Financial Stability Review. 

In a baseline scenario, loss provisions in 2011 

are expected to remain virtually unchanged at 

€23 billion. In a risk scenario involving a mas-

sive economic downturn of 4% of gross do-

mestic product (GDP), aggregate write-downs 

would total €35 billion, some €9 billion more 

than the average of the last fi ve years.

The favourable overall environment should be 

used to further reduce known vulnerabilities in 

the German banking system. This applies par-

ticularly to sectors of the German banking sys-

tem that have proved susceptible in recent 

years. Consolidation, the adoption of sustain-

able business models and probably also cap-

acity reductions are the key needs in this con-

text.

German insurers are also benefi ting from the 

economic recovery. They have raised premium 

and investment income, in some cases sub-

stantially. However, they must keep a vigilant 

eye on interest rate risk. In particular, a pro-

tracted phase of low interest rates could erode 

earnings and perceptibly impair long-term 

resilience . In the chapter Increases and differ-

ences in resilience in the German fi nancial sys-

tem (see pages 79 to 99), empirical analysis 

methods are used to determine how earnings 

and solvency in the German banking and insur-

ance sector might evolve given changed market 

conditions and new regulatory standards.

Loss provisions 
on the decline
Loss provisions 
on the decline

Vulnerabilities in 
the German 
banking system 
need reducing

Vulnerabilities in 
the German 
banking system 
need reducing

Low interest 
rates a risk for 
insurers

Low interest 
rates a risk for 
insurers
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Enhancements to the regulatory and institu-

tional framework are one of the main drivers 

of progress towards a resilient fi nancial system. 

Higher minimum capital ratios and the tighter 

defi nition of capital based more strictly on 

banks’ loss absorbency capacity stipulated in 

Basel III will stiffen banks’ robustness. It is im-

portant to resolutely advance the international 

reform agenda with due consideration of na-

tional particularities. However, the adoption of 

new, tighter regulations for the traditional 

banking sector must not be allowed to serve as 

a springboard for a migration of business to 

segments of the fi nancial system that are sub-

ject to little or no regulation. Suffi cient pruden-

tial oversight of the shadow banking system is 

an additional prerequisite for identifying sys-

temic risk and is therefore one of the pillars of 

macro prudential supervision. The box Shadow 

banking system within the macro prudential 

approach (see page 122) examines  this impor-

tant aspect.

Dealing with the systemic importance of fi nan-

cial institutions presents regulators with special 

challenges. Greater loss absorbency capacity on 

the part of systemically important banks should 

ensure that existing implicit government guar-

antees of their continuing existence are cost-

effective and thereby limit competitive distor-

tions. Dedicated bank insolvency legislation 

enabling timely intervention by supervisors is, 

in future, to allow the orderly market exit of a 

bank and should therefore infl uence banks’ 

behaviour. One reason why the sanction of 

allowing  institutions to close down is so impor-

tant is that the weaknesses of individual banks 

played a key part in the crisis. Internal and ex-

ternal control mechanisms at some systemically 

important institutions failed. Glaring defi cien-

Improvements to 
regulatory 

framework, …

Improvements to 
regulatory 

framework, …

… but systemic 
importance still

a challenge

… but systemic 
importance still

a challenge

cies were also revealed in internal risk manage-

ment, such as many institutions’ practice of 

overrelying on rating agencies, particularly for 

structured products. Strengthened public over-

sight is no substitute for market players’ own 

responsibility to critically examine rating agen-

cies’ credit assessments.

A uniform macroprudential approach and its 

coordination with microprudential supervision 

should help to identify and combat complex 

systemic risk at an early stage. The newly es-

tablished European Systemic Risk Board (ESRB) 

represents an important institutional macro-

prudential anchor at the European level. The 

chapter Enhancement of the regulatory and 

institutional framework (see pages 101 to 134) 

explains and assesses core areas in which regu-

lators have responded  to the crisis.

The fi nancial crisis has resulted in government 

assuming a more active role both through di-

rect interventions and through regulatory re-

sponses. The main challenge in terms of build-

ing a coherent fi nancial market architecture is 

to establish an institutional and regulatory 

framework that promotes a risk culture in 

which profi ts and losses from commercial 

activities  are understood and recognised as 

two sides of the same coin. To achieve this risk 

culture, the institutional and regulatory frame-

work must strengthen the foundations for 

macroeconomic stability, which include, in 

particular, price stability and sustainable public 

fi nances. In terms of public fi nances, national 

and European fi scal rules must be tightened. A 

transparent and predictable procedure which 

also notably guarantees a comprehensive and 

credible consolidation and reform programme 

could, in conjunction with improved fi nancial 

Macroprudential 
approach …
Macroprudential 
approach …

… should
contribute
to a coherent
fi nancial market 
architecture

… should
contribute
to a coherent
fi nancial market 
architecture
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market regulation, largely limit the risk of a 

systemic crisis. In this context private creditors, 

too, have an essential responsibility for restor-

ing sustainable public fi nances in over-indebted 

countries.

As part of the changed balance between the 

government framework and market activity, 

the central banks, too, face new challenges. 

They are closely involved in the process of ana-

lysing and assessing risk. They are widely seen 

as key to identifying misdirected developments 

within the fi nancial system at an early stage, 

allowing these to be corrected before they 

cause any damage. Various committees on 

Central banks 
face new

challenges

Central banks 
face new

challenges

which the Bundesbank is represented are cur-

rently discussing the choice and potential de-

ployment of macroprudential instruments. 

Adding a legal mandate for macroprudential 

oversight and policy through a corresponding 

amendment of the German Banking Act 

(Kredit wesengesetz) to the Bundesbank’s cur-Kredit wesengesetz) to the Bundesbank’s cur-Kredit wesengesetz

rent range of tasks would strengthen and 

safeguard its role in national, European and 

international stability policy. The fi nal chapter 

Elements of a coherent fi nancial market archi-

tecture (see pages 135 to 138) considers the 

fundamental and longer-term challenges for 

an effective institutional and regulatory frame-

work.
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From the fi nancial crisis 
to the sovereign debt 
crisis

| In the spring of 2010, doubts over the 

sustainability of the budgets of some Euro-

pean countries caused them to face an 

acute crisis of confi dence, leading to cross-

border and cross-sector contagion. This 

posed a direct threat to the stability and 

smooth functioning of the European fi -

nancial system. Governments and central 

banks were forced to make massive inter-

ventions in order to prevent the crisis from 

escalating. The sovereign debt problem 

has come at a time when the fi nancial sys-

tem is weakened and is still struggling with 

the strains caused by earlier excesses. The 

combined effect of doubts over budgetary 

dis cipline, a subdued growth outlook and 

weakened fi nancial systems could there-

fore trigger negative feedback loops be-

tween the fi nancial sector and the real 

economy. This would have a detrimental 

effect on prospects for a lasting stabilisa-

tion of the global fi nancial system, which 

is still displaying symptoms of stress. It is 

therefore all the more important that the 

fi scal consolidation now initiated by many 

governments continues to be rigorously 

implemented. |

Crisis of confi dence in the euro area 

 requires extensive public interventions

In the spring of 2010, the deteriorating public 

fi nance situation in some euro-area countries 

came under the scrutiny of market participants. 

The sovereign debt problem came as an addi-

tional burden to the fi nancial system, which 

was already facing the strains of ongoing ad-

justments resulting mainly from the excesses of 

the pre-crisis period. Initially, Greece in particu-

lar was hit by an increasing loss of confi dence. 

However, it subsequently began to spill over to 

other European countries and ignited market 

turmoil, which spread beyond the government 

bond segment. The refi nancing costs of a 

number of euro-area countries rose steeply. In 

addition, the credit rating agencies down-

graded the sovereign ratings for these countries 

(see Chart 2.1). At the beginning of May 2010, 

the stability and smooth functioning of key 

markets in the European fi nancial system were 

acutely under threat. 

In light of these events, the euro-area fi nance 

ministers and the International Monetary Fund 

(IMF) decided to support the necessary consoli-

dation process in Greece, which faced an acute 

risk of default, by granting credit based on 

strict conditionality. Even before the EU fi nance 

ministers were able to fi nalise the package, the 

situation on the capital markets deteriorated 

further. This led to the creation of the European 

Financial Stability Mechanism (EFSM), with a 

volume of €60 billion, and the European Finan-

Deteriorating 
public fi nances 
triggered crisis 
of confi -
dence, …

Deteriorating 
public fi nances 
triggered crisis 
of confi -
dence, …

… which was 
contained 
through 
 exceptional 
measures

… which was 
contained 
through 
 exceptional 
measures
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cial Stability Facility (EFSF),1 with a volume of 

€440 billion, through which loans can be dis-

bursed under the imposition of consolidation 

conditions. Through these extensive public in-

terventions, it was possible to stem the loss of 

confi dence in the markets triggered by the situ-

ation in Greece. To support this process and 

ensure a smooth transmission of monetary 

policy, the Governing Council of the ECB de-

cided to launch a securities markets programme 

for public and private debt securities. Further-

more, the publication of the results of the EU-

wide stress testing exercise, which was con-

ducted for 91 European banks under the aegis 

of the Committee of European Banking Super-

visors (CEBS), strengthened confi dence in the 

resilience of the European fi nancial system (see 

Box 2.1 on page 19).

Sovereign debt under the spotlight 

of the fi nancial markets 

The surging growth in sovereign debt stems, in 

part, from distortions which built up over an 

extended period of time and were largely ig-

nored by the markets. These include long-term 

factors, such as eroded competitiveness and a 

lack of fi scal consolidation in good times. In 

some countries, however, the sharp rise in 

government debt is also a direct result of the 

crisis. In the fi rst phase of the fi nancial crisis, 

when the solvency of a number of credit insti-

tutions was in jeopardy, a sizeable transfer of 

risk occurred from the private to the public 

sector. In the second phase – the sharp reces-

Sovereign debt 
crisis partly due 
to fi nancial and 
economic crisis

Sovereign debt 
crisis partly due 
to fi nancial and 
economic crisis

Chart 2.1

INCREASED RISK AVERSION

Sources:  Bloomberg  and  S&P. — 1 Spread  of  ten-year 
government bonds over Bunds of a comparable matur-
ity.
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1 The borrowings of this facility, which is a special-pur-
pose vehicle, are backed by guarantees from euro-area 
member states. Germany‘s share in these guarantees is 
27%. S&P assigned a long-term issuer rating of AAA to 
the EFSF.
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Box 2.1

SCENARIOS AND RESULTS OF THE EU-WIDE STRESS TESTING EXERCISE

1 For a detailed description of the stress tests, see www.c-ebs.org 
or www.bundesbank.de. — 2 It should be noted that this 
requirement  does not constitute a current regulatory hurdle. 

Pursuant to the Basel II minimum requirements, tier 1 capital 
must be equivalent to 4% of risk-weighted assets. 

In the wake of the renewed tensions in the fi -
nancial markets, a joint bank stress testing ex-
ercise was conducted in 20 EU member states 
in the summer of 2010 under the aegis of the 
Committee of European Banking Supervisors 
(CEBS). The question of whether credit institu-
tions would be in a position to withstand a 
substantial deterioration in economic condi-
tions – after already having suffered very high 
losses in previous years – was increasingly 
dominating discussions among international 
capital market players and was also refl ected in 
the focus of the stress tests. Furthermore, the 
stress tests took account of the increased need 
for information about the vulnerability of ex-
posures in connection with the emerging sov-
ereign debt crisis in a number of European 
countries.

A total of 91 credit institutions took part in the 
EU-wide stress testing exercise; 14 of them 
were large German institutions.1 The sample of 
banks was chosen so as to cover at least 50% 
of the total bank assets of each EU member 
state. The objective was to test the impact of a 
benchmark scenario and an adverse scenario 
over a period of two years: 2010 and 2011. 
Whereas the benchmark scenario assumed a 
mild economic recovery, the adverse scenario 
assumed a “double-dip” recession. In addition, 
the effects of a shift in the yield curve as well 
as a simultaneous rise in the risk premiums on 
European government bonds were considered 
which, in the simulations, resulted in consider-

able write-downs in the banks’ trading books 
in some cases.

On the whole, it may be stated that the vast 
majority of the participating banks were able 
to prove their resilience, even in a severe and 
not very likely adverse scenario. Thus, only 
seven institutions’ tier 1 capital ratios fell below 
the predefi ned 6% threshold during the obser-
vation period.2 This was the case for just one 
credit institution in Germany, which had al-
ready been nationalised as part of the German 
government‘s crisis intervention measures and 
which received permission from the European 
Commission to transfer toxic assets worth 
€173 billion to a “bad bank” only after the 
stress tests had been completed. The good 
performance of the other German participants 
was due primarily to their high level of capital-
isation. The tier 1 capital ratio of the German 
banking system as a whole has risen by 1.8 
percentage points since the fi rst quarter of 
2008, which means that the available risk 
buffer is now signifi cantly larger than at the 
beginning of the crisis.

The response to the stress tests in the fi nancial 
markets was predominantly positive. Above all, 
the disclosure of credit institutions’ total gov-
ernment bond holdings – in both the trading 
book and the banking book – is likely to have 
provided greater transparency and helped to 
counter the downward spiral in the fi nancial 
markets.
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sion following the bankruptcy of US investment 

bank Lehman Brothers – most countries shifted 

to a highly expansionary fi scal stance, which, 

alongside the effects of the automatic stabilis-

ers, drove up defi cits and debts. The sovereign 

debt problem is thus partly a result of the pre-

vious turmoil in the fi nancial markets and the 

real economy. 

In the western industrial countries, falling tax 

receipts, extensive debt-fi nanced economic 

stimulus programmes and rescue packages for 

fi nancial institutions have led, overall, to his-

torically high budget defi cits and soaring gov-

ernment debt (see Table 2.1). In addition, debt 

ratios can be expected to rise further. In rela-

tion to gross domestic product (GDP), sovereign 

debt in the euro area as a whole will have in-

creased by just over 18 percentage points 

Massive 
 deterioration 

in public 
fi nances …

Massive 
 deterioration 

in public 
fi nances …

within only three years (from 2007 to 2010) 

(see Chart 2.2). In the United States, govern-

ment debt will have risen by as much as around 

30 percentage points over the same period. 

Before the fi nancial and economic crisis in 

2007, aggregate government indebtedness in 

the G7 countries stood at 83% of GDP; by the 

end of 2010, it will reach around 110%, and is 

likely to climb even further by 2015. 

Cyclically-induced revenue shortfalls, in particu-

lar, have contributed to this development; by 

contrast, the impact of direct measures to sup-

port the fi nancial sector has been comparatively 

small.2 According to the IMF, the funds used 

… caused mainly 
by cyclically-
induced  revenue 
shortfalls

… caused mainly 
by cyclically-
induced  revenue 
shortfalls

Table 2.1

VULNERABILITIES IN SELECTED COUNTRIES

Sources: Bloomberg, IMF and OECD. — 1 Fourth quarter of 2010 to fourth quarter of 2011; calculated from the sum of maturing lia-
bilities and budget balances as a percentage of projected GDP for 2011.

Forecast values

Country

Defi citDefi citDefi
as % of 
gross 
domestic 
product 
(GDP)
2010

General 
govern ment 
gross debt
as % of GDP
2010

Interest payments
as % of GDP

Financing 
needs 
as % of GDP
2010-111

General
government 
debt held 
abroad
as % of GDP
2010

Year-on-year
percentage 
change in 
GDP
20102010 20152010 20152010 2015

United States – 11.1 92.7 2.4 4.9 27.2 26.7 2.6United States – 11.1 92.7 2.4 4.9 27.2 26.7 2.6
Japan –  9.6 227.2 2.9 4.0 59.1 11.5 2.8Japan –  9.6 227.2 2.9 4.0 59.1 11.5 2.8
United Kingdom – 10.2 76.7 2.9 3.5 15.7 18.5 1.7United Kingdom – 10.2 76.7 2.9 3.5 15.7 18.5 1.7
Euro area –  6.5 84.1 3.0 3.4 − − 1.7Euro area –  6.5 84.1 3.0 3.4 − − 1.7
 France –  8.0 84.2 2.6 2.9 21.5 51.4 1.6 France –  8.0 84.2 2.6 2.9 21.5 51.4 1.6
 Germany –  4.5 75.3 2.6 2.1 13.8 37.8 3.3 Germany –  4.5 75.3 2.6 2.1 13.8 37.8 3.3
 Greece –  7.9 130.2 5.6 7.8 24.6 94.2 – 4.0 Greece –  7.9 130.2 5.6 7.8 24.6 94.2 – 4.0
 Ireland – 32.0 98.6 3.3 5.2 17.3 54.9 – 0.3 Ireland – 32.0 98.6 3.3 5.2 17.3 54.9 – 0.3
 Italy –  5.1 118.4 4.6 5.5 24.6 55.5 1.0 Italy –  5.1 118.4 4.6 5.5 24.6 55.5 1.0
 Portugal –  7.3 83.1 3.2 4.1 20.7 59.9 1.1 Portugal –  7.3 83.1 3.2 4.1 20.7 59.9 1.1
 Spain –  9.3 63.5 2.3 3.9 19.0 31.1 – 0.4 Spain –  9.3 63.5 2.3 3.9 19.0 31.1 – 0.4

DEUTSCHE BUNDESBANK

2 Around 40% of the rise in government debt in the G7 
countries is due to cyclically-induced revenue shortfalls. 
See C Cottarelli and A Schaechter, Long-Term Trends in 
Public Finances in the G-7 Economies, IMF Working 
 Paper, 1 September 2010. 
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for this purpose in the industrial countries, 

which account for three-quarters of worldwide 

direct fi nancial sector support, amounted to 

5.4% of GDP.3 However, only some of the costs 

of restructuring the fi nancial system are explic-

itly refl ected in government budgets, and there 

are considerable contingent liabilities. In addi-

tion, substantial fi scal burdens are looming on 

the horizon in many countries caused by evolv-

ing demographics.

High risk premiums and contagion effects 

Despite the measures taken by the European 

Union to ease the acute tensions in the euro 

area, the risk premiums for some countries re-

main high. This is likely to refl ect, above all, a 

lingering lack of confi dence on the part of the 

Risk premiums 
still high

Risk premiums 
still high

market participants in the sustainability of the 

consolidation strategy that has been adopted. 

Moreover, the need for structural adjustment 

in the economies is vast. International com-

petitiveness has deteriorated since the start of 

monetary union – in some cases signifi cantly 

(see Chart 2.3). It is therefore essential, in addi-

tion to implementing a credible fi scal consoli-

dation strategy, to improve external price 

competitiveness through far-reaching structural 

reforms, moderate wage settlements and other 

cost-cutting measures.

Chart 2.2

SOVEREIGN DEBT

Source: IMF. — 1 Maastricht criterion (60% of GDP).
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3 To date, the United States and the United Kingdom 
have utilised 5.3% and 7.3% of GDP (respectively) of 
the funds pledged for this purpose, which amount to 
7.4% and 11.9% of GDP. Until now, Germany has 
 utilised 4.7% of the pledged direct support measures, 
which amount to 6.8% of GDP. See IMF, Fiscal Exit: From 
Strategy to Implementation, November 2010.

DEUTSCHE BUNDESBANK 

 November 2010  Financial Stability Review  21



In some euro-area countries, feedback loops 

between the public sector and the banking 

sector exacerbated existing tensions. Given 

declining external demand, countries with high 

levels of debt were periodically reliant on do-

mestic banks taking up their government 

bonds. Other countries had to bear especially 

large burdens resulting from support measures, 

including contingent liabilities vis-à-vis their 

respective domestic banking systems. The det-

rimental effect of a deterioration in the credit-

worthiness of the sovereign borrower on banks 

domiciled in these countries was therefore dis-

proportionately strong. The risk faced by gov-

ernments and banks in the worst affected 

euro-area countries rose simultaneously, lead-

ing to a high correlation between the risk pre-

miums for the governments and those for fi -

nancial institutions.4 Enterprises were likewise 

unable to fully detach themselves from this 

development owing to such factors as the ex-

pectation that the necessary consolidation of 

government budgets would dampen aggre-

gate demand (see Chart 2.3).

In addition to national vulnerabilities, cross-

border contagion effects and burdens also 

emerged. For example, relatively unsuccessful 

government bond auctions often triggered a 

rise in the risk premiums on the bonds of gov-

ernments and banks in other euro-area coun-

tries, increased uncertainty in these countries 

and led to further haircuts on the markets for 

govern ment bonds. These losses in market 

value are placing a strain on banks throughout 

the euro area. Furthermore, the sectoral conta-

Correlation 
 between 
 fi nancing 
 conditions of 
governments 
and banks 

Correlation 
 between 
 fi nancing 
 conditions of 
governments 
and banks 

Cross-border 
burdens
Cross-border 
burdens

Chart 2.3

HARMONISED COMPETITIVENESS 
INDICATORS* AND FINANCING 
CONDITIONS

Sources:  ECB,  Markit  and  Bundesbank  calculations. — 
* Based on unit  labour costs. — 1 Inverted scale:  rise in 
the  curve  (decrease  in  the  values)  represents  a  gain  in 
price  competitiveness. —  2 Greece,  Ireland,  Italy,  Por-
tugal and Spain; GDP-weighted.
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4 For information on the interconnectedness of bank risk 
and sovereign credit ratings, see S Gerlach, A Schulz and 
G Wolff, Banking and sovereign risk in the euro area, 
Deutsche Bundesbank Research Centre, Discussion 
 Paper, Series 1, No 09/2010.
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gion effects outlined above suggest that risk 

analyses should include not only claims on the 

public sector but also exposures to the other 

sectors (banks, enterprises, households). At the 

end of the second quarter of 2010, European 

banks had substantial foreign exposures to 

some euro-area countries (see Table 2.2). All in 

all, the tensions connected with the sovereign 

debt problem are impairing the recovery of the 

fi nancial system, parts of which remain 

stressed.

Ongoing symptoms of stress 

in key market segments

Since the spring of 2010, the sovereign debt 

crisis experienced by some euro-area countries 

has led to high uncertainty and a renewed rise 

in risk aversion in the markets. For example, 

volatility in the stock markets and corporate 

credit markets rose sharply at times and re-

mains above the historical average; in other 

market segments, such as commercial mort-

gage backed securities, frictions remain high 

(see Chart 2.4 and Chart 2.5).

The euro-area money market, too, displayed 

symptoms of stress on the back of the sover-

eign debt crisis. The lack of confi dence in a 

number of European fi nancial institutions is 

still substantially hindering the smooth func-

tioning of the interbank market, which has 

been impaired since the autumn of 2007. Thus, 

owing to concerns about counterparty risk, a 

number of banks – especially those domiciled 

in the euro-area countries that have come un-

der particular scrutiny – are barely able to con-

duct any unsecured borrowing on the interbank 

market. Refi nancing on the repo market was 

High volatility 
and strong wish 

for security

High volatility 
and strong wish 

for security

Money market 
only partially 
funktional …

Money market 
only partially 
funktional …

made more diffi cult by the fact that, in some 

cases, the bonds of several euro-area countries 

were either not accepted as collateral at all, or 

only to a very limited extent. As a result of 

these frictions, the spread between three-

Chart 2.4

UNCERTAINTY IN THE MARKETS

Sources: Bloomberg and Markit. —  1 CBOE Volatility In-
dex (VIX). — 2 VSTOXX volatility index.
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month EURIBOR and EONIA swap rates (see 

Chart 2.5 and Chart 2.6) expanded again.5

In light of these events, the fi nancial system in 

the euro area has become reliant on the gener-

ous supply of liquidity from the Eurosystem.6 In 

relation to their total assets, the amount of 

funds being borrowed from the Eurosystem by 

a number of banks domiciled in the euro-area 

countries most affected by the crisis of confi -

dence is far above average. The fact that Euro-

pean banks have recently been hoarding much 

less excess liquidity than at the height of con-

cerns over some euro-area countries‘ ability to 

refi nance their debt can be viewed as a sign of 

a return to normality in the European money 

market.

… and reliant on 
generous supply 

of liquidity

… and reliant on 
generous supply 

of liquidity

The uncertainty regarding the situation of Eu-

ropean fi nancial institutions has also impaired 

their access to refi nancing on the US money 

market. There are vulnerabilities in this area as 

a result of numerous European banks‘ structur-

ally high short-term US dollar funding needs. 

At times, US investors, such as money market 

funds, showed substantial reluctance to pro-

long their investment in short-term debt instru-

ments from European issuers. The volume of 

Refi nancing in 
US dollars made 
more diffi cult by 
concerns about 
counterparty risk

Refi nancing in 
US dollars made 
more diffi cult by 
concerns about 
counterparty risk

Table 2.2

BANKS‘ CONSOLIDATED FOREIGN EXPOSURES TO EURO-AREA COUNTRIES
ON AN ULTIMATE RISK BASIS

Source: BIS. — 1 For Germany, only data on an immediate risk basis are available.

US$ billion; as at 30 June 2010

Borrowers

All
repor-repor-repor
ting
coun-
tries

Creditors
Euro area Memo item:

Austria France
Ger-Ger-Ger
many1 Ireland Italy

Nether-Nether-Nether
lands Spain

Switzer-Switzer-Switzer
land

United
States

United
Kingdom

Austria 290 – 21 86 5 121 9 5 11 9 9
BelgiumBelgium 534 3 254 35 6 4 109 6 13 44 30
CyprusCyprus 38 2 3 10 0 2 1 0 3 1 4
Finland 159 1 8 14 1 1 3 2 3 9 5
France 1,167 9 – 197 19 34 81 27 68 243 270
GermanyGermany 1,653 51 269 – 30 261 156 40 108 234 175
Greece 157 3 57 37 8 5 5 1 3 7 12
Ireland 518 4 44 139 – 15 19 14 19 57 132
ItalyItaly 911 22 424 154 40 – 43 33 13 35 67
LuxembourgLuxembourg 522 4 99 148 7 24 14 8 64 23 26
Malta 15 2 1 2 1 0 1 0 0 0 6
Netherlands 759 12 123 149 13 22 – 19 41 124 140
PortugalPortugal 212 2 41 37 5 5 6 78 3 3 22
Slovakia 64 26 7 3 0 16 1 0 0 1 1
Slovenia 33 14 3 5 1 7 0 0 0 0 0
SpainSpain 727 7 165 182 27 26 73 – 13 52 105
Euro area 7,758 163 1,520 1,197 165 543 522 232 362 843 1,003

DEUTSCHE BUNDESBANK

5 Although the outstanding volume on the European 
repo market has recently returned to the pre-crisis level, 
the aggregated increase overstates the extent of the re-
covery, as fi nancial institutions with relatively healthy bal-
ance sheets have signifi cantly increased their market 
share to the detriment of weaker competitors with per-
sistent refi nancing problems.
6 While the Eurosystem is no longer offering additional, 
one-year longer-term refi nancing operations, it is still 
conducting the main refi nancing operations as fi xed-rate 
tenders with full allotment. Furthermore, in May 2010, 
the Eurosystem reactivated its swap line with the Federal 
Reserve in order to ensure an adequate provision of 
US dollars to the euro-area banking system.
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commercial paper issued by foreign (mainly 

European) fi nancial institutions in the United 

States thus began to fall markedly at the be-

ginning of the year and has only recently re-

bounded (see Chart 2.6). European banks 

therefore made greater use of the foreign ex-

change (FX) swap market as a wholesale fund-

ing alternative. This was one of the factors be-

hind the temporary signifi cant increase in the 

three-month LIBOR-OIS spread on a US dollar 

basis from May to July 2010. 

As in the case of short-term funding on the 

money market, banks‘ longer-term refi nancing 

also displays a fairly strong differentiation 

among euro-area countries. While many big 

banks have been able to issue bonds without 

any major problems (aside from the phases of 

acute stress during the sovereign debt crisis), 

numerous smaller and medium-sized fi nancial 

institutions, particularly those domiciled in the 

countries affected by the European sovereign 

debt crisis, still have only limited access to the 

bond market. The differing wholesale funding 

conditions are refl ected in the trends in credit 

default swap premiums. The premiums for 

banks in the countries most affected by the 

sovereign debt crisis have thus risen far more 

than the iTraxx Europe Financials index for the 

credit default swap premiums of European fi -

nancial institutions as a whole (see Chart 2.5).7

Necessary consolidation of public fi nances 

initiated

In order to counteract a further erosion of 

confi dence and safeguard access to the fi nan-

cial markets, the governments of some coun-

tries have since resolutely initiated measures to 

Clear differences 
in refi nancing 
capabilities of 

 individual banks

Clear differences 
in refi nancing 
capabilities of 

 individual banks

Rigorous 
 consolidation 
programmes 

 required

Rigorous 
 consolidation 
programmes 

 required

consolidate their budgets. Rigorous medium-

term fi nancial planning and a credible imple-

mentation of the consolidation programmes 

are now needed in order to ensure orderly refi -

nancing and mitigate negative spillovers to 

other sectors, which would also impact nega-

tively on macroeconomic growth (see Box 2.2 

Chart 2.5

FRICTIONS IN THE INTERNATIONAL 
FINANCIAL SYSTEM

Sources:  Bank  of  America  Merrill  Lynch,  Bloomberg, 
Markit,  Morgan  Stanley  and  Bundesbank  calcula-
tions. — 1 The stress indicator is  the level  of  credit  risk 
premiums or the implied volatility vis-à-vis the long-term 
average. Green indicates normal market conditions, yel-
low raised to exceptionally high stress levels and red ex-
tremely  impaired  markets. —  2 Greece,  Ireland,  Italy, 
Portugal and Spain; GDP-weighted.
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7 Of the institutions from the euro-area countries that 
have recently come under particular market scrutiny, 
only a few larger entities – which are usually in better 
fundamental shape than many smaller and medium-
sized banks – are included in iTraxx Europe Financials.
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on pages 28 and 29). Owing to the extensive 

feedback effects between the public fi nance 

situation and the stability of the fi nancial sys-

tem, even those countries that are not currently 

in the spotlight of the fi nancial markets should 

give the highest priority to ensuring the sus-

tainability of their public fi nances. The fact that 

the fi nancial markets have, until now, focused 

their attention on the fraught public fi nance 

situation in certain European countries must 

not blind us to the substantial need for fi scal 

consolidation in many other industrial coun-

tries, too.

Ongoing burdens caused 

by earlier excesses 

The problem of high and rising government 

debt – which is acute in some parts of the euro 

area – is having a detrimental effect on pros-

pects for a lasting stabilisation of the interna-

tional fi nancial system, not least because of 

potential negative feedback between growth 

and consolidation. The ongoing need for ad-

justment, which was caused by the excesses of 

the period preceding the crisis and exposed by 

its onset, is a crucial factor in this respect. As a 

result, countries with large adjustment require-

ments in both the private and the public sector 

are fi nding it particularly diffi cult to return to a 

robust growth path. 

The international banking system is still getting 

to grips with burdens caused by particularly 

risky exposures entered into ahead of the fi -

nancial crisis. Consequently, the banking sys-

tem remains highly susceptible to the danger 

of renewed market dislocations or a weak 

growth environment. It is therefore very impor-

Problem of 
 government 
debt …

Problem of 
 government 
debt …

… combined 
with still 
 weakened 
 fi nancial sector

… combined 
with still 
 weakened 
 fi nancial sector

US$ bn

Chart 2.6

TENSIONS IN THE MONEY MARKETS

1  Difference between the actual allotment and the pre-
viously  projected  benchmark. —  2 Overnight  indexed 
swaps. — 3 Source: Federal Reserve.
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tant to ensure that balance sheets in the fi nan-

cial sector are strengthened further, eg by im-

proving capital bases and paring down short-

term debt fi nancing. Balance sheets need to be 

cleaned, too, of non-performing loans that are 

ultimately hindering fi nancial institutions from 

adopting sustainable business models.

Households in countries where credit growth 

was accompanied by a boom in the real estate 

market have now entered a phase of debt re-

duction. However, their liabilities currently re-

main very high, meaning that the process of 

adjustment is likely to be protracted. The re-

sulting low propensity to consume and muted 

demand for residential property will probably 

have a dampening effect on economic 

activity – all the more so if the correction in the 

housing markets continues. Key components 

of aggregate demand could therefore remain 

subdued for years to come.8

Following the steep slump in activity in the 

real sector in 2009 as a result of the fi nancial 

crisis, signs of recovery have been evident in 

the past few quarters. They were particularly 

strong in export-driven economies such as 

Germany, which had previously been hit espe-

cially hard by the economic downturn. In many 

industrial countries, however, macroeconomic 

momentum has remained subdued. Global 

growth is likely to weaken somewhat in 2011 

– particularly given that the thrust applied by 

the extensive economic stimulus packages 

adopted in response to the fi nancial crisis is 

coming to an end (see Chart 2.7). A decelera-

tion of the cyclical upturn in the western in-

dustrial countries would impair credit quality, 

especially that of fi rms which are still very 

highly leveraged following the excesses of the 

Ongoing balance 
sheet repair in 

private sector as 
an economic risk

Ongoing balance 
sheet repair in 

private sector as 
an economic risk

Financial stability 
at risk from 

 economic 
 slowdown

Financial stability 
at risk from 

 economic 
 slowdown

pre-crisis period. This would probably place 

additional pressure on the commercial real es-

tate markets, too. Moreover, the recovery in 

the labour markets would then tail off, which 

would place a further strain on households‘ 

credit quality.

The possible feedback effects between growth, 

structural weaknesses in the banking system 

and the consolidation processes in both the 

private and public sectors might cement a situ-

ation in which governments and central banks 

are forced to adopt or uphold exceptional 

measures that have undesirable implications in 

the medium term. A protracted phase of low 

Low interest 
rates and 
 abundant 
 liquidity not 
without dangers

Low interest 
rates and 
 abundant 
 liquidity not 
without dangers

Chart 2.7

GROWTH IN REAL GDP IN 

SELECTED COUNTRIES

Source: IMF.
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8 For evidence of protracted adjustment processes fol-
lowing fi nancial crises, see C M Reinhart and V R Rein-
hart, After the Fall, NBER Working Paper 16334, Sep-
tember 2010.
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Box 2.2

THE EFFECTS OF HIGH GOVERNMENT DEFICITS AND DEBT LEVELS 
ON FINANCIAL MARKETS AND THE PACE OF GROWTH

1 See E Baldacci and M S Kumar (2010), Fiscal Defi cits, Public  See E Baldacci and M S Kumar (2010), Fiscal Defi cits, Public  See E Baldacci and M S Kumar (2010), Fiscal Defi
Debt, and Sovereign Bond Yields, IMF Working Paper 
No 10/184. — 2 See E Baldacci and M S Kumar (2010), Fiscal 
Defi cits, Public Debt, and Sovereign Bond Yields, IMF Working Defi cits, Public Debt, and Sovereign Bond Yields, IMF Working Defi
Paper No 10/184. — 3 See K M Kiani (2009), Federal budget 
defi cits and long-term interest rates in USA, The Quarterly Re-defi cits and long-term interest rates in USA, The Quarterly Re-defi
view of Economics and Finance Vol 49, pp 74-84. — 4 See 
W G Gale and P R Orszag (2003), The Economic Effects of 
Long-Term Fiscal Discipline, The Urban Institute, Discussion Pa-

per No 8. — 5 The forward rates are estimated on the basis of 
the yield curve for Treasury bills. — 6 See T Laubach (2009), 
New Evidence on the Interest Rate Effects of Budget Defi cits New Evidence on the Interest Rate Effects of Budget Defi cits New Evidence on the Interest Rate Effects of Budget Defi
and Debt, Journal of the European Economic Association 7, 
No 4, pp 858-885. — 7 See S Ardagna (2009), Financial mar-
kets‘ behavior around episodes of large changes in the fi scal kets‘ behavior around episodes of large changes in the fi scal kets‘ behavior around episodes of large changes in the fi
stance, European Economic Review 53, No 1, pp 37-55. — 8 See 
M S Kumar and J Woo (2010), Public Debt and Growth, IMF 
Working Paper No 10/174 and C M Reinhart and K S Rogoff 

A number of recent academic papers examine the 
consequences of high government defi cits and the consequences of high government defi cits and the consequences of high government defi
effects of the fi scal consolidation measures taken by effects of the fi scal consolidation measures taken by effects of the fi
governments. These studies show that a high level 
of sovereign debt has a direct impact on government 
refi nancing costs and thus also on the general level refi nancing costs and thus also on the general level refi
of interest rates in the country concerned. According 
to one paper, an increase equivalent to 1 percent age 
point of gross domestic product (GDP) in the general 
government defi cit pushes up the nominal yield on government defi cit pushes up the nominal yield on government defi
ten-year government bonds by an average of 17 
basis points in the same period.1 At 29 basis points, 
the rise in real interest rates resulting from this 
growth in the defi cit is even greater.  growth in the defi cit is even greater.  growth in the defi

The actual strength of the effect in each case is af-
fected by a number of different factors. High initial 
debt or a high initial defi cit tend to amplify the rise debt or a high initial defi cit tend to amplify the rise debt or a high initial defi
in interest rates: if the initial defi cit is higher than in interest rates: if the initial defi cit is higher than in interest rates: if the initial defi
2% of GDP, interest rates climb by a further 14 basis 
points for each additional percentage point in the 
defi cit. If the total initial debt is above 60% of GDP, defi cit. If the total initial debt is above 60% of GDP, defi
an additional rise of 6 basis points in interest rates is 
to be expected. Weak government institutions, ge-
neralised uncertainty in the fi nancial markets – as neralised uncertainty in the fi nancial markets – as neralised uncertainty in the fi
measured by stock market volatility – and high infl a-measured by stock market volatility – and high infl a-measured by stock market volatility – and high infl
tion expectations or an unfavourable demographic 
trend can all have a compounding effect. By con-
trast, countries with a high saving ratio are more 
readily able to absorb additional debt, and the rise 
in interest rates is smaller. The increase is also smaller 
in countries with systems that rely on bank fi nancing in countries with systems that rely on bank fi nancing in countries with systems that rely on bank fi
more than the capital markets for funding invest-
ment. High capital infl ows from abroad can likewise ment. High capital infl ows from abroad can likewise ment. High capital infl
limit the rise in interest rates.2 This, alongside other 

factors, has probably kept interest rates in the United 
States from rising; in principle, however, the link 
between the defi cit and interest rates also applies between the defi cit and interest rates also applies between the defi  to 
the USA.3 This link is particularly apparent in the pro-
jection of future defi cits.jection of future defi cits.jection of future defi 4 One paper estim ates the 
impact of the fi ve-year-ahead defiimpact of the fi ve-year-ahead defiimpact of the fi  cit projection for  ve-year-ahead defi cit projection for  ve-year-ahead defi
the United States by the Congressional Budget Offi ce the United States by the Congressional Budget Offi ce the United States by the Congressional Budget Offi
(CBO) on fi ve-year and ten-year forward yields on (CBO) on fi ve-year and ten-year forward yields on (CBO) on fi
Treasury bills.5 It reaches the conclusion that forward 
rates fi ve years into the future rise by 20 to 30 basis rates fi ve years into the future rise by 20 to 30 basis rates fi
points in response to a projected sustained increase 
of 1 percentage point in the defi cit and by about 3 to of 1 percentage point in the defi cit and by about 3 to of 1 percentage point in the defi
4 basis points in response to an increase in the debt 
level equivalent to 1 percentage point of GDP. Here 
too, the higher the initial level of sovereign debt, the 
stronger the effect.6

This empirical fi nding can be explained by the inter-This empirical fi nding can be explained by the inter-This empirical fi
play of a number of factors. First, if demand remains 
constant, a greater supply of government bonds 
leads to a higher yield via the mechanism of market 
equilibrium. Second, a high level of debt can trigger 
fears of rising infl ation, meaning that investors fears of rising infl ation, meaning that investors fears of rising infl
demand  a higher infl ation risk premium. Finally, the  a higher infl ation risk premium. Finally, the  a higher infl
markets begin to doubt whether the government in 
question will be able to service its debt obligations 
on time, leading investors to demand a higher risk 
premium.  

Even though the impact of debt on interest rates 
remains muted in some countries, its fundamentally 
negative repercussions must still be borne in mind. 
Overall, higher long-term interest rates hamper the 
growth of an economy, as they also infl uence credit growth of an economy, as they also infl uence credit growth of an economy, as they also infl
conditions for enterprises.7 It becomes increasingly 
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THE EFFECTS OF HIGH GOVERNMENT DEFICITS AND DEBT LEVELS 
ON FINANCIAL MARKETS AND THE PACE OF GROWTH

(2010), Growth in a Time of Debt, NBER Working Paper 
No 15639. — 9 See M Caner, T Grennes and F Koehler-Geip 
(2010), Finding the Tipping Point – When Sovereign Debt Turns 
Bad, World Bank, Working Paper No 5391. — 10 See 
C Checherita and P Rother (2010), The Impact of High and 
Growing Government Debt on Economic Growth: an Empirical 
Investigation for the Euro Area, ECB Working Paper 
No 1237. — 11 See IMF, World Economic Outlook, October 
2010, pp 93-124. — 12 See S Ardagna (2009), Financial mar-

kets‘ behavior around episodes of large changes in the fi scal kets‘ behavior around episodes of large changes in the fi scal kets‘ behavior around episodes of large changes in the fi
stance, European Economic Review 53, No 1, pp 37-55. — 
13 See C Nickel and I Vansteenkiste (2008), Fiscal Policies, the 
Current Account and Ricardian Equivalence, ECB Working 
Paper  No 935. — 14 See Deutsche Bundesbank, The cyclical 
effects of concurrent fi scal consolidation within the euro area, effects of concurrent fi scal consolidation within the euro area, effects of concurrent fi
Monthly Report, July 2010, pp 30-31. — 15 See J D Ostry,
A R Ghosh, J I Kim, M S Qureshi, Fiscal Space, IMF Working 
Paper 10/11, 1 September 2010.

diffi cult to fund profidiffi cult to fund profidiffi  table investment projects. The  cult to fund profi table investment projects. The  cult to fund profi
uncertainty associated with rising debt also has a 
direct impact on growth. The lack of clarity as to 
whether the government will reduce its debts 
through spending cuts, tax hikes, infl ation or res-through spending cuts, tax hikes, infl ation or res-through spending cuts, tax hikes, infl
tructuring increases the uncertainty affecting busi-
ness activity and consequently dampens aggregate 
growth. The other sectors of the country‘s economy 
also suffer as a result. In addition, a high debt level 
could also restrict the government‘s options for 
funding public infrastructure projects, which also 
reduces the country‘s growth opportunities. A num-
ber of studies suggest that the higher a country‘s 
level of debt, the greater the dampening effect on 
economic growth: if the initial debt is higher than 
90% of GDP, a rise of 10 percentage points in debt 
lowers growth by 0.2 percentage point per year.8

The threshold above which debt has a signifi cantly The threshold above which debt has a signifi cantly The threshold above which debt has a signifi
negative effect on growth is estimated by one paper 
at 77% of GDP, and at the considerably lower fi gure at 77% of GDP, and at the considerably lower fi gure at 77% of GDP, and at the considerably lower fi
of 64% for developing countries.9 Another study, 
which is based upon data from 12 euro-area coun-
tries, identifi es a threshold of between 90% and tries, identifi es a threshold of between 90% and tries, identifi
100%; however, the estimation is fairly imprecise, 
meaning that a value of between 70% and 80% is 
also within the bounds of probability.10  

When governments take steps to consolidate public 
budgets, this usually temporarily dampens growth, as 
such measures often go hand in hand with substan-
tial adjustment processes in the economy in ques-
tion.11 By restoring investor confi dence, however,  By restoring investor confi dence, however,  By restoring investor confi
such measures can also have a positive impact in the 
short term. In particular, long-term interest rates 
rapidly  start to decline. One study shows that, in 

OECD countries, if the primary balance falls by more 
than 1.5% of GDP year-on-year or by 1% in a period 
of two consecutive years, this causes the yields on 
ten-year government bonds to decrease by 124 
basis  points. This decline extends over four years; 
the greater the initial debt, the larger the decrease 
will be. Moreover, the fall is robust to the macroeco-
nomic conditions.12  

A further argument suggesting that consolidation 
causes only a slight reduction in growth is the expe-
rience13 that, when the debt-to-GDP ratio reaches 
or exceeds 90%, Ricardian effects arise, and attempts 
to boost aggregate demand through government 
spending thus become increasingly futile. Even in 
the scenario of a concurrent consolidation of bud-
gets in all euro-area countries, annual GDP growth 
is expected to be a mere ¼ percentage point lower 
on average between 2010 and 2014.14

When debt rises beyond a certain level, which varies 
from country to country and also depends on con-
tingent liabilities and the individual country‘s histori-
cal track record of adjustment, the fi nancial markets cal track record of adjustment, the fi nancial markets cal track record of adjustment, the fi
no longer consider a government budget to be 
sustainable .15 Consequently, it is particularly those 
countries with only little room for fi scal manoeuvre countries with only little room for fi scal manoeuvre countries with only little room for fi
that can benefi t from consolidation. Above all, that can benefi t from consolidation. Above all, that can benefi
Greece, Italy, Japan and Portugal are now assumed 
to have little room for fi scal manoeuvre. In the alter-to have little room for fi scal manoeuvre. In the alter-to have little room for fi
native scenario – a failure on the part of these 
countries to consolidate their budgets – an extre-
mely sharp increase in refi nancing costs is to be ex-mely sharp increase in refi nancing costs is to be ex-mely sharp increase in refi
pected, leading to a serious deterioration in macro-
economic developments.
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interest rates is especially prone both to me-

dium-term price stability risks and to new 

threats to fi nancial stability.9 Even if monetary 

policy still has a necessary part to play in safe-

guarding the functioning of individual market 

segments, monetary policymakers, too, now 

need to monitor these risks more closely.

9 See also the chapter Market and systemic risks in a 
protracted low-interest rate environment on pp 31-58.
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Market and systemic 
risks in a protracted 
low-interest rate 
 environment

| An extended period of low interest rates 

may produce unwanted side effects. Above 

all, there is the risk that investors will again 

step up their search for yield while incurr-

ing high risks. Tendencies towards a 

heightened risk appetite can already be 

observed in currency carry trades. An un-

expected upward correction of the yields 

on benchmark bonds could place a strain 

on banks. Although risks stemming from 

price developments in other assets appear 

to be moderate so far in both the industrial 

countries and emerging market economies 

(EMEs), they need to be watched carefully. 

Since the outbreak of the fi nancial crisis, 

the refi nancing of large fi nancial institu-

tions active on capital markets has become 

more short-term. Their funding require-

ments are still at a high level and might vie 

with those of governments. Market risks 

have declined signifi cantly for German 

banks since mid-2009. Interest rate risks, 

too, have been going down from a high 

level following their marked rise in 2009. 

From a systemic perspective, it is a cause of 

some concern that market-active banks 

have again been displaying a similar re-

sponse pattern in proprietary trading in 

the wake of the debt crisis. |

Heightened systemic liquidity risks

In spring 2010, the European sovereign debt 

crisis confronted a fi nancial setting character-

ised by structural faults and major legacy 

problems. The way in which the banking sys-

tem functions is essentially based on structures 

which have proved to be likely to propagate 

and amplify shocks. Moreover, the incentives 

in markets and for systemically important fi -

nancial institutions are obviously distorted by 

implicit or explicit guarantees. Finally, the un-

derlying monetary conditions are characterised 

by protracted low interest rates and an ample 

supply of liquidity. On the one hand, given the 

limited functioning of some market segments 

and the fact that the fi nancial system is still 

weakened, such a period is necessary to allow 

the economy to recover from the legacy of the 

crisis. On the other hand, this phase of low in-

terest rates may create problems in the longer 

run.

In terms of fi nancial stability, the issue of liquid-

ity has two quite different aspects. From the 

perspective of the asset markets, an abundant 

supply of liquidity can heighten the risk of ex-

aggerations and mispricing over the medium 

and longer term. Depending on the degree of 

risk aversion, different classes of assets are 

likely to be affected by this. A major risk appe-

tite encourages the process of searching for 

high-yield assets. Under major risk aversion, 

Debt crisis 
 confronts 
 vulnerabilities 
in the fi nancial 
system

Debt crisis 
 confronts 
 vulnerabilities 
in the fi nancial 
system

Impact of high 
liquidity on asset 
prices …

Impact of high 
liquidity on asset 
prices …
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however, heightened liquidity can pour into a 

small number of segments as part of a fl ight 

into safe assets. In actual fact, either case can 

encourage the creation of bubbles that harbour 

potentials for a setback. When the necessary 

correction fi nally sets in, losses can occur which 

could attain systemic importance, especially if 

they are concentrated in a small number of 

segments in the fi nancial system.

From the perspective of fi nancial intermediar-

ies, however, the liquidity risk is seen as a refi -

nancing need. A systemic problem emerges if 

a clear segmentation in the wholesale funding 

markets occurs that excludes either individual 

large market players or whole groups of inter-

mediaries. In spring 2010, the phenomenon of 

segmentation came back to the fore again. 

Despite abundant liquidity in the economy as a 

whole, major market segments nearly dried 

up. 

Financial crises typically escalate in the whole-

sale funding markets. This is where self-rein-

forcing adjustment processes occur which may 

converge into a systemic crisis. Markets and 

intermediaries then form “communicating ves-

sels” through which shocks spread like waves 

in the fi nancial system. Naturally enough, in-

termediaries whose wholesale funding is 

geared to the short term are especially vulner-

able.

Under the given circumstances, the non-stand-

ard support measures taken by the central 

banks were indispensable for countering a 

looming escalation of risks to stability. In the 

longer term, however, high liquidity and pro-

tracted low key interest rates in major industrial 

countries could create undesirable incentives 

… and whole-
sale funding

… and whole-
sale funding

Wholesale 
funding and 

systemic risks

Wholesale 
funding and 

systemic risks

Unwanted side 
effects of low 
interest rates

Unwanted side 
effects of low 
interest rates

and potential for new risks to the stability of 

the fi nancial system.

Given experience immediately prior to the fi -

nancial crisis, one concern is that low interest 

rates and high liquidity entice banks and other 

investors to search for yield while incurring 

high risks. In such a setting, an increasing use 

of leveraged capital would be especially fraught 

with problems from a fi nancial stability per-

spective. For example, after considerably re-

ducing their leverage ratios, by the fi rst quarter 

of this year hedge funds had raised them again 

to much the same level as before the crisis.1

Furthermore, net infl ows of capital into hedge 

funds have again shown a marked increase. So 

far, there are hardly any signs of large, interna-

tionally active banks being more highly lever-

aged; they have signifi cantly reduced their lev-

erage since 2008. Banks in this category are 

likely to be still involved in clearing up the 

problems arising from the crisis and adapting 

to the future regulatory framework. Owing to 

the scale of planned regulatory measures in 

the banking sector, there is, furthermore, a risk 

that activities will increasingly be shifted into 

the shadow banking system, which has little 

transparency at present and is scarcely regu-

lated. For example, restrictions on US banks’ 

proprietary trading introduced as part of the 

fi nancial market reforms in the United States 

have created a new incentive to pursue such 

activities through hedge funds. 

The risk of a pronounced search for yield  owing 

to low interest rates exists mainly in the me-

Concern about 
a renewed 
search 
for yield …

Concern about 
a renewed 
search 
for yield …

… exists in the 
medium term
… exists in the 
medium term

1 Source: Hedge Fund Research. Nevertheless, hedge 
funds are likely to have reduced their leverage again in 
the wake of the market turbulence due to the sovereign 
debt crisis in the second quarter of 2010. 
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dium term. A turning point would undoubtedly 

be reached if large systemically important 

 fi nancial institutions wanted to boost their 

profi tability again by taking major risks. At 

present, investors still have a high need for se-

curity, and the recovery of prices in the fi nancial 

markets does not yet refl ect an undue increase 

in risk appetite. So far, there are only limited 

signs of an exaggerated risk propensity. The 

large and increasing trading volume in the fo-

rex markets might be due in part to riskier 

business strategies, for example. In some seg-

ments of the forex market, the percentage of 

speculative investors appears to be growing. 

Low interest rates in the major currency areas 

US dollar, euro and yen are setting the fl oor for 

the interest rate differentials vis-à-vis invest-

ment currencies of faster-growing countries 

and are, therefore, setting incentives for risky 

currency carry trades. In the event of a market 

turn around, the reversal of these trades might 

be accompanied by considerable exchange 

rate volatility. 

Moreover, the large gap between short-term 

and long-term interest rates in many countries 

is creating an incentive for banks and other fi -

nancial market players to defer the adjustment 

of the short-term profi le of their wholesale 

funding and to continue conducting maturity 

transformation on a large scale. An unexpected 

rise in short-term interest rates, especially, but 

also in longer-term rates might therefore place 

a strain on banks that have not hedged ade-

quately against interest rate risks. Above all, 

such banks remain exposed to the risk of ten-

sions resurfacing in the money markets. 

Finally, persistently low interest rates may in-

duce credit institutions to prolong loans to very 

Incentive 
for intensive 

maturity 
transformation

Incentive 
for intensive 

maturity 
transformation

weak borrowers in order to defer write-downs. 

If some of these weaker borrowers are not vi-

able in the longer term, however, necessary 

adjustments will be delayed. Although the af-

fected institutions can defer the impact of 

write-downs on their profi ts, they will be 

harmed in the longer run by their legacy prob-

lems and thus restricted in their ability to func-

tion. 

The relationship between interest rates and 

long-term stability is confi gured differently in 

the case of insurers. For these institutional in-

vestors, long-term interest rates play a key role 

in the investment of their premium income and 

infl ows of funds respectively. While low inter-

est rates support the balance sheet value of 

such investments, which are to be shown at 

market values, low interest income makes it 

more diffi cult to generate dividends to cover 

the minimum guaranteed interest rate for 

policy holders.2

Heightened risk of a setback 

in government bond markets

Concerns about the outlook for growth and 

about high government debt have been in-

creasing investors’ risk aversion over the course 

of this year and shaping government bond 

markets in Europe and the United States. Ex-

treme yield differentials have arisen. While in-

terest rates in some euro-area countries have 

gone up sharply, the yields on US Treasuries 

and German government bonds have shown a 

marked fall. In Germany, the yield on ten-year 

Deferment 
of balance sheet 
adjustments 
possible

Deferment 
of balance sheet 
adjustments 
possible

Insurers and 
pension funds 
with lower 
 earnings

Insurers and 
pension funds 
with lower 
 earnings

Low interest 
rates in Germany 
and USA

Low interest 
rates in Germany 
and USA

2 See also the section Insurance companies: bridging 
higher premiums and low interest rates on pp 93-99.
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Bunds even hit an all-time low (see Chart 3.1). 

Given the historically low bond yields, there 

arises the question of whether German fi nan-

cial service providers are threatened not only 

by the potential loss from claims against other 

euro-area countries that are in acute need of 

consolidation, but also by price losses due to 

a possible correction in German Bunds and 

US Treasuries.

A number of disappointing US economic indi-

cators since the middle of 2010 as well as the 

Fed’s subdued assessment of the outlook for 

growth have prompted investors to revise 

down their expectations of the future pace of 

economic activity. How far this has also af-

fected long-term expectations of infl ation and 

growth is especially important for the assess-

ment of longer-term bond yields. On the basis 

of the usually assumed positive relationship 

between long-term growth expectations and 

capital market rates, nominal growth expecta-

tions indicate that the market sees a potential 

for correction in the longer term. In the United 

States, the current yield on ten-year US Treas-

uries is very clearly below the sum of expecta-

tions of real growth and infl ation. As the sover-

eign debt crisis started in May this year, the 

values moved somewhat more clearly away 

from this longer-term reference mark in Ger-

many, too (see Chart 3.1).3

A number of crisis-induced special factors are 

likely to be playing a role in this situation. Marked 

Longer-term 
 adjustment 
 potential

Longer-term 
 adjustment 
 potential

Special factors 
due to crisis
Special factors 
due to crisis

Chart 3.1

INTEREST RATE LEVEL AND 

EXPECTATIONS OF INFLATION 

AND GROWTH

1 Bundesbank calculations  based on half-yearly  surveys 
on  short-term  and  long-term  expectations  of  move-
ments  in  the  consumer  price  index  and GDP over  the 
next ten years.  Source: Consensus Economics. — 2 Cal-
culated  on  the  basis  of  the  Consensus  Forecasts. — 
o From 1999, expectations for the euro area. The nom-
inal  yield  on German Bunds depends,  in  the European 
monetary  union,  on  growth and inflation  expectations 
in  the  euro  area  as  a  whole.  Owing  to  the  fact  that 
there is no exchange rate risk in monetary union, the in-
terest  rate  spread  between  German  Bunds  and  other 
euro-area government bonds is  affected only  by differ-
ences in creditworthiness and liquidity.
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3 The same result is achieved looking at the monthly in-
terest rate forecasts for ten-year government bonds pub-
lished by Consensus Economics. According to the No-
vember 2010 survey, market participants see the yields 
on ten-year US Treasuries and ten-year German Bunds at 
3.4% and 3% respectively at the end of November 
2011. This corresponds to a potential for correction of 
0.8 percentage point in the USA and 0.6 percentage 
point in Germany (as at 8 November 2010).
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risk aversion owing to the uncertain outlook 

for growth is leading to safe-haven fl ows and 

is thus exerting additional downward pressure 

on the yields of US Treasuries and German 

Bunds. Increased maturity transformation is 

also likely to have played a part in this. The in-

centive for maturity transformation can be 

seen from both the interest rate spread and 

the carry-to-risk ratio, which is a risk-adjusted 

measure of such investments. Both indicators 

have been at a high level for quite some time 

(see Chart 3.2). In the United States, pressure 

on yields has also been stepped up by the Fed’s 

decisions to increase liquidity by means of ad-

ditional balance sheet-enlarging measures.

The planned global liquidity provisions are an 

additional factor that makes a heightened de-

mand for US Treasuries and German Bunds 

likely in the future, too.4 Owing to the new 

regulatory framework, banks will probably ex-

pand their investments in secure government 

bonds in the future. Part of the observed de-

cline in yields is likely to be due to this fact.

Notwithstanding these more short-term, de-

mand-oriented factors, the question neverthe-

less arises as to how the markets will absorb 

governments’ high funding needs in the future. 

The comparatively large supply of government 

bonds would generally suggest a rise in interest 

rates, even though the special factors cited 

above have concealed this effect so far. Given 

the large budget defi cit and high level of debt 

in the United States, there remains a virulent 

risk of rising interest rates, however.5 Owing to 

the international linkages between interest 

rates, possible interest rate hikes in the US 

might also impact on German rates. If the spe-

cial crisis-induced factors go into reverse, there 

Incentives to 
 invest in govern-

ment bonds 
as a result 

of forthcoming 
liquidity 

 provisions

Incentives to 
 invest in govern-

ment bonds 
as a result 

of forthcoming 
liquidity 

 provisions

Potential interest 
rate adjustment 
could be abrupt

Potential interest 
rate adjustment 
could be abrupt

might also be an abrupt adjustment on a major 

scale. Banks and other fi nancial market partici-

pants should bear such a scenario in mind.

Chart 3.2

ATTRACTIVENESS OF MATURITY 
TRANSFORMATION

Sources:  Bloomberg  and  Bundesbank  calculations. — 
1 Interest  rate  spread between ten-year  swap rate  and 
three-month  money  market  rate. —  2 Interest  rate 
spread  divided  by  the  implied  volatility  of  three-
month/ten-year swap options.
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4 See Enhancement of the regulatory and institutional 
framework on pp 101-134.
5 As part of its 2010 Article IV Consultation with the 
United States, the IMF also examined the potential im-
pact of an increase in sovereign debt on long-term Treas-
uries. According to the estimates, the supply of Treasur-
ies could exceed the expected demand by an amount 
equivalent to 30% of GDP. As a result, the longer-term 
borrowing costs of the USA could increase by 60 to 
150 basis points. See also Box 2.2 on pp 28-29.
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On the way to new asset price bubbles?

In the current setting of low interest rates and 

abundant liquidity, there is a particularly large 

risk that, as time goes on, asset prices will rise 

to a level higher than is justifi ed by the funda-

mentals. Bundesbank studies, for example, 

show that an expansionary monetary policy 

can be refl ected in higher asset prices (see 

Box 3.1 on page 37). Despite positive surprises 

in corporate profi ts in the majority of cases,6

however, concerns about excessive govern-

ment debts and investors’ relatively high risk 

aversion have so far helped to prevent a rise in 

prices on industrial countries’ stock and corpo-

rate bond markets to excessive levels as well as 

discernible price bubbles.

After picking up strongly last year, stock market 

prices in Europe – with some exceptions – and 

the United States have changed little since the 

beginning of this year, albeit with relatively 

high volatility. The implied risk premium is at a 

high level, and stock market valuations appear, 

if anything, to be on the low side (see 

Chart 3.3).7 Nevertheless, in this case – as is 

generally done – the risk premium of the S&P 

500 is calculated using, as a risk-free rate of 

interest, the yield on US Treasuries, which 

might be biased downwards.8 If, say, a risk-free 

rate of interest of 4½% is assumed, ie some 

2 percentage points higher than the lowest 

level of ten-year US Treasuries in the past 

months, the risk premium is correspondingly 

lower.9 Moreover, if concerns about a marked 

slowdown in growth are justifi ed and long-

term nominal growth is, for example, 2 per-

centage points lower in the future, the calcu-

lated value for the risk premium declines further 

to a level that is still slightly higher than aver-

Low interest 
rates heighten 

risk of asset 
price bubbles

Low interest 
rates heighten 

risk of asset 
price bubbles

Risk premiums 
higher than 

 average in stock 
markets

Risk premiums 
higher than 

 average in stock 
markets

age by historical standards, but which may be 

justifi ed in view of the unusually great uncer-

tainties at the moment (see Chart 3.3).

Stock prices might fall in the coming months in 

the event of increasing risk aversion, such as if 

the European sovereign debt crisis takes an 

unfavourable course. Prices might also fall if 

enterprises fulfi l investors’ profi t expectations 

less often in the coming quarters than they did 

in the fi rst half of this year. One possible sign 

that expectations might still be too optimistic 

with regard to individual US enterprises is that 

the forecast of total profi ts for S&P 500 enter-

prises in 2011, adopting a bottom-up approach 

as the weighted sum of estimates for individual 

enterprises (earnings per share US$96), is 

higher than in a top-down approach, such as 

the median of estimates of more macroeco-

nomically oriented investment strategists 

(US$89). The fact, too, that the percentage of 

positive surprises in sales for the S&P 500 in 

the past quarter was lower than in the case of 

profi ts suggests that corporate profi ts in the 

US might disappoint more frequently in the 

future than in the past few quarters if fi nal 

demand is weak and stockbuilding slows 

down.10

Weaker growth 
of corporate 
profi ts cannot 
be ruled out

Weaker growth 
of corporate 
profi ts cannot 
be ruled out

6 In the second quarter of this year, the share of positive 
surprises in profi ts was 75% for the S&P 500 and 73% 
for the DAX 30. The third-quarter results published thus 
far indicate similar shares of positive profi t surprises.
7 The chart shows the implied risk premium for the S&P 
500. There has also been a similar development in the 
past few months for the DAX 30. 
8 See also the section Heightened risk of a setback in 
government bond markets on pp 33-35.
9 Here, it is assumed that the yield on government 
bonds in the current setting might not be a suitable 
measure of an appropriate risk-free interest rate. In the 
calculation, it is assumed that, apart from the risk-free 
rate of interest, all other variables remain unchanged. An 
increase in the yields on government bonds resulting, for 
example, from a fairly strong cyclical recovery would im-
pact on stock prices.
10 See also the section Greater differentiation in terms 
of international credit risk on pp 61-72.
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Box 3.1

The impacT of moneTary policy on asseT prices

1 S Eickmeier and B Hofmann, Monetary policy, housing booms 
and financial (im)balances, Deutsche Bundesbank Research
Centre, Discussion Paper, Series 1, No 07/2010. — 2 Asset 
prices, stock market indices, interest rates, monetary aggregates 
and balance sheet data of non-financial corporations. — 3 See 
M Kliem (2009), Modeling Stock Market Booms, mimeo, 
Deutsche Bundesbank. — 4 See L Christiano, C Illut, R Motto 

and M Rostagno (2008), Monetary Policy and Stock Market 
Boom-Bust Cycles, European Central Bank, Working Paper
No 955. — 5 See C Wei Li and Hui Xue (2009), A Bayesian’s See C Wei Li and Hui Xue (2009), A Bayesian’s See C Wei Li and Hui Xue (2009), A Bayesian’
Bubble, The Journal of Finance 64, No 6, pp 2665-2701. — 6 See 
B Bernanke, M Gertler and S Gilchrist (1999), The Financial 
Accelerator in a Quantitative Business Cycle Framework, Hand-
book of Macroeconomics, pp 1341–1393.

The question of whether, and if so, to what extent, 
central banks’ expansionary monetary policy at the 
beginning of the decade helped bring about the real 
estate bubble has generated a number of empirical and 
theoretical research papers.

During the US real estate boom, there was not only a 
steep rise in real estate prices but also a sharp increase 
in private indebtedness and a decline in risk premiums 
in the credit markets. One paper by a Bundesbank 
economist1 looks into the influence of monetary policy 
on asset prices, households’ and firms’ balance sheets 
and risk premiums during this period. A vector autore-
gressive (VAR) model is estimated for the United States 
which includes not only macroeconomic variables (GDP 
growth, inflation and the Federal Funds rate) but also 
unobserved factors summarising over 200 financial 
market variables.2

The paper identifies a positive and persistent impact of 
expansionary monetary policy shocks (ie an unexpected 
reduction in the Federal Funds rate) on private indebt-
edness and asset prices over the past two decades. It 
also shows a short-term decline in risk premiums. Based 
on a historical decomposition, the contribution of 
monetary policy shocks to real estate price develop-
ments during the 2002-06 boom is estimated at around 
5% to 30%, depending on the real estate price meas-
ure used. The contribution of monetary policy shocks 
to asset price movements during the boom can there-
fore be described as moderate. However, the paper 
also shows that policymakers’ response to negative real 
and financial developments, and not only monetary 
policy shocks to real estate and credit markets, had an 
impact. The overall contribution of monetary policy to 
the real estate price bubble is likely to have been some-
what greater.

A theoretical study by a Bundesbank economist3 like-
wise concludes that monetary policy cannot be seen as 
the main reason for sharply rising asset prices but can 
certainly contribute to such a development through 
feedback effects. This study, based on a dynamic 

stochastic general equilibrium (DSGE) model, examines, 
in particular, the influence of monetary policy on stock 
prices during the periods of sharply rising stock indices 
in the United States at the end of the 1980s and in the 
late 1990s.4 During both periods, not only did stock 
prices go up, but also output, investment, consumption 
and hours worked, in conjunction with a fall in the 
Federal Reserve’s deposit rates.

The model studies whether excessive expectations of 
future productivity could possibly be the cause of rising 
stock indices and ultimately of their collapse.5 Accord-
ing to the structure of the model,6 in the current period 
firms already adapt their production to expected pro-
ductivity, especially by increasing the capital stock and 
labour demand. This leads to increased household 
consumption and investment and ultimately to rising 
firm values. These feedback effects enhance corporate 
balance sheets and thus make credit cheaper for firms. 
The marginal costs of production and prices fall. A 
central bank which focuses on the rate of inflation will 
lower the deposit rate, making it even cheaper for firms 
to borrow funds. A monetary policy oriented entirely to 
inflation which disregards asset prices can thus contrib-
ute to rising asset prices and increased lending. If, 
however, economic agents become convinced that the 
expected productivity increases will not occur, or only 
in part, adjustment effects will ensue. A variety of simu-
lations support the assumption that an expansionary 
monetary policy can contribute to the rise of asset 
prices but is not the cause thereof.

However, a general distinction should be drawn be-
tween an observable asset price boom based on rational 
expectations held by the relevant economic agents and 
a bubble fuelled by irrational expectations. An assess-
ment is usually only possible ex post. In the end, an 
expansionary monetary policy is, in and of itself, neither 
a necessary nor a sufficient condition for the develop-
ment of a bubble or a boom. Nonetheless, monetary 
policy is certainly capable of contributing to asset price 
increases.
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In the corporate bond markets, the risk pre-

miums in the particularly risky non-investment-

grade  segment imply default rates that roughly 

match the historical averages of both the euro-

area countries and the USA (see Chart 3.3).11

Risk aversion in the corporate bond markets 

appears to have continued to recede in the 

past few months. One sign of rebounding risk 

appetite in the corporate bond markets might 

also be seen in the fact that the issuance vol-

ume of bonds in the non-investment-grade 

Risk aversion 
in corporate 

bond markets 
declining

Risk aversion 
in corporate 

bond markets 
declining

segment has reached a new record high this 

year.

One indicator of investors’ assessment of 

downside risks in the markets is the implied 

skew of the distribution of stock returns and 

risk premiums calculated from option prices.12

The sharp negative fl uctuations in the skew of 

the implied distribution of returns for the 

DAX 30 in this year show how, as seen by the 

market players, the probability of marked price 

falls has repeatedly surged (see Chart 3.4). The 

concerns of investors have likewise become 

greater in the corporate credit markets, as may 

be seen from the increase in the volatility skew 

for the iTraxx Europe credit default swap index. 

The differential between the implied volatilities 

of options with strike prices above and below 

the current level of the risk premiums has 

clearly increased since the beginning of the 

year (see Chart 3.4). Accordingly, hedges 

against a widening of the risk premiums in 

corporate credit markets are in heavy demand 

and thus relatively expensive. The results for 

the implied skew in the stock and the corporate 

credit markets are a sign of market players’ 

uncertainty, but also of the fact that investors 

in the industrial countries are at least not en-

tirely oblivious to the current risks.

Still major 
 concern about 
price losses

Still major 
 concern about 
price losses

Chart 3.3

RISK PREMIUM IN THE STOCK 
MARKET AND IMPLIED DEFAULT 
RATES ON CORPORATE BONDS

Sources:  Bank  of  America  Merrill  Lynch,  Bloomberg, 
Thomson Reuters and Bundesbank calculations. — 1 Im-
plied equity risk premiums, calculated using the residual 
profits  method. — 2 Implied default  rates and historical 
averages for non-investment-grade bonds with an aver-
age residual maturity of seven years in the USA and five 
years in the euro area.
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11 The default rates refer to the average residual maturi-
ties of the corporate bonds combined in the indices, 
which are roughly seven years in the USA and around 
fi ve years in the euro area. When calculating the implied 
default rates, it is assumed that investors demand com-
pensation for the assumed risk in line with the long-term 
average.
12 The implied skew provides information on whether 
market players regard upward or downward movements 
in prices as more likely.
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Increasing attractiveness 

of currency carry trades

Although risk aversion in the fi nancial markets 

remained quite marked, it has eased noticeably 

since the insolvency of Lehman Brothers. 

Against this background, investors with greater 

risk appetite are increasingly likely to attempt 

to exploit not only national interest rate spreads 

but also the signifi cant and widening spreads 

in the interest rate levels of individual currency 

areas. As a result, they infl uence asset prices in 

the investment countries. The level and trend 

of the (ex ante) carry-to-risk ratio of currency 

carry trades13 suggest that, since the beginning 

of the year, investors have increasingly bor-

rowed in the low-interest rate currency of the 

US dollar (funding currency) and invested the 

borrowed fi nancial resources in high-yielding 

currencies, such as the Australian dollar, as well 

as in EMEs, such as Brazil, Indonesia and Mexico 

(target currencies) (see Chart 3.5). The risks 

stemming from currency carry trades for the 

currency areas involved are refl ected, in particu-

lar, in a heightened susceptibility to marked 

exchange rate fl uctuations as well as to asset 

price developments that are not justifi ed by 

the fundamentals. 

The potential impact of currency carry trades 

on the global fi nancial system is likely to de-

pend, not least, on the volume of outstanding 

positions. This can be captured only with very 

little accuracy, however. Some clues are pro-

vided by the banking statistics of the Bank for 

International Settlements (BIS). In particular, 

changes in the net claims of reporting banks 

on offshore fi nancial centres, in which mainly 

hedge funds and other speculative traders are 

domiciled, are likely to be due, at least in part, 

Attractiveness 
of currency carry 
trades increases 

Attractiveness 
of currency carry 
trades increases 

Indications 
of currency carry 

trades from BIS 
statistics … 

Indications 
of currency carry 

trades from BIS 
statistics … 

to currency carry trade activities. Since the be-

ginning of the second quarter of 2009, net as-

sets denominated in US dollars have shown a 

very marked increase of US$154 billion. Fur-

thermore, the rise in net assets denominated in 

Japanese yen also points to increased activity.

Chart 3.4

DOWNSIDE RISKS IN THE STOCK 

AND CORPORATE CREDIT MARKETS

Sources:  Bloomberg,  Morgan  Stanley  and  Bundesbank 
calculations. — 1 Implied skew of the DAX 30 yields for 
a constant expectation horizon of six  weeks;  calculated 
from DAX index options.  Low values  signal  a  high risk 
of  stock  prices  falling. — 2 Differential  of  the  implied 
volatilities of options with a ratio of strike to spot prices 
of  80% and  130%.  High  values  signal  a  high  risk  of 
widening spreads.
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13 In currency carry trades, the investor borrows in the 
currency of a country with low interest rates and invests 
these funds in the currency of a country with high inter-
est rates. Accordingly, the interest rate advantage and 
the exchange rate developments expected by the inves-
tor (less the transaction costs) enter into the expected 
yield.

DEUTSCHE BUNDESBANK 

 November 2010  Financial Stability Review  39



As currency carry trade positions can also be 

entered through derivative contracts, changes 

in the open net positions of speculative inves-

tors (non-commercial traders) on the Chicago 

Mercantile Exchange can likewise provide in-

formation on the volume of currency carry 

trade activities. Such data are consistent with 

the assessment made on the basis of the carry-

to-risk ratio. Apart from the period of acute 

tensions in the European sovereign bond mar-

kets, speculative investors have in 2010 held 

… and from 
data on 

 derivative 
 positions

… and from 
data on 

 derivative 
 positions

marked net long positions in the Australian 

dollar and the Mexican peso against the US 

dollar.

The (ex post) returns on currency carry trades ex post) returns on currency carry trades ex post

depend not only on the interest rate spread 

but also, above all, on movements in exchange 

rates. The investment strategy is generally 

deemed to be advantageous as long as the 

existing interest rate advantage is not offset by 

a correspondingly high appreciation of the 

low-interest currency.14 Owing to the signifi -

cant depreciation of the US dollar compared 

with its level at the start of the year – which 

was unexpected given the (uncovered) interest 

rate parity – the return on US-dollar-based cur-

rency carry trades has, in fact, increased even 

further. It cannot be ruled out that at least part 

of the observed development was due to the 

build-up of currency carry trade positions. The 

increasing return could have attracted other 

investors and reinforced the currency move-

ments. 

The pent-up potential for a setback for the 

currencies involved stemming from the build-

up of currency carry trade positions could erupt 

suddenly and trigger considerable exchange 

rate volatility. Examples of the potential impact 

of a sudden reversal in capital fl ows due to 

carry trades are the sharp appreciation of the 

yen in October 1998 and the depreciation of 

the Icelandic krona at the beginning of 2006. 

Potential triggers for a closing out of the posi-

tions are an increasingly uncertain economic 

environment, a narrowing of (future) interest 

rate spreads that market players have failed to 

predict, and a decline in liquidity in the fi nancial 

Currency carry 
trades have self-
reinforcing 
 effects in some 
cases …

Currency carry 
trades have self-
reinforcing 
 effects in some 
cases …

… and may lead 
to exchange rate 
volatility

… and may lead 
to exchange rate 
volatility

Chart 3.5

INDICATORS OF CURRENCY CARRY 
TRADES

Sources:  Bloomberg  and  Bundesbank  calculations. — 
1 Position  of  non-commercial  traders  in  high-interest-
rate currencies on the Chicago Mercantile Exchange.
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markets. Seen in that light, unexpected steps 

taken by the central bank in the course of a 

future exit from the non-standard monetary 

policy measures might reveal vulnerabilities of 

the fi nancial system to an unwinding of cur-

rency carry trades. 

The capital fl ows associated with currency carry 

trades also have an impact on asset prices in 

the currency areas involved and heighten, in 

particular, the risk of price bubbles in countries 

with high interest rate levels. Furthermore, the 

risks are made more acute by the fact that cur-

rency carry trades can impair the monetary 

policy transmission mechanism. A restrictive 

monetary policy tends to dampen domestic 

demand and thus counteract the formation of 

a bubble. At the same time, however, an asso-

ciated widening of international interest rate 

spreads enhances the attractiveness of the cur-

rency carry trade strategy and thus increases 

the infl ow of capital. A heightened susceptibil-

ity is likely to exist for EMEs, as their fi nancial 

markets are less developed and also offer 

promising investment opportunities from the 

perspective of many investors.

Strong capital fl ows into EMEs 

heighten risk of asset price bubbles

Since the end of the Asian crisis, many inves-

tors have been increasingly returning to the 

EMEs. The main drivers behind this develop-

ment are likely to be the more positive outlook 

for growth in the EMEs and the changed per-

ception of the risk-return ratio in industrial 

countries compared with emerging markets. 

The combination of large interest rate spreads 

with the pent-up need for appreciation in a 

Heightened risk 
of price bubbles
Heightened risk 
of price bubbles

Capital fl ows 
into EMEs

Capital fl ows 
into EMEs

number of countries makes it appealing to 

pursue the above-described currency carry 

trade strategies in many EMEs. Since the sec-

ond quarter of 2009, a strong pick-up in capital 

fl ows into EMEs has been observable. This has 

been driven mainly by portfolio investments in 

equity and debt securities. Previously, investors 

had withdrawn capital from EMEs on a massive 

scale in some cases following the insolvency of 

Lehman Brothers (see Chart 3.6).

Following dramatic declines in the wake of the 

fi nancial crisis, strong price gains have been 

observed again in the EMEs’ stock markets re-

cently. To assess whether markets are over-

valued, relevant valuation ratios are used. Ana-

lysing the estimated price-earnings ratio does 

not yet suggest a general overvaluation in this 

context (see Table 3.1). It is possible that the 

No obvious signs 
of share price 
bubbles …

No obvious signs 
of share price 
bubbles …

Chart 3.6

GROSS CAPITAL FLOWS INTO THE 

G20 EMERGING MARKET 

ECONOMIES
*

Sources: IMF, Thomson Reuters and Bundesbank calcula-
tions. — * Excluding China and Saudi Arabia. — 1 Finan-
cial  and trade  credits,  bank  deposits  and other  invest-
ments.

DEUTSCHE BUNDESBANK

2000 01 02 03 04 05 06 07 08 09 2010

200

150

100

50

0

50

100

150

200

250

–

–

–

–

+

+

+

+

+ Other investment 1

Portfolio investment
Foreign direct investment

US$ bn

DEUTSCHE BUNDESBANK 

 November 2010  Financial Stability Review  41



incorporated earnings forecasts are too opti-

mistic, which would mean that any possible 

overvaluation would not be identifi ed.15 Yet, 

similarly, a supplementary analysis of the price 

to book (P/B) ratio and the price-earnings (P/E) 

ratio based on the available profi t statements 

does not unequivocally indicate that bubbles 

already exist in the stock markets of the coun-

tries in question. 

Nevertheless, real estate prices have risen 

sharply in some EMEs. This development was 

also preceded by a sharp drop in prices during 

the fi nancial crisis. There are various reasons 

why this price adjustment took place without 

turmoil in the national fi nancial systems. For 

one thing, household debt is comparatively 

low in the countries concerned. For another, 

the historically high volatility of real estate 

… but sharp 
 increase in real 

estate prices 
in some cases

… but sharp 
 increase in real 

estate prices 
in some cases

prices has sensitised the authorities to asset 

price bubbles.16 Growth in real estate prices in 

China, in particular, has attracted attention 

over the past few months. Following a slight 

decline in 2008 in the wake of the fi nancial 

crisis, growth in Chinese real estate prices has 

picked up at a dynamic pace owing to monetary 

easing and the associated extreme expansion 

of credit as well as explicit support measures 

for the real estate sector (see Chart 3.7). After 

several months of falling prices, real estate 

prices rebounded beginning in June 2009. Ac-

cording to the offi cial data, this development 

peaked for the time being in April 2010 with 

an increase of 12.8% on the year. Even though 

this national development on the Chinese real 

estate market remains within reasonable 

bounds given that incomes are also rising 

sharply, the price increase in some cities is 

probably being driven signifi cantly by specula-

tion. The authorities – not least owing to major 

concerns about political stability – have now 

taken measures to contain price rises and to 

protect the banking sector.17 These measures 

appear to have had a dampening impact re-

cently. Year-on-year price growth slowed pro-

gressively in the period from April to October 

to a current fi gure of 8.6%. 

If there is a perceptible adjustment of property 

prices in China, the low loan-to-value ratios 

mean that it will probably have only a limited 

Possible 
 consequences 
of a fall in prices

Possible 
 consequences 
of a fall in prices

Table 3.1

equity valuations in the 
emerging market economies
(Z score)*

Source: Bloomberg and Bundesbank calculations 
(29 October 2010). — * The “z score” represents the 
deviation of the latest available value from the average of 
the period and is expressed as the number of standard 
deviations.

country P/e ratio
P/e ratio 
(estimated) P/B ratio

Argentina 0.0 . 1.4

Brazil 0.3 0.7 0.8

China – 1.1 – 0.5 – 0.4

India 0.6 0.5 0.3

Indonesia 0.7 1.6 1.9

Korea 0.0 – 0.7 0.6

Mexico 1.6 1.6 0.4

Russia – 0.9 – 0.9 – 0.5

Saudi Arabia – 0.3 0.4 – 0.8

South Africa 1.1 0.1 0.2

Turkey 0.0 0.7 1.1

DEUTSCHE BUNDESBANK

15 In order to calculate the estimated P/E ratio, market 
watchers are surveyed on their profi t expectations over 
the coming 12 months.
16 Strict regulations for real estate loans are designed to 
act as a buffer in the event of potential price adjust-
ments, for example.
17 Lower loan-to-value ratios, higher lending rates for 
buyers of second homes, suspension of lending to buy-
ers of third properties, extension of the holding period 
for tax-free sales from two to fi ve years. By the end of 
2010, 5.8 million units of “affordable housing” are 
scheduled to be built.
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impact on the quality of the real estate loans 

on banks’ balance sheets. However, loans to 

special-purpose vehicles (SPVs) also feature 

prominently in the loan portfolios of Chinese 

banks. These loans likewise depend on devel-

opments in property prices. The SPVs estab-

lished by Chinese local government have in-

vested, in particular, in infrastructure measures 

under the fi scal stimulus package. These loan-

funded infrastructure projects (schools and 

bridges, for example) often generate no direct 

payment fl ows; their profi tability is therefore 

diffi cult to assess. In such cases, the loans are 

often repaid by the receipts of local govern-

ments from the sale of land, which is state-

owned in China. A sharp fall in land prices 

would therefore have a negative effect on local 

governments’ income and thus on their ability 

to support the SPVs in servicing the loans. The 

Chinese fi nancial system appears quite resilient 

on the basis of offi cial data. Nevertheless, given 

the overall lack of suffi cient data, it is very dif-

fi cult to judge the potential level of future 

credit losses accurately. 

Asset price bubbles are deemed to be especially 

problematic if they are credit-fi nanced, ie ac-

companied by sharply rising private sector 

debt. So far, no such development seems to be 

in the offi ng in the EMEs. Lending to the pri-

vate sector has gradually recovered again in 

most of these countries following a slump re-

sulting from the crisis. Nevertheless, credit 

growth has so far been well below its long-

term average in many cases.18

The most striking exception is the special case 

of China. In China, the fi scal stimulus pro-

gramme was put into effect by means of an 

expansion of credit in the banking sector. As a 

Moderately 
 rising debt …

Moderately 
 rising debt …

… but major 
credit expansion 

in China 

… but major 
credit expansion 

in China 

result, credit growth had, at times, reached 

rates of up to 36% on the year by the end of 

2009. Now that the stimulus is no longer in 

effect, year-on-year credit growth has slowed 

to around 20%.

More intense competition and increased 

short-termism in refi nancing

Whereas the risks of liquidity provision cur-

rently appear to be rather moderate overall 

with regard to asset prices in EMEs and indus-

trial countries, the low-interest rate environ-

ment is having an adverse impact on the term 

profi le of refi nancing. Given predominantly 

Incentives to use 
short-term
refi nancing

Incentives to use 
short-term
refi nancing

Chart 3.7

REAL ESTATE PRICES IN ASIA

Source: Thomson Reuters.
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short-term refi nancing, intermediaries remain 

vulnerable to changes in liquidity provision. 

This incites a spillover of individual banks’ 

problems into the banking system as a whole, 

thus heightening the risks to systemic stabil-

ity.19

Refi nancing poses two challenges for banks. 

First, the high and still rising fi nancing needs of 

governments, together with those of enter-

prises, could confl ict with the banks’ likewise 

major demand for short-term refi nancing. 

Weaker banks, in particular, might fi nd them-

selves facing intense competition for fi nancial 

resources. Besides this quantity effect, there is 

also a risk-pricing effect. Markets call into 

question the value of assuming risks for banks 

in countries with high sovereign debt risk, thus 

intensifying market segmentation.

In the wake of the fi nancial crisis, there was a 

shift on the liabilities side of German banks’ 

balance sheets. This was refl ected in a decline 

in deposits of banks and securitised liabilities 

from 51% in 2006 to 48% at the end of the 

reference period (see Chart 3.8). The decline in 

deposits of banks was most pronounced in the 

case of Landesbanken, followed by the big 

banks. By contrast, credit cooperatives recorded 

growth in this item (see Chart 3.9).

At the same time, deposits of non-banks, 

which may be considered one of the more 

stable forms of refi nancing, gained in impor-

tance. All categories of banks acquired more 

non-bank deposits, especially savings banks 

and credit cooperatives, whose business is 

Challenges of
refi nancing
Challenges of
refi nancing

Shifts on the
liabilities side for 
German banks

Shifts on the
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German banks

Increased
importance
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Increased
importance
of deposits of 
non-banks

Chart 3.8
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19 See also A Dombret, Achtung, Risiko!, Handelsblatt, 
24 September 2010, p 72.
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more heavily geared to the retail customer. As 

a  result, these categories of banks were less 

 dependent on securitised liabilities which they 

– unlike, in particular, the big banks – removed 

from their balance sheets. In the aggregate, 

these deposits currently account for 40% of 

total liabilities, compared with 37% prior to 

the fi nancial crisis. All in all, this means that 

German banks have placed their refi nancing 

on a broader footing to some extent. However, 

they still remain vulnerable to risks arising from 

market developments. Admittedly, banks can-

not be expected to increase the non-bank 

share of their deposits even more quickly and 

substantially. Such structural changes on the 

liabilities side generally take place over the 

medium to longer term, especially as this 

would imply individual institutions and cat-

egories of institutions turning away from a 

wholesale-oriented business model towards 

one with a greater focus on retail. In addition 

to diversifying liabilities by using various types 

of refi nancing, funding costs are an important 

indicator of banks’ access to refi nancing. Re-

ductions in the euro-area main refi nancing  rate 

since 2008 have lowered the effective rates of 

interest for new business in deposits.

Securitised liabilities are another major compo-

nent of refi nancing which is conducted pre-

dominantly by means of debt securities. Given 

an expansionary monetary policy, the issue 

yields on debt securities declined across almost 

all maturity bands (see Chart 3.10), although 

they fell more sharply in relative terms in the 

short-term segment than over the long-term 

horizon. This meant that maturity transforma-

tion was more profi table, albeit at the expense 

of higher interest rate risks.

Decline 
in short-term 

issue yields 
sharper than 

for long-term 
yields

Decline 
in short-term 

issue yields 
sharper than 

for long-term 
yields

Chart 3.10
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In the overall aggregate, the maturity structure 

of outstanding debt securities has become in-

creasingly more short-term across all categories 

of banks (see Chart 3.11). The percentage of 

bank debt securities with a residual maturity of 

less than one year, which was stable at 22% 

for many years, was around 30% at the end of 

the period under review. Such a short-term 

bias makes refi nancing vulnerable, not least 

because it increases the dependency on volatile 

Shorter-term 
 refi nancing

Shorter-term 
 refi nancing

market developments and makes it easier for 

systemic contagion processes to arise.

The gross issuance volumes indicate that banks 

also had access to the bond market during the 

fi nancial crisis (see Chart 3.12). However, the 

net issuance volume of public Pfandbriefe and 

other debt securities is declining. This develop-

ment is probably in part a consequence of 

the general deleveraging process. However, it 

could also be an indication that at least some 

banks are able to use debt securities for refi -

nancing only to a limited extent.

Financial institutions under continued 

funding pressure

The volume of German banks’ maturing bank 

debt securities can be estimated on the basis 

of gross issuance fi gures for the fi rst seven 

months of 2010. These fi gures indicate that 

the gross issuance volume is likely to be around 

€800 billion in 2010 (including securities of 

less than one year), which would be well below 

the 2009 level. Not including maturities of less 

than one year, the refi nancing requirements 

for 2011 can be estimated at roughly €500 

billion (see Chart 3.11).

Large complex fi nancial institutions (LCFIs) 20

have high refi nancing requirements on the 

bond market in the short to medium term (see 

Chart 3.13). In total, they had to place a vol-

ume of approximately US$1,000 billion in 

2010, US$300 billion of which was in the third 
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20 These 18 institutions were selected in accordance 
with four criteria: the extent of short-term liabilities, 
their importance in the OTC derivatives market, their 
ranking in international bond issues, and their status in 
prime brokerage business with hedge funds.
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quarter alone. So far, LCFIs have managed to 

sell all issues without major diffi culties.

In 2011 and 2012, a high level of funding pres-

sure is expected to persist, even if this, other 

things being equal, is likely to be around one-

fi fth lower than the record volume in 2010. In 

their new issues on the bond market, LCFIs 

have reduced the share of short-term refi nanc-

ing somewhat compared with the peak of the 

fi nancial crisis in favour of longer maturities. 

However, as funding pressure is still high, this 

is likely to contribute to no more than a rela-

tively modest easing initially – especially as the 

sustainability of this move towards longer-term 

refi nancing still has to be demonstrated in view 

of the renewed tensions during this year. One 

alleviating  factor is that, in the case of euro-

area banks, deposits have grown more quickly 

than lending over the past two years. The 

general shrinking of the balance sheets, clear 

deleveraging (see Chart 3.13) and an improve-

ment in the quality of the assets might ease 

the funding pressure on LCFIs. Nevertheless, 

these processes are soon likely to reach their 

limits if the scope for lending (and the earnings 

outlook) is to be maintained.

Refi nancing needs of banks and 

 governments may clash

Banks’ refi nancing needs may clash with the 

increasing supply of government bonds. Since 

the outbreak of the crisis, public sector issues 

have soared. In the coming years, large vol-

umes of sovereign debt will mature and will 

have to be refi nanced (see Chart 3.14). The 

chart probably still understates government 

refi nancing needs as it cannot include maturi-

Funding pressure 
still high

Funding pressure 
still high

Sharp increase
in government 

issues

Sharp increase
in government 

issues

ties of less than one year and governments will 

take up additional loans. Competition from 

governments could quickly and signifi cantly 

impair banks’ fi nancing conditions, especially if 

market sentiment were to dim again, causing a 

shortage of liquidity in bond markets.

Chart 3.13

SITUATION OF LARGE COMPLEX 
FINANCIAL INSTITUTIONS *

Sources:  Bloomberg  and  Bundesbank  calculations. — 
* Comprises  the  following  institutions:  Bank  of  Amer-
ica,  Barclays,  BNP  Paribas,  Citigroup,  Crédit  Agricole, 
Credit  Suisse  Group,  Deutsche  Bank,  Goldman  Sachs, 
HSBC,  ING,  JP  Morgan  Chase,  Merrill  Lynch,  Morgan 
Stanley, Royal Bank of Scotland, Société Générale, UBS, 
Unicredit. —  1 Ratio  of  total  assets  to  capital.  From 
2009, quarterly figures.

DEUTSCHE BUNDESBANK

2010 11 12 13 14 15 16 17 18 19 20 21 22 23 2024

0

100

200

300

400

500

600

700

800

900

1,000

2001 02 03 04 05 06 07 08 09 2010

20

22

24

26

28

30 Balance sheet leverage 1

Refinancing requirements on
the bond markets as at …

US$ bn

... mid-November 2010

... mid-December 2009

DEUTSCHE BUNDESBANK 

 November 2010  Financial Stability Review  47



Regulation increases uncertainty

surrounding investors’ demand for bank 

debt securities

There is uncertainty surrounding how future 

regulatory changes will impact on demand for 

bank bonds. The introduction of the new regu-

latory liquidity regime in the form of a short-

term liquidity coverage ratio, which is currently 

under discussion, would make refi nancing  

conditions more diffi cult for fi nancial institu-

tions as bank bonds would not be counted 

towards  meeting these requirements because 

they may not be suffi ciently liquid in a systemic 

crisis. As a consequence, demand for bank 

debt securities by credit institutions – so far the 

largest group of purchasers of such securities  – 

might fall. Furthermore, the weighting factors 

for interbank liabilities and receiv ables are a 

Future demand 
for bank bonds 

likely to be 
muted

Future demand 
for bank bonds 

likely to be 
muted

key problem area for the longer-term net stable 

funding ratio, and this is taken into account by 

means of symmetric weighting. Even though 

this might heighten the funding pressure, the 

associated change in the composition of pur-

chasers also has advantages from a fi nancial 

stability perspective. For ex ample, a lower de-

gree of interlinkage among banks also tends to 

reduce systemic risk.

Since the height of the fi nancial crisis, the refi -

nancing situation has improved, both for Ger-

man banks and LCFIs. Nevertheless, it would 

be advisable for a non-negligible number of 

banks to return to a longer-term and more 

balanced  refi nancing structure.

Market risks of German banks still high 

in interest rate positions

From an operational perspective, controlling 

market risks is one of the key tasks of banks’ 

risk management. The instruments developed 

for this purpose are also of major relevance for 

macroprudential analyses and identifying risk. 

This applies to market risk stress tests, which 

allow sensitivity analyses with regard to crucial 

price risks. Risk-adjusted measures of profi tabil-

ity can also be determined, thus making it 

possible to ascertain whether a better trading 

result stems solely from greater risk-taking and 

should therefore be assessed critically from a 

fi nancial stability standpoint.

Market risks for German banks have fallen 

considerably since mid-2009. The pace of the 

decline slowed in the fi rst two quarters of this 

year, however. This observation applies, fi rstly, 

to the market risk positions of large banks 
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potential fallen 
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Chart 3.14

GROSS ISSUANCE AND MATURITIES 

OF GOVERNMENT BONDS

Sources:  Bloomberg and Dealogic. — 1 Greece,  Ireland, 
Italy,  Portugal  and  Spain. — 2 Future  issuance  volume 
probably unterstated owing to the non-inclusion of ma-
turities  of  less  than  one  year  and  fluctuating  fiscal 
budgetary  balances. — 3 Gross  issuance  up  to  and in-
cluding 15 November 2010; maturities from 15 Novem-
ber 2010.
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which are active in the market and which use a 

market risk model approved by the supervisory 

authorities. At the end of 2009, this category 

held just under 50% of the market risk posi-

tions of all institutions. Secondly, the market 

risk positions of the other trading-book institu-

tions have also decreased. The capital require-

ments of the institutions with their own market 

risk models fell steadily by just over one-third 

between June 2009 and June 2010, with the 

majority of banks contributing to this develop-

ment. Between the third quarter of 2009 and 

the second quarter of 2010, three-quarters of 

the banks showed a decline in capital require-

ments (see Chart 3.15). The capital require-

ments of those banks which use the standard-

ised approach to calculate market risks from 

share and bond portfolios were 20% lower 

compared with the same period in the previous 

year.21

The decline in the average implied volatilities

– which are currently signifi cantly down on the 

year – on the stock market (-33.6% according 

to VDAX) and bond market (-22.7% measured 

by the Bund future) made a key contribution to 

this development. Added to this is the fact that 

some banks have further reduced their formerly 

signifi cant credit trading positions. The decline 

in risk aversion in the money and capital mar-

kets, which is benefi cial for proprietary trading, 

is undoubtedly also a result of the ongoing 

government support measures and the accom-

modative monetary policy stance. Comparing 

the current market risk potential with its level 

before the outbreak of the fi nancial crisis 

nevertheless  also suggests a waning under-

estim ation of market exposures compared with 

that time.

Proprietary
trading benefi t-
ing from lower 

risk aversion

Proprietary
trading benefi t-
ing from lower 

risk aversion

Another factor explaining the falling capital 

requirements of banks which are active on the 

market is that supervisory add-ons are now 

declining slightly. The supervisory authorities 

had raised these add-ons by over 60% in some 

cases, mainly because of the shortcomings 

Market risk 
model problems 
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Market risk 
model problems 
mitigated
somewhat

Chart 3.15

MARKET RISKS IN THE TRADING
PORTFOLIOS

1  Pursuant  to  Principle  I/Solvency  Regulation for  banks 
with their own market risk model. — 2 Value undershot 
by 75% / 25% of institutions.
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21 Institutions can either use standardised approaches 
prescribed by supervisory authorities to calculate the cap-
ital charges for their market risk positions or – following a 
suitability examination and supervisory approval – apply 
internal market risk models.
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revealed  in 2008 and 2009 by, for example, far 

too high a number of overshootings.22 The 

forecasts of the models used by the banks were 

signifi cantly more reliable last year. The number 

of overshootings for the surveyed banks in the 

250 trading days prior to the end of the second 

quarter of 2009 fell from 69 to fi ve in the same 

period of 2010, for instance . Nevertheless, this 

fi gure is now markedly below the fi gure to be 

expected on the basis of the model assump-

tions. This means that market risk has, if any-

thing, been overestimated at times recently.

The relation between risk-taking in proprietary 

trading and income generated has improved 

enormously for German banks since their dra-

matic trading losses in 2008. The indicator 

used for this estimate  – the average risk-

adjusted  trading income of large market-active 

Risk-adjusted 
trading income 

recovered on
average

Risk-adjusted 
trading income 

recovered on
average

banks – stabilised at a normal level between 

the third quarter of 2009 and the second quar-

ter of 2010 (see Chart 3.16). Unlike in the two 

years prior to the outbreak of the fi nancial cri-

sis, this development is not due to additional 

risk-taking. Rather, banks which are less ap-

prehensive about the market have benefi ted 

from a sharp rise in the volume of international 

securities trading business. What is noticeable, 

however, is that the differences between the 

individual banks’ results increased considerably 

in the fi rst two quarters of 2010.

Market risk stress tests continue to show 

high interest rate risks

In the Bundesbank’s market risk stress tests, 

selected banks are annually prescribed extreme, 

but not implausible risk scenarios for changes 

in interest rates, share prices, risk premiums in 

the credit and bond markets, exchange rates 

and volatilities. In order to assess the capacity 

to bear the resulting losses in market value of 

all balance-sheet and off-balance-sheet posi-

tions, modifi ed available capital (pursuant to 

section 10 of the German Banking Act) at the 

time of the shock is used as the reference vari-

able. Following a sharp rise in 2009, interest 

rate risks in the current market risk stress test 

were declining at a high level among commer-

cial banks and regional  institutions, as well as 

among medium-sized and smaller banks. Share 

price risks rose slightly for both categories of 
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Chart 3.16

RISK-ADJUSTED TRADING RESULTS
 *

*  Prudential  information  pursuant  to  Principle  I/Solv-
ency  Regulation obtained from backtesting the market 
risk  models  developed  by  six  banks.  Unweighted 
quarterly averages.
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22 Pursuant to section 318 of the Solvency Regulation 
(Solvabilitätsverordnung), an overshooting has occurred 
if the (hypothetical) loss on an intra-day trading portfolio 
exceeds the value-at-risk calculated one day earlier. 
At a prescribed 99% confi dence level, an average of 
2.5 overshootings may be expected within one year 
(250 trading days). Supervisory add-ons can be imposed 
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banks studied, however (see Chart 3.17). 

Credit derivative risks are still quite high, al-

though there are enormous differences  across 

the participating institutions. Exchange rate 

and volatility risks were, on average , of the 

smallest importance again. At times, however, 

distinct positioning was ap parent regarding a 

depreciation of the euro against the US dollar.

The picture gained from the market risk stress 

test of high, but latterly slightly lower interest 

rate risks is confi rmed by the regular prudential 

recording of the Basel coeffi cients. This devel-

opment is being supported by the current 

fl attening  of the yield curve. Furthermore, cur-

rent research fi ndings show the close relation-

ship between the level of interest rate risk and 

the yield curve, particularly for savings banks 

and credit cooperatives.23

Declining risk diversifi cation among 

banks active in the market

The results made available each trading day by 

the large banks that are active in the market 

show a noticeable rise in the pairwise correl-

ations since the end of April 2010. This devel-

opment coincides with an extreme fall in gov-

ernment bond prices in a number of euro-area 

countries. The increased correlation thus indi-

cates that the studied banks were affected  in a 

similar way by the swelling crisis of confi dence. 

There are two possible explanations for the 

correlations being higher than in the earlier 

escalations of the crisis in autumn 2007 and 

autumn-winter 2008. Firstly, behind the crisis 

in several euro-area countries is a very much 

more homogeneous portfolio of government 

securities than is the case for the structured 

Yield curve
important for 

small banks

Yield curve
important for 

small banks

Similar reactions 
to sovereign 

debt crisis

Similar reactions 
to sovereign 

debt crisis

loan portfolio and parts of the real estate loan 

portfolio. While the rating downgrades in the 

markets for structured loans during the crisis 

were spread out over an extended period, thus 

lagging less transparent portfolio components, 

the downgradings for some euro-area coun-

tries occurred within a much shorter space of 

Chart 3.17

CHANGES IN MARKET VALUES 
UNDER SELECTED SCENARIOS *

IN MARKET RISK STRESS TESTS

*  Each occurring intra-day;  31 March 2010,  31 March 
2009, 31 March 2008, 31 May 2007, 31 March 2006. 
For  a  description  of  the  risk  scenarios,  see  Deutsche 
Bundesbank  Financial  Stability  Review  2007,  “Stress 
tests:  methods  and  areas  of  application,  pp 97 ff. — 
1 15 institutions. — 2 Nine institutions.
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23 See C Memmel (2011), Banks’ exposure to interest 
rate risk, their earnings from term transformation, and 
the dynamics of the term structure, in Journal of Bank-
ing and Finance (to be published shortly). Further ana-
lyses, particularly concerning net interest income, can be 
found in the section Profi tability buoyant on pp 83-86.
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time. Furthermore, the liquidity of the govern-

ment bond markets is very much higher than 

liquidity in trading in structured credit products. 

The mark-to-market valuation of this subport-

folio is therefore refl ected much more quickly 

and homogeneously in banks’ daily trading 

patterns than is the more discretionary mark-

to-model valuation for structured products.

The diversifi cation index, which is an indicator 

of the diversifi cation of the banks’ overall trad-

Diversifi cation 
index points to 

systemic risks

Diversifi cation 
index points to 

systemic risks

ing portfolio, likewise shows a clear increase, 

although it is less extreme than in the correl-

ation values. The aggregate market risk posi-

tions of the banking sector thus indicate a 

heightened systemic risk of late (see Chart 

3.18), as was the case when the crisis escalated 

previously.

No “all clear” concerning systemic risks

Systemic risks to the fi nancial system arise from 

the fact that contagion and feedback effects 

set in motion a self-reinforcing mechanism, re-

sulting in risks at individual institutions spread-

ing throughout the fi nancial system. Contagion 

channels may act directly, via contractual rela-

tionships between market players, or indirectly, 

for instance owing to a general loss of confi -

dence on the part of investors.

Contagion via interbank linkages

The signifi cance of contagion effects for the 

banking system stems in part from the consid-

erable interbank linkages that exist via markets 

and payment systems. However, simulations 

for the German interbank market show that 

the impact of one or more bank failures is 

limit ed, although the extent of the contagion 

effects  depends on the structure of the inter-

bank market.

The Bundesbank has simulated how far the 

failure of a systemically important bank could 

lead to further failures. Direct contagion  via 

credit risks on the interbank market is exam-

ined,24 with each bank in turn being selected 

as the initially failing bank. The results of the 

Endogenous
adjustment
processes

Endogenous
adjustment
processes

Interconnected-
ness in the
interbank
market

Interconnected-
ness in the
interbank
market

Bundesbank 
study: contagion 
not impossible

Bundesbank 
study: contagion 
not impossible

Chart 3.18

RELATIONSHIPS BETWEEN THE 

TRADING RESULTS OF GERMAN 

BANKS
 *

*  Each based on daily data from seven institutions that 
use their  own market risk model. — 1 Calculated as an 
unweighted  mean  of  the  pairwise  correlations  of  the 
daily  returns  from  proprietary  trading  over  a  moving 
50-day window. — 2 Indicator of the degree of diversi-
fication of  market risk within the German banking sys-
tem.  The  maximum  value  of  the  indicator  is  one.  A 
value  of  one  denotes  the  absence  of  diversification;  a 
value of zero denotes complete diversification.
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Chart 3.19

SIMULATED CONTAGION IN THE

INTERBANK MARKET

1 Criterion for distressed bank: tier 1 capital ratio < 6%; 
comprises  15  German banks  with  an  international  fo-
cus. As a shock, it is assumed that each time one of the 
banks experiences an exogenous default.
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simulation are shown in Chart 3.19. The 

number of institutions affected increases  de-

pending on the assumed loss given default 

(LGD). At fi rst, this increase is only moderate, 

but, from a loss rate of around 50% onwards, 

there is a steep rise, which levels off again with 

high loss rates, because then (almost) all the 

studied German banks are affected . If the loss 

rates are low, the contagion effects quickly 

dissipate again because many banks are still 

able to use their capital buffers to offset the 

necessary write-downs on interbank loans. The 

contagion paths are likewise relatively short in 

the case of very high loss rates because, as 

early as the fi rst rounds, many institutions have 

to undertake write-downs which exceed their 

capital buffers. For loss rates in the median 

segment, by contrast, the system teeters over 

many rounds between a new equilibrium with 

a small number of failures and a new equilib-

rium with many failures. In such a situation, 

government intervention might well interrupt 

the contagion process at relatively low cost. It 

should be borne in mind, however, that the 

results of the simulation are strongly depend-

ent on the assumptions made, especially on 

assumptions concerning the default criterion 

and the loss rate.

Consideration of the overall contagion 

effects 

Besides simulation studies, there is a range of 

approaches based on market data, which ana-

lyse, in particular, the extreme tails of the distri-

bution of market prices.25 In the more recent 

literature, mainly credit default swap premiums 

are used to measure the dependencies.

Market
data-based
approaches

Market
data-based
approaches

Using such an approach, the Bundesbank has 

investigated to what extent large banks and 

insurers in the German fi nancial system are ex-

posed to international contagion.26 The analysis, 

which is based on premiums for credit default  

swaps, shows that such international connec-

tions exist. Among the three regions under 

consideration (Europe, the United States and 

Asia-Pacifi c), Europe and the United States 

have the biggest impact on the German fi nan-

cial system as stress events there have a major 

effect on the German system. By contrast, no 

Identifi able 
strong impact of 
Europe and USA 
in credit default 
swap premiums

Identifi able 
strong impact of 
Europe and USA 
in credit default 
swap premiums

24 See also Excursus: Bundesbank instruments for ana-
lysing systemic risks on pp 55-58.
25 See K Bae, G Karolyi and R Stulz (2003), A New 
Approach  to Measuring Financial Contagion, Review of 
Financial Studies, 16, pp 717-763, as well as G De Nicolo 
and M L Kwast (2002), Systemic Risk and Financial 
Consolidation : Are they Related?, Journal of Banking 
and Finance, 26, pp 861-880.
26 See also Excursus: Bundesbank instruments for ana-
lysing systemic risks on pp 55-58.
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Chart 3.20

SYSTEMIC RISK

Sources: Moody’s KMV and Bundesbank calculations. — 
1 Expected shortfall  in  relation to the total  liabilities  of 
all banks of the studied system. — 2 The mean of the in-
dividual probabilities of default weighted by the total li-
abilities of the respective banks.
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signifi cant impact could be observed for the 

Asia-Pacifi c region.

It can be seen that the contagion effects have 

lessened with the establishment of the Finan-

cial Market Stabilisation Fund (SoFFin). Banks 

which were directly supported by SoFFin have 

stabilised to the greatest extent. By contrast, 

there is no demonstrable stabilisation effect in 

the case of insurers, even though this sector 

has at least benefi ted indirectly from SoFFin’s 

support measures, for example, through the 

rescue of banks that have issued Pfandbriefe.

Stabilisation 
through SoFFin

Stabilisation 
through SoFFin

Contribution of an individual bank 

to systemic risk

The following section discusses the quantifi ca-

tion of the overall risk as well as the contribu-

tion of an individual bank to this overall risk. 

The latter plays a key role, particularly with 

regard  to adequate capital requirements for 

systemic risks. In the study of 66 large complex 

fi nancial institutions (LCFIs) from 24 countries 

considered here, systemic risk is defi ned as the 

expected total loss if a systemic event occurs .27

Chart 3.20 shows the timeline for the level of 

systemic risk. It is confi rmed that systemic  risks 

increase signifi cantly in times of crisis. There is 

a marked rise in systemic risk in addition to the 

likewise increasing probability of individual 

banks defaulting.

Chart 3.21 shows the contribution to systemic 

risk of three typical, representative insti tutions 

from the group of 66 banks. What is striking is 

the strongly incongruent timing of the risk 

contribution. By contrast, an individual bank’s 

share in the total liabilities of the system fl uctu-

ates much less. Moreover, there is only a small 

degree of correlation between the contribution 

to systemic risk and the share of liabil ities in 

the system as a whole.

The CoVaR (conditional value-at-risk) approach 

is a further possibility of determining the contri-

butions of individual banks to the systemic risk 

currently under discussion.28 Using  quantile re-

gressions, this approach calculates the addi-

tional contribution of individual banks (or cate-

Quantifi cation of 
systemic risk …
Quantifi cation of 
systemic risk …

… and the risk 
contribution of 
an individual 
bank

… and the risk 
contribution of 
an individual 
bank

CoVaR as a
further approach
CoVaR as a
further approach

27 See also Excursus: Bundesbank instruments for ana-
lysing systemic risks on pp 55-58.
28 See T Adrian and M K Brunnermeier (2008), CoVaR, 
Federal Reserve Bank of New York, Staff Reports, 
No 348.
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Chart 3.21

RISK CONTRIBUTIONS OF THREE 

SELECTED BANKS

Sources: Moody’s KMV and Bundesbank calculations. — 
1 The expected shortfall  contribution of  a bank in rela-
tion to the expected shortfall  of  the studied system. — 
2 A bank’s share of the total liabilities of all the banks of 
the studied system.
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gories of banks) to total systemic risk. Applied 

to a system of 122 European fi nancial institu-

tions, this approach shows, inter alia, that only 

a low correlation between the value-at-risk of 

an institution and its systemic risk contribution 

can be observed. The results provide clues about 

the relevant determinants of the risk contribu-

tions (for example, size and fi nancing  structure) 

and can serve as a basis for a more effective 

macroprudential regulatory framework.

Excursus: Bundesbank instruments for 

analysing  systemic risks

In recent years, the Bundesbank has developed 

various instruments for analysing systemic risk 

in the German fi nancial system. Three of these 

instruments, the practical application of which 

was described in the preceding section, are 

explained in more detail below.

Contagion on the interbank market

Many central banks pay a great deal of atten-

tion to possible contagion effects in the inter-

bank market. The fundamental approach to 

determining contagion effects emerges from 

the literature.29 First of all, a matrix of the inter-

linkages in the interbank market is set up or 

estimated. In principle, there are several 

 methods available for determining these inter-

linkages. The Bundesbank model is essentially 

based on data from its credit register of loans 

of €1.5 million or more. Once it has been set 

up, the matrix of mutual claims simulates the 

impact that the failure of one or more banks 

would have. The assumed failure initially leads 

to losses at those banks that have granted a 

Bundesbank
instruments
Bundesbank
instruments

Simulation study 
method

Simulation study 
method

loan to the failing bank. These losses can then 

trigger more bank failures, which, in turn, can 

result in write-downs and loss provisions. This 

chain reaction comes to an end only if there are 

no new bank failures in one round, either be-

cause the remaining banks are able to use their 

own funds to offset the losses or because all 

the banks of the system have been affected .

29 See C Upper (2007), Using counterfactual simulations 
to assess the danger of contagion in interbank markets, 
BIS Working Paper, No 234.
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Loss given default (LGD) 1

Chart 3.22

DISTRIBUTION OF THE LOSS RATES 
IN THE INTERBANK MARKET

90%
or

more

1 Period from 1998 to 2008.  667 observations for  loss 
rates for interbank loans.

DEUTSCHE BUNDESBANK

80%
to

below
90%

70%
to

below
80%

0

5

10

15

20

25

30

35

40

45

60%
to

below
70%

50%
to

below
60%

40%
to

below
50%

30%
to

below
40%

20%
to

below
30%

10%
to

below
20%

Below
10%

Beta distribution

Percentage shares

Empirical

The loss given default (LGD) has a major impact 

on the results of the simulation study. For rea-

sons of simplicity, a constant loss rate is often 

assumed, which is then varied in the different 

simulation runs, mostly from a very low value of 

5% to a total loss of 100%. In actual fact, how-

ever, the loss is likely to vary greatly depending 

on the individual interbank relationships. In the 

case of secured interbank claims (provided the 

collateral can be realised without any large 

haircuts) the loss is likely to be low. By contrast, 

in the case of unsecured claims, the rate of loss 

will come close to a total of 100%, particularly 

if resolution costs are also included. Chart 3.22 

indicates the LGD for German banks arising 

from exposures on the interbank market. The 

relative frequency of the LGD is shown as a ratio 

of the specifi c loss provisions made for interbank 

loans and the volume of interbank loans for 

LGD as an
important
parameter

LGD as an
important
parameter

which specifi c loss provisions have been made. 

The build-up of the probability mass at the 

edges suggests modelling the LGD as a random 

variable using, for example, a beta distribution, 

the density of which is likewise presented in 

Chart 3.22 for comparison.

Contagion effects as a whole

The approach presented here will be used to 

estimate to what extent systemic risks are 

transferred from the global fi nancial system to 

the German fi nancial system. The median of 

the premiums for credit default swaps of all 

the fi nancial  institutions of a fi nancial system 

serves as a measure of the risk to a fi nancial 

system. Alongside Germany, three fi nancial 

systems are considered: Europe 30 (Eu), the 

United States (US) and the Asia-Pacifi c region 31

(AP). The relative change in the credit default 

swap pre miums in Germany is explained by the 

relative changes in the credit default swap 

premiums in the other three regions with a 

one-day time lag. Furthermore, the relative 

change in the credit default swap premiums 

for non-fi nancial corporations is incorporated 

as a control variable:

∆y∆y∆ D
t = α0+α1∆y∆y∆ Eu

t–1 + α2∆y∆y∆ US
t–1

+ α3∆y∆y∆ AP
t–1 + αAP + αAP

4∆iTraxxt
non–fin + εt

(1)

where ∆y∆y∆ i
t stands for the relative change in the i stands for the relative change in the i
t stands for the relative change in the t

median of the credit default swap premiums of 

fi nancial enterprises in region i, and ∆iTraxxt
non–fi n 

for the relative change in the iTraxx Non Finan-

Econometric
estimation of 
cross-border 
contagion

Econometric
estimation of 
cross-border 
contagion

30 Comprises the following countries: Austria, Belgium, 
Denmark, France, Greece, Iceland, Ireland, Italy, the 
Netherlands, Portugal, Spain, Sweden, Switzerland, and 
the United Kingdom.
31 Comprises the following countries: Australia, Japan 
and Singapore.
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Table 3.2

ExtErnal impact on changEs in 
gErman financial institutions’
crEdit dEfault swap prEmiums

***/**/* denote significance at the 1%, 5% and 10% 
levels respectively. t-statistics are shown in parentheses. — 
1 Period: 1 January 2005 to 18 May 2010.

Variable

german
financial
system as 
a whole

private
banks

landes-
banken insurers

Europe(t-1) 0.20***

(4.988)
0.26***

(6.59)
0.12***

(3.246)
0.05**

(2.145)

USA(t-1) 0.13***

(6.376)
0.15***

(5.171)
0.13***

(6.581)
0.07***

(4.213)

Asia-Pacific(t-1) – 0.01
(– 0.528)

0.00
(– 0.129)

– 0.01
(– 0.397)

0.00
(0.377)

SoFFin*Europe(t-1) – 0.13***

(– 2.633)
– 0.13**

(– 2.215)
– 0.09

(– 1.621)
0.08

(1.251)

SoFFin*USA(t-1) – 0.08**

(– 2.271)
– 0.10***

(– 2.621)
– 0.11***

(– 3.747)
0.03

(0.818)

SoFFin*Asia-
Pacific(t-1)

0.01
(0.346)

– 0.04
(– 0.914)

0.05
(1.147)

0.00
(0.093)

iTraxx Non-
Financials(t)

0.21***

(13.65)
0.32***

(19.087)
0.11***

(6.45)
0.40***

(22.562)

Constant I 0.00
(0.91)

0.00
(0.98)

0.00
(1.07)

0.00
(– 1.48)

Residual_
Europe2

(t-1)

26.28
(0.671)

20.69
(0.257)

– 4.29
(– 0.097)

30.94
(0.863)

Residual_
USA2

(t-1)

16.01***

(3.834)
25.01***

(6.735)
– 72.74

(– 1.255)
25.63***

(5.056)

Residual_
Asia-Pacific2

(t-1)

– 14.5
(– 0.302)

– 69.77
(– 0.910)

67.33***

(10.963)
5.14

(0.136)

Constant II – 10.20***

(– 80.311)
– 9.85***

(– 73.919)
– 9.65***

(– 110.947)
– 9.44***

(– 12.916)

Observations1 1,397 1,397 1,397 1,397

Log likelihood 2,996.5 2,811.46 2,867.96 2,756.77

Wald χ2 test 509.87*** 3,741.57*** 1,617.58*** 1,324.31***

DEUTSCHE BUNDESBANK

cials, the index for credit default swap premi-

ums for non-fi nancial corporations. The variable 

εt  is a disturbance term with time-variable vari-

ance δ 2
t  and models the unexpected change in 

the credit default swap premiums. Equation (1) 

relates to contagion in the mean of the credit 

default swap premium indices. Additionally, 

the potential volatility spillovers are taken into 

account. There is well-documented empirical 

evidence that major (upward and downward) 

fl uctuations in fi nancial time series tend to 

cluster, ie today‘s variance depends on yester-

day’s variance. A possible spillover of uncer-

tainty (measured by volatility) is modelled in 

the following equation for the variance of the 

disturbance term:

δ 2
t = 2 = 2
t = t exp (θ0+ θ1X Eu

t–Xt–X 1 + θ2 + θ2 + θ X2X2
US
t–1 + θUS + θUS

3X3X3
APX APXt–Xt–X 1 )

+ λ1δ 2
t–1 + γ1ε 2

t–1

(2)

where X i
t denotes the square of the unexpected i denotes the square of the unexpected i
t denotes the square of the unexpected t

relative change in the credit default swap pre-

miums in region i. The unobserved variables X i
t

have been estimated from corresponding 

univariate  equations for the three regions. In 

addition, in equation (2), lagged values of the 

variance δ 2
t–1  and the squared disturbance 

variables  ε 2
t–1  have been incorporated, as is 

usual for GARCH approaches.32 The results of 

the estimate are shown in Table 3.2 and were 

explained in the preceding section.

Quantifying the risk contribution

To determine the contribution to systemic risk, 

the relevant literature suggests modelling all of 

the credit institutions as a portfolio, the loss 

distribution of which describes the systemic 

risk.33 A loss occurs if one or more institutions 

Modelling the
fi nancial system 
as a portfolio of 

banks

Modelling the
fi nancial system 
as a portfolio of 

banks

become insolvent. The book value of the debt 

is used as an estimated value of economic 

damage. Using credit risk model approaches, 

the three components of systemic risk that are 

generally recognised as essential can be con-

32 GARCH stands for Generalized Autoregressive 
Conditional  Heteroskedasticity. See T Bollerslev (1986), 
Generalized Autoregressive Heteroskedasticity, Journal of 
Econometrics, 31, pp 307-327, and R F Engle (1982), 
Autoregressive Conditional Heteroskedasticity with 
Estimates  of the Variance of United Kingdom Infl ation, 
Econometrica, 50, pp 987-1007.
33 See N Tarashev, C Borio and K Tsatsaronis (2010), 
Attributing  systemic risk to individual institutions, BIS 
Working Papers No 308.
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forming the partial derivations of the expected 

shortfall according to the liabilities of the re-

spective institutions. As the expected loss and 

the loss contributions in the case of a systemic 

event cannot be represented in a closed for-

mula, simulations are often used. Nevertheless, 

the simulation of rare events using traditional 

methods is very ineffi cient and prone to error. 

To mitigate these problems, the importance 

sampling algorithm or formula-based approxi-

mate solutions can be used (see Chart 3.21).34

sidered: the total liabilities of an institution, its 

links with other institutions, and its individual 

probability of default.

The systemic risk is viewed as the expected loss 

in the case of a systemic event (expected 

shortfall) . The systemic event is deemed to 

have occurred if the loss threshold, given as 

the value-at-risk of the system as a whole, is 

exceeded. The value-at-risk and the expected 

shortfall are calculated at the confi dence level 

q. If q is fi xed constantly at, say, 99.9%, there 

is a 0.1% probability that the systemic event 

will occur within one year.

One method of distributing the systemic risk 

among the individual institutions consists in 

Expected
shortfall as a 

measure of risk

Expected
shortfall as a 

measure of risk

Risk contribution 
of an individual 

bank

Risk contribution 
of an individual 

bank

34 See P Glasserman (2006), Measuring marginal risk 
contributions in credit portfolios, Journal of Computa-
tional Finance 9, pp 1-41, and M Pykhtin (2004), Multi-
factor adjustment, Risk Magazine, 17, pp 85-90. 
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Credit risk between 
legacy problems and 
economic recovery

| Credit risk within the fi nancial system 

rose only moderately in many segments in 

the current year on the back of non-

standard  monetary and fi scal policy mea-

sures. In some capital market-oriented 

segments, credit risk even saw a decline. 

The vast majority of international and do-

mestic enterprises proved to be robust, es-

pecially as measured by the severity of the 

recession in 2009. The risk inherent in loans 

to  domestic households, too, appears 

moderate given the stability of their fi nan-

cial  situation compared with other coun-

tries. Particular risks continue to exist, 

above all in the international context vis-à-

vis the late-cycle and volatile commercial 

real estate sector. Moreover, corporate 

leveraged loans und securitisations will 

probably continue to have a negative im-

pact, all the more as refi nancing risks are 

on the  increase. Extensive stimulus pack-

ages are currently limiting direct credit 

risks  emanating from the sovereign debt 

crisis. However, there is an increased risk 

that repercussions in other sectors in the 

countries affected may indirectly impair 

 borrowers’ credit quality. Seen in that 

light, the persistently diffi cult environment 

could have a negative impact on the 

 otherwise rather favourable outlook for 

credit risk. |

German banks’ foreign claims play 

an important role

The balance sheet assets of German banks in-

cluding their foreign branches and subsidiaries 

vis-à-vis foreign banks, enterprises and the 

public sector totalled just under €2½ trillion in 

the middle of this year. An overall view must 

also include counterparty risk arising from de-

rivatives. The estimated value of these counter-

party risks is calculated at €784 billion based 

on the reports on loans of €1.5 million or more 

submitted by large, internationally active 

banks.1 The percentage of claims on foreign 

debtors arising from derivatives in total external 

assets thus stands at some 24%. The fi ve euro-

area countries that came under most pressure 

from the govern ment debt crisis in the spring 

of this year – Greece, Ireland, Italy, Portugal 

and Spain – account for just under 16% of 

overall external assets, including securities ex-

posures (see Chart 4.1). Counterparty risk ex-

posure arising from derivatives varies widely 

from one region to another: it represents just 

over a quarter of all claims against the United 

Kingdom, but makes up only just over 12% for 

the fi ve euro-area countries worst affected by 

the crisis. 

Signifi cant for-
eign claims 
vis-à-vis Europe

Signifi cant for-
eign claims 
vis-à-vis Europe

1 This estimate is distorted upwards as replacement cost 
and add-ons exceed pure market values. However, trad-
ing book items are largely disregarded. See Instruction 
sheet for the reporting of large exposures and loans of 
€1.5 million or more pursuant to sections 13 to 13b, 14 
and 20 of the German Banking Act (Kreditwesen gesetz) 
as last amended in December 2009.
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Many years of strong growth in external assets 

came to a halt in the autumn of 2008. A com-

parison with domestic lending business shows 

that there has been a relatively stronger delev-

eraging process in external lending. The ratio 

of loan volumes to foreign non-banks to total 

lending to non-banks dropped by almost 

4 percentage points from its high in October 

2008 to just short of 21% at the end of 2009. 

Since then, foreign exposures have stabilised at 

this historically relatively high level, last falling 

below it at the end of 2006.

In domestic lending, the share of German 

banks’ loans to enterprises (excluding govern-

ment and interbank loans) fell slightly on the 

year to 40½% towards the end of the second 

quarter of 2010. Over the same period, loans 

to households – in particular instal ment loans 

– rose slightly in percentage and absolute terms 

(see Chart 4.2).2

Recession causes rising losses 

The German banking system’s loan loss ratios 

largely refl ect economic developments at the 

global and national level. Loss provisions and 

value adjustments for commitments rose 

sharply during the crisis – as measured by the 

overall customer loan volumes in the domestic 

and foreign portfolio – from a low level in 2008 

(see Chart 4.3). In 2009, however, they were 

lower than during the pronounced stagnation 

phase in 2002. This indicates that the fi nancial 

situation of German enterprises was robust at 

the onset of the crisis. At the current end, the 

Foreign business 
remains at 
high level

Foreign business 
remains at 
high level

Slight increase 
in loans to 
households 
in  domestic 
 business

Slight increase 
in loans to 
households 
in  domestic 
 business

Portfolio quality 
has deteriorated 
less than 
anticipated

Portfolio quality 
has deteriorated 
less than 
anticipated

Chart 4.1

STRUCTURE OF EXTERNAL ASSETS 

BY COUNTRY
*

* The  external  assets  of  German banks  including  their 
foreign branches and subsidiaries plus estimate of deriv-
atives  exposure  according to  the  central  credit  register 
for  loans of  €1.5 million or  more for  17 of  the largest  
German  banks  with  an  international  focus. —  ** All 
German  banks;  excluding  government  and  interbank 
loans.
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Chart 4.2

STRUCTURE OF DOMESTIC 

LENDING BUSINESS BY DEBTOR 

GROUP
 **

As at June 2010

As at June 2010

United States
(18.2%)

United
Kingdom
(16.2%)

Non-profit institutions
(0.5%)

Greece, Ireland,
Italy, Portugal
and Spain
(15.5%)

– other
(3.5%) Self-employed

(16.1%)

Other European
countries
(36.3%)

Enterprises
(40.5%)

Other countries
(13.8%)

– instalment
   loans

(6.1%)

– for house
   purchase

(33.3%)

Households
of which

2 For an in-depth analysis of the risks arising from 
 domestic lending business, see comments on pp 73-77.

DEUTSCHE BUNDESBANK   Credit risk between legacy 
problems and economic recovery

 60  Financial Stability Review  November 2010



interim statements posted by major banks with 

an international focus show that they had to 

make lower-than-expected risk provisions in 

the fi rst half of 2010. However, this does not 

mean the all-clear can be sounded, as uncer-

tainty regarding economic developments, es-

pecially abroad, is high.

The trend in non-performing loans was similar 

to those in loan losses. It is worth noting the 

differences between the various banking cate-

gories, however. While all banking categories 

experienced a signifi cant increase in non-per-

forming loans in 2009, only commercial banks 

and Landesbanken, whose portfolios contain 

more foreign exposures, were back at the highs 

of 2002 and 2003. Savings banks and credit 

cooperatives, by contrast, are a long way below 

their highs. The percentage of non-performing 

loans held by these banking categories is, 

however, larger in structural terms than at 

commercial banks and Landesbanken, which 

may be related to the fact that their portfolios 

contain a larger share of smaller loan exposures 

(see Chart 4.4).

Greater differentiation in terms 

of  international credit risk

During 2010, the risks in connection with 

public fi nances in several euro-area countries 

came under the spotlight, with negative con-

sequences for the credit risk environment. 

Moreover, the ongoing adjustment processes 

on the real estate markets and in the private 

sector of a number of countries will probably 

initially dampen their growth prospects. This 

environment  could extend the process of 

 dealing with the legacy of the fi nancial crisis 

Commercial 
banks and 

Landesbanken 
with largest 

 increase in non-
performing loans

Commercial 
banks and 

Landesbanken 
with largest 

 increase in non-
performing loans

Negative 
 environment in 
some countries

Negative 
 environment in 
some countries

Chart 4.3

LOSSES IN LENDING BUSINESS
 *

* Write-downs and loss provisions by German banks for 
loans  and value adjustments  for  commitments  in  lend-
ing business as a percentage of the volume of customer 
loans. — **  German banks’ loans requiring specific loss 
provisions as a percentage of total loan volume.
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for some fi nancial institutions. For instance, 

the credit quality of some corporate borrowers 

is low despite the otherwise signifi cantly im-

proved situation, and the same applies to im-

portant foreign commercial real estate markets 

such as those of the United States, the United 

Kingdom and Spain. Intermediaries are likely 

to face problems in the associated securitisa-

tion segments, too, particularly as refi nancing 

needs will increase considerably over the next 

few years.

Corporate borrowers: default risks 

 initially on the decline – individual 

 problematic segments

The balance sheets of enterprises active on the 

capital market in western industrial countries 

indicate a trend towards better fundamentals. 

Following the slump at the end of 2008, the 

average operating profi t margins for US enter-

prises in the Russell 1000 and German enter-

prises included in the HDAX were almost back 

at the high levels of 2007 in the second quarter 

of 2010 (see Chart 4.5).3 However, the data 

available for the STOXX Europe 600 4 indicate 

that European enterprises’ operating profi t 

margin has recovered much less in recent quar-

ters.

Despite the positive data on the earnings situa-

tion, there are doubts that corporate earnings 

will continue to grow apace over the next few 

quarters. Historically low price-earnings ratios 

may refl ect concerns that the growth outlook 

could deteriorate, especially in the United 

States and several euro-area countries as well 

as in Asia. Weaker growth, in turn, is likely to 

limit the increase in enterprises’ sales and earn-

ings. 

Greater profi tability has tended to have a posi-

tive effect on the fi nancial situation of cor-

porate borrowers active on the capital market. 

Thus, enterprises in Europe and the United 

States are better able to meet interest pay-
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 enterprises 
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the capital 
markets …
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in corporate 
earnings

… but doubts 
regarding 
 further growth 
in corporate 
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Overall fi nancial 
situation of 
 corporate 
 borrowers active 
on the capital 
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Overall fi nancial 
situation of 
 corporate 
 borrowers active 
on the capital 
market improved

Chart 4.5

RISK FACTORS FOR THE 
CORPORATE SECTOR*

Sources: Bloomberg, Thomson Reuters and Bundesbank 
calculations. — * Median and annual data; 2010: quar-
terly  figures. — 1 Ratio of  EBIT  to sales. — 2 For  many 
of the STOXX Europe 600 enterprises quarterly data are 
not available. — 3 Sum of an enterprise’s financial liabil-
ities to its total assets.
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3 According to data published to date, operating profi t 
margins appear to have remained high in the third quar-
ter of 2010. The Russell 1000 covers the 1,000 largest 
US companies by market capitalisation. The HDAX com-
prises the DAX (30), the MDAX (50) and the TecDAX (30).
4 The statistical problem with STOXX Europe 600 enter-
prises is that listed companies do not present quarterly 
data in all European countries.
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ments out of cash fl ow from operations again. 

In addition, enterprises have lowered their debt 

burden from the high levels of 2008. In the 

United States, the average leverage ratio 

 declined from the beginning of last year on-

wards, before stabilising in the second quarter 

of 2010. In Germany, by contrast, the leverage 

ratio did not change much after the end of 

2008 (see Chart 4.5). 

In line with the trend towards better funda-

mentals, defaults by corporates active on the 

capital markets declined perceptibly. The 

 default rate for debtors with weaker ratings 

(for the preceding 12 months) has declined 

from the highs of November 2009 (USA: 

14.7%, Europe: 11.6%) to 3.6% in the United 

States and 2.8% in Europe (see Chart 4.6). This 

is due in part to the economic recovery, but 

also to generally receptive corporate bond 

markets. Moreover, lenders have  frequently 

tended to initially prolong maturing loans even 

where it looked as though the original loan 

terms might be breached. The downward trend 

in defaults in 2010 is likely to continue at least 

in the short term, thereby hurting banks less 

than in the past two years.5

Rating trends in 2010 are another indication 

that the credit quality of enterprises active on 

the capital market has improved. In the United 

States, upgrades as a percentage of total rating 

changes have risen to a high level, and in 

 Europe, too, credit quality has stabilised (see 

Default rates 
likely to decline 

further until 
year-end

Default rates 
likely to decline 

further until 
year-end

Ratings 
 improving from 

low level

Ratings 
 improving from 

low level

Chart 4.6

INDICATORS OF CREDIT QUALITY

Sources:  Thomson  Reuters,  Moody’s  and  Bundesbank 
calculations. — 1 Four-quarter moving average.  = last 
updated: 2010 Q3. — 2  Moving average of the last 12 
months in the non-investment-grade segment.
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Chart 4.6).6 Yet it should be noted that rating 

assessments are improving from a low level.

However, a renewed spike in defaults in the 

speculative borrowers segment cannot be 

ruled out given the high percentage of enter-

prises at severe risk of default and the fact that 

worldwide refi nancing needs are set to increase 

in the medium term.7 Syndicated loans, which 

in Europe especially can be attributed to, in 

some cases, highly leveraged corporate take-

Refi nancing risk 
places question 

mark over 
 sustainability 

of the recovery

Refi nancing risk 
places question 

mark over 
 sustainability 

of the recovery

overs in the positive macroeconomic environ-

ment and extremely favourable fi nancing con-

ditions in the years 2005 to 2007, account for 

the bulk of the maturing loans of more than 

US$2 trillion up to 2014 (see Chart 4.7). Even 

in a scenario of a moderate economic upturn, 

their fi nancial sustainability appears question-

able.

Refi nancing risks are also refl ected in rating 

agencies’ expectations. Standard & Poor’s 

(S&P), for instance, expects default rates to 

decline further until year-end. Nonetheless, 

defaults are expected to rise perceptibly again 

in Europe in the next one to two years. The 

somewhat more optimistic forecast by Moody’s 

that the default rate will continue to decline 

beyond the year-end is subject, not least, to 

the proviso that enterprises’ access to funding 

on the bond market or to bank loans does not 

deteriorate signifi cantly.

A large percentage of German banks’ extensive 

corporate lending business to foreign debtors 

is conducted in a diffi cult environment. A con-

siderable proportion of foreign business is with 

countries whose corporate sector has been 

particularly hard hit by the consequences of 

the recession and in which uncertainty about 

the future growth path is especially pro-

nounced. Credit risks arise mainly from claims 

on debtors in the United States and the United 

Kingdom, which are by far the largest in terms 

of volume. In addition, foreign loans to enter-
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Chart 4.7
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Source: Dealogic.
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6 Over a credit cycle, the percentage of upgrades in all 
rating changes is generally less than 50%, as the poten-
tial for very highly rated borrowers to improve is limited 
and when debtors do fi nally default, downgrades are 
usually carried out incrementally across several rating 
notches (downgrade bias).
7 In Europe, the percentage of enterprises with a CCC+ 
rating or lower recently reached a record high of 16.4%.
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prises in several euro-area countries entail in-

creased default risk given the large exposure to 

problem sectors.

The increase in business insolvencies especially 

in 2009 and the concomitant rise in the number 

of non-performing loans to enterprises give an 

indication of the potential extent of credit de-

faults (see Chart 4.8). In Spain and Ireland, the 

credit quality of enterprises in the construction 

and real estate sectors in particular has deterio-

rated sharply. In the United States, too, defaults 

on loans to enterprises have risen. At the cur-

rent end, both non-performing loans and 

write-downs on loans look set to improve. 

Nonetheless, the fi gures are still well above the 

average of the past ten years.

In some cases, the fi nancial sustainability of 

the debt burden on enterprises is also worry-

ing. The degree of leverage in the Spanish and 

Irish corporate sector remains elevated. Enter-

prises in Italy and the United Kingdom are in 

much better shape by this measure. Although 

some euro-area countries saw their enterprises’ 

competitiveness improve last year given lower 

unit labour costs, the earnings prospects for 

enterprises remain diffi cult.

Commercial real estate: 

environment  remains tense

Historically, the commercial real estate sector 

displays comparatively high volatility, and is 

very sensitive to cyclical changes. Weakening 

demand for commercial property as a result of 

the economic downturn has resulted in rising 

vacancy rates and strong pressure on prices 

and rents in the United States and in Europe. 
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Income risks, which are a major factor in deter-

mining whether loans can be properly serviced, 

have therefore risen. 

Another major risk lies in the fact that some 

US$1.2 trillion in commercial real estate loans 

as well as roughly US$150 billion worth of 

commercial mortgage backed securities (CMBS) 

will mature in the period 2010 to 2012. A large 

proportion of these loans was issued during 

the boom. They typically have high loan-to-
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Chart 4.8

SITUATION IN THE CORPORATE 
SECTOR

Sources:  Creditreform,  national  statistical  authorities 
and Thomson Reuters.
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value ratios, and a large percentage of them 

are interest-only or partially interest-only loans. 

They must now be refi nanced in a changed 

environment. The value of the portfolios is 

likely to have declined signifi cantly in some 

cases as prices have fallen by around 40% 

from their highs in the United States and the 

United Kingdom. Moreover, banks have tight-

ened their lending standards and will now 

probably only accept lower loan-to-value ratios. 

Given these considerable refi nancing risks, 

many banks in the United States and Europe 

are evidently still tending to prolong existing 

loans or adjust credit terms.8 In the short term, 

this will ease the burden on the fi nancial sys-

tem as write-downs will initially be avoided. 

These could, however, become necessary at a 

later date. Increased selling of commercial real 

estate as collateral is realised would, moreover, 

increase supply and could therefore trigger a 

fresh wave of price adjustments.

There are signs that individual sub-segments of 

the commercial real estate market in Europe 

are picking up, with rising transaction volumes 

and an incipient recovery in prices and rents. 

However, a rapid recovery to pre-crisis levels, 

which would enable the market to grow out of 

the crisis, is unlikely in the foreseeable future. 

Uncertainty regarding further economic devel-

opments given high unemployment and the 

fact that government austerity measures have 

already been announced in many countries 

are, moreover, still dampening demand for 

 retail and offi ce properties. 

In the United States, prices for commercial 

property dropped signifi cantly following a 

slight recovery in the second quarter and, at 

the end of August 2010, were 2.4% below 

their previous trough of October 2009 (see 

Chart 4.9). At the same time, vacancy rates in 

all segments of the commercial real estate 

market continued to rise steadily.9 Conse-

quently, the percentage of non-performing 
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Chart 4.9

COMMERCIAL REAL ESTATE

Sources:  Federal  Reserve,  IPD,  Moody’s  and  Thomson 
Reuters. — 1 Commercial  real  estate loans past  due by 
at least 30 days as a percentage of outstanding commer-
cial real estate loans (volume).
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8 According to the Senior Loan Offi cer Opinion Survey 
conducted by the Federal Reserve Board in April 2010, 
in the United States 42.9% of all respondent banks and 
51.6% of large banks said that their use of loan pro-
longa tions on commercial real estate had increased 
somewhat over the past six months.
9 See Mortgage Bankers Association, Quarterly Data 
Book, fi rst quarter of 2010.
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loans also rose further to almost 9%, albeit 

with reduced momentum.10

Loans to fi nance commercial real estate repre-

sent a considerable proportion of banks’ overall 

credit exposure in the euro area (11%), the 

United Kingdom (13%) and the United States 

(24%).11 Commercial property therefore repre-

sents a risk segment in its own right for many 

fi nancial systems. However, there are consider-

able differences among individual banks and 

foreign commercial real estate business is only 

signifi cant for a small number of German 

 fi nancial institutions. Yet besides the direct risk 

of several German banks suffering losses on 

loan exposures, there are also indirect risks to 

the German fi nancial system. This is because 

feedback effects in the countries worst hit by 

the drop in commercial property prices are also 

impacting credit quality in other segments 

there. Indirect risks include the crisis affecting 

open-end real estate funds, as evidenced by 

the fact that some funds have suspended re-

demptions for the last two years and three 

funds are in liquidation (see Box 4.1 on 

page 68).

According to a survey on commercial real es-

tate lending which the Bundesbank conducted 

among 11 German banks, the overall loan vol-

ume was €324.6 billion in the fi rst quarter of 

2010.12 This is 3¼ times these banks’ tier 1 

capital. The United States and the United King-

dom account for roughly 15.4% and just under 

9% respectively of the surveyed banks’ overall 

exposure. The maturity structure shows that 

some 68% of overall exposure will mature over 

the next four years. If loans are not prolonged, 

price adjustments are likely. However, more 

than 90% of the loans are not in negative 
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 equity and roughly 44% have a loan-to-value 

ratio of 60% or less. These exposures therefore 

have a large safety cushion against the possi-

bility of falling commercial property values. 

More than half of mortgage loans have already 

been written down in response to a drop in the 

prices of the commercial property backing 

them. This fi gure stands at more than 51% for 

mortgage loans in the United States and just 

under 65% and more than 52% for UK and 

Spanish mortgages  respectively. Risks to the 

stability of the German fi nancial system there-

fore appear manage able.

Households and residential property: 

 indirect risks owing to high leverage

Direct lending by German banks to foreign 

households is comparatively low. A deteriora-

tion in the fundamentals of foreign household 

sectors may, however, feed back to German 

 fi nancial intermediaries via several channels. 

For instance, German banks have large ex-

posures to foreign banks, which in turn are 

exposed to risks from direct lending to domes-

tic households. Moreover, ongoing deleverag-

ing processes by household sectors, which are 

still highly indebted in many countries, may 

dampen growth prospects and therefore con-

tribute to keeping credit risk for a broad range 

of balance sheet assets high. Some appreciable 

market movements in recent months in re-

sponse to renewed signs of weakness in several 

Foreign 
 households 
 relevant 
to German 
 fi nancial system

Foreign 
 households 
 relevant 
to German 
 fi nancial system

10 See Federal Reserve Statistical Release, Charge-off 
and Delinquency Rates on Loans and Leases at Commer-
cial Banks.
11 See Deutsche Bank Research, Refi nanzierungsrisiken 
bei Gewerbeimmobiliendarlehen [Refi nancing risks for 
commercial mortgage loans], 23 April 2010, p 5.
12 When measuring their commercial mortgage port-
folio, banks generally look only at the loan book.
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Box 4.1

LIQUIDITY AND STABILISATION OF OPEN-END REAL ESTATE FUNDS IN GERMANY

Open-end real estate funds engage in liquidity 
transformation on a sizeable scale. In this sense, 
they fulfil one of the classic banking functions, 
without directly being a bank subject to monitor-
ing by the banking supervisory authorities. How-
ever, they are regulated in Germany by the Invest-
ment Act (Investmentgesetz).Investmentgesetz).Investmentgesetz

Their business model of a poorly fungible invest-
ment in the long term coupled with the obliga-
tion to redeem investor shares at any time makes 
them vulnerable to fluctuations in liquidity prefer-
ences, which particularly in times of crisis can rise 
sharply. This encourages herding behaviour, as 
does the anticipation of possible impairments in 
forthcoming reassessments of the value of a real 
estate portfolio.

Large-scale withdrawals, particularly by institu-
tional investors, on the heels of the Lehman 
Brothers insolvency forced several German real 
estate funds to temporarily suspend the redemp-
tion of share units. This suspension limited a 
stronger outflow of funds in the ensuing years. 
Pursuant to section 81 of the Investment Act, 
however, this measure can only be imposed for a 
limited duration of two years at the most.

Whilst the liquidity situation has meanwhile 
allowed some real estate funds to resume the 
repurchase of share units and normal business 
activity, three real estate funds have recently had 
to announce the liquidation of their portfolio. A 
stronger market segmentation is thus becoming 
apparent. Funds with a preponderance of institu-
tional investors are particularly susceptible to 
changes in liquidity preference. In contrast, funds 

with a broader distribution network and a 
stronger leaning towards retail investors have 
fared better.

Future new arrangements for the redemption of 
share units are likely to have a stabilising effect 
on real estate funds and investors alike. The gov-
ernment’s draft Act to reinforce investor protec-
tion and improve the functioning of the capital 
market (Gesetz zur Stärkung des Anlegerschutzes 
und Verbesserung der Funktionsfähigkeit des 
Kapitalmarktes) includes inter alia a minimum 
holding period of two years; the aim is to align 
the fungibility of share units more closely with 
the liquidity situation of real estate funds. In this 
way, individual investors will be better protected 
against the negative repercussions of short-term 
capital withdrawals by other investors.

Some funds are discussing a possible conversion 
into REITS in order to defuse the liquidity prob-
lem. Their share units could then be traded on a 
secondary market like the stock exchange. Their 
yield would consequently fluctuate like that of 
corporate stocks.

The risks to financial stability emanating from 
open-end real estate funds currently appear lim-
ited overall. The true real estate price risk does 
not lie with the funds in their function as inter-
mediaries, but rather with the investors. In addi-
tion, the affected funds have three years‘ time in 
which to realise the assets of their real estate 
portfolio. Pressure to sell will thus not bear down 
on them immediately. However, there is undoubt-
edly a reputation risk for banks which own com-
panies that manage open-end real estate funds.
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important housing markets have clearly dem-

onstrated that feedback loops between the 

 fi nancial markets and the economic environ-

ment remain a major risk factor for fi nancial 

intermediaries for the foreseeable future.

Against this backdrop, there are vulnerabilities, 

in particular vis-à-vis the United States, the 

United Kingdom, Spain and Ireland. Excesses 

on the domestic real estate markets of these 

countries have resulted in corrections (see 

Chart 4.10). However, the price adjustment 

achieved to date, the volume of problematic 

and defaulting loans and the resilience of the 

banking sector differ considerably from country 

to country. 

In the United States, the housing market has 

already undergone a signifi cant adjustment 

process. While house prices have fallen by 

more than 13% from their high in the spring 

of 2007  according to the broad FHFA index, 

the Case-Shiller index, which focuses more on 

the metropolitan areas that were particularly 

affected by the preceding boom and had 

peaked a year previously, suggests that house 

prices declined by as much as 30%. Notwith-

standing the already sharp correction, consid-

erable credit risk still emanates from this hous-

ing market segment. For instance, it is not clear 

whether the slight stabilisation of the housing 

market observed at the beginning of the year 

will continue once tax incentives are phased 

out – and in a still diffi cult economic setting. 

Loan delinquencies in the subprime sector 

peaked at 27% in June 2010, and a record of 

7% was also recorded in the prime segment. 

At the same time, foreclosure rates in the two 

segments stood at 15% and 3% respectively. 

The prospects of a speedy recovery are damp-

Excesses in 
 several foreign 

real estate 
 markets …

Excesses in 
 several foreign 

real estate 
 markets …

… require many 
years of 

 adjustments

… require many 
years of 

 adjustments

Chart 4.10

SITUATION IN THE HOUSEHOLD 
SECTOR

Sources: Banco de España, BIS, Bloomberg, Eurostat, Fe-
deral Reserve, FHFA, Ministerio de Vivienda, Nationwide 
Building  Society  and  Bundesbank  calculations. — 
1 Purchase-Only Index. — 2 Debt as a percentage of dis-
posable income. — 3 Mortgage loans that are past due 
by at least 30 days as a percentage of outstanding resi-
dential  real  estate loans (number) in the respective seg-
ment.
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ened by considerable excess supply of housing. 

Many households’ fi nancial situation is diffi cult, 

partly because unemployment is running at 

close to 10% and many have seen the market 

value of their homes eroded sharply. The per-

centage of US homeowners suffering negative 

equity is roughly a quarter. Household leverage 

had risen from just under 100% of disposable 

income in 2000 to well over 130% in 2007. 

Since then, debt has been reduced, but only 

slowly (see Chart 4.10).

In Spain, price adjustments on the real estate 

market started relatively late. The prices of 

residential properties, where there is consider-

able excess supply, have dropped by 12% from 

the high they marked at the beginning of 

2008. Observers expect prices to fall signi-

fi cantly further. Demand is unlikely to recover 

anytime soon as Spanish households’ fi nancial 

vulnerability may be regarded as very high 

given leverage of more than 130% of dispos-

able income and an unemployment rate ex-

ceeding 20%.

In the United Kingdom, a house price recovery 

set in at the beginning of 2009 following a 

massive correction; recently, however, prices 

have weakened. Further developments are 

fraught with a good deal of uncertainty. Unlike 

in the United States, residential property is in 

fairly short supply, which buoys prices. Unem-

ployment of almost 8% at last count, which 

was signifi cantly higher than before the crisis, 

and drastic austerity measures in the public 

sector are having a negative impact on incomes 

and make a sharp recovery unlikely, however. 

UK households are also very heavily lever-

aged – in 2008, debt as a percentage of dis-

posable income peaked at more than 160%. 

Spanish house-
holds remain 

 fi nancially 
 vulnerable

Spanish house-
holds remain 

 fi nancially 
 vulnerable

High household 
leverage in the 

United Kingdom

High household 
leverage in the 

United Kingdom

There has been no signifi cant deleveraging 

since then, which means that households re-

main very susceptible to a drop in income and 

capital or interest rate hikes.13 To date, how-

ever, a combination of low interest rates and 

banks’ willingness to defer payments or re-

schedule debt has limited credit default rates.

Securitisations: signs of stabilisation 

 limited to sub-segments

The considerable deterioration in the credit 

quality of securitisations since mid-2007 is in 

part a refl ection of the complacency with 

which loans were granted ahead of the fi nan-

cial crisis. Risk was passed on to other investors 

via the international securitisation markets. 

This resulted in high write-downs in the global 

fi nancial system. 

However, there are increasing signs of a stabili-

sation in individual sectors. In particular, delin-

quency and default rates on asset backed 

 securities (ABS) collateralised by consumer 

loans fell, in some cases signifi cantly, from their 

highs of the previous year. The situation is less 

clear-cut for residential mortgage backed 

 securities (RMBS). While the downward trend 

in the credit quality of Spanish and UK RMBS 

has eased perceptibly, delinquencies by prime 

mortgage borrowers in the United States rose 

further – despite government support meas-

ures. Residential mortgage backed securities 

continue to feel the effects of high unemploy-

ment worldwide and stagnating real estate 

prices. More over, an unexpectedly sharp dete-

Securitised 
 consumer and 
mortgage loans 
stabilise at 
low level

Securitised 
 consumer and 
mortgage loans 
stabilise at 
low level

13 See Bank of England, Financial Stability Report, June 
2010, pp 29-30.
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rioration in the growth outlook of the countries 

in question could hurt mortgage borrowers’ 

ability to service their debt.

The situation for CMBS and collateralised loan 

obligations (CLOs), which were hit noticeably 

later by the effects of the fi nancial crisis, re-

mains tense. Delinquencies in the CMBS seg-

ment have continued to rise of late, and rating 

downgrades remained fairly high in the fi rst 

half of 2010 (see Chart 4.11). Moreover, the 

percentage of severely distressed corporate 

loans in CLO portfolios fell only slightly. 

Both product classes will face a considerable 

increase in refi nancing needs over the next few 

years (see Chart 4.11). By 2014, more than 

US$200 billion worth of CMBS will mature 

worldwide; maturing CLOs will rise by a total 

of 60% over the next three years. The refi nanc-

ing situation will be further aggravated by the 

slow momentum on the primary  markets. In 

addition, the percentage of maturing loans 

 securitised between 2005 and 2007, whose 

credit quality has come under particular 

 pressure, will increase over the next few years. 

Against this backdrop, the risk of signifi cantly 

rising default rates remains virulent.

German banks’ portfolios still contain substan-

tial holdings of structured products. Looking at 

all banks in aggregate, the relative composition 

of risk positions has hardly changed since the 

end of 2009. RMBS still represented the largest 

single item as at end-June 2010 with a book 

value of roughly €82 billion (see Chart 4.12).14

In addition, the portfolios contain mainly col-

lateralised debt obligations (CDOs) – approxi-

mately €62 billion across the various sub-cate-

gories – and securitised student loans (just 
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 under €34 billion) as well as CMBS (some €22 

billion).

The overall volume of the portfolios has fallen 

slightly in recent quarters, which can be attrib-

uted to several, in some cases divergent, 

 effects. Since the beginning of the year, this 

… but tendency 
points down
… but tendency 
points down

Chart 4.11

SECURITISATION MARKETS

Sources:  Dealogic,  ESF and Bundesbank calculations. — 
1 Sum  of  downgrades  (number)  by  rating  agencies 
Fitch, Moody’s and S&P.
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has constituted in the main maturities, redemp-

tions and amortisations – as debt instruments 

expired they were not replaced in full by new 

acquisitions. This tendency is likely to continue 

for the foreseeable future, which is refl ected in 

the average expected weighted maturities of 

the tranches held. The transfer of parts of the 

ABS portfolios to the newly established resolu-

tion agencies or bad banks has also lowered 

holdings (-€3.8 billion). To date, this develop-

ment has been counteracted mainly by ex-

change rate effects. These effects almost offset 

the  reduction in the value of holdings as a re-

sult of maturing securities in the fi rst half of 

2010 (see Chart 4.12).

As a result of the slight recovery tendencies 

witnessed in several market segments in recent 

months, trading activity, too, has picked up 

somewhat. The net effect on overall holdings 

is not inconsiderable and also masks a good 

deal of heterogeneity at the individual bank 

level. However, this revival of market activity 

appears, to date, still to be limited to relatively 

highly rated instruments. The percentage of 

very highly rated paper in overall holdings has, 

however, declined signifi cantly over the past 

six months.15

Upturn benefi ts domestic credit quality

In the current year, German banks’ external 

lending activities played a larger part in risk-

oriented analysis. Nevertheless, domestic loans 

remained most important in terms of quantity, 

accounting for a 78½% share of the overall 

credit portfolio. In the meantime, thanks to the 

sound position in which enterprises and house-

holds found themselves at the onset of the 

 fi nancial and economic crisis, and to the recent 

economic recovery, domestic credit risk is – con-

sidering the severity of the preceding down-

turn – showing signs of trends that are benefi -

cial to the risk situation.
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Chart 4.12
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Enterprises prove to be robust

Loans to enterprises accounted for 40½% of 

total domestic lending (excluding government 

and interbank loans) in mid-2010. With that, 

despite the fi nancial and economic crisis, their 

share almost matched that of two years ago. 

Prior to the last upswing, in 2005, with its 

strong investment momentum, the correspond-

ing fi gure was only 36%.

Structural indicators that are important from 

both a micro and a macroprudential viewpoint 

include the single-borrower concentration of 

the large German banks. These show no 

changes in concentration risk compared with 

the previous year. As an average for this 

 category of banks, loans to their respective 

50 largest borrowers accounted for almost 

14% of their volume of loans to non-banks 

(see Chart 4.13).

In 2009, corporate leverage (see Chart 4.14) 

rose from 162% of gross value added to just 

under 172% year-on-year, exceeding its high 

of 2002. This sharp increase is primarily the 

result of the pronounced, recession- induced 

decline in the gross value added of non-fi nan-

cial corporations by roughly 7%. Debt in abso-

lute terms was slightly below the previous 

year‘s fi gure.

From a fi nancial stability perspective, this 

develo pment needs to be assessed differently 

than, say, the situation during the cyclical high 

at the turn of the millennium. Corporate debt 

rose sharply then, too. However, the increase 

at that time was driven by strong upward debt 

momentum paired with substantial growth in 

gross value added. Whereas this can be inter-
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preted in retrospect as an indication that the 

New Economy boom had led to excessive 

 borrowing, paving the way for a subsequent 

impairment of fi nancial stability, the current 

increase in corporate debt is merely a reaction 

to the severe slump in economic activity. Once 

gross value added signifi cantly gathers pace as 

the economy recovers, debt growth is likely to 

 decline again.

Moreover, measured in terms of the steep 

 decline in gross domestic product (GDP), there 

were relatively few business insolvencies (see 

Chart 4.15). In part, this is due to the favourable 

situation of enterprises when they entered the 

fi nancial and economic crisis.16 In 2009, the 
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insolvencies
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Chart 4.13
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number of insolvencies was 11½% higher than 

the previous year’s level. Although this was 

rather a sharp increase, it was less pronounced 

than in 2002, when economic output merely 

stagnated. Given that business insolvencies lag 

the economic cycle, a further rise is to be 

 expected this year. In the fi rst eight months, 

insolvencies were just less than ½% up on the 

year-earlier period. 

Because very few enterprises – measured in 

terms of the point in the cycle – exited the 

market last year, insolvencies did little to lower 

overall debt in the corporate sector. Seen in 

this light, the higher level of indebtedness 

 expresses a reduced materialisation of risks. 

However, the medium-term risk situation of 

the corporate sector and, therefore, of the 

banks’ credit book could also be negatively 

impacted if, in a low-interest rate environment, 

the market exit of enterprises which are un-

competitive in the long term were delayed. In 

such a case, exposures with heightened risks, 

which would have to be written down sooner 

or later, would remain on banks’ balance 

sheets.

According to the national accounts statistics, 

the corporate sector‘s net interest expenditure 

in 2009 was just under 7½% of the operating 

surplus (see Chart 4.14), compared with just 

over 5½% in 2008. This is the result, on the 

one hand, of higher net interest payments by 

enterprises. On the other hand, the operating 

surplus in the crisis-hit year of 2009 was 

 signifi cantly below the previous year’s level, 

which is a refl ection – as with value added – of 

the sharp slump in overall economic activity in 

the meantime.

Low-interest rate 
environment can 
prevent exit of 
uncompetitive 
enterprises

Low-interest rate 
environment can 
prevent exit of 
uncompetitive 
enterprises

Interest burden 
as a percentage 
of operating 
 surplus higher

Interest burden 
as a percentage 
of operating 
 surplus higher

Chart 4.14

FINANCIAL INDICATORS OF 
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Sources: Federal Statistical Office and Bundesbank calcu-
lations.
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Both the impact of the fi nancial and economic 

crisis on large listed non-fi nancial corporations’ 

fi nancial situation and the recovery process 

that followed are refl ected in their quarterly fi -

nancial accounts, too. Measured by turnover, 

the operating result of nearly 70 DAX and 

MDAX-listed groups fell on average from just 

over 9% before the crisis to just over 5% in 

the second quarter of 2009. Since mid-2009, 

consolidated operating results have picked up 

again substantially. The fi nancial situation of 

small and medium-sized enterprises (SMEs) 

probably did not deteriorate as strongly during 

the crisis as that of large enterprises, not least 

because many small fi rms are less integrated 

into the global economy than most big 

 cor porations.

A similar picture of the corporate sector’s 

 fi nancial situation is also refl ected in the results 

of the Bank Lending Survey, the Eurosystem’s 

quarterly survey among bank managers (see 

Chart 4.16), which reveal that, in 2009 in parti-

cular, the increased perception of risk was the 

driving factor behind the tightening of credit 

standards in corporate banking. This can be 

attributed to the rise in economic risks and in 

industry and fi rm-specifi c risks. However, the 

risk assessment for large enterprises was in 

some cases more strongly affected than that 

for SMEs, evidently because large enterprises 

were more strongly drawn into the maelstrom 

of the global recession. In the wake of the 

economic recovery, banks’ perception of risk 

for loans to enterprises improved again of 

late.
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Chart 4.16

PERCEPTION OF RISK * FOR LOANS
TO ENTERPRISES

Source: Deutsche Bundesbank, Bank Lending Survey. — 
* Cumulative  balances  of  the  sum  of  the  responses 
“tightened  considerably”  and  “tightened  somewhat” 
and the sum of  the responses  “eased somewhat” and 
“eased  considerably”  to  the  question  “Over  the  past 
three months,  how have the following factors  affected 
your bank’s credit standards?”. — 1 Levels not compar-
able with results for all enterprises.
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Households: fi nancial situation remains 

relaxed

At 43%, loans to households accounted for 

the largest share of domestic lending (exclud-

ing loans to government and interbank loans) 

as at mid-2010. Of this fi gure, 33% is for 

housing construction. Interest rates for such 

loans are largely fi xed for a longer term. 

Household leverage was virtually unchanged 

at 98% of disposable income (see Chart 4.18).

From 4.4% in 2008, interest expenditure 

dropped to 3.3% of disposable income in 2009 

(see Chart 4.18). Moreover, the fi nancial 

 situation of households benefi ted from the fact 

that the labour market remained fairly robust 

despite the sharp decline in GDP. However, 

households’ disposable income according to 

the fi nal expenditure concept used in the 

 national accounts was down 1% in 2009 due 

to the recession.

Households‘ fi nancial assets as a percentage of 

disposable income rose strongly in 2009, from 

186% to 201%, virtually offsetting the decline 

during the fi nancial crisis. The main reason for 

this was the favourable development in asset 

prices.

In the Bank Lending Survey (see Chart 4.17), 

banks also provide information on the extent 

to which their credit standards for loans to 

households for house purchase were affected 

by the perception of risk relating to expecta-

tions regarding general economic activity and 

housing market prospects. The respondent 

banks reported that general economic risks 

had contributed to a tightening of credit 

standards since mid-2009. By contrast, banks’ 
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culations.
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Chart 4.20

REAL ESTATE MARKET
IN GERMANY

1994 00 05 2010

1  Source:  Argetra  GmbH,  Ratingen. —  2 Source: 
Bundesbank  calculations  based  on  BulwienGesa  AG 
data  for  owner-occupied  apartments  and  terraced 
houses. —  3 Weighted  office  area  average  in  Berlin, 
Düsseldorf,  Frankfurt  am  Main,  Hamburg,  Munich, 
Wiesbaden. Sources: Jones LangLasalle and Bundesbank 
calculations. — o Up to 1998, figures in D-Mark.
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perception of risk relating to housing market 

prospects scarcely infl uenced their credit 

standards during the crisis years in Germany.

Not until the second half of 2009 did the 

 respondent banks consider households’ credit-

worthiness to be the factor that drove the tight-

ening of credit standards in the consumer loans 

segment. Thus, there was a marked  increase in 

consumer insolvencies in the fi rst eight months 

of this year. During this period, they were almost 

11% up on the year. Apparently, many house-

holds of borderline creditworthiness were able 

to hold up initially and fell into private insolvency 

only recently (see Chart 4.19).

German real estate market free of price 

exaggerations

The German real estate market (see Chart 

4.20) still appears to be free of price exaggera-

tions. Credit risks in German commercial real 

estate and residential housing are contained. 

In 2008 and 2009, commercial property vacan-

cies trended upwards and prime rents declined. 

However, this ought not to pose any great 

threat to fi nancial stability, all the more as the 

situation is likely to relax as the incipient eco-

nomic upswing unfolds.

According to Bundesbank calculations, in resi-

dential housing, prices for newly constructed 

housing and properties for resale recently 

moved in opposite directions. On the whole, 

however, movement in prices was limited. The 

market value of housing sold in foreclosure 

sales declined slightly again in trend terms in 

2009. The housing market in Germany is 

therefore stable.
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Increases and 
 differences in resilience 
in the German fi nancial 
system

| German banks’ resilience has improved 

since the second quarter of 2009. Along 

with a slight calming of the risk situation, 

the stability of the German banking system 

has increased. The economic upswing as 

well as favourable refi nancing conditions 

have paved the way for stable income in 

operating business. The credit cycle ap-

pears to have passed its nadir. Interest rate 

business will probably continue to contrib-

ute signifi cantly to profi ts, though margins 

from maturity transformation are likely to 

shrink. In addition, German banks have 

successfully reduced their leverage ratios, 

although they have recently gone back up 

somewhat. On the whole, they appear to 

be well capitalised, even under stress 

conditions . Nonetheless, banks should use 

the favourable earnings situation to 

further  strengthen their capital base. Ger-

man insurance companies have benefi ted 

from favourable economic driving forces 

as well. They have increased their premium 

revenue and investment income, in some 

cases substantially. However, insurers must 

remain vigilant towards interest rate risk. 

A protracted phase of low interest rates, in 

particular, could lead to an erosion of 

earnings and could impair the long-term 

resilience of life insurance companies. |

Banks using cyclical recovery

Countervailing factors have been affecting 

banks’ resilience since 2009. The severe reces-

sion initially left deep marks in banks’ balance 

sheets. High credit default rates, in particular, 

strained banks’ capital adequacy. At the same 

time, institutions increasingly benefi ted from 

the emerging recovery in the fi nancial markets 

and favourable refi nancing conditions. The 

steep yield curve offered stronger incentives 

for maturity transformation.

Alongside persistently low refi nancing costs, 

the cyclical upturn this year has led to a revival 

in operating business. With a certain time-lag, 

this also appears to have carried over to lend-

ing, which had been in the doldrums thus far. 

Banks are likely to use borrowers’ improved 

creditworthiness to further reduce their risk 

provisioning and to benefi t from falling capital 

requirements. The favourable outlook in do-

mestic business, therefore, points to a further 

strengthening of the German banking system’s 

resilience.

By contrast, risks emanating from the interna-

tional environment have recently risen. An in-

creasingly volatile market environment could 

impair, above all, the profi tability of banks with 

an international focus. In addition, interest rate 

risk is elevated. A look at the insurance sector 

shows that a sustained low-interest rate envi-
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ronment is not without risks. Long-run interest 

rates are a decisive factor in the investment of 

premium revenue. An erosion of interest in-

come makes it more diffi cult for insurers to 

generate dividends that exceed the guaranteed 

return. There is also the danger that, in this 

situation, some insurance companies will invest 

increasingly in higher-yielding – but also riskier 

– instruments in order to fulfi l their contractu-

ally agreed obligations.

Contracting balance sheets and higher 

tier 1 capital ratios

The leverage ratios of large German banks 

have fallen signifi cantly over the past few 

years.1 Average total assets are now about 36 

times the value of tier 1 capital, or four points 

less than in early 2008. German banks’ lever-

age ratios remain higher than those of large 

foreign banks, although the gap has narrowed 

in the past two years. However, it must be 

borne in mind that differences in leverage 

ratios  may also be attributable to variations in 

accounting standards. In parallel with this 

develop ment, the large German banks increased 

their average tier 1 capital ratio – in line with 

both a visible global trend and higher market 

expectations – by 2.4 percentage points to 

10.4% between the fi rst quarter of 2008 and 

the second quarter of 2010 (see Chart 5.1).2

From the beginning of 2008 to mid-2010, the 

highest-quality components of tier 1 capital 

(no deductions) rose by a net €32.6 billion. The 

paid-in capital was supplemented by €16½ 

billion in capital increases and €17.8 billion in 

deposits by silent partners. After suffering 

losses in 2008 and 2009, banks were able to 

retain earnings for the fi rst time again in 2010. 

The corresponding value of disclosed reserves 

(which is largely determined by balance sheet 

losses and gains) thus once more made a posi-

tive contribution (of €1.9 billion net) to banks’ 

tier 1 capital position. Government aid came to 

around €45 billion altogether, or around 2.8 

Lower leverage 
ratios
Lower leverage 
ratios

Signifi cant rise in 
tier 1 capital
Signifi cant rise in 
tier 1 capital

Chart 5.1

LEVERAGE AND TIER 1 CAPITAL*

* Covers 15 major German banks with an international 
focus. — 1 Total  assets  in  relation  to  tier  1  capital. — 
2 Tier 1 capital in relation to risk-weighted assets.
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percentage points of the current tier 1 capital 

ratio,3 and thus considerably helped to stabilise 

the banking system. Following a period of 

heavy capital infl ows, the overall pace of capital 

increase has subsided since the beginning of 

2010 (see Chart 5.2). Deconsolidation meas-

ures and the outsourcing of business activities 

– partly as a result of conditions imposed by 

the EU – played a role in this development.

The improvement of banks’ leverage and cap-

ital ratios was aided by declining business vol-

umes. Share portfolios were cut back particu-

larly sharply, with valuation adjustments also 

playing a role. Although some institutions 

curbed their lending, on the whole the loan 

portfolios of the majority of institutions proved 

to be stable. The feared credit crunch has not 

materialised.

Since the beginning of 2010, developments in 

German banks’ total assets have been fairly 

mixed. Some banks feel compelled to reduce 

the size of their balance sheets even further to 

comply with conditions imposed by the EU. 

Other institutions are expanding their business 

volumes again owing to the economic up-

swing. Total assets saw average growth of 

10% up to mid-2010 but still remain below 

their levels of 2008. In terms of fi nancial stabil-

ity, the expansion of business volumes does 

not appear to present any problems, as it is not 

associated with the incurrence of new risks 

or any increase in risk-weighted assets (see 

Chart 5.3).

Portfolio shifts are part of the reason why risk 

has remained limited amidst growing business 

volumes. For instance, the relative percentage 

of exposures to non-residents – especially inter-
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bank exposures – has fallen.4 By contrast, the 

share of exposures to governments and the 

public sector has risen quite signifi cantly on 

the year (see Chart 5.4). However, this is due in 

part to government guarantees for assets  

which were offl oaded under restructuring pro-

grammes, and were thus not the result of ac-

tive portfolio shifts.

The trend decline in risk weights also had a 

stabilising effect. The fall in risk weights in the 

sovereign portfolio since the beginning of 

2010 is probably attributable to EU guarantees 

and Eurosystem buyback programmes follow-

... and falling 
risk weights
... and falling 
risk weights

Chart 5.2
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3 This aid comprised crisis-related capital injections by 
the federal states in their role as shareholders (€16.2 
 billion) and assistance from the Federal Government 
through SoFFin (€28.9 billion).
4 For more information, see also Credit risk between 
legacy problems and economic recovery on pp 59-77.
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ing on the heels of sharp rises in the risk profi le 

in the preceding quarters. A noteworthy devel-

opment is the distinct reduction in the proba-

bilities of default (PDs) on exposures to banks 

in the fi rst quarter of 2010, which refl ects the 

recovery in the interbank market. The renewed 

increase in the second quarter of 2010, by 

contrast, probably owes something to rising 

doubts about the soundness of some EU mem-

ber states’ government fi nances and potential 

repercussions for the fi nancial system. After 

growing distinctly in 2009, corporate PDs have 

largely stabilised.5 Retail exposures (consumer 

loans and mortgage loans) have been evidenc-

ing a continuous decline in the median PD 

since as early as the second quarter of 2009. 

This exposure class was hardly affected by the 

recession in 2009.

Capital base resilient to stress

The minimum required capital is the lower limit 

for the regulatory capital to be held by banks. 

In addition, banks maintain capital buffers so 

that they are suffi ciently capitalised to with-

stand a crisis. Capital stress tests can be used 

to assess whether the banks’ capital base is 

also adequate under an assumed stress 

scenario . The scenario analysis below simulates 

a rating downgrade of bank exposures by one 

notch in a moderate stress scenario and a 

downgrade by two notches in a severe stress 

scenario. Studies of banks’ internal rating 

systems  show that this roughly corresponds to 

an increase in PDs of 60% and 156%, respect-

ively.6

Taking the fi gures for the second quarter of 

2010, the moderate stress scenario would re-

sult in a reduction of 1.2 percentage points in 

the tier 1 capital ratio on average. In the severe 

stress scenario, the decline would be double 

that amount. In both scenarios, all of the insti-

tutions under review would be able to fulfi l the 

current minimum capital requirements, which 

call for a tier 1 capital ratio of at least 4%. Tak-

ing into consideration that the tier 1 capital 

ratio demanded by the markets is now closer 

to 6%, one of the banks would not meet the 

required level in the moderate stress scenario; 

this number would rise to two in the severe 

stress scenario. The results thus show that 
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Chart 5.3

CHANGE IN TOTAL ASSETS AND 

RISK-WEIGHTED ASSETS
*

*  Covers 15 major German banks with an international 
focus.
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5 For more information, see also Credit risk between 
legacy problems and economic recovery on pp 59-77.
6 In these analyses, the impact of the change in PDs is 
twofold. Firstly, risk-weighted assets increase in the 
numerator  of the capital ratio. Secondly, the rise in ex-
pected losses lowers the tier 1 capital – either directly, 
through additional loss provisions that need to be build 
up, or indirectly, through capital deduction resulting 
from the comparison of expected losses and loan loss 
provisions which is required under Basel II.
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banks, on the whole, have made signifi cant 

progress towards improving their capital base; 

however, in some cases capital accumulation 

must be stepped up.

Credit cooperatives and savings banks

adequately capitalised

Credit cooperatives and savings banks have 

shown a high degree of continuity in their 

balance  sheet structure and capital base. The 

leverage ratios of these two types of banks 

remained  largely unchanged during the fi nan-

cial crisis. Total assets and capital have been 

growing continuously and in tandem. Both 

credit cooperatives and savings banks have, for 

a long time, had an average leverage ratio 

– calculated as total assets in relation to bal-

ance sheet capital – of 20 and have, therefore, 

had no reason to reduce their balance sheets.

The regulatory capital base for savings banks 

and credit cooperatives has proven to be con-

tinuously stable. The sum and composition of 

regulatory capital have remained largely un-

changed. Roughly two-thirds are tier 1 capital. 

In the second quarter of 2010, both groups of 

institutions have added to their reserves and, 

on the whole, slightly increased their high-

quality capital components (savings banks by 

3.5%, credit cooperatives by 5.3%). The ag-

gregate tier 1 capital ratios (savings banks: 

9.8%, credit cooperatives: 9.9%) are testimony 

to the solid capital base of both savings banks 

and credit cooperatives.
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Profi tability buoyant

The most severe recession in post-war history 

and the rapid recovery have determined eco-

nomic events and thus the development of 

inter national banks’ profi tability.7 Following 

considerable losses in 2008, the trading busi-

ness of the major German banks developed 
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 performance 
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Chart 5.4

EXPOSURE CLASSES AS A 
PERCENTAGE OF TOTAL 
EXPOSURES AND AVERAGE 
PROBABILITIES OF DEFAULT *

* Covers 15 major German banks with an international 
focus.  — 1 Impaired exposures which are regarded un-
der Basel II  as being in default are assigned a probability 
of default of 100%.
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positively in 2009, despite the recession (see 

Chart 5.5).8 Proprietary trading benefi ted in 

particular from a temporary reduction in risk in 

money and capital markets, which was fostered 

by the global government support measures 

for the fi nancial sector. It must be borne in 

mind, however, that the reclassifi cation option 

for non-derivative fi nancial assets adopted at 

the end of 2008 by the International Account-

ing Standards Board (IASB) protected banks 

from the otherwise mandatory realisation of 

losses according to fair value accounting 

methods . Net interest income, meanwhile, 

benefi ted from low refi nancing costs and a 

steep yield curve. By contrast, commission and 

fee income fell slightly in 2009. However, the 

overall favourable trend in operating income 

was offset by a considerable rise in loan losses, 

albeit to a lesser extent than expected given 

the severity of the economic downturn.

In 2010, these trends reversed themselves 

somewhat. Due to a renewed rise in uncer-

tainty in the fi nancial markets, the volatility of 

the trading income of the major German banks 

increased (see Chart 5.6). The gap in individual 

institutions’ trading income widened again, 

too. While stock and credit markets recorded 

clear gains in 2009, lately markets have tended 

to move sideways amidst increasing volatility. 

Some German banks were particularly affected 

by the escalations in individual euro-area coun-

tries.9 Hence, German banks’ recent aggregate 

trading results underperformed by interna-

tional standards. In the meantime, positive 

revaluations  of liability-side positions in trading 

business had a calming effect.

Owing to persistently low short-term interest 

rates and the favourable trend in the volume 

of customer deposits, interest rate business 

continued to be a major source of income. At 

the current end, sustained margin pressure 

caused by increasing competition for custom-

ers has begun to put a strain on the net interest 

income of some German banks under review. 
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Chart 5.5

COMPONENTS OF OPERATING 

INCOME

1 Sum of  net  interest  income,  commission and fee  in-
come,  and trading income. — 2 Covers  13 major  Ger-
man banks with an international  focus. — 3 Covers  20 
major international banks.
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Nevertheless, the interest margin, on aggre-

gate, has risen by nearly one-half since early 

2008 (see Chart 5.7). At a current average 

value of 0.8%, it is closing the gap to the inter-

national average of 1.4%.

Demand for bank services recovered due to the 

favourable economic trend in Germany, en-

abling commission and fee income to rebound 

from its decline in 2009. Generally higher re-

turns from customer credit and securities 

transactions were contributing factors. The 

large German banks – especially those active in 

investment banking – generated high commis-

sion and fee revenues from underwriting 

activities  in the fi rst half of 2010. The global 

volumes of issues and transactions have 

remained  well below their pre-crisis levels. 

Nevertheless, with the gradual recovery in 

global  capital markets the outlook for commis-

sion and fee income appears to be stable (see 

Chart 5.8). The overall positive picture, how-

ever, is dampened by developments at some 

banks, which experienced somewhat lower 

commission and fee business. This is particu-

larly true for banks currently under restructur-

ing. In some of those cases, expenses for 

guarantees granted during the fi nancial crisis 

meant an additional strain on income.

After high loan losses in 2009, a decline in risk 

provisioning led to a favourable trend in write-

downs in the fi rst half of 2010. The major 

banks thus seem to have passed the bottom of 

the credit cycle.10 However, this statement is 

not unconditionally true. Whereas some of the 
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institutions  have benefi ted greatly from the 

cyclical recovery, others have continued to 

suffer  under the strains gripping the interna-

tional real estate markets. Individual institutions 

have even had to expand their risk provisioning 

in this area.

In the case of credit cooperatives and savings 

banks, for which there are no intra-year earn-

ings’ data, net interest income, which already 

rose by around 9% a year earlier, is likely to 

Credit coopera-
tives and savings 

banks report
stable earnings

Credit coopera-
tives and savings 

banks report
stable earnings

have contributed to solid income revenues (see 

Chart 5.9). Unlike in the case of the major insti-

tutions, the savings banks and credit coopera-

tives sector was less affected by loan losses in 

2009. However, as loan losses typically lag the 

cycle, it remains to be seen whether sizeable 

corrections may be necessary for 2010.

In summary, the earnings situation in the 

German  banking sector continued its stable 

development compared to 2008. The trends at 

the level of individual institutions, however, 

were very heterogeneous. Especially the earn-

ings of those banks currently under restructur-

ing seem to have underperformed lately. The 

decline in operating income seen in the second 

quarter of 2010 is a sign of an increasingly 

uncertain profi tability environment. Trading 

business is likely to be particularly affected by 

this development in future. Lending business, 

by contrast, is likely to generate positive stimuli, 

provided that the favourable economic trend 

in Germany continues. This is indicated at least 

by the slight increase in the lending volume in 

connection with diminishing domestic credit 

risk. Commission and fee income, too, is likely 

to continue to grow in parallel with the overall 

economic recovery. Given a potential fl attening 

of the yield curve and associated rising refi -

nancing costs, interest margins will probably 

tend to narrow in future. In order to better 

gauge the future development of the different 

income components of German banks relative 

to the macroeconomic environment, the next 

section sketches the potential effects on profi t-

ability of various risk scenarios.
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Sources:  Bloomberg,  Dealogic  and Bundesbank calcula-
tions. — * Covers 13 major German banks with an inter-
national focus.
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Macro stress tests show downside risks 

are manageable

The steep yield curve, in combination with the 

currently positive cyclical trend, is having a fa-

vourable impact on banks’ earnings at present. 

For one thing, maturity transformation is a lu-

crative source of income in banks’ interest rate 

business. For another, the cyclical recovery is 

causing credit risk to diminish, which is making 

itself felt in smaller loan losses. Moreover, 

banks’ commission and fee business is also 

benefi ting from the favourable economic situ-

ation.

The current interest rate constellation, how-

ever, also harbours risks. Institutions have an 

incentive to strongly expand their maturity 

transformation activities. This raises the threat 

of considerable reductions in earnings if the 

yield curve should fl atten again. In conjunction 

with a (not very likely) economic downturn, 

such a risk scenario would put the German 

banking system to a stiff test. The potential 

impact of a macroeconomic crisis is studied 

below with the aid of empirically-based sce-

nario analyses.

Rising earnings risks in interest rate

business

Since the second quarter of 2009, banks have 

been distinctly expanding their net interest 

income  owing to the steep yield curve. At the 

same time, however, institutions are facing an 

increased interest rate risk. This applies particu-

larly to smaller and medium-sized institutions. 

Larger banks, by contrast, have for several 

years now hardly encountered any interest rate 
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risk from maturity transformation.11 Banks that 

are less active in conventional interest rate 

business are, however, also seeing the effects 

of higher interest rates at the short end of the 

yield curve on the expenditure side. For weaker 

institutions, in particular, this could make it 

more diffi cult to build up the necessary capital 

buffers.

This section uses a scenario analysis to show 

how changes in the interest rate confi guration 

impact German banks’ interest income and 

expenditure. Two scenarios for 2011 are 

studied . In the baseline scenario, consensus 

forecasts are used to model interest rate move-
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Two yield curve 
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Chart 5.9
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1 Sum of  net  interest  income,  commission and fee  in-
come, and trading income.
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tions of assets and liabilities as part of risk management 
(asset-liability management).
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ments. The risk scenario assumes a fl attening 

of the yield curve. It is assumed here that, 

owing  to the rising demand for secure forms 

of investment and to low infl ation expecta-

tions, long-run interest rates fall.12 At the same 

time, short-run interest rates rise owing to an 

increase in risk premiums on the money mar-

ket. For 2010, for which income fi gures were 

not yet available at the time of calculation, the 

currently unknown values of the yield curve are 

replaced by consensus forecasts (see Table 

5.1).13 The bank-specifi c variables are assumed 

to remain constant vis-à-vis 2009 across the 

forecast horizon (2010 and 2011).14 The results 

of the scenario analysis, which are derived from 

the averages weighted by total assets, are 

summarised in Table 5.2.

The good net interest income forecast in this 

analysis for 2010 is attributable to the persist-

ently steep yield curve. Smaller and medium-

sized banks are the prime benefi ciaries of this 

development. Another key factor is the persist-

ence of income from existing business. Based 

on the consensus forecasts of market partici-

pants for 2011, therefore, the interest margin 

– calculated as the weighted average across all 

banks – will fall only slightly despite a fl atter 

yield curve. All in all, in the baseline scenario, 

the result is an estimated €1½ billion decline in 

aggregate net interest income, which corres-

ponds to a reduction of around 2%.

If the yield curve fl attens notably, as assumed 

in the risk scenario, the interest margin of the 

small and medium-sized banks falls signifi cantly 

compared with the baseline scenario. Viewed 

across the entire banking system, such a fl atten-

ing of the yield curve would cause an estimated 

decline in aggregate net interest income of 

around €7 billion or just under 8% (see Chart 

5.10).

The interest income and expenditure of large 

banks react similarly to interest rate changes at 

Stable interest 
margin in the 
baseline scenario

Stable interest 
margin in the 
baseline scenario

Decline in net
interest income 
of 8% in risk 
scenario

Decline in net
interest income 
of 8% in risk 
scenario

Large banks less 
affected by 
changes in the 
yield curve

Large banks less 
affected by 
changes in the 
yield curve

Table 5.1

SCENARIOS FOR THE YIELD CURVE 
AND GROWTH OF REAL GROSS 
 DOMESTIC PRODUCT

Table 5.2

RESULTS OF THE SCENARIOS FOR 
THE YEAR 2011

%
Year Baseline scenario Risk scenarioYear Baseline scenario Risk scenario

Three-month rate
2010 0.80 0.802010 0.80 0.80
2011 1.42 2.002011 1.42 2.00

Ten-year BundTen-year Bund
2010 2.82 2.822010 2.82 2.82
2011 3.05 2.552011 3.05 2.55

Rise in yield curveRise in yield curve
2010 2.02 2.022010 2.02 2.02
2011 1.63 0.552011 1.63 0.55

Growth of real gross domestic product Growth of real gross domestic product 
2010 3.33 3.332010 3.33 3.33
2011 2.02 – 4.002011 2.02 – 4.00

Percentage of total assets

Item
Interest 
income 

Interest 
expenditureexpenditure

Net interest 
income

Large banksLarge banks
Baseline scenario 2.27 1.60 0.67Baseline scenario 2.27 1.60 0.67
Risk scenario 2.50 1.82 0.68Risk scenario 2.50 1.82 0.68
2010 2.37 1.64 0.732010 2.37 1.64 0.73

Small and medium-sized banks 
Baseline scenario 4.02 2.37 1.65Baseline scenario 4.02 2.37 1.65
Risk scenario 3.90 2.42 1.48Risk scenario 3.90 2.42 1.48
2010 4.08 2.46 1.622010 4.08 2.46 1.62

Banking system as a whole Banking system as a whole 
Baseline scenario 3.00 1.93 1.07Baseline scenario 3.00 1.93 1.07
Risk scenario 3.09 2.08 1.01Risk scenario 3.09 2.08 1.01
2010 3.08 1.99 1.092010 3.08 1.99 1.09

DEUTSCHE BUNDESBANK

12 Long-run interest rates are modelled by the return on 
ten-year Bunds; short-run interest rates are modelled by 
the three-month Euribor.
13 The values correspond to the simple average (over 
the quarters) of the respective median quarter forecasts 
of market watchers (source: Bloomberg).
14 This assumption does not have a major impact on the 
results since most of the bank-specifi c effects are already 
explained by the dynamic model term.
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the short end of the yield curve, while develop-

ments at the long end are virtually irrelevant to 

this category of banks (see Box 5.1 on pages 90 

and 91). For this reason, changes in the yield 

curve, on balance, have only a modest impact 

on the profi tability of these institutions. This is 

mainly because the large institutions are in-

creasingly moving away from maturity trans-

formation activities.

Commission and fee business cyclically 

driven

Empirical studies show that economic develop-

ments have a signifi cant effect on banks’ com-

mission and fee income. In the scenario analy-

sis, real gross domestic product (GDP) is as-

sumed to grow by 3.3% in 2010. Two scenarios 

are defi ned for the growth of real GDP in 2011. 

The baseline scenario is based on the current 

economic forecasts of the International Mon-

etary Fund (IMF) and assumes that real GDP 

will grow by 2% next year. The risk scenario, 

by contrast, assumes a drastic slump, in which 

economic output falls by 4% (see Table 5.1).

Owing to the favourable economic situation in 

2010, it will probably be possible to improve 

commission and fee income in comparison 

with the 2009 result. At 0.37%, this year’s 

commission and fee margin is slightly higher 

than its average of the past ten years. Should 

the forecasts for German economic growth in 

2011 prove to be true, a slight increase in the 

commission and fee margin to 0.38% can be 

expected. However, if total economic output 

slumps by 4% as assumed in the risk scenario, 

aggregate commission and fee income can be 

expected to fall by just under 10% in 2011. 

Two scenarios 
for economic

developments
in 2011

Two scenarios 
for economic

developments
in 2011

Stable commis-
sion and fee in-

come in baseline 
scenario, 10% 

decline in slump

Stable commis-
sion and fee in-

come in baseline 
scenario, 10% 

decline in slump
This would put the German banking sector’s 

commission and fee margin for the coming 

year at 0.33%.

Trading income as a source of uncertainty

On the whole, net interest income and com-

mission and fee income have proved to be 

quite stable income components. If the econ-

omy were to slump and the yield curve were 

Heterogeneity 
between small 
institutions and 
large banks

Heterogeneity 
between small 
institutions and 
large banks
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Box 5.1

FORECAST MODEL FOR NET INTEREST INCOME AND COMMISSION AND 
FEE INCOME

The following models show how interest ex-

penditure, interest income and net fees and 

commissions react to changes in the macroeco-

nomic environment. The annual fi nancial state-nomic environment. The annual fi nancial state-nomic environment. The annual fi

ments of German banks for the period 1995 to 

2009 are used together with information drawn 

from the data schedule (Sonderdatenkatalog) 

pursuant to the Audit Report Regulation (Prüf-

berichtsverordnung). 

Three models are estimated. The dependant vari-

able (Y) alternatively expresses interest expendi-

ture, interest income or net fees and commis sions, 

each defi ned as a ratio of total assets. The esti-each defi ned as a ratio of total assets. The esti-each defi

mated dynamic panel models with fi xed effects mated dynamic panel models with fi xed effects mated dynamic panel models with fi

have the following structure:1

Yi,tYi,tY  = i,t = i,t  + ui + ß1Yi,t–Yi,t–Y 1 +
k
Σ
j=1 j j,t

+
l
Σ
j=1

y jx j,i,t + j,i,t + j,i,t i,t

The placeholder w stands for macroeconomic 

determinants. To analyse the impact of changes 

in the yield curve on banks’ interest expenditure 

and interest income, the three-month Euribor 

and the yield on ten-year Bunds are incorporated 

into the model.2 For the estimation of net fee and 

commission income, real GDP growth is included 

as a relevant variable since net fees and commis-

sions generally benefi t from a positive economic sions generally benefi t from a positive economic sions generally benefi

environment. The model also takes into account 

various bank-specifi c control variables (x). Unob-various bank-specifi c control variables (x). Unob-various bank-specifi

served fi xed effects are modelled by the institu-served fi xed effects are modelled by the institu-served fi

tion-specifi c constant ution-specifi c constant ution-specifi i. To take due account of 

different business models, a separate estimation 

is conducted for large banks.3

The regression results are shown in the tables 

below. As expected, net fee and commission in-

come reacts positively to stronger GDP growth. 

For smaller and medium-sized banks, it is clear 

that interest income and interest expenditure re-

1 The coeffi cient of the lagged endogenous variable tends to  The coeffi cient of the lagged endogenous variable tends to  The coeffi
be underestimated due to the correlation with the invariant 
part of the error term. To assess the robustness of the model, 
other estimates were conducted using, for example, the cor-
rected LSDV estimator of Bruno (2005), which produces quali-

tatively identical results. See G Bruno (2005), Approximating 
the bias of the LSDV estimator for dynamic unbalanced panel 
data  models, Economics Letters, Vol. 87, No. 3, pp 361–
366. — 2 The three-month FIBOR was used prior to 1999. — 
3 This is an unbalanced panel of 24 large German banks. — 

ESTIMATES OF NET COMMISSION 
AND FEE INCOME IN RELATION 
TO TOTAL ASSETS

***/**/* indicate signifi cance at the 1%, 5% or 10%  indicate signifi cance at the 1%, 5% or 10%  indicate signifi
levels respectively. Robust standard errors are given in 
parentheses.

Variable

Small
and
medium-
sized banks

Large
banks

Lagged term 0.4066Lagged term 0.4066***

(0.082)
0.6722***

(0.045)

GDP growth 0.0112GDP growth 0.0112***

(0.004)
0.0040**

(0.001)

Capital ratio 0.0544Capital ratio 0.0544***

(0.019)
0.0144**

(0.006)

Provision ratio 0.0032Provision ratio 0.0032
(0.006)

0.0013
(0.008)

Size – 0.1544Size – 0.1544
(0.124)

– 0.0372**

(0.014)

Constant 3.14Constant 3.14
(2.386)

0.9651**

(0.373)

Observations 33,018 266Observations 33,018 266

Banks 3,437 24Banks 3,437 24

Within R2 0.195 0.7300.195 0.730

ESTIMATES OF INTEREST INCOME  
AND INTEREST EXPENDITURE 
IN RELATION TO TOTAL ASSETS
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FORECAST MODEL FOR NET INTEREST INCOME AND COMMISSION AND 
FEE INCOME

act positively to interest rate hikes, although in-

terest expenditure reacts more strongly to short-

term rates and interest income is more sensitive 

to changes in the long-term rates. For large 

banks, changes at the long end of the yield curve 

affect neither their interest expenditure nor inter-

est income. This refl ects the fact that these insti-est income. This refl ects the fact that these insti-est income. This refl

tutions are tending to withdraw more and more 

from an extensive use of maturity transforma-

tion.4

A number of bank-specifi c control variables are A number of bank-specifi c control variables are A number of bank-specifi

incorporated in addition to interest rates and real 

GDP growth. The funding gap is defi ned as the GDP growth. The funding gap is defi ned as the GDP growth. The funding gap is defi

difference between customer loans and liabilities 

to customers, expressed as a percentage of total 

assets. This refl ects the part of the bank’s refiassets. This refl ects the part of the bank’s refiassets. This refl  - ects the part of the bank’s refi - ects the part of the bank’s refi

nancing requirement which is not covered by de-

posits. The size of the credit institution is meas-

ured using the natural logarithm of total assets. 

The equity ratio is incorporated to serve as a 

measure of risk aversion.5 To control for credit 

risk, the loss provision ratio is used, which is cal-

culated as the percentage of loan loss provisions 

and value adjustments for commitments in lend-

ing business to customer loans. Owing to the risk 

premium, inter est income correlates positively 

with credit risk. A positive relationship between 

net commissions and credit risk is expected in the 

theoretical literature, as it can be worthwhile for 

banks to expand their lending while accepting 

greater risk, and to generate more commission 

and fee income through the resulting customer 

loyalty (cross- selling).6 The loan ratio is a measure 

of a bank‘s business orientation, however. The 

greater the orientation to customer loan business, 

the higher is the relative income generated by 

interest business.

4 See C Memmel (2011), Banks’ Exposure to Interest Rate 
Risk, Their Earnings from Term Transformation, and the Dyna-
mics of the Term Structure, Journal of Banking and Finance (to 
be pub lished shortly). — 5 See J Maudos and J Fernández de 
Guevara (2004), Factors Explaining the Interest Margin in the 

Banking Sector of the European Union, Journal of Banking 
and Finance, Vol. 28, No. 9, pp 2259 – 2281. — 6 See S Cosci, 
V Meliciani und V Sabato (2009), Banks’ Diversifi cation, Cross-V Meliciani und V Sabato (2009), Banks’ Diversifi cation, Cross-V Meliciani und V Sabato (2009), Banks’ Diversifi
Selling and the Quality of Banks’ Loans, The Manchester 
School, Vol. 77, pp 40 – 65.

ESTIMATES OF NET COMMISSION 
AND FEE INCOME IN RELATION 
TO TOTAL ASSETS

ESTIMATES OF INTEREST INCOME  
AND INTEREST EXPENDITURE 
IN RELATION TO TOTAL ASSETS

***/**/* indicate signifi cance at the 1%, 5% and 10%  indicate signifi cance at the 1%, 5% and 10%  indicate signifi
levels respectively. Robust standard errors are shown in 
parentheses.

Small and medium-
sized banks Large bankssized banks Large bankssized banks Large bankssized banks Large bankssized banks Large banks

Variable
Interest 
income

Interest 
expend-
iture

Interest 
income

Interest 
expend-
iture

Lagged term 0.4198Lagged term 0.4198***

(0.039)
0.5174***

(0.023)
0.5363***

(0.089)
0.4737***

(0.086)

Three-month 
interest rate

0.0825***

(0.009)
0.1887***

(0.004)
0.3679***

(0.04)
0.3768***

(0.033)

Ten-year
Bund rate

0.3282***

(0.031)
0.1205***

(0.014)
0.0317
(0.085)

– 0.01182
(0.073)

Size – 0.2192Size – 0.2192***

(0.057)
– 0.1061***

(0.031)
– 0.4688**

(0.194)
– 0.4069**

(0.162)

Equity ratio 0.0137Equity ratio 0.0137
(0.011)

– 0.0167***

(0.005)
– 0.0967**

(0.042)
– 0.1649***

(0.031)

Customer 
loan ratio

0.0115***

(0.001)
.
.

– 0.0029
(0.003)

.

.

Funding gap .Funding gap .
.

0.0039***

(0.001)
.
.

– 0.0045**

(0.002)

Provision 
ratio

0.0109
(0.009)

.

.
– 0.2065

(0.134)
.
.

Constant 4.6547Constant 4.6547***

(1.206)
2.2864***

(0.637) 
13.4627**

(5.12)
11.7434**

(4.278)

Observations 33,018 33,018 266 266Observations 33,018 33,018 266 266

Banks 3,437 3,437 24 24Banks 3,437 3,437 24 24

Within R2 0.594 0.667 0.782 0.7820.594 0.667 0.782 0.782

DEUTSCHE BUNDESBANK 

 November 2010  Financial Stability Review  91



simultaneously to fl atten, aggregate earnings 

from these business areas could be expected to 

fall by around €9½ billion, which corresponds 

to a decline of just over 8% (see Chart 5.10). 

The large degree of heterogeneity in the indi-

vidual results is worth noting. Whereas a 

fl atten ing of the yield curve does not appear to 

represent a major threat to large banks, it could 

be a severe test of resilience for smaller and 

medium-sized banks, which are generating 

more and more of their income from maturity 

transformation. For large banks, income risks 

are more likely to be found in volatile trading 

business, as the signifi cant slump in earnings 

in 2008 showed. At that time, the proprietary 

trading of big banks alone sustained losses of 

over €15 billion.

Lending business not without risks

Last year’s slump in economic activity led to a 

perceptible rise in loan losses, although losses 

in 2009, at around €37 billion, were smaller 

than originally feared. For 2010, around €23 

billion worth of loans will probably have to be 

written down. The cumulative losses of the 

two years, at €60 billion, will thus be well be-

low the upper margin of the original forecast 

(€50 billion to €75 billion).15 The baseline sce-

nario projects an aggregate need for write-

downs of likewise around €23 billion for the 

year 2011 (see Chart 5.11). If, however, con-

trary to expectations, the cyclical recovery 

should not be of lasting duration, the losses 

could be much higher. In the risk scenario, ie 

assuming an economic slump of 4%, aggre-

gate write-downs are expected to total around 

€35 billion, which would be roughly €9 billion 

higher than the average of the past fi ve years.

Historically speaking, write-downs in lending 

business are much more volatile than earnings 

from interest rate business and commission 

and fee business, and thus entail greater un-

certainty. Nevertheless, the potential impact of 

a fl attening yield curve should not to be disre-

garded. Although the all-time low in the inter-

est margin from 2008 would not be undershot 

in the risk scenario, such a slump in earnings 

would still have clear ramifi cations for internal 

capital formation, which will gain in impor-

tance particularly with regard to fulfi lling the 

new Basel capital requirements. While credit 

cooperatives and savings banks traditionally 

focus on conventional interest rate business, 

Loan losses in 
2011: €23 billion 
in baseline
scenario, €35 
billion in slump

Loan losses in 
2011: €23 billion 
in baseline
scenario, €35 
billion in slump

Stable sources of 
income are key 
to resilience

Stable sources of 
income are key 
to resilience

15 See Deutsche Bundesbank, Financial Stability Review 
2009, pp 59-60.

Chart 5.11

LOAN LOSSES

Sources: IMF and Bundesbank calculations.
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large banks are much more heavily dependent 

on growth in commission and fee business and 

trading business. Especially volatile trading 

business, in which future trends are very diffi -

cult to gauge, can thus cause strains.

In summary, it may be stated that the resilience 

of German banks has signifi cantly improved in 

the last one-and-a-half years. Institutions’ bal-

ance sheets are more resilient than in 2008, 

and banks are increasingly benefi ting from the 

recovery in their operating business. Despite 

this positive news for the banking system as a 

whole, the unevenness of trends among insti-

tutions should not be overlooked. A cross-sec-

tional view reveals a split between those banks 

whose resilience has developed positively and 

those whose capital adequacy, after deducting 

capital assistance, appears to have remained 

weak. To make matters worse, the latter group 

of banks is often forced to contend with lower 

profi tability, although some of them have seen 

their profi t situation improve in the current 

year. The split between the two groups of insti-

tutions over time is shown by Chart 5.12. The 

north-east quadrant represents the group of 

well-capitalised and highly profi table institu-

tions. This contrasts with the south-west 

quadrant, which contains weakly capitalised 

institutions with low profi tability. Despite all 

the progress already achieved, the German fi -

nancial system still faces the challenge of en-

suring the long-term resilience of all institu-

tions.

Greater
resilience

Greater
resilience

Insurance companies: bridging higher 

 premiums and low interest rates

In 2009, German insurance companies were 

able to benefi t from the economic upswing 

and increased both their premium revenue and 

investment income, in some cases substantially. 

A protracted phase of low interest rates could, 

however, impair their resilience if investment 

income is no longer suffi cient to make agreed 

guaranteed payments to policyholders.

Insurers have 
benefi ted from 
economic 
 upswing

Insurers have 
benefi ted from 
economic 
 upswing

Chart 5.12

RETURN ON ASSETS AND TIER 1 

CAPITAL RATIOS
 *

* The banks represented by the red dots  received cap-
ital  assistance. — 1 After-tax income in relation to total 
assets. — 2 Excluding capital assistance.
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Improved operating performance in 2009

In 2009, German primary insurers were able to 

expand their premium income by around 4% 

year on year to just over €171 billion, compared 

with premium growth of around 1% in 2008. 

This increase in premium income was due to 

additional revenue generated in life insurance 

(around 7%) and health insurance (around 

4%). Premium income in non-life insurance 

remained virtually unchanged on the year.16

The slightly better economic outlook in the 

second half of 2009 is likely to have contrib-

uted to the boost in premium revenue. In add-

ition, the household savings ratio remained 

high, at just over 11%.

German life insurers, which occupy a key pos-

ition in the German primary insurance sector 

owing to their high premium and investment 

fi gures, generated just over €81 billion in pre-

mium income in 2009.17 The gain of approxi-

mately 7% in premiums was primarily due to 

an increase in single premiums of almost 60% 

to around €20 billion. Measured in terms of 

the total premium amount, the volume of peri-

odic premiums fell by about 16%.18 The rise in 

single premiums and the simultaneous fall in 

periodic premiums signify a continuation of 

the preceding year’s trend. Evidently, custom-

ers are still noticeably reluctant to conclude in-

surance contracts with a longer-term premium 

payment obligation. The growth in premium 

income per se points to greater resilience on 

the part of life insurers. However, in terms of 

single premiums, these companies are still op-

erating in an increasingly volatile line of busi-

ness. Minor changes – for example, in the 

 interest rate environment or profi t partici-

Higher premium 
income in 

 primary 
 insurance

Higher premium 
income in 

 primary 
 insurance

Marked increase 
in single 

 premiums

Marked increase 
in single 

 premiums

pation – can lead to strong fl uctuations in 

 single premiums.

Germany’s Federal Financial Supervisory Author-

ity (BaFin) has responded to these developments: 

in September 2010, it published a collective de-

cree (order on capital redemption operations) 19

and a circular (providing advice on single pre-

mium life insurance and capital redemption op-

erations) 20 with the aim of protecting existing 

customers and safeguarding the companies’ li-

quidity.21 In future, insurers will have to ring-

fence cover assets for capital redemption opera-

tions if this business accounts for at least 3% of 

the cover assets as a proportion of the cover 

pool. If assets need to be ring-fenced, the com-

panies will be required to maintain a special li-

quidity plan. Moreover, the term of the policies 

must be stipulated in advance.

There was a noticeable improvement in invest-

ment income in 2009. Whereas insurance 

companies achieved a net return on investment 

of 3.54% in 2008, this fi gure climbed to 

4.17% last year.22 The signifi cant increase in 

the return can be explained mainly by declining 

New provisions 
for capital 
 redemption 
 operations

New provisions 
for capital 
 redemption 
 operations

Higher net 
 return on 
 investment

Higher net 
 return on 
 investment

16 See German Insurance Association (Gesamtverband 
der Deutschen Versicherungswirtschaft e.V. or GDV), 
Statistical Yearbook of German Insurance 2010, Septem-
ber 2010.
17 Excluding Pensionskassen and pension funds. In 
2009, these German life insurers generated around 47% 
of the premium revenue of all German primary insurance 
companies. They hold about 63% of total capital invest-
ments. See BaFin, Kapitalanlagen der Erstversicherer – 
2. Quartal 2010.
18 See GDV, Statistical Yearbook of German Insurance 
2010, September 2010.
19 See BaFin, Sammelverfügung vom 07.09.2010 – An-
ordnung zu Kapitalisierungsgeschäften.
20 See BaFin, Rundschreiben 08/2010 (VA) – Hinweise 
zu Lebensversicherungen gegen Einmalbeitrag und zu 
Kapitalisierungsgeschäften.
21 Capital redemption policies are structured in the 
same way as conventional endowment life insurance 
policies but without a risk component. The calculation 
involved is based solely on the interest rate and costs; 
 biometric data are not included.
22 See GDV, Statistical Yearbook of German Insurance 
2010, September 2010.
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write-downs on investments. However, the 

sustainability of this trend remains to be seen. 

The sharp downturn in 2008, in conjunction 

with the pronounced upswing in 2009, is a re-

fl ection of heightened volatility in investment 

income.23 In view of the current low level of 

interest rates, it would seem reasonable to 

suppose that the net return is likely to fall again 

in 2010.

A higher return on investment could also be 

the result of assuming greater risks. There 

have, however, recently been only minor 

changes in the investment portfolio of German 

life insurance companies. In 2009, German life 

insurers committed around €707 billion to in-

vestments. Since 2003, the investment port-

folio has changed distinctly with regard to 

bonds and equities.24 The percentage of bonds 

has risen from around 80% (€491 billion) to 

just over 87% (€616 billion).25 Loans and 

Pfandbriefe account for the largest share of 

this fi gure, at a current level of around €363 

billion (59% of all bonds). Although German 

insurance companies also hold claims on their 

books vis-à-vis euro-area countries that have 

come under pressure in the fi nancial markets, 

the available data on German insurers’ fi nancial 

strength suggest that potential losses are man-

ageable. The volume of equities has declined 

from just over 9% (€56 billion) to approxi-

mately 3% (€23 billion).26

Developments in the risk asset ratio as well as 

in the shares of selected investment categories 

are not suggestive of increased risks. On the 

contrary: the risk asset ratio dwindled further, 

to a level of only 10.8% in 2009. Following a 

slight rise in 2008, the shares of selected in-

vestment categories in total capital investment 

Little change 
in capital 

 investments

Little change 
in capital 

 investments

Further fall in 
risk asset ratio
Further fall in 

risk asset ratio

drifted back down to their previous level of 

2½% (see Chart 5.13).

Chart 5.13

GERMAN LIFE INSURERS’ CAPITAL 
INVESTMENTS

Source: BaFin.
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23 In 2008, life insurers benefi ted from being able to 
avoid extraordinary write-downs by applying section 
341b of the German Commercial Code (Handelsgesetz-
buch) and valuing investments according to the moder-
ate – rather than the otherwise usual strict – lower of 
cost or market principle. See Deutsche Bundesbank, 
 Financial Stability Review 2009, p 65.
24 In 2003, the investment volume amounted to 
 approximately €610 billion.
25 Bonds comprise mortgages, loans, Pfandbriefe, gov-
ernment bonds, corporate bonds, bonds held in funds, 
subordinated loans and profi t participation rights, over-
night money, time deposits and fi xed-term deposits as 
well as other types of bonds.
26 Equities held directly or via funds. See GDV (www.
gdv.de).
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Box 5.2

MODEL CALCULATION OF THE IMPACT OF A PROTRACTED PHASE OF LOW INTEREST 
RATES ON THE RESILIENCE OF LIFE INSURANCE COMPANIES

1 The current maximum technical interest rate of 2.25% ap­
plies only to new contracts. Contracts with a guaranteed 
technical interest rate of 4% at present still make up almost 
30% of the industry’s portfolio. Thus, the average guaranteed 
return is falling only gradually. See Assekurata, Marktstudie 
2010: Die Überschussbeteiligung in der Lebensversicherung, 
January 2010. — 2 The model uses aggregated data. Conclu­
sions regarding specific life insurers are not possible owing to 
insufficient individual data. — 3 The risk result is the differ­

ence between calculated risk costs and actual risk expenditure. 
Other earnings consist mainly of the cost result. — 4 Sufficient 
data on the risk result and other earnings are not available. 
The direct credit amount was also disregarded as it applies 
imperatively only to contracts concluded before 1994 and is 
offered only rarely nowadays. — 5 Pursuant to section 56a (3) 
of the Insurance Supervision Act (Versicherungsaufsichtsgesetz),
insurance companies are entitled, with the supervisory 
authority’s consent, to draw on the bonus and rebate provi­

This box examines, on the basis of models, how falling in­
terest rates and a subsequent sustained low­interest rate 
environment impact on life insurers’ resilience. For this 
purpose, developments in the bonus and rebate provisions, 
which originate principally from investment income and 
serve to finance policyholders’ profit participation shares, 
are simulated. A reduction in the bonus and rebate provi­
sions as a result of an erosion of investment income would 
weaken life insurers’ capital base as parts of the provisions 
are recognised as own funds. The diminished capital base 
would reduce the companies’ resilience.

Insurance companies grant their customers a profit partici­
pation share in the form of the current return. This consists 
of the maximum technical interest rate, the direct credit 
amount and the current surplus. These components of 
profit participation are guaranteed for the future when 
laid down in a declaration. In addition, insurers may grant 
their customers maturity bonuses as well as participation 
in the valuation reserves; these arrangements are payable 
at maturity and are not guaranteed in advance.

On a market average, the current return is 4.19% (2009: 
4.25%) across all tariffs and generations at present. In 
2009, the average guaranteed return in German life in­
surers’ portfolios amounted to around 3.36% (2008: 
3.40%).1

The model used here determines the point at which the 
bonus and rebate provisions would be depleted for three 
different low­interest rate scenarios.2 The withdrawal and 
allocation amounts are calibrated in such a way that the 
trends in the bonus and rebate provisions can be approxi­
mated. The buffer for profit participation is exhausted 
when the bonus and rebate provisions are completely de­
pleted. Insurance companies would ultimately be forced to 
live from their assets and to tap into further own funds if 
investment income were to fall short of the profit partici­
pation level beyond this point in time. If the volume of 
own funds has contracted significantly owing to the de­
cline in the bonus and rebate provisions, it is possible that 
the solvency ratio may decrease perceptibly even before 
the provisions are completely depleted. 

Allocations to the bonus and rebate provisions generally 
originate from investment income (less the guaranteed re­
turn), the risk result and other earnings, less the direct 
credit amount.3 The model makes the very restrictive as­
sumption that allocations result only from the net return 

on investment.4 The hypothetical assumption that there 
are no alternative sources of income was chosen intention­
ally in order to represent an extreme risk scenario. As a re­
sult, the allocations to the bonus and rebate provisions are 
probably systematically underestimated. Pursuant to the 
Minimum Allocation Regulation (Mindestzuführungs-
verordnung), insurers must transfer at least 90% of their 
investment income (less the guaranteed return) to the 
bonus and rebate provisions.

In the model, profit participation is composed of the maxi­
mum technical interest rate and the current surplus. It is 
assumed that the companies do not distribute any add­
itional surplus funds, such as maturity bonuses or partici­
pation in the valuation reserves, as of the year 2010. As a 
result, the withdrawals from the bonus and rebate provi­
sions are probably also systematically somewhat underesti­
mated. As the policyholders’ guaranteed return is taken 
directly from investment income, only the current surplus 
is withdrawn from the bonus and rebate provisions. If, 
however, investment income is no longer sufficient to 
cover the guaranteed return in the scenarios, then the 
shortfalls are also withdrawn from the bonus and rebate 
provisions.5 Developments in the bonus and rebate provi­
sions can thus be modelled as

tttt AZRfBRfB  1 ,

where RfBt represents the bonus and rebate provisions at 
time t and, correspondingly, RfBt­1 represents the bonus 
and rebate provisions at time t­1. Allocations to the bonus 
and rebate provisions at time t are given by Zt, while with­
drawals at time t are given by At. In 2009, the aggregate 
bonus and rebate provisions of all German life insurers 
amounted to around €55 billion.

Three scenarios for developments in the net return on in­
vestment are examined. Scenario I assumes that, as of the 
year 2010, the net return follows the declining yield trend 
in Japanese ten­year government bonds from the year 
1995 onwards. A very severe scenario was chosen inten­
tionally in order to simulate a protracted phase of low inter­tionally in order to simulate a protracted phase of low inter­tionally in order to simulate a protracted phase of low inter
est rates which would be critical for insurers.6 The time series 
minimum level of 99 basis points was selected as the lower 
bound. In scenario II, the net return follows the yield trend 
in outstanding public debt securities with a residual ma­
turity of over nine years and up to and including ten years. 
This scenario makes sense as life insurers have large hold­
ings of public debt securities in their portfolios. The mini­
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MODEL CALCULATION OF THE IMPACT OF A PROTRACTED PHASE OF LOW INTEREST 
RATES ON THE RESILIENCE OF LIFE INSURANCE COMPANIES

sions in exceptional cases to avoid an imminent emergency in 
the interests of the policyholders, provided that such amounts 
have not already been earmarked for profit shares. Further­
more, they may use the provisions to offset unforeseeable 
losses under insurance contracts with profit participation 
rights if these losses are attributable to a general change in 
circumstances. They may also use the provisions to increase 
the cover pool. — 6 BaFin assumed, amongst other things, a

qualitatively similar scenario in its forecast for guaranteed in­
terest rates in life insurance produced in the autumn of 2009. 
See BaFin, Annual Report 2009, April 2010. — 7 One reason 
why the net return trend (scenario III) is depicted by a steeper 
downward curve than the yield trend in outstanding public 
debt securities (scenario II) is that the calculation for the net 
return trend was based on a shorter reference period with 
lower values.

mum level of 99 basis points chosen in scenario I was used 
as the lower bound. Scenario III assumes that the net return 
follows its own trend. Here, too, the lower bound was de­
fined as 99 basis points.

The allocations to the bonus and rebate provisions origin­
ate, as already explained, from the net return on investment 
less the guaranteed return. Whereas the net return is 
earned on the entire investment portfolio, the model calcu­
lation assumes that the guaranteed return, on average, is 
paid only on about 80% of the investment portfolio. There­
fore, a net return on investment which is lower than the 
guaranteed rate of interest can still be enough to cover the 
guaranteed return. It is assumed that the companies allo­
cate only the minimum amount of 90% of investment in­
come to the bonus and rebate provisions as of the year 
2010. If the guaranteed return should exceed the assumed 
net return on investment, then the shortfalls are withdrawn 
from the bonus and rebate provisions, and there are no 
more allocations.

That part of the current return which exceeds the guaran­
teed return – the current surplus – is withdrawn from the 
bonus and rebate provisions. In the model, insurers continu­
ously reduce the current return, as it is assumed that invest­
ment income is eroded. The lower limit is the level of the 
guaranteed return. Once this level has been reached, there 
are no more withdrawals from the bonus and rebate provi­
sions as the current surplus is zero. However, if necessary, 
shortfalls in the guaranteed return are still withdrawn from 
the provisions.

The adjacent chart shows the developments in the net re­
turn on investment and the bonus and rebate provisions in 
the different scenarios.7 It also projects the developments in 
the guaranteed return, extrapolated for the entire invest­
ment portfolio. Once the net return falls below the level of 
the guaranteed return, funds are only withdrawn from the 
bonus and rebate provisions, and the provisions gradually 
shrink. In scenarios I and III, this already occurs in the year 
2012. In scenario II, the net return does not fall below the 
level of the guaranteed return until the year 2018.

The “Japan scenario” (scenario I) and scenario III constitute 
the most severe scenarios, as the extreme assumptions ap­
plied mean that the bonus and rebate provisions are already 
totally depleted in the year 2017. The life insurers’ capital 
base would then be weakened, as the total depletion of 
the bonus and rebate provisions would diminish own funds. 

In scenario II, this point in time is not reached until the year 
2026. However, owing to the extreme assumptions, the 
real critical point may be expected to occur later than sug­
gested by the model­generated time path. Although the 
insurance companies could apparently cope with a pessi­
mistic scenario in the medium term, the result should 
nevertheless serve as a warning that the bonus and rebate 
provisions could possibly be depleted. If the net return on 
investment were to remain below the level of the guaran­
teed return beyond this point in time, life insurers would 
have to use more own funds, which would further under­
mine their resilience.

tttt AZRfBRfB  1
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The overall operating performance of the 15 

largest German life insurers presents a similar 

picture to the market as a whole, although 

there are perceptible differences between the 

individual companies.27 Most providers were 

able to raise their premiums in the past year, in 

some cases even well above the market aver-

age. The increase in premium income was pri-

marily a result of additional revenue generated 

in single premium business; it was thus possible 

to offset the decline in periodic premiums. 

Some providers also experienced a fall in pre-

miums, however. The change in premiums 

ranged from around -3% to almost +19%. 

The values achieved in terms of the net return 

on investment ranged between 3.1% and 

5.1%, with most companies generating a re-

turn above the market average.

Phase of low interest rates could

jeopardise resilience

In general, interest rate risk constitutes the 

greatest individual source of risk for life insur-

ance companies. It is the risk that, in the event 

of unfavourable market developments, income 

from investments may no longer be suffi cient 

to make agreed guaranteed payments to pol-

icy holders and to fulfi l any additional profi t 

participation commitments. This risk grows 

considerably if funds are continuously invested 

in a low-interest rate environment.

When interest rates recede and a sustained 

low-interest rate environment ensues, the 

 bonus and rebate provisions (which serve to 

fi nance policyholders’ profi t participation 

shares) shrink, as they originate principally 

from investment income. If there is a reduction 

Performance of 
the largest 

 German life 
 insurers

Performance of 
the largest 

 German life 
 insurers

Interest rate risk 
is the greatest 

risk for life 
 insurers

Interest rate risk 
is the greatest 

risk for life 
 insurers

Decline in bonus 
and rebate 
 provisions

Decline in bonus 
and rebate 
 provisions

in investment income, withdrawals from the 

bonus and rebate provisions could exceed al-

locations. If the bonus and rebate provisions 

were to shrink, this would weaken the life in-

surers’ capital base as parts of the provisions 

are recognised as own funds. Furthermore, 

policyholders’ profi t participation shares would 

be at risk. The most important adverse effect 

of the diminished capital base, however, would 

be to reduce the insurance companies’ resil-

ience.

Box 5.2 presents a model calculation in which 

the developments in the bonus and rebate 

provisions are simulated for various low-interest  

rate scenarios. In the model, the withdrawal 

and allocation amounts are calibrated in such a 

way that the trends in the bonus and rebate 

provisions can be approximated. When the 

bonus and rebate provisions are totally de-

pleted, there is no longer a buffer for profi t 

participation. If, in this situation, investment 

income were to remain lower than the profi t 

participation level, the companies would ultim-

ately be forced to plunder their assets and to 

tap into further own funds.

Three low-interest rate scenarios are analysed 

in the model calculation.28 In the two most se-

vere scenarios, the bonus and rebate provisions 

would already be exhausted in 2017; in the 

less severe scenario, in which the net return on 

investment follows the trend in long-dated 

public debt securities, the bonus and rebate 

Model 
 calculation of 
developments in 
bonus and 
 rebate provisions

Model 
 calculation of 
developments in 
bonus and 
 rebate provisions

Three low-
interest  rate 
 scenarios

Three low-
interest  rate 
 scenarios

27 The companies’ size was measured according to their 
premium revenue. As in previous years, in 2009 the 15 
largest companies generated around 65% of the total 
premium income in life insurance. They regularly account 
for almost 70% of all investments undertaken by Ger-
man life insurers.
28 For details of the scenarios analysed, see Box 5.2 on 
pp 96-97.
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provisions would not be completely depleted 

until the year 2026. Life insurers’ capital base 

would thus be undermined as the reduction in 

the bonus and rebate provisions would eat into 

own funds. The model calculation shows, 

however, that insurance companies could ap-

parently also cope with a pessimistic scenario 

in the medium term. Moreover, owing to the 

extreme assumptions made, the real critical 

point may be expected to occur later than sug-

gested by the model-generated time path. 

Nevertheless, the result should serve as a warn-

ing that the bonus and rebate provisions could 

possibly soon be depleted. The situation would 

become diffi cult if the net return on investment 

were to remain below the level of the guaran-

teed return beyond this point in time.29 In this 

case, the life insurance com panies would have 

to use more own funds, which would further 

undermine their resilience.30

Insurers can respond to this development. First, 

they could reduce profi t participation to a 

greater extent than assumed in the model. The 

Possible 
 adjustment 

measures 
by insurers

Possible 
 adjustment 

measures 
by insurers

critical point would thus be pushed back. Some 

life insurers may, however, also be tempted, for 

competitive reasons, to maintain the current 

return at a higher level for longer. Second, they 

could increase the net return by switching to 

higher-yielding investments. Another potential 

strategy would be duration extensions on the 

assets side. The risk with this is that, if interest 

rates were to rise, the insurers could dispose of 

this paper only at a loss or would have to ac-

cept lower interest income over an extended 

period of time. Another conceivable approach 

would be a maturity-matched hedge for long-

term obligations insofar as appropriate hedg-

ing instruments are available.

29 Whereas the net return on investment is earned on 
the entire investment portfolio, the guaranteed return is 
paid on a smaller scale. Therefore, a net return on invest-
ment which is lower than the guaranteed rate of interest 
can still be enough to cover the guaranteed return. For 
more details, see Box 5.2 on pp 96-97.
30 A planned legislative amendment ought to alleviate 
the situation. It will stipulate that, in future, funds can 
be held temporarily in the bonus and rebate provisions 
for fi ve years rather than three years without tax draw-
backs. As the funds will thus be credited to policyholders 
at a later time, the companies will be able to use them 
as own funds for longer.
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Enhancement 
of the regulatory 
and institutional 
framework

| The international regulatory response to 

the current crisis is broad-based. In this 

 section three areas will be described and 

assessed in more detail. The fi rst is the 

strengthening of the individual banks and 

includes the treatment of systemically 

 important fi nancial institutions (SIFIs). The 

most important component in this respect 

is international agreement on the main el-

ements of future capital and liquidity stan-

dards (Basel III). SIFIs will in future be subject 

to stricter regulation and super vision, 

which includes greater loss absorbency. The 

second area, developing a macroprudential 

approach to analysis, regulation and over-

sight, is intended to support the early 

identifi cation of systemic risks, also in hith-

erto opaque segments of the fi nancial sec-

tor, including the OTC derivatives markets. 

The EU has set up its own institution with 

responsi bility for macroprudential over-

sight, the European Systemic Risk Board 

(ESRB), which will take up its duties in Janu-

ary 2011. Potential instruments  for macro-

prudential steering comprise, for instance, 

time-varying capital buffers for banks. In 

the third area, improving the rules for 

managing distressed banks, dedicated in-

solvency legislation that is internationally 

compatible and grants supervisors  powers 

to intervene early is intended to allow a 

credit insti tution to exit the market in an 

orderly manner. |

Financial sector reforms broad-based

Since the crisis began, the serious disruptions 

in the functioning of the fi nancial system have 

repeatedly necessitated government interven-

tion in the fi nancial sector. The resulting vast 

transfer of risk from the private to the public 

sector confi rmed or even exceeded latent  ex-

pectations that the state would support the 

 fi nancial sector in the event of a crisis.

The asymmetric distribution of opportunities 

and risks at the expense of society at large 

provides an incentive to take excessive risks 

(moral hazard) and undermines market dis-

cipline. This underlying pattern of misguided 

incentives was characteristic of the run-up to 

the crisis, and was further encouraged by a 

lack of transparency and by inadequate risk 

premiums in a favourable macroeconomic 

 setting. In the further development of the rules 

for the fi nancial system, efforts must be made, 

not least, to break this pattern and reduce the 

lack of transparency.

The objective of the broad-based fi nancial sec-

tor reforms is therefore to correct misguided 

incentives in order to reduce the fi nancial 

 sector’s susceptibility to systemic crises and 

limit the costs of potential crises.1 To this end, 

Vast transfer of 
risk triggered by 
government 
interventions in 
the fi nancial 
 system ...

Vast transfer of 
risk triggered by 
government 
interventions in 
the fi nancial 
 system ...

... encourages 
moral hazard
... encourages 
moral hazard

Reform agenda 
addresses three 
different areas

Reform agenda 
addresses three 
different areas

1 See, in particular, the FSB’s progress reports on the 
reform  process at www.fi nancialstabilityboard.org.
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the international reform agenda is being insti-

tuted in three different areas: fi rst, the fi nancial 

institutions, markets and products themselves; 

second, the fi nancial system as a whole (this 

approach is new); and third, arrangements for 

managing any crises.

The microprudential component of the reforms 

is intended, in the classical tradition of banking 

supervision, to strengthen the resilience of 

 fi nancial institutions and align their incentive 

structure with the requirements of a stable 

 fi nancial system. One of the cornerstones of 

the new regulatory framework was laid in 

September 2010 when the new capital rules 

(Basel III) were adopted and international 

liquidity  standards for banks were agreed for 

the fi rst time. It is now essential to transpose 

these standards into European and national 

law and consistently apply them worldwide 

according to the agreed timetable.

Special rules for fi nancial institutions which 

enjoy an implicit government guarantee owing 

to their systemic importance are designed to 

limit the risks incurred by these banks on the 

one hand and their possible impact on the 

 fi nancial system on the other.2 This group of 

institutions will be subject to more intensive 

supervision and, in the medium term, to more 

stringent regulation, the purpose of which is, 

not least, to internalise negative externalities 

that they might generate. These include the 

advantage of lower refi nancing costs as a result 

of an assumed government guarantee. How-

ever, the new rules for SIFIs still need to be 

specifi ed.

Corporate governance shortcomings at fi nan-

cial institutions were refl ected in inadequate 

First, strengthen 
the resilience 

of fi nancial 
 institutions, …

First, strengthen 
the resilience 

of fi nancial 
 institutions, …

… introduce 
special rules for 

systemically 
 important 

 fi nancial 
 institutions …

… introduce 
special rules for 

systemically 
 important 

 fi nancial 
 institutions …

… and improve 
corporate 

 governance

… and improve 
corporate 

 governance

risk management and poorly designed com-

pensation practices, and in both cases resulted 

in misguided incentives to take excessive risk. 

Financial institutions are currently revising their 

compensation systems by applying interna-

tional remuneration standards, in particular 

with regard to methods for taking account of 

the risks incurred when determining variable 

wage components. The risk management issue 

also includes the importance that investors 

attach  to credit rating assessments. Investors 

have to make decisions on the strength of their 

own analyses; the objective therefore must be 

that ratings are used in a responsible manner.

The second – and most innovative – approach 

in further developing the framework for the 

fi nancial sector is macroprudential oversight 

and policy. The idea behind this approach is 

that the fi nancial system as a whole is more 

than the sum of its parts.3 Thus, the aim of 

macroprudential oversight is to identify reliably 

and in good time patterns and developments, 

risk concentrations and transmission channels 

which could jeopardise stability. To this end, 

relevant data have to be acquired on actors in 

the fi nancial system which up to now are not 

regulated. The key criterion for subjecting 

 institutions to reporting requirements is the 

nature of the business they conduct and their 

role within the fi nancial system. Such a data 

collection exercise requires institutions to be 

Second, monitor 
the resilience 
of the fi nancial 
 system as a 
whole, …

Second, monitor 
the resilience 
of the fi nancial 
 system as a 
whole, …

2 Systemic importance can result from the size of fi nan-
cial institutions, the degree of their interconnectedness 
with other market participants and/or the lack of substi-
tutability of these service providers and the services they 
supply. See IMF, BIS, FSB, Guidance to Assess the 
 Systemic Importance of Financial Institutions, Markets 
and Instruments: Initial Considerations. Report to the 
G20, October 2009.
3 See Deutsche Bundesbank, Financial Stability Review 
2009, pp 69-83.
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registered, notably including those in the 

shadow banking system.

Macroprudential oversight also monitors cycli-

cal  developments in the fi nancial system, which 

means that it could at the same time serve as 

the analytical basis for curbing excessive lend-

ing by way of regulatory instruments. For some 

time now, a number of emerging market 

economies have used micro prudential instru-

ments for macroprudential purposes, such as 

variable lending limits to steer the real estate 

market. The use and the possible design of 

such instruments for industrial countries are 

currently the subject of  intense debate.

Last but not least, a reliable infrastructure is 

essential to the resilience of the system as a 

whole. International efforts are currently rightly 

concentrated on derivatives trading, which 

until now has been conducted almost exclu-

sively over the counter. The standardisation of 

contracts is a prerequisite for settlement 

through central counterparties, which will, it is 

hoped, become the standard procedure, as 

well as trading on electronic trading platforms 

or exchanges.

The third area that is addressed by the interna-

tional reform agenda will come into play when 

individual institutions or the fi nancial system as 

a whole have shown themselves not to be suf-

fi ciently resilient and a crisis situation needs to 

be dealt with. Owing to the interconnected-

ness of the fi nancial sector, the insolvency of 

one fi nancial institution can cause direct losses 

at other banks and lead to serious disruptions 

to the fi nancial system and the economy as a 

whole, not least because of spillover and nega-

tive confi dence effects. Standard bankruptcy 

… curb cyclical 
developments …

… curb cyclical 
developments …

… and 
improve the 

infrastructure

… and 
improve the 

infrastructure

Third, revise 
rules for dealing 

with a crisis to 
make them 

 incentive-
 compatible

Third, revise 
rules for dealing 

with a crisis to 
make them 

 incentive-
 compatible

proceedings tend to be protracted. Thus, the 

banking industry needs its own restructuring 

and insolvency procedures which allow public 

authorities to intervene well before insolvency 

 occurs. Credible procedures of this kind also 

defuse the problem whereby support for SIFIs 

is expected if a crisis strikes.4 There is inter-

national consensus that national resolution 

procedures should, to the extent possible, be 

compatible at an international level to enable 

the orderly resolution of cross-border fi nancial 

institutions.

Besides these necessary reforms of the regula-

tory framework for the fi nancial sector, the EU 

and a number of non-EU countries have also 

rightly set institutional reforms in motion. The 

establishment of the ESRB gives macropruden-

tial supervision in Europe an institutional frame-

work. The creation of the three European 

super visory authorities represents a degree of 

enhanced fi nancial sector integration which, 

just a few years  before the crisis, probably no 

one would have anticipated.

In terms of implementing the reform agenda, 

the countries of the G20 and the EU as well as 

other countries with important fi nancial sectors 

now fi nd themselves balancing international 

agreements against the particularities of their 

national fi nancial systems and competition 

among fi nancial centres. On no account should 

such vying for position be engaged in at the 

expense of fi nancial stability, not least given 

the close interconnectedness in the interna-

tional fi nancial system. From the Bundesbank’s 

viewpoint, the aspects of particular importance 

Extension of the 
institutional 
framework

Extension of the 
institutional 
framework

International 
cooperation
important

International 
cooperation
important

4 See Deutsche Bundesbank, Financial Stability Review 
2009, pp 78-79.
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with regard to the further development of the 

fi nancial system’s regulatory framework are the 

punctual introduction, worldwide, of the new 

capital and liquidity regime, the elaboration 

and subsequent  use of the internationally 

agreed concept on dealing with SIFIs, and 

 rigorous macroprudential oversight. Further 

measures would then be a more restrained use 

of ratings, remuneration systems in the fi nan-

cial sector which are fully consistent with the 

objective of fi nancial stability, and the interna-

tional harmonisation of accounting standards. 

The further development of the regulatory 

framework must not result in  activities being 

transferred from areas of the fi nancial system 

that are to be more stringently regulated to the 

shadow banking system.

Basel III main components for more robust 

fi nancial institutions

The required strengthening of the fi nancial 

system starts with the robustness of the indi-

vidual institutions. Of central importance is the 

Basel III framework.5 Its new capital rules are 

geared explicitly to enhancing banks’ loss 

absor b ency capacity. Furthermore, the  liquidity 

rules – introduced in this form for the fi rst 

time – address a core problem of the crisis. 

Given that the fi nancial sector has not yet fully 

recovered, it appears reasonable to combine 

the undoubtedly much-needed tightening of 

rules with generous transitional periods. Sup-

plementary regulations concerning the treat-

ment of SIFIs are aimed, among other things, 

at offsetting the advantage of an implicit guar-

antee of future bail-outs and ensuring an or-

derly market exit, also in the event of insol-

vency.

Strengthen 
 stability of 
 individual 

institutions

Strengthen 
 stability of 
 individual 

institutions

Banks must meet stricter capital and 

 liquidity requirements

When agreement was reached in September 

2010 on the package of measures known as 

Basel III, a core element of the much-needed 

regulatory reform was adopted.6 To strengthen 

their resilience, credit institutions must hold 

more and better-quality capital in future. The 

new prudential regulations provide that com-

mon equity must be gradually increased to 

4½% of risk-weighted assets by end-2014. To 

this is added a capital conservation buffer of 

2½%, which will be phased in from the begin-

ning of 2016, so that the total common equity 

requirements (core tier 1 capital) will ultimately 

amount to 7%. All told, minimum tier 1 capital 

will rise from 4% to 8.5%, and minimum total 

capital from currently 8% to 10½%. The 

gradual changeover to the new requirements 

will be completed by the beginning of 2019, 

while certain exceptions will apply until the 

end of 2022. Moreover, the Basel IIl framework 

provides that, according to national circum-

stances, national super visors may add itionally 

introduce a countercyclical capital buffer,7 par-

ticularly when they identify excessive credit 

growth. The stability-promoting effect of the 

Basel III framework is based not only on higher 

minimum capital requirements but also, in 

particular, on the stricter defi nition of capital 

which focuses on loss absorbency capacity in 

times of crisis. The banking system’s need to 

adapt to the new capital requirements is to a 

large extent due to this narrower defi nition. 

New minimum 
capital ratios
New minimum 
capital ratios

5 The Heads of State or Government of the G20 
 endorsed the Basel III rules at their summit in Seoul. See 
The G20 Seoul Summit, Leaders’ Declaration, 12 Novem-
ber 2010.
6 See BIS press release of 12 September 2010
7 See also the comments on pp 118-120.
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Further regulatory adjustments apply to limits 

for mortgage servicing rights, deferred tax 

 assets and investments in fi nancial institutions. 

However, a transitional period of several years 

will apply to these deductions and prudential 

fi lters.

In parallel with the tightened capital rules de-

scribed above, higher trading book capital 

 requirements are also being introduced 8 as a 

consequence of high trading book losses in 

recent years. Thus, account is also being taken 

of the fact that, on the whole, the riskiness of 

the assets held in the trading book was not 

 adequately measured. One reason for the 

lower capital requirements for the trading book 

in relation to the banking book is a high rate of 

turnover, making the  realisation of substantial 

price losses less likely. However, the assump-

tion of permanent high market liquidity proved 

to be fl awed in the crisis.9 Even without any 

changes in the portfolio, banks are required to 

meet tighter capital requirements in future, as 

the reported values of a fi nancial institution’s 

risk-weighted assets will increase following the 

reform. Therefore, banks with extensive trad-

ing activities will be particularly affected. One 

side-effect of the higher capital backing for the 

trading book could be that banks’ investment 

divisions might generate lower earnings, lead-

ing, in turn, to lower performance-related 

pay.10

German credit institutions have already 

strengthened their core capital base in response 

to the crisis, and have thus already made some 

necessary adjustments. In this context, it should 

also be borne in mind that the market in 

general  and rating agencies in particular 

autonomously  impose – sometimes more 

Increase capital 
backing for 

 trading book

Increase capital 
backing for 

 trading book

Some 
adjustments 
have  already 
been made

Some 
adjustments 
have  already 
been made

 stringent – demands on banks which are active 

in the capital market, and that banks voluntar-

ily hold higher capital buffers in accordance 

with their business model. Moreover, part of 

the adjustment has already been made by 

 reducing assets . Nevertheless, German banks 

will need substantial amounts of additional 

capital. Given the long transitional phase, 

much of the capital is likely to be formed 

through earnings retention (see Chart 6.1). 

However, additional external funding will also 

be necessary at many institutions. The hybrid 

forms of capital used to date will lose some of 

their importance due to the focus on core tier 1 

capital. Yet new forms of hybrid capital may 

gain in importance, since they are designed to 

absorb losses in the event of a crisis.11

The regulatory capital ratios refer to risk-

weighted assets which, on the whole, are 

considerably lower than the total assets. In 

order  to limit the absolute level of le ver age, 

the Basel III capital requirements are supple-

mented by a non-risk-based leverage ratio. 

This regulatory indicator will be introduced, 

fi rst, for the purpose of observation. During 

this so-called parallel run period, a tier 1 lever-

age ratio of 3% will be tested until end-2017 

and be corrected as and when necessary. Hav-

ing an average leverage ratio of about 5%, the 

 German banking system as a whole does not 

seem to be substantially affected by the intro-

duction of a leverage ratio limit. Nevertheless, 

individual banks and groups of banks are very 

Leverage ratio 
as backstop
Leverage ratio 
as backstop

8 These were resolved in 2009.
9 The Basel Committee on Banking Supervision is cur-
rently discussing combining the trading and banking 
books.
10 In this respect, risk control measures and internal 
capital allocation by banks are crucial, as traders may 
have an incentive to keep their absolute compensation 
constant, encouraging them to take additional risks.
11 See also the comments on pp 107-110.

DEUTSCHE BUNDESBANK 

 November 2010  Financial Stability Review  105



heterogeneous. Being subject to different ac-

counting rules, banks may report signifi cant 

differences in leverage ratios despite conduct-

ing identical underlying business activities. For 

this reason, differing international accounting 

standards restrict the accurate comparison of 

leverage ratios and their suitability as super vis-

ory tools. Therefore, the international har mon-

isation of accounting standards is necessary to 

ensure that the leverage ratio really does per-

form its desired function as a backstop to pre-

vent possible regu latory arbitrage instead of 

itself becoming a  primarily binding restriction.

One important reason for the magnitude of 

the  fi nancial crisis was excessive maturity trans-

formation. Sometimes long-term claims were 

 refi nanced through very short-dated money 

market paper. The crisis then spread rapidly, 

not least, through the money market. These 

insights are refl ected in two new approaches 

to regulating liquidity within the Basel frame-

work. The fi rst approach, the liquidity coverage 

ratio (LCR), addresses the possibility of conta-

gion via the money market. Compliance with 

the LCR is intended to ensure that enough 

highly liquid assets are held to cover 30 days of 

net cash outfl ows. This will be achieved largely 

in that interbank claims are no longer eligible 

for inclusion, giving the banking industry a 

considerable need to adjust. Against this back-

drop, the LCR will initially be introduced only 

as an observation ratio in 2011; it will not be 

introduced with binding effect until 2015. This 

makes it easier to correct the rules in the event 

of undesired developments. However, the 

planned preferential treatment of government 

bonds is already raising questions. For example, 

structurally strong demand by banks for gov-

ernment bonds makes it easier to fi nance  

budget defi cits, which is worrying from a 

political  point of view. Not least for this reason, 

private sector debt securities of high quality 

and liquidity, such as Pfandbriefe and highly 

rated corporate bonds, for example, will – un-

der certain criteria and subject to appropriate 

haircuts where necessary – also be eligible for 

inclusion in the LCR.

The second ratio, the net stable funding ratio 

(NSFR), is designed to prevent excessive matu-

Liquidity stand-
ards: liquidity 
coverage ratio 
for short-term
liquidity …

Liquidity stand-
ards: liquidity 
coverage ratio 
for short-term
liquidity …

Chart 6.1

POSSIBILITY OF CAPITAL 

FORMATION THROUGH

EARNINGS RETENTION
 *

* Historical representation of hypothetically possible cap-
ital  formation  assuming  the  complete  retention  of  all 
earnings  generated  by  banks  in  Germany. — 1 Upper 
limit  for  earnings retention. — 2 Subscribed capital,  re-
serves,  less  reported  loss,  including  fund  for  general 
banking risks.
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rity transformation. Using a complex calcula-

tion procedure, the maturities of assets and 

 liabilities are compared; the assets and liabilities 

are also weighted by quality. Compliance with 

this ratio is facilitated, however, by the higher 

capitalisation of banks. Moreover, different 

strategies are open to banks in adjusting to the 

new rule. For instance, they could issue more 

debt securities with longer maturities or pro-

long the maturity of deposits received. On the 

assets side, banks could, above all, purchase 

greater volumes of higher-quality paper (in-

cluding government bonds) and increase their 

cash holdings. In focusing on maturity trans-

formation, this regulatory initiative deals with a 

key economic function of the banking system. 

The planned longer transitional period until the 

NSFR becomes binding at the beginning of 

2018 is therefore appropriate. During the ob-

servation phase beginning in 2012, experience 

can be gathered on the basis of which correc-

tions can be made, if necessary.

The planned transitional periods for the capital 

and liquidity regulations correspond roughly 

with the length of an economic cycle. It is to 

be assumed that particularly banks active in 

the capital markets will make their adjustments 

much more quickly with a view to counterpar-

ties, rating agencies and other market partici-

pants. On the whole, the amount of adjust-

ment needed varies within the banking sector. 

Banks with a sustainable business model will 

be able to comply with the new rules without 

any great diffi culty.12 In other cases, new sus-

tainable structures will have to be found. In 

this connection , Basel III may help accelerate 

this process. Not least, much-needed consoli-

dation within the banking sector could also 

play a part in strengthening fi nancial stability.

… and net 
 stable funding 
ratio for struc-
tural  liquidity

… and net 
 stable funding 
ratio for struc-
tural  liquidity

Consolidation in 
banking sector

Consolidation in 
banking sector

Special rules to apply to SIFIs in future

It must become possible for insolvent banks to 

exit the market without putting the function-

ing of the fi nancial system at risk. In exiting the 

market, however, banks that are systemically 

relevant and therefore essential to the smooth 

functioning of the fi nancial system would 

cause high costs – for other market participants 

as well as for society at large; this justifi es their 

being given special treatment.13 This is where, 

in a fi rst step, microprudential oversight is 

called upon to ensure through closer super-

vision that the regulatory requirements are ob-

served, and that defi cits are identifi ed and 

remedied as early as possible. Moreover, it 

seems appro priate that this group of banks 

should be subjected to more rigorous reporting 

requirements in order to improve transparency 

for business partners and to obtain data for 

macroprudential oversight purposes. Among 

other things, information on interconnected-

ness with other market participants might also 

be useful.14

If a bank’s systemic importance makes its mar-

ket exit appear unlikely, at least from its coun-

terparties’ perspective, the motivation to 

achieve this status is considerable. In principle, 

such an actor enjoys implicit, premium-free in-

surance protection, which often leads, among 

other things, to more favourable refi nancing 

conditions. This, in turn, constitutes a compe-

titive advantage and is conducive to further 

growth. This misguided incentive has to be 

More intensive 
monitoring 
of SIFIs

More intensive 
monitoring 
of SIFIs

Capital 
 surcharge to 
 correct 
misguided 
incentves

Capital 
 surcharge to 
 correct 
misguided 
incentves

12 For a simulation of the macroeconomic effects of the 
Basel III capital requirements, see Box 6.1 on pp 108-109.
13 See FSB, Reducing the moral hazard posed by sys-
temically important fi nancial institutions, FSB Recom-
mendations and Time Lines, 20 October 2010.
14 See also the comments on pp 120-122.
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Box 6.1

Simulation of the impact of the BaSel iii capital requirementS on Germany

1 The assessments are based methodologically on the interim 
report of the Macroeconomic Assessment Group (MAG), a 
joint working group of the Basel Committee on Banking Super­
vision (BCBS) and the Financial Stability Board (FSB), published 
in August 2010. — 2 The interest margin is defined here as 
the difference between the average deposit rate and the aver­
age lending rate. The extent to which the interest margin is 

widened will actually be strongly influenced by the degree of 
competition. — 3 All variables are used in the first difference. — 
4 See the report of the Long­Term Economic Impact Group, a 
working group of the BCBS, published in August 2010. — 5 This 
does not yet take into account the fact that the relative cost of 
capital for securities and loans has tended to shift in favour of 
loans owing to the greater collateralisation of the trading 

The new, more stringent capital requirements for 
banks (Basel III) will make a significant contri­
bution towards raising the resilience of individual 
credit institutions. Higher minimum capital ratios 
and the tighter definition of core tier 1 capital 
based more strictly on banks’ loss absorbency 
capacity necessitate adjustments in the banking 
industry. Banks have already strengthened their 
capital base, also in anticipation of stricter re­
quirements. In order to quantify further changes 
in the banking sector and to approximate the 
possible impact on the real economy, the Deut­
sche Bundesbank has simulated the development 
of key variables.1 In the benchmark scenario, all 
banks have core tier 1 capital ratios of 7% and 
total capital ratios of 10.5%; they thus comply 
exactly with the new requirements.

First of all, the adjustment of assets (total assets, 
total loans and risk­weighted assets) and capital 
(tier 1 capital and total capital) is estimated on 
the basis of a change in the regulatory capital 
ratio. This is done with the aid of a panel regres­
sion, in which the main target variable is the 
deviation from the target capital ratio and the 
dependent variable is one of the capital or asset 
variables. In addition to adjusting their balance 
sheet variables, banks may also respond to more 
stringent rules by widening their interest margin.2

This would enable them to accumulate additional 
capital from retained earnings. The effect on the 
interest margin is modelled using a time series 
regression in which the average interest margin is 
regressed on the capital ratio as well as on other 
variables.3 The estimated coefficients are used to 
determine the adjustments in the banking sector. 
The adjustment path for the interest margin is 
then fed into the Bundesbank’s macroeconomic 

forecast model in order to simulate the impact on 
gross domestic product (GDP).

The simulated results are to be interpreted as de­
viations from a status quo prior to amendments 
to banking regulation (baseline scenario). The 
baseline scenario represents economic develop­
ments in the absence of further crises, where 
stricter capital rules would be of no benefit. The 
values shown here are, therefore, purely a result 
of the regulatory framework. The benefits of a 
better capitalised banking system would have to 
be considered in an overall assessment.4

The simulation study shows that German banks 
have a considerable need for core tier 1 capital. 
All in all, based on the assumptions made, the 
German banking sector would have to increase 
its core tier 1 capital by around €50 billion on the 
end­2009 level by the year 2018 in order to 
comply with the required minimum capital ratios. 
The individual banks’ expected need for capital 
varies significantly and, on aggregate, appears to 
be rather low in the case of savings banks and 
credit cooperatives, for example. Moreover, this 
need can largely be met by retaining earnings.
The adjustments in line with the new ratios, 
however, are not likely to occur solely with regard 
to capital. The simulations show a simultaneous 
decline in the credit volume by 3% over the 
response period up to the year 2018, as well as a 
sharper decrease in risk­weighted assets. This is a 
reflection of the fact that adjustments typically 
occur more via securities holdings and external 
assets than via the loan portfolio.5 The interest 
margin goes up by around 50 basis points, which 
signifies only a relatively small rise in financing 
costs for enterprises and households. The simula­
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Simulation of the impact of the BaSel iii capital requirementS on Germany

book. — 6 In addition to factors that are not considered, econo­
metric estimations are also subject to model and statistical 
uncertainty, which must be taken into account when interpret­
ing the results. — 7 Particularly banks which are active in the 
capital market are likely to rapidly implement the new regula­
tions, while others will make use of the envisaged transitional

periods and will accumulate capital primarily from retained 
earnings. — 8 The capital relief afforded by portfolio adjust­
ments was also observed during the transition from the Basel I
to the Basel II regulatory regime. — 9 See the Bundesbank’s 
financial accounts, average for the years 2000­07, and Deut­
sche Bundesbank, Monthly Report, October 2010.

tion study reveals a maximum negative deviation 
of GDP from the baseline of 0.1% for the 
2011­16 period; the cumulative deviations 
amount to around 0.4%. When interpreting the 
results, it should be borne in mind that, in the 
past, banks have additionally maintained a safety 
margin which, in terms of size, was geared 
towards their business model. Given the higher 
regulatory capital ratios that will apply in future, 
the size and form of capital that the markets will 
demand for such a safety margin remains to be 
seen.

Models must always make simplifying assump­
tions. Owing to non­modelled factors and struc­
tures, the study may overestimate or under­
estimate actual costs.6 Given the entire banking 
sector’s simultaneous need for capital, weakly 
capitalised banks, in particular, may find it more 
expensive to raise additional capital.7 This could 
lead to larger interest margins and could, ultima­
tely, have an adverse effect on the real economy. 
At the same time, the risk premiums on banks’ 
shares and bonds are likely to decline in future as 
a result of greater capitalisation. Furthermore, 
banks will re­optimise their portfolios in response 
to the new regulatory requirements: for example, 
there has been a shift in the relative cost of capital 
for assets in the trading book and assets in the 
banking book in favour of the latter.8 In addition, 
banks’ portfolios currently contain securitisations 
with extremely high risk weights; a reduction in 
these assets could ease the pressure on tier 1 cap­
ital. A further positive aspect is the availability of 
alternative sources of funding. German enter­
prises are predominantly financed through inter­
nal funding (around 70%); the remaining 30% is 
external funding and includes bank loans.9 An 

expansion of internal funding could also be a 
relevant alternative for small and medium­sized
enterprises (SMEs). Moreover, SMEs are often 
customers of savings banks and credit coopera­
tives, which have a fairly small need for adjust­
ment to meet the new requirements. Large enter­
prises, by contrast, generally also have direct 
access to the capital market. They may also bene­
fit if the syndicated loan market recovers in a 
more stable financial environment. 

Based on the results of the simulation and taking 
additional factors into account, the measures 
taken to ensure greater stability in banking and in 
the financial system as a whole are not likely to 
place a lasting strain on the real economy.
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counteracted. The G20 summit in Seoul in 

November  2010 concurred with the view taken 

by the Financial Stability Board (FSB) and the 

Basel Committee on Banking Supervision that, 

over and above the Basel III requirements, glo-

bal SIFIs must have greater loss absorbency.15

This additional loss absorbency capacity can be 

achieved in various ways, taking internationally 

harmonised guidelines into account. One 

conceivable  option are capital surcharges, 

which can take the form not only of tier 1 cap-

ital but also hybrid capital forms (see Box 6.2 

on pages 112 and 113). The amount of the 

additional required loss absorbency of a SIFI 

should be based on its contribution to the risk 

of the fi nancial  system as a whole. Considera-

tion should also be given to an additional bur-

den from bank levies, which could also be en-

dowed with a similar steering effect. Compared 

with such a bank levy, however, additional 

capital requirements would have the advantage 

that they do not withdraw funds from the 

banking sector. The costs arising from both 

measures counteract the refi nancing advan-

tage described above. Important details of the 

concept for handling SIFIs are to be specifi ed 

next year.

In addition to more intensive supervision and 

to the measures designed to increase loss 

 absorbency, effective reorganisation and reso-

lution procedures16 and a more resilient infra-

structure17 are indispensable in preparing the 

fi nancial system for any problems arising at 

 SIFIs. In the United States, the fi nancial reform 

that was passed in July of this year in response 

to the fi nancial crisis also restricts banks’ busi-

ness activities.18 Thus, in the style of the Glass-

Steagall-type banking system concept, banks 

with insured deposit business are permitted, 

Scope for 
 national 

 solutions subject 
to international 

peer review

Scope for 
 national 

 solutions subject 
to international 

peer review

after a transitional period, to conduct proprie-

tary trading in selected securities only, and 

otherwise only in connection with client busi-

ness or for hedging purposes. Investments in 

hedge funds and private equity companies are 

permissible to only a very limited extent, and 

riskier derivatives transactions are to be out-

sourced to subsidiaries. Other countries, too, 

are considering similar structural interventions 

as possible elements of a concept for dealing 

with SIFIs. Structural requirements such as 

 direct size limits for banks are not, however, 

measures that can be carefully targeted. 

Moreover, as interventions in market activity 

that are hard to justify, they are undesirable 

strategies for political reasons, too. The FSB’s 

SIFI recommendations endorsed by the G20 

countries provide that national policies towards 

global SIFIs are to be subject to an international 

peer review under the aegis of the FSB in order 

to ensure that the problem of SIFIs is effectively 

contained and that this group of banks com-

petes on a level playing fi eld.

Corporate governance shortcomings 

 necessitate correction of misguided 

 incentives

Not least of all, the crisis revealed weaknesses 

in corporate governance arrangements in the 

fi nancial sector. The failure of internal and ex-

ternal control mechanisms at SIFIs gives partic-

ular cause for concern from the point of view 

of stability. Existing corporate governance rules 

Insuffi cient 
control by super-
visory boards, 
shareholders, 
auditors and 
supervisory 
authorities

Insuffi cient 
control by super-
visory boards, 
shareholders, 
auditors and 
supervisory 
authorities

15 See The G20 Seoul Summit, Leaders’ Declaration, 
12 November 2010.
16 See also the comments on pp 126-129.
17 See also the comments on pp 131-134.
18 Dodd-Frank Wall Street Reform and Consumer 
 Protection Act.
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often did not have the intended effect. Neither 

the control by the supervisory or administrative 

bodies nor by shareholders prevented fi nancial 

institutions from taking on excessive risk. This 

may be due to the fact that some members of 

supervisory or administrative bodies were 

poorly qualifi ed,19 but also to shareholders’ 

apparently low incentives to carry out a thor-

ough risk control as well as to inadequate 

shareholder empowerment. Insuffi cient disclo-

sure practices at many banks made it diffi cult 

for shareholders and external observers alike 

to adequately assess the risk situation. In addi-

tion, auditors failed to insist on an appropriate 

representation in management reports of po-

tentially lethal liquidity risks as a result of, in 

many cases, very short-term funding models. 

Against this backdrop, it would be desirable in 

the long run if banking supervisors were less 

dependent on audit reports , although this is 

not readily possible owing to the lack of alter-

natives. Furthermore, supervisory authorities 

failed to review the suitability  of existing cor-

porate governance arrange ments in the face 

of fi nancial innovations and the rapid develop-

ments in fi nancial sector business models.

Defi ciencies became evident in banks’ internal 

risk management, too. The practice whereby 

many banks relied on credit ratings awarded 

by rating agencies – particularly for structured 

products – instead of carrying out their own 

analyses needs to be corrected (see Box 6.3 on 

page 115). In many cases, inadequate bank-

wide risk management resulted in not all the 

main risks being captured, or not always being 

adequately quantifi ed. This may also be due, in 

part at least, to insuffi cient knowledge at banks 

about their own corporate structures which, as 

a result of mergers and takeovers, can some-

Inadequate risk 
management

Inadequate risk 
management

times be extremely complex. The duty to draw 

up restructuring and resolution plans could 

counteract this problem.20 Nor were, in a 

number of cases, the existing information sys-

tems suitable as a means of identifying and 

adequately  reporting risk concentrations. It is 

worrying to note in this context the fi nding by 

the Senior Supervisors Group that hardly any 

progress had been made by the end of 2009, in 

particular in the area of fi rm-wide risk manage-

ment, which would help bolster credit institu-

tions’ resilience.21 The Minimum Requirements 

for Risk Management (Mindestanforderungen 

an das Risikomanagement or MaRisk), which an das Risikomanagement or MaRisk), which an das Risikomanagement

German banking supervisors have already re-

vised, will be developed further as the work of 

international banking supervisory bodies on the 

subject of risk management continues.22

The incentives emanating from compensation 

systems were unsuitable as a means of pre-

venting excessive risk-taking in the fi nancial 

sector. It was with a view to correcting these 

misguided incentives that the FSB developed, 

in 2009, principles for sound compensation 

practices and implementation standards,23

Remuneration 
systems and 
 reforming them

Remuneration 
systems and 
 reforming them

19 In Germany, the supervisory board’s duty to monitor 
and the requirements of its members were supple-
mented in stock corporation legislation by the Act Mod-
ernising Accounting Law (Bilanzrechtsmodernisierungs-
gesetz), which entered into effect in 2009. Moreover, 
section 36 (3) of the German Banking Act (Kreditwesen-
gesetz), which was inserted in 2009, stipulates that the 
members of an administrative or supervisory board must 
be reliable and have the expertise necessary for their ac-
tivities.
20 See also the comments on pp 126-129.
21 See Senior Supervisors Group, Risk Management Les-
sons from the Global Banking Crisis of 2008, 21 October 
2009. The Senior Supervisors Group is a body of ten su-
pervisory authorities from seven countries, including 
Germany’s BaFin.
22 For information on changes to date, see Deutsche 
Bundesbank, Amendments to the new EU Capital Re-
quirements Directive and the Minimum Requirements for 
Risk Management, Monthly Report, September 2009, 
pp 63-78.
23 See FSB, Principles for Sound Compensation Prac-
tices, 2 April 2009, and Implementation Standards, 
25 September 2009.
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Box 6.2

NEW FORMS OF CONTINGENT CAPITAL

1 See O Hart and L Zingales, (2009), A New Capital Regulation 
for Large Financial Institutions, CEPR Discussion Paper, 
No 7298. — 2 See A K Kashyap, R G Rajan and J C Stein, 
Rethinking Capital Regulation, Paper prepared for Federal 

Reserve Bank of Kansas City Symposium on Maintaining Stabil-
ity in a Changing Financial System, Jackson Hole, Wyoming, 
August 2008. — 3 See Basel Committee on Banking Super-
vision, Proposal to ensure the loss absorbency of regulatory 

If a systemically important fi nancial institution If a systemically important fi nancial institution If a systemically important fi
encounters severe problems or if there is a sys-
temic fi nancial crisis, it is usually the taxpayer temic fi nancial crisis, it is usually the taxpayer temic fi
who has to bear the losses when a recapitalisa-
tion is conducted using public funds. Mecha-
nisms that automatically raise an institution’s 
capital ratio – and thus its resilience to losses – 
when certain conditions arise, for example by 
mobilising additional capital, could increase 
the currently insuffi cient liability of the private the currently insuffi cient liability of the private the currently insuffi
sector, which receives profi ts but does not al-sector, which receives profi ts but does not al-sector, which receives profi
ways have to bear losses in full. The various 
types of such stabilisation mechanisms that are 
currently under discussion differ in terms of 
their form, the timing of the capital increase 
and their triggering mechanism. What they all 
have in common is that they effectively create 
hybrid forms of capital, featuring characteris-
tics of both equity capital and debt capital. 
These new hybrid forms of capital differ from 
traditional convertible bonds in that the con-
version does not take place as a result of an 
option being exercised, but, rather, the occur-
rence of pre-defi ned conditions makes conver-rence of pre-defi ned conditions makes conver-rence of pre-defi
sion mandatory.  

Subordinated debt forms the basis for most of 
these types of mechanisms. When the mecha-
nism is triggered, the subordinated debt is ei-
ther converted into equity or is written off at a 
certain percentage rate. Those types of mecha-
nism that are, from the outset, more oriented 
towards equity capital are both a kind of con-
tractual margin call 1 and a form of capital in-

surance.2 The pre-defi ned point of conversion  The pre-defi ned point of conversion  The pre-defi
is either when the institution concerned comes 
under stress but nevertheless has a realistic 
chance of overcoming the diffi culties (going chance of overcoming the diffi culties (going chance of overcoming the diffi
concern) or when the institution goes into li-
quid ation or avoids insolvency through an in-
jection of public funds (gone concern). Whether 
an institution is considered to be under stress 
can be determined on the basis of certain rules, 
eg according to whether a set capital ratio is 
undershot, or by the level of certain market 
prices – possibly averaged over a fi xed period prices – possibly averaged over a fi xed period prices – possibly averaged over a fi
of time – such as share prices or credit default 
swap premiums. Alternatively, this can be de-
cided on a discretionary basis by a public 
authority. 

To date, the best-known capital instruments of 
this kind are contingent convertibles, also 
known as “CoCos”, which were issued this 
year for the fi rst time (in different forms) by year for the fi rst time (in different forms) by year for the fi
both a British and a Dutch institution. In both 
cases, it was decided that the trigger would be 
the capital ratio falling below a fi xed mini-the capital ratio falling below a fi xed mini-the capital ratio falling below a fi
mum level. Furthermore, in supervisory circles, 
“bail-in” procedures are being discussed as a 
possible component of a concept for dealing 
with systemically important banks, although 
they have yet to be tested. In such a procedure, 
a conversion of debt capital into equity capital 
or a percentage cut in the claims of predeter-
mined – senior – creditor groups would be 
governed either by contractual regulations 
(“contractual bail-in”) or by a supervisory di-
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NEW FORMS OF CONTINGENT CAPITAL

capital at the point of non-viability, 19 August 2010. — 4 See 
Final report of the Commission of Experts for limiting the 
economic  risks posed by large companies, 30 September 2010. economic  risks posed by large companies, 30 September 2010. economic 
An interesting feature of the Swiss approach is that it envisages 

two different triggering thresholds for the contingent con-
vertibles. — 5 It must be ensured, however, that banks do not 
use this capital as a form of insurance and take excessive risks. 

rective (“statutory bail-in”). It should be borne 
in mind that credit institutions’ debt capital 
partly consists of customer deposits, which 
would probably have to be treated separately 
in the case of a bail-in procedure. 

Following the signifi cant tightening of the Following the signifi cant tightening of the Following the signifi
tier 1 capital requirements under the new Ba-
sel III capital rules, prudential recognition of 
contingent capital is only possible for the 
countercyclical capital buffer – and then only if 
it is shown to be able to fully absorb losses – or 
for a capital surcharge for systemically impor-
tant banks. The question of how to ensure that 
regulatory capital can absorb losses when a 
credit institution is unable to survive without 
an injection of public funds is currently being 
discussed by the Basel Committee on Banking 
Supervision.3 In Switzerland, a commission of 
experts appointed by the Federal Council has 
proposed that, in addition to 10% tier 1 capi-
tal, big Swiss banks should, in future, be 
obliged to set aside an additional capital buffer 
of 9% of their risk-weighted assets in the form 
of contingent  convertibles.4

Irrespective of the above-mentioned issues, 
there is still no market for contingent capital at 
present. However, prudential recognition or 
specifi cation of fispecifi cation of fispecifi  xed requirements for these  cation of fi xed requirements for these  cation of fi
kinds of instruments is likely to foster the de-
velopment of such a market. It is unclear 
whether there is a large enough community of 
potential investors in contingent capital. For 

bond investors, investing in contingent capital 
holds the risk of unrecoverable write-downs 
on claims in times of crisis, or having to accept 
a conversion into shares. In addition, invest-
ments in such hybrid instruments are often not 
covered by investment mandates. In economic 
terms, these instruments could forge a link 
between potential diffi culties and fibetween potential diffi culties and fibetween potential diffi  nancial  culties and fi nancial  culties and fi
booms, when risks accumulate. Risk premiums 
are typically low during boom periods, thus 
making it advantageous to issue contingent 
capital precisely at such times when risks are 
accumulating.5 Closely linked to this is the 
issue of determining an appropriate price for 
convertible capital, bearing in mind that in 
turbulent market conditions – particularly if 
market liquidity is decreasing at the same 
time – the price could be subject to extreme 
fl uctuations. In the case of market price-based fl uctuations. In the case of market price-based fl
mechanisms for triggering conversion, a certain 
potential for manipulation cannot be ruled out. 
If a conversion takes place, this is always likely 
to be interpreted by the fi nancial markets as a to be interpreted by the fi nancial markets as a to be interpreted by the fi
crisis signal and, in periods of market turbu-
lence, could therefore increase market pres-
sure, particularly on the specifi c institutions sure, particularly on the specifi c institutions sure, particularly on the specifi
concerned. The overall effect of system-stabil-
ising features on the one hand and potential 
additional risks for market dynamics in the 
event of a systemic crisis on the other cannot 
be gauged at present.
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which were adopted by the G20 leaders in 

September 2009. They are regarded as global 

standards in this area and have been incorpo-

rated into the EU Banking Directive. Germany 

has already transposed the international stand-

ards into national law.24 In a peer review report 

in March 2010, the FSB found implementation 

of its compensation standards to be still incom-

plete.25 Moreover, fi nancial institutions are 

currently revising their remuneration schemes 

and are testing in some cases very different 

approaches, in particular with regard to meth-

ods for aligning variable compensation ele-

ments with risk.26 Thus, the reform of remu-

neration systems is far from over. The FSB will 

present a follow-up report next year on the 

progress made in  implementing compensation 

standards.

Regulatory and supervisory reforms which aim 

to correct misguided incentives revealed by the 

crisis also contain elements suitable for improv-

ing corporate governance. Greater powers of 

inter vention for supervisory authorities – such 

as the power to dismiss persons considered 

not adequately qualifi ed to be a member of 

the supervisory board – can help ensure ade-

quate in-house risk control. Additionally, more 

intensive and effective supervision can also 

encourage the development of adequate risk 

management systems as a means of prevent-

ing the build-up of excessive risk positions. In 

many instances, supervisory authorities lacked 

independence or a corresponding mandate as 

well as suffi cient resources to be able to prop-

erly monitor large complex fi nancial institutions 

(LCFIs) in particular. In this context, the estab-

lishment of international supervisory colleges 

for SIFIs is every bit as welcome as plans for the 

further development of the Basel Core Princi-

Regulatory and 
supervisory 
 reforms to 

 improve corpo-
rate governance

Regulatory and 
supervisory 
 reforms to 

 improve corpo-
rate governance

ples for Effective Banking Supervision, which 

describe the minimum standards of sound 

super visory practices.27 In future, supervisory 

authorities are also to be able to exert infl u-

ence with a view to preventing the organisa-

tional structure of fi nancial institutions from 

becoming so complex that adequate monitor-

ing by the supervisory board can no longer be 

assured.

Moreover, in February of this year, the Organi-

sation for Economic Co-orporation and Devel-

opment (OECD) submitted recommendations 

aimed at improving implementation of its 

Principles of Corporate Governance.28 The 

Basel  Committee on Banking Supervision pre-

sented a revised version of its principles for 

enhancing corporate governance in October 

2010. Last but not least, in its Green Paper on 

Corporate Governance of June 2010, the Euro-

pean Commission put forward its suggestions 

for consultation.29 In this Green Paper the 

Commission announced, contrary to the previ-

ous practice of largely voluntary agreements, 

that  further-reaching suggestions for statutory 

regu lations on corporate governance would be 

presented in early 2011 as a consequence of 

the shortcomings revealed by the crisis.

Generally stricter 
corporate 
 governance rules

Generally stricter 
corporate 
 governance rules

24 See Act on the Prudential Requirements for the Re-
muneration Systems of Institutions and Insurance Com-
panies (Gesetz über die aufsichtsrechtlichen Anforderun-
gen an die Vergütungssysteme von Instituten und Ver-
sicherungsunternehmen), August 2010.
25 See FSB, Thematic Review on Compensation, 
30 March 2010.
26 See also Basel Committee on Banking Supervision, 
Range of Methodologies for Risk and Performance 
Alignment of Remuneration. Consultative Document, 
14 October 2010.
27 See also FSB, Intensity and Effectiveness of SIFI Super-
vision, Recommendations for enhanced supervision, 
2 November 2010.
28 See OECD, Corporate governance and the fi nancial 
crisis – Conclusions and emerging good practices to 
enhance  implementation of the Principles, February 
2010.
29 See European Commission, Corporate governance in 
 fi nancial institutions and remuneration policies, Green 
 Paper, 2 June 2010.
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Box 6.3

RATING AGENCIES AND THE USE OF RATINGS

1 See Report of the Financial Stability Forum on Enhancing 
Market and Institutional Resilience, 7 April 2008. — 2 Regula­
tion (EC) No 1060/2009 of the European Parliament and of 
the Council of 16 September 2009 on credit rating agencies. 
The regulation is currently undergoing revision, with a view to 
transferring the supervisory powers set out therein – which 

have hitherto been exercised at the national level – to the 
newly established European Securities and Markets Authority 
(ESMA). — 3 See A Dombret, Stärkere Regulierung der Rating­
agenturen allein reicht nicht, Handelsblatt, 8 October 2010, 
p 8. — 4 See Financial Stability Board, Principles for Reducing 
Reliance on CRA Ratings, October 2010.

At an early stage of the financial crisis, the large 
rating agencies with an international focus, in 
particular, became the object of regulators’ at­
tention.1 The failures and misjudgements of these 
agencies, especially in their assessment of struc­
tured products, were a key factor in determining 
the scale of the crisis and the rate at which it 
progressed. In the autumn of 2009, the European 
Council and the European Parliament therefore 
adopted an EU rating regulation, with the aim of 
improving rating quality, managing conflicts of 
interest, introducing a separate rating scale for 
structured products and enhancing transparency 
in the area of rating activities. Rating agencies 
operating in the EU have since been subject to 
registration requirements as well as mandatory 
supervision by the competent national authori­
ties.2

However, closer supervision is no substitute for 
market participants using the credit ratings 
awarded by rating agencies responsibly.3 Ratings 
are only intended to serve as the starting point 
for independent analyses by investors themselves 
or as a complementary measure. A mandatory 
requirement obliging institutional investors to 
disclose the extent of their reliance on ratings 
and the role played by ratings in their investment 
mandates might aid incentives aimed at encour­
aging a more critical approach towards external 
ratings.

In addition, the financial crisis has demonstrated 
that the use of ratings in investor protection 
clauses (rating triggers) and in collateral require­

ments for downgrades below a critical threshold 
may cause sudden market swings, which can 
jeopardise the stability of the financial system.

Regulatory and supervisory bodies will be able to 
deploy sounder arguments against the excessive 
reliance of market participants on ratings if they, 
too, scrutinise their own references to ratings in 
legislation and regulations and, wherever possi­
ble, reduce them. In broad terms, this also applies 
to the use of external ratings for defining capital 
requirements in banking supervision and deter­
mining requirements with regard to the collateral 
framework for monetary policy operations. Ap­
propriate national and international initiatives are 
in the pipeline. In addition, an FSB working group 
has presented a set of principles designed to re­
duce references to ratings both in the public and 
private domain.4

In many cases, fundamental changes in the use 
of ratings are viable solely as a long­term option 
because appropriate short­term alternatives are 
not available across the board. For instance, credit 
rating assessments offer much greater stability 
than market price­based indicators and are, there­
fore, less pro­cyclical in terms of their impact, 
such as when calculating prudential capital re­
quirements. Moreover, despite all the deficiencies 
that were exposed in the course of the financial 
crisis, in their valuation of securitisations the rat­
ing agencies currently still seem to be benefiting 
from their lengthier experience and better access 
to details regarding securitised exposures com­
pared with banks’ internal valuation models.
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The EU sets up three new supervisory 

 authorities

In September 2010, the European Commis-

sion, the European Parliament and the Euro-

pean Economic and Financial Affairs Council 

(Ecofi n) agreed to establish three new Euro-

pean supervisory authorities (ESAs). Thus, the 

European Banking Authority (EBA), the Euro-

pean Securities and Markets Authority (ESMA) 

and the European Insurance and the Occupa-

tional Pensions Authority (EIOPA) will be able 

to commence work on 1 January 2011. The 

three ESAs have their origins in the present 

 fi nancial supervisory committees, the Commit-

tee of European Banking Supervisors (CEBS), 

the Committee of European Insurance and 

 Occupational Pensions Supervisors (CEIOPS) 

and the Committee of European Securities 

Regulators (CESR).

The new authorities will be endowed with 

wide-ranging powers that by far exceed those 

of the present committees. The ESAs are to, 

and will, contribute to greater convergence in 

Europe by developing within areas determined 

by Ecofi n and the European Parliament legally 

binding standards which, once they have been 

adopted by the European Commission as regu-

lations or decisions, will have a direct impact in 

the EU. Moreover, if national supervisors do 

not observe or implement EU supervisory legis-

lation, the ESAs are to be empowered to inter-

vene and give binding instructions both to na-

tional supervisory authorities and, if necessary, 

to the institutions concerned. In addition, the 

ESAs are to help achieve more coordination 

and cooperation  among European supervisors, 

especially with regard to LCFIs. To this end, 

they will be given an important role in the Eu-

Three new EU 
authorities …
Three new EU 
authorities …

… endowed 
with extensive 

powers

… endowed 
with extensive 

powers

ropean supervisory colleges for individual 

banks.30 They can, moreover, act as arbitrator, 

whereby their decisions are to be binding, if 

disputes arise between two or more national 

supervisors in the areas named in sectoral law 

– for example, when joint decisions are to be 

made by the competent supervisors of a group 

of institutions  on the supervisory approval of 

internal  models pursuant to Article 129 (2) of 

the Banking  Directive. And in times of crisis, 

too, the ESAs are to adopt a strong, coordinat-

ing role in that they will be able under certain 

circumstances to issue national supervisors 

with legally  binding instructions, for example 

to temporarily restrict or forbid certain fi nancial 

activities. Additionally, the ESAs, working closely 

with the ESRB,31 will be  responsible for devel-

oping and conducting EU-wide stress tests and 

risk analyses in order to identify systemic risks 

at an early stage and take corrective measures, 

where necessary.

The three EU supervisory authorities will place 

European supervisory cooperation on a consid-

erably higher footing; however, they will have 

to prove themselves in practice before a sound 

evaluation can be made. Although the three 

European supervisory authorities have been 

assigned extensive powers in a number of 

areas , responsibility for the ongoing monitor-

ing of institutions is to remain with the national 

 supervisory bodies, and fi scal responsibility 

with the member states. In future, therefore, it 

must be ensured, given the incompleteness of 

political union in the EU and the principle of 

conferral, that an appropriate balance is main-

Balance between 
national and 
 European level

Balance between 
national and 
 European level

30 See Deutsche Bundesbank, International cooperation 
in the area of ongoing banking supervision, Monthly 
 Report, December 2009, pp 47-57.
31 See also the comments on pp 124-125.
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tained between national fi scal and supervisory 

responsibility and European-level powers of 

intervention. The Bundesbank will play its part 

in this.

Identifying and containing systemic risk

One of the central lessons to be learned from 

the crisis is that fi nancial stability can be as-

sured only if the fi nancial system is looked at 

and treated as a whole. This is the stance taken 

in macroprudential oversight. Its objective is to 

limit systemic risk. That means, fi rst, mitigating 

the risks arising from contagion effects and the 

interaction of fi nancial institutions, markets, 

market infrastructure and the macroeconomy 

(cross-sectional dimension of systemic risk). 

Second, the objective is to prevent fi nancial 

imbalances from building over time (time dimen-

sion of systemic risk).32 Macroprudential policy 

therefore complements the traditional micro-

prudential view, which measures the solvency 

and liquidity situation of individual institutions 

but frequently neglects the interplay of the in-

dividual market players and their interaction 

with the economy as a whole. Microprudential 

analysis alone is therefore not suffi cient. The 

contagion effects within the fi nancial system 

following the collapse of the investment bank 

Lehman Brothers and the impact this had on 

the economy as a whole illustrate the impor-

tance of macroprudential analysis.

Various instruments are available to conduct 

macroprudential policy. However, there are vir-

tually no systemic intervention tools originally 

designed for this purpose yet; most instru-

ments constitute microprudential approaches 

that have been adjusted to macroprudential 

Macroprudential 
policy to limit 
systemic risk 

necessary

Macroprudential 
policy to limit 
systemic risk 

necessary

Instruments 
 relate fi rst to 

 fi nancial 
 institutions, …

Instruments 
 relate fi rst to 

 fi nancial 
 institutions, …

purposes. The instruments can be categorised 

by the element of the fi nancial system to which 

they are applied. The majority of instruments 

relate to fi nancial institutions. Relevant instru-

ments include, for instance, the two types of 

capital buffer (capital conservation buffer and 

countercyclical buffer) outlined in the Basel III 

accord as well as a risk provisioning system 

that is forward-looking and smoothes losses 

over the economic cycle (dynamic provision-

ing). Both measures deal with the time dimen-

sion of systemic risk. The bank levy adopted in 

Germany also applies to fi nancial institutions 

and therefore comes into the fi rst category. 

 Finally, mention should also be made of meas-

ures to manage fi nancial crises, such as the 

deposit-guarantee scheme or dedicated insol-

vency rules for banks. Overall, macroprudential 

policy should look not only at banks, but 

should also include insurers and non-regulated 

market players.

The second set of instruments focuses on the 

risks emanating from markets. Relevant instru-

ments include, for example, the collateral to be 

submitted in return for central bank  liquidity. 

The third set of instruments is  applied to risks 

emanating from the fi nancial infrastructure. 

One possible instrument is, for  instance, the 

introduction of central clearing houses. Overall, 

the instruments in the cross-sectional and time 

dimension tend to interact positively. Equally, 

lower risk on the markets and in the fi nancial 

… second to the 
markets and 
third to the 
 fi nancial 
 infrastructure

… second to the 
markets and 
third to the 
 fi nancial 
 infrastructure

32 See C Borio, Towards a macroprudential framework 
for fi nancial supervision and regulation?, BIS Working 
Paper 128, February 2003. For an overview of macropru-
dential instruments, see ECB, Macro-prudential Policy 
Objectives and Tools, Financial Stability Report June 2010, 
and BIS, Macroprudential Instruments and Frameworks: 
a Stocktaking of Issues and Experiences, CGFS Papers, 
No 38, May 2010.
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infrastructure also tend to reduce the risks as-

sociated with fi nancial institutions.

Countercyclical capital buffers to dampen 

credit cycle

One example of a macroprudential instrument 

is a countercyclical capital buffer. Many com-

mentators demand that it should be introduced 

as a necessary regulatory change in response 

to the crisis. The Basel III accord does envisage 

the introduction of a countercyclical capital 

buffer at national level. But unlike the rules 

discussed in the preceding section (increasing 

minimum capital requirements, tightening 

 liquidity regulations and introducing a capital 

conservation buffer), there are no fi xed targets 

yet for the countercyclical buffer over the next 

few years. To date, only its outline has been 

laid down, and it is still open whether it will be 

introduced at all. This instrument will therefore 

be discussed here only in an exemplary 

 manner.

The most important reason for introducing a 

countercyclical capital buffer is to prevent phases 

of excessive lending.33 These may be caused by 

various factors, for instance fi nancial innova-

tions such as complex securitisation structures, 

which spurred lending in the subprime mort-

gage sector in the United States. Excessive 

lending will, in general, lead to the build-up of 

system-wide risk, which may destabilise the fi -

nancial sector. The objective of a countercycli-

cal capital buffer is therefore fi rst to make 

loans more expensive by stipulating higher 

capital backing when the economy is buoyant 

in order to dampen demand for credit and 

prevent overheating. Second, it should ensure 

Basel III accord 
includes 

 countercyclical 
capital buffer

Basel III accord 
includes 

 countercyclical 
capital buffer

Objective of 
countercyclical 

buffer is to 
 prevent exces-
sive lending …

Objective of 
countercyclical 

buffer is to 
 prevent exces-
sive lending …

that banks have suffi cient capital in times of 

crisis to continue to supply the economy with 

credit and thereby avert a potential credit 

crunch.

Another reason for a countercyclical capital 

buffer, which has, however, receded into the 

background somewhat at present, may be to 

dampen the potential procyclical effects of 

regulation, in particular of risk-sensitive capital 

requirements. A concern frequently voiced in 

the academic and political debate is that risk-

sensitive capital requirements could act pro-

cyclically, ie they could amplify the fi nancial 

and economic cycle. In good economic times, 

capital requirements would be relaxed as debt-

ors are less likely to default, causing banks to 

lend more, which would additionally stimulate 

economic growth. Conversely, during a reces-

sion, banks could be forced to sharply curtail 

lending in order to meet higher capital require-

ments. The quantitative signifi cance of such 

effects is not clear from a theoretical point of 

view, and, at the present juncture, it is still very 

diffi cult to assess the actual effects.34 The 

 introduction of a countercyclical capital buffer 

could, however, counteract any potential 

 procyclical effects.

There are a wide variety of options on how to 

use a capital buffer.35 First of all, the variables 

must be determined on which the level of the 

… and dampen 
procyclical 
 effects

… and dampen 
procyclical 
 effects

Choosing 
 suitable 
 indicators to 
manage 
the buffer

Choosing 
 suitable 
 indicators to 
manage 
the buffer

33 See also Basel Committee on Banking Supervision, 
consultative document, Countercyclical capital buffer 
proposal, July 2010, and Basel Committee on Banking 
Supervision, press release on higher global minimum 
capital standards, 12 September 2010.
34 The correlation described above between capital re-
quirements and the economy is, for instance, mitigated 
by the fact that Basel II recommends the use of through-
the-cycle ratings, which should not change much over 
the economic cycle, rather than point-in-time ratings.
35 See M Drehmann, C Borio, L Gambacorta, G Jiminez 
and C Trucharte, Countercyclical capital  buffers: explor-
ing options, BIS Working Paper No 317, July 2010.
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Chart 6.2 illustrates two simple examples of 

possible capital buffers for the German bank-

ing system. In version 1, the level of the buffer 

is derived from the detrended credit growth of 

the German banking system. The buffer fl uctu-

ates between 0% and 125% over time. It is 

0% when actual credit growth equates at most 

to the trend fi gure, and reaches the maximum 

of 125% as soon as credit growth exceeds the 

trend fi gure by one standard deviation. In 

 between, the buffer rises in linear fashion. 

 Version 2 of the buffer differs from version 1 in 

that the profi ts generated by the German 

banking system are taken into account and 

capital build-up is halted if profi ts (as a percent-

age of average total assets) are below the 

long-term average since 1990. Both  buffers 

should be understood as relative add-ons to 

the minimum ratio of core tier 1 capital, in 

other words for a minimum ratio of core tier 1 

capital of 2% as required under Basel II, the 

add-ons are at most 2.5 percentage points.36

In both examples, the add-ons raise the current 

minimum capital ratio on average. This follows 

from the assumed calculation rules, which only 

allow for positive add-ons. Alternatively, buff-

ers could also be constructed such that they 

are activated less frequently but then expand 

more rapidly. Overall, it is clear that a buffer 

that is based on detrended credit growth alone 

does not appear suitable for Germany, as the 

variable would have indicated a phase of capi-

tal build-up in the current crisis. This points to 

the advisability of combining various condition-

ing variables when designing the buffer.

Exemplary 
 illustration
Exemplary 
 illustration

36 The range of fl uctuation from 0 to 2.5 percentage 
points is in line with the Basel III rules for the counter-
cyclical capital buffer.

buffer is to be based. The selected variables 

should be suited, fi rst, to signal a build-up of 

systemic risks at an early stage in order to 

 initiate a capital build-up phase. Second, the 

conditioning variables should also indicate 

when to end the capital build-up phase if risks 

materialise and there are increasing signs of 

system-wide stress. Besides macroeconomic 

variables (such as growth of gross domestic 

product (GDP), credit growth), potential varia-

bles could be indicators of banking sector 

 performance (eg aggregate banking sector 

earnings, the volume of non-performing loans) 

and fi nancial market variables (such as banks’ 

credit risk premiums or interest rate spreads 

 between the unsecured and the secured money 

market).

When designing the buffer, it is also important 

to consider at what level the indicators should 

be measured – nationally and identically for all 

banks, or internationally and on a bank-specifi c 

basis. The implication of measuring indicators 

internationally and on a bank-specifi c basis 

would be that the buffer for internationally 

active banks is determined by weighting the 

various national indicator values with the 

bank’s foreign loan portfolio in the respective 

country. Given that developments on the credit 

markets diverge, in some cases considerably, 

international measurement appears sensible, 

particularly as, also in the run-up to the current 

crisis, credit markets overheated only in some 

countries, while credit growth in other coun-

tries was subject to largely normal fl uctuations. 

When introducing a countercyclical buffer, a 

general aim should be to ensure that the rules 

are harmonised internationally in order to avoid 

competitive distortions.

International 
 coordination 

necessary

International 
 coordination 

necessary
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The effect of the buffer depends on the degree 

to which banks are actually encouraged to cre-

ate additional capital. Banks generally already 

have a buffer over and above the minimum 

capital ratio to satisfy the expectations of the 

markets and rating agencies and to prevent 

capital dropping below the minimum ratio, 

thereby causing banking supervisors to step in. 

Banks can therefore be expected to aim for a 

voluntary buffer, even after an obligatory add-

on over and above minimum capital ratios is 

introduced, and therefore to raise their capital 

ratios to protect themselves against unexpected 

developments. Had a capital buffer according 

to version 2 been obligatory before the onset 

of the fi nancial crisis and had banks formed 

additional capital amounting to 75% (100%) 

of the requirements, the buffer would have 

peaked in September 2006 and banks would 

Countercyclical 
buffer could be 

quantitatively 
signifi cant 
in a crisis

Countercyclical 
buffer could be 

quantitatively 
signifi cant 
in a crisis

therefore have formed €43 billion (€57 billion) 

worth of capital.37 This would have been 

equivalent to an increase in the core tier 1 ratio 

by 1.4 (1.9) percentage points. By way of com-

parison, the public sector has injected some 

€50 billion worth of capital (excluding guaran-

tees) into the German banking system since 

the onset of the fi nancial crisis.38 All other 

things being equal, an obligatory capital buffer 

would therefore have helped banks to over-

come the crisis signifi cantly better without 

government aid.

Additional data to render risk arising 

from fi nancial interconnectedness 

 transparent

The main objective of macroprudential over-

sight is to recognise and tackle systemic risk at 

an early stage. The increasing interconnected-

ness of the global fi nancial system represents a 

major challenge, as interdependencies may 

mean that the functioning of the system as a 

whole is jeopardised when one market player 

runs into diffi culties. Systemic risk may ema-

nate from all parts of the fi nancial system. 

Moreover, there are potential contagion chan-

nels both within fi nancial sectors and across 

sectors. A comprehensive concept for safe-

guarding fi nancial stability must therefore en-

sure that the competent public authorities have 

access to all necessary information at all times. 

Interconnected-
ness and 
 systemic risk

Interconnected-
ness and 
 systemic risk

37 Banks can also establish the countercyclical buffer by 
lowering their voluntary capital buffer, ie they need not 
necessarily create new capital in the full amount.
38 All capital aid (excluding guarantees) provided by the 
Federal and state governments, municipalities, savings 
banks, the Financial Market Stabilisation Fund (SoFFin) 
and the KfW promotional bank.
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It is key that players outside the classical bank-

ing system which, however, perform similar 

functions are addressed and overseen as con-

sistently as possible. What is decisive is their 

potential systemic importance, which is ex-

pressed not only in their size or type of institu-

tion. The content and depth of regulation 

should be deter mined not by the sector which 

fi nancial intermediaries formally belong to but 

by their function within the fi nancial system. 

Otherwise risks could spread from unregulated 

to regulated areas or, conversely, migrate to 

unregulated markets.

A fi rst promising approach to closing existing 

information gaps is to improve the information 

content and potential uses of the extensive 

statistics provided by the Bank for International 

Settlements (BIS).39 Work on improving and 

 extending them has already started. For in-

stance, the geographic reach of the banking 

statistics is to be gradually extended, existing 

gaps, for instance on the banking sector’s 

 refi nancing requirements in various currencies, 

to be closed, and data to be made available 

more quickly. Qualitative improvements are 

also to be made to securities and derivatives 

statistics, for example credit risk transfer 

 statistics.40

However, the need for information and data 

for macroprudential analysis goes even further. 

To meet this need, all SIFIs, markets and instru-

ments must be subject to appropriate reporting 

requirements and, potentially, oversight, re-

gardless of their form (eg bank or fund). In this 

 respect, the crisis has revealed signifi cant gaps; 

these must be closed by subjecting all parts of 

the fi nancial system to appropriate trans-

parency requirements.

Improvements 
to BIS statistics
Improvements 
to BIS statistics

Closing 
 information gaps

Closing 
 information gaps

The increasing complexity and interconnected-

ness of the global fi nancial system and espe-

cially the strong growth of the shadow banking 

system (see Box 6.4 on page 122) entail new, 

signifi cantly higher requirements in terms of 

timely and internationally comparable statistics. 

Indispensable data for a stability analysis in-

cludes, amongst others, regular updates on 

the balance sheet structure, for instance risk 

exposure by asset class and the extent of fi nan-

cial leveraging. Market players in the shadow 

banking system should also, if necessary, be 

required to report their exposure in derivatives 

and short-selling positions.41 Since some mar-

ket players are able to restructure their portfo-

lios at short notice, reporting frequency should 

be at least quarterly to ensure that the risk 

picture is suffi ciently up to date. The introduc-

tion of new disclosure requirements should be 

internationally coordinated as much as  possible 

to prevent market players from taking circum-

ventive action.

The G20 made a political response to the in-

creased data requirements for analysing sys-

temic risk and asked the FSB and the Interna-

tional Monetary Fund (IMF) to identify the most 

signifi cant information and data gaps and to 

provide proposals on how to address them. In 

October 2009, the FSB and the IMF thereupon 

presented a report with 20 concrete recom-

High require-
ments of 
 international 
 statistics

High require-
ments of 
 international 
 statistics

FSB/IMF project 
commissioned 
by G20

FSB/IMF project 
commissioned 
by G20

39 The Bundesbank is responsible for collecting the 
German  data and sending them to the BIS. See
www.bundesbank.de/statistik/statistik.en.php.
40 See BIS, Credit risk transfer statistics, CGFS Paper, 
No 35, September 2009 and BIS, Research on global 
 fi nancial stability: the use of BIS international fi nancial 
statistics, CGFS Paper, No 40, June 2010.
41 See also IOSCO Task Force on Unregulated Entities, 
Data Template, February 2010 available at http://www.
iosco.org/news/pdf/IOSCONEWS179.pdf.
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Box 6.4

SHADOW BANKING SYSTEM WITHIN THE MACROPRUDENTIAL APPROACH

1 See, for example, P Tucker, Shadow banking, fi nancing  See, for example, P Tucker, Shadow banking, fi nancing  See, for example, P Tucker, Shadow banking, fi
markets and fi nancial stability, speech in January 2010, and markets and fi nancial stability, speech in January 2010, and markets and fi
Federal Reserve Bank of New York, Staff Report No 458, 
Shadow Banking, July 2010. — 2 Against this backdrop, the 
G20 decision to implement Basel II in all major fi nancial centres G20 decision to implement Basel II in all major fi nancial centres G20 decision to implement Basel II in all major fi
by the end of 2011 is helpful. Liquidity lines to special-purpose 
vehicles will then, as a matter of principle, have to be backed 

by capital. — 3 The AIFM covers not just hedge funds but also 
private equity funds and specialised funds. — 4 The recent 
fi nancial market reform in the United States also tightened fi nancial market reform in the United States also tightened fi
disclosure rules for hedge funds, which will moreover be sub-
ject to expanded SEC registration requirements in the future 
and will be required to regularly report data on their invest-
ment activ ities and risk exposures.

The crisis has unambiguously illustrated the dangers 
arising from the fringes of the fi nancial system, which arising from the fringes of the fi nancial system, which arising from the fringes of the fi
are signifi cant in terms of volumes. In the run-up to the are signifi cant in terms of volumes. In the run-up to the are signifi
crisis, a great many traditional bank functions had been 
shifted to the shadow banking system, where multi-
tiered intermediation processes entailing, for example, 
off-balance-sheet conduits or structured investment 
vehicles (SIVs) led to large-scale maturity transforma-
tion.1 Securitised loans were regularly issued by special-
purpose vehicles, which likewise did not appear on 
banks’ balance sheets, not least in order to circumvent 
supervisory regulations governing capital backing. The 
strong growth of the shadow banking system occurred 
largely outside the areas monitored by super visory bod-
ies; what is more, the structure of the off-balance-sheet 
activities masked the extent of the actual risks. As the 
crisis intensifi ed, banks felt obliged – not least in order crisis intensifi ed, banks felt obliged – not least in order crisis intensifi
to protect their reputation – to bring previously un-
loaded risks back onto their balance sheets, a fact that 
contributed signifi cantly to the deterioration in their contributed signifi cantly to the deterioration in their contributed signifi
capital base and liquidity situation.2

In the run-up to the fi nancial crisis, the expansion of In the run-up to the fi nancial crisis, the expansion of In the run-up to the fi
the shadow banking system was closely linked to the 
favourable conditions applying to wholesale money 
market funding. Apart from (asset-backed) commercial 
paper, this, above all, includes the secured repo market. 
The rapid withdrawal of liquidity provided by repos 
(repo run), whereby parts of the shadow banking sys-
tem also came under pressure, resulted in many inter-
mediaries encountering additional diffi culties and was mediaries encountering additional diffi culties and was mediaries encountering additional diffi
therefore a major channel of contagion in the fi nancial therefore a major channel of contagion in the fi nancial therefore a major channel of contagion in the fi
crisis. This makes it necessary to obtain a better insight 
into the scope, structure and fi nancing situation of the into the scope, structure and fi nancing situation of the into the scope, structure and fi
repo market, given its importance as a source of fund-
ing. 

The opaque part of the fi nancial system also includes The opaque part of the fi nancial system also includes The opaque part of the fi
leveraged investors such as hedge funds. Owing  to 
their links to systemically important fi nancial institu-their links to systemically important fi nancial institu-their links to systemically important fi
tions they constitute a potential risk factor for the fi -tions they constitute a potential risk factor for the fi -tions they constitute a potential risk factor for the fi
nancial system. Furthermore, in individual market seg-
ments, hedge funds may acquire systemic importance. 
Especially in tight markets, they can induce or signifi -Especially in tight markets, they can induce or signifi -Especially in tight markets, they can induce or signifi
cantly amplify market reactions if they feel forced to 
adopt herding behaviour. Moreover, hedge funds can 
act as a catalyst for a general reassessment of risks in 
the fi nancial markets. Having recently gained the ap-the fi nancial markets. Having recently gained the ap-the fi
proval of the European Parliament, the new EU  Directive 
on Alternative Investment Fund Managers (AIFM) is to 
be formally adopted in the near future.3 The directive 
stipulates that, in addition to mandatory registration 
and licensing, hedge funds will in future be subject to 
extensive disclosure requirements vis-à-vis supervisors 
and investors.4 In this regard it is crucial for reporting 
requirements to be harmonised worldwide and for 
comparable information to be provided in a timely 
fashion. 

Gaining a deeper insight into the shadow banking sys-
tem is a precondition for detecting systemic risk and 
hence for macroprudential oversight, which also com-
prises identifying any potential regulatory arbitrage 
through the shadow banking system. First and fore-
most, the new tighter regulations applying to the tradi-
tional banking sector must not be allowed to serve as 
the starting point for a renewed migration of business 
to areas of the fi nancial system that are subject to little to areas of the fi nancial system that are subject to little to areas of the fi
or no regulation. At the same time, the resilience of 
banks to risks emanating from areas outside the tradi-
tional banking system also needs to be strengthened to 
ensure that the fi nancial system will not be jeopardised ensure that the fi nancial system will not be jeopardised ensure that the fi
and impaired in a similar manner again.
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mendations.42 These aim, in particular, at ex-

tending the information base on the build-up 

of risk and on cross-border fi nancial sector 

linkages, and at improving sectoral statistics; 

the communication of offi cial statistics is also 

to be optimised. The recommendations are 

now being implemented; in many areas, for 

example in capturing counterparty risk associ-

ated with credit default swaps, gratifying 

progress has already been made.43

There is, to date, not enough information 

available specifi cally on international network 

connections.44 This is especially true of the seg-

ment for secured money market transactions, 

known as repos. Repo markets are key to li-

quidity management and represented one of 

the central channels through which shocks 

were transmitted during the crisis. More over, 

changes in behaviour on repo markets can also 

be used as a timely indicator for a loss of confi -

dence in an individual fi nancial institution or in 

the fi nancial system as a whole. Qualifi ed in-

formation on the structure of and activity on 

repo markets is therefore needed. In the sec-

ond quarter of this year, the US Fed introduced 

a new quarterly survey on changes in credit 

terms and conditions for  securities fi nancing 

and over-the-counter  derivatives transactions,45

which could serve as a model for the euro 

area.

As the banking crisis intensifi ed in September 

2008 and in connection with the escalation of 

the sovereign debt crisis in May 2010, mis-

givings were voiced, not least in political circles, 

about the potentially destabilising effects of 

short selling and credit default swaps. It is dif-

fi cult to obtain empirical evidence for this view, 

however, as very few countries had in place 

Unsatisfactory 
data on network 

connections

Unsatisfactory 
data on network 

connections

Measuring 
short selling

Measuring 
short selling

reporting and disclosure requirements for short 

selling and credit default swaps at the onset of 

the crisis. In order to identify any problems 

arising from such transactions and to react to 

them in a targeted manner, supervisory 

 authorities must receive up-to-date data on 

the scope of transactions or at least the volume 

of short selling positions. In addition, the exist-

ence of reporting requirements in itself can be 

expected to help counteract abusive behaviour 

and aggressive market practices and reduce 

the danger of resulting market distortions. In 

Germany, the Federal Financial Supervisory 

Authority (BaFin) introduced reporting and 

disclosure requirements for net short selling 

positions at the beginning of March 2010. In 

March 2012, these will be replaced and ex-

tended by a law passed in July 2010.46 In addi-

tion, the European Commission presented a 

proposal for regulating short selling and certain 

aspects of credit default swaps in September 

2010, the main objective of which is to increase 

the transparency of these transactions.

42 See FSB and IMF, The Financial Crisis and Information 
Gaps. Report to the G20 Finance Ministers and Central 
Bank Governors, October 2009. Another comprehensive 
report on various types and the scope of regulation 
including  recommendations on how to eliminate infor-
mation gaps was published by the Joint Forum. See Joint 
Forum, Review of the Differentiated Nature and Scope of 
Financial Regulation – Key Issues and Recommendations, 
January 2010.
43 See FSB and IMF, The Financial Crisis and Information 
Gaps, Progress Report, Action Plans and Timetables, May 
2010.
44 Moreover, the way in which tail risks are dealt with is 
very important. However, this problem will have to be 
studied in greater detail before concrete measures can 
be taken.
45 See Board of Governors of the Federal Reserve 
 System, Senior Credit Offi cer Opinion Survey on Dealer 
Financing Terms, June 2010.
46 See Act to prevent abusive securities and derivatives 
transactions [Gesetz zur Vorbeugung gegen missbräuch-
liche Wertpapier- und Derivategeschäfte], July 2010.
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Central banks have key role in macro-

prudential oversight

The fi nancial crisis has highlighted the weak-

nesses of fi nancial supervision based on micro-

prudential aspects alone. It is incumbent upon 

macroprudential supervision to identify system-

wide risks and help combat looming fi nancial 

crises. Only by looking at the structures of the 

fi nancial system in their entirety and the inter-

action of various players, accounting for herd-

ing behaviour and existing incentives, can risks 

to fi nancial stability be properly assessed. 

 National fi nancial authorities and international 

institutions all over the world are therefore 

 establishing additional macroprudential over-

sight or extending existing surveillance activi-

ties. This applies both to the analytical toolkit 

and to the institutional framework.

At the international level, the IMF and the FSB 

are engaged in monitoring the current risk situ-

ation as well as risk trends within the inter-

national fi nancial system. At the behest of the 

G20, they have intensifi ed their collaboration. 

The IMF is primarily responsible for macro-

fi nancial risk, ie especially the interaction 

 between the real economy and the fi nancial 

sector. The FSB, actively supported by its mem-

ber states and institutions, focuses on vulnera-

bilities within the fi nancial system. Twice a year, 

at the IMF’s spring and annual meetings, the 

two institutions merge their assessments to 

conduct a joint early warning exercise. The 

objective is to identify key risks and to provide 

policymakers and regulators with confi dential 

recommendations. The IMF and FSB present 

the results of their early warning exercise to 

the IMF’s International Monetary and Financial 

Committee (IMFC), which then has the oppor-

Macroprudential 
regulation under 

development

Macroprudential 
regulation under 

development

IMF and FSB 
early warning 

exercises

IMF and FSB 
early warning 

exercises

tunity for in-depth confi dential discussions on 

risk assessment and policy priorities. Still, 

 national policymakers will have to decide on 

how to address the risks identifi ed and how to 

respond to the recommendations, therefore 

making them responsible for the success of 

these extended analyses. Within the EU, the 

establishment of the ESRB closes an important 

gap in the European fi nancial supervision 

framework. The ESRB, together with the three 

microprudential supervisory bodies,47 repre-

sents an essential part of the European System 

of Financial Supervision (ESFS). As the European 

Parliament approved the legislative proposals 

in September 2010, the ESRB can start operat-

ing in January 2011 as planned.

The ESRB’s tasks include monitoring and as-

sessing systemic risk with the objective of in-

creasing the fi nancial system’s resilience and 

containing the impact of shocks to the fi nancial 

system. The ESRB is thereby to make an impor-

tant contribution to fi nancial stability and, 

 ideally, help prevent fi nancial crises. In the 

pursuit of these tasks, the ESRB may issue 

general or specifi c risk warnings to the Euro-

pean Union, individual member states or the 

three European supervisory bodies with a view 

to defusing any risks promptly and adequately. 

Moreover, the ESRB may, in an emergency situ-

ation, issue confi dential warnings to Ecofi n. 

The ESRB is also to help implement the IMF, BIS 

and FSB recommendations. Thus, the ESRB will 

form the core of macroprudential surveillance 

at the EU level and play a key role in coordinat-

ing macroprudential oversight and micro-

prudential supervision. Implementation of the 

recommendations and warnings may be sup-

ESRB’s tasksESRB’s tasks

47 See comments on pp 116-117.
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ported by the use of macroprudential instru-

ments at the European and national level.48 To 

ensure transparency, the use of such instru-

ments should primarily be rule-based. However, 

the discretionary use of suitable additional 

 instruments cannot be ruled out in order to 

maintain adequate scope for action.

The ESRB will be independent in its decisions 

but nevertheless cooperate closely with the 

European Central Bank (ECB) and the national 

central banks. The secretariat of the ESRB will 

be entrusted to the ECB, which will therefore 

provide analytical, statistical, administrative 

and logistical support. To the extent that the 

ECB carries out macroprudential analyses as 

part of the Eurosystem’s fi nancial stability man-

date, which will remain in place independently 

of the ESRB, and supplies these to the ESRB or 

conducts analyses at the behest of the ESRB, 

the national central banks’ competence should 

be used in the interests of the quality of the 

analyses and a decentralised performance of 

tasks. These and other national supervisory 

authorities have the largest fund of experience 

on their respective fi nancial system and make 

independent contributions to macroprudential 

oversight. The aim is that, by observing one fi -

nancial system and the feedback effects it has 

on other national fi nancial systems in greater 

detail, any risks to fi nancial stability will be 

identifi ed at an early stage and contained.

The General Board, the ESRB’s decision-making 

body, will be composed of the president and 

vice-president of the ECB, the 27 national 

central bank governors, a representative of the 

European Commission and the chairs of the 

three European supervisory authorities (voting 

members). Moreover, the national supervisory 

Involvement 
of national 

central banks

Involvement 
of national 

central banks

ESRB 
 institutional 
framework

ESRB 
 institutional 
framework

authorities especially will be represented on 

the ESRB’s General Board, albeit without voting 

rights, in order to ensure close coordination 

between the ESRB and microprudential super-

vision. The General Board will be assisted by a 

Steering Committee to support its decision-

making process as well as an Advisory Technical 

Committee (ATC) and an Advisory Scientifi c 

Committee (ASC). The chairs of these commit-

tees and the vice-chairs of the ASC will also be 

represented on the General Board, where they 

will have voting rights. Overall, as macro-

prudential oversight is expanded, the number 

of international bodies rises, as does the need 

for coordination and the incidence of compet-

ing competencies. It is therefore important that 

clear competencies and areas of responsibilities 

are defi ned in the international framework of 

bodies and institutions.

Central banks usually satisfy the necessary 

conditions for macroprudential oversight, in 

particular the combination of macroeconomic 

and fi nancial market competencies. For Ger-

many, that means that the Bundesbank will 

take on the central role in macroprudential 

analysis and oversight. At the end of 2009, the 

Risk Committee was set up as a coordination 

committee to better link micro and macro-

prudential responsibilities. It is a joint commit-

tee comprising high-ranking representatives of 

the Bundesbank and BaFin. Based on large-

scale monitoring of relevant risk areas, and 

maintaining the necessary confi dentiality, in-

formation is exchanged between BaFin and the 

Bundesbank to assess early on which situations 

could be systemically important or relevant to 

Macroprudential 
oversight in 
 Germany

Macroprudential 
oversight in 
 Germany

48 The authority of the ESRB itself will lend weight to its 
legally non-binding recommendations.
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individual banks. The committee’s toolkit 

 includes making concrete recommendations to 

the super visory areas concerned.

Enabling the restructuring and resolution 

of large fi nancial institutions

The fact that insolvent enterprises drop out of 

the market, not least to create room for new 

market players or to enable further growth for 

healthy market participants, is a basic func-

tional principle of a market economy. In the 

case of systemically important banks, in particu-

lar, this could potentially entail high macro-

economic costs, however. Mechanisms are 

therefore required which, if necessary, allow a 

compulsory restructuring or resolution of an 

institution, without jeopardising the stability of 

the fi nancial system or even harming the entire 

economy. 

Introduction of dedicated insolvency and 

restructuring procedures for banks

The existing intervention options did not suf-

fi ce in many cases to allow the competent au-

thorities to curb the crisis situation quickly and 

effectively; the overall system was affected as a 

result. It will not be possible to rule out the col-

lapse of individual fi nancial institutions in the 

future either; nor is this desirable in a market 

economy. Instead, in the interest of ensuring a 

functioning incentive structure, it must be pos-

sible for even large and systemically important 

fi nancial institutions to exit the market. Hence, 

it is important to ensure that the competent 

authorities are provided with the necessary 

ways and means in future to prevent the col-

Ensuring 
the ability to act 

and providing 
incentives

Ensuring 
the ability to act 

and providing 
incentives

Existing 
intervention 

options 
insuffi cient 

Existing 
intervention 

options 
insuffi cient 

lapse of one institution from triggering a chain 

reaction and escalating into a systemic crisis.

The introduction of appropriate restructuring 

and resolution mechanisms is of key impor-

tance in this context as existing general bank-

ruptcy legislation has proved to be inadequate 

in many countries.49 The aim must be to enable 

the competent authorities to intervene at an 

early stage so that ailing fi nancial institutions 

can, if required, quickly be restructured or 

wound up in order to effectively reduce conta-

gion effects. Dedicated insolvency legislation 

for the fi nancial sector would not just signifi -

cantly enhance public authorities’ scope for 

action in times of crisis, it would also ensure 

the proper systemic incentive function of an 

orderly market exit. This would go some way 

towards countering market expectations that 

systemically important institutions will always 

be bailed out and would reduce incentives to 

act in a way that jeopardises stability, such as 

growing to an excessive size. 

To function effi ciently and, in particular, to 

prevent the emergence of new misguided in-

centives, government restructuring and resolu-

tion mechanisms need to meet certain require-

ments. For them to have a disciplining effect 

on business behaviour, it is crucial that neither 

equity investors nor creditors are exempt from 

liability; conversely, the burden on taxpayers 

should be minimised. The mechanisms must 

concurrently ensure transaction security while 

seeking to minimise legal risks. Efforts should 

also be made to ensure the highest possible 

level of international cooperation. National 

Restructuring 
and resolution 
mechanisms for 
the fi nancial 
 sector

Restructuring 
and resolution 
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49 See Deutsche Bundesbank, Financial Stability Review 
2009, pp 78-79.
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resolution regimes must be compatible with 

those of other countries in order to enable 

smooth cross-border bank resolutions.50

Swift and effi cient restructuring or resolution is 

often impeded by the complex group structures 

of today’s cross-border fi nancial institutions. 

Although the corporate structure of fi nancial 

institutions should obviously not be geared 

primarily to a possible resolution scenario, 

some forward planning and organisational 

groundwork would be appropriate. This could 

take the form of an obligation, which was also 

approved by the G20, to draw up recovery and 

resolution plans (living wills) applicable in a 

crisis that would facilitate the separation of 

systemically important parts from the rest of 

the institution, for example. It should be borne 

in mind, however, that it will often not be pos-

sible to execute such resolution plans in a crisis, 

which is typically characterised by unpredictable 

and escalating events. This being so, living wills 

are no substitute for a strong legal foundation 

for restructuring fi nancial institutions. Living 

wills can, however, generate positive ex ante

disciplining effects, especially if they encourage 

a modular group structure which would sim-

plify the hiving-off of individual business units 

in the event of a crisis. Tax law should also be 

critically examined in terms of possible amend-

ments as, here too, there are incentives to set 

up complex and also cross-border corporate 

structures.

One issue which is closely linked with the im-

plementation of suitable resolution mecha-

nisms is whether, and to what extent, the fi -

nancial sector should contribute to the costs 

resulting from a crisis by means of a levy. Here, 

consideration must be given to the interaction 

Living wills as a 
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 instrument
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with other reform measures, especially the 

more stringent capital requirements and the 

resulting cumulative burden of the fi nancial 

sector. Furthermore, it is essential to avoid cre-

ating new misguided incentives. A restructur-

ing fund should therefore be used exclusively 

for the restructuring or the resolution of banks 

without causing market disruption. The re-

sources of such a fund must not be used as a 

general rescue fund for institutions or an in-

demnifi cation pool for former owners.

In many countries, legislative initiatives have 

already been initiated to correct the shortcom-

ings identifi ed in the legal and institutional 

framework and to enable an orderly resolution 

of banks at risk of insolvency. Corresponding 

legislation has now also been passed by the 

lower house of parliament (Bundestag); the 

deliberations in the upper house of parliament 

(Bundesrat) are due to be concluded by the 

end of the year.51 The core elements of the law 

are the introduction of a two-stage internal 

process for ailing credit institutions (fi rst stage: 

restructuring procedure initiated by the institu-

tion itself; second stage: reorganisation proce-

dure modelled on the existing insolvency plan 

procedure) and an extension of prudential 

powers, including the possibility of transferring 

the fi nancial assets of a systemically important 

distressed bank to a private bank or to a public 

bridge bank. The remaining non-systemically 

German 
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German 
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 sovereign 
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50 See, in particular: Basel Committee on Banking Super-
vision, Report and Recommendations of the Cross-bor-
der Bank Resolution Group, March 2010.
51 See Act on the restructuring and orderly resolution of 
credit institutions, on the establishment of a restructur-
ing fund for credit institutions and on the extension of 
the limitation period of management liability under the 
German Stock Corporation Act (Gesetz zur Restruktu-
ierung und geordneten Abwicklung von Kreditinstituten, 
zur Errichtung eines Restruktuierungsfonds für Kreditin-
stitute und zur Verjährungsfrist der aktienrechtlichen Or-
ganhaftung), October 2010. 
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important parts could then be wound up dur-

ing the insolvency proceedings if necessary. 

Furthermore, the German legislation provides 

for the creation of a restructuring fund to be 

fi nanced through a levy from the banking sec-

tor. This means that in the event of a crisis situ-

ation, funds would be available – although on 

a limited scale – to the supervisory authorities 

to fi nance a restructure or a resolution. Com-

pulsory contributions will have to be made by 

all German credit institutions. The contribution 

will be calculated on the basis of the respective 

institution’s degree of systemic risk, which, in 

turn, is determined on the basis of the institu-

tion’s unsecured liabilities, and so the levy 

should additionally exert a certain steering 

function.52 A target volume of between 1% 

and 2% of GDP is often quoted as an appro-

priate amount for such a fund. This appears to 

be suffi cient to fi nance a resolution or a re-

structure, but would not serve as a rescue 

shield in the event of a systemic crisis. Given 

the overall burden on banks resulting from 

various regulatory measures, the banks’ contri-

butions are to be moderate in relation to the 

overall size of the fund. Owing to the amount 

of time required to build up such a fund, how-

ever, the possible relief for the tax payer is likely 

to be only small, also in the long run. The Ger-

man law therefore by and large meets the re-

quirements of a modern restructuring and reso-

lution regime. 

In order to avoid competitive distortions, it is 

essential that bank levies are introduced and 

coordinated at the international level. An 

agreement among the G20 nations on intro-

ducing bank levies can be ruled out at present, 

however. This makes it all the more important 

… backed by a 
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to fi nd a common solution, at least at EU level. 

The European Commission has put forward 

the idea of a network of restructuring funds to 

be administered by the individual EU countries 

and which would be fi nanced ex ante by con-

tributions from the banking industry.53 It is im-

portant to ensure that the subsidiarity principle 

is upheld in the process and that the power to 

decide on the use of the fi nancial resources 

remains with the national governments. The 

basic principles of the levy, such as the assess-

ment basis and the defi ned group of contribu-

tors, should be harmonised at EU level, not 

only to ensure a level playing fi eld but also to 

avoid duplicate burdens, in particular. A certain 

degree of national leeway should be granted 

in the detailed design, however.

In the most recent episode of the fi nancial crisis 

which has been underway since spring of this 

year, it was not so much the solvency of fi nan-

cial institutions that was called into question as 

the creditworthiness of government debtors 

from euro-area member states. Against the 

backdrop of a lax application of the rules of 

the Stability and Growth Pact, the markets’ 

sudden reaction pushed a number of euro-area 

countries to the brink of insolvency. A signifi -

cant need for regulation has become apparent. 

In the meantime, the European Council has 

laid the foundations for setting up a crisis reso-

lution mechanism. The current state of discus-

sion in the EU on improving the implementa-

tion of sound budgetary policies and on the 

Crisis 
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sovereign 
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Crisis 
 management 
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52 This construct justifi es the levy’s application to all 
banks as it limits the externalities generated by system-
ically important banks and thus improves the position of 
the other market participants at the same time.
53 See the Communication from the European Commis-
sion to the European Parliament, the Council, the Euro-
pean Economic and Social Committee, the European 
Court of Justice and the European Central Bank entitled 
Bank Rescue Funds, from May 2010.
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modalities for the future management of sov-

ereign debt crises are outlined in Box 6.5 on 

page 130.

Deposit protection is being reformed

Deposit guarantee schemes serve to protect 

bank deposits in the event of insolvency. Insti-

tution protection schemes provide indirect de-

positor insurance by preventing the onset of 

insolvency. They therefore contribute towards 

fi nancial stability as they reduce the likelihood 

of a sudden, massive withdrawal of deposits 

by customers (bank runs). Nevertheless, deposit 

guarantee schemes reduce the incentive for 

investors to take a prudent approach when 

choosing a credit institution and therefore di-

minish the associated disciplinary effect on 

banks’ risk propensity. This should also be 

borne in mind when drawing up further fi nan-

cial market regulations. In Germany, a number 

of voluntary deposit guarantee schemes and 

cross-institution protection schemes exist 

alongside the statutory deposit insurance 

scheme. All of the German guarantee schemes 

are currently funded by ex ante contributions 

supplemented by ad hoc top-up payments. ad hoc top-up payments. ad hoc

The statutory deposit guarantee schemes in 

the EU are regulated by the EU Directive on 

Deposit Guarantee Schemes, which is based 

on the principle of minimal harmonisation. 

There are currently around 40 such guarantee 

schemes in place in the EU supporting various 

groups of investors and deposits to varying 

amounts. In July 2010, the European Commis-

sion put forward a proposal for an amendment 

of the Deposit Guarantee Schemes Directive. 

The plans are aimed at further harmonising 
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deposit protection in the EU. Under the new 

rules, the increase in the minimum level of 

mandatory protection to €100,000, which was 

agreed in 2009 and which will come into force 

in 2011, will apply as the maximum level of 

harmonisation in future. The German statutory 

deposit protection scheme currently guaran-

tees deposits up to a maximum amount of 

€50,000 per depositor in accordance with the 

Deposit Guarantee and Investor Compensation 

Act (Einlagensicherungs- und Anlegerentschä-

digungsgesetz). However, most deposits are digungsgesetz). However, most deposits are digungsgesetz

protected additionally by the existing voluntary 

deposit guarantee schemes and cross-institu-

tion protection schemes.

The Commission’s proposal provides for the 

contributions of all credit institutions to the 

deposit guarantee schemes to be calculated on 

a harmonised basis according to their risk pro-

fi le and to consist of both risk-based and non-

risk-based components. The non-risk-based 

component of the contributions is calculated 

according to the amount of the deposits that 

are eligible for reimbursement. The risk-based 

component consists of indicators relating to 

both the assets and liabilities side of the bal-

ance sheet. 

Within the next ten years, 1½% of all deposits 

eligible for reimbursement within the EU will 

have to be fi nanced in advance. Furthermore, 

banks will also be required to make additional 

ad hoc contributions of up to ½% of the de-ad hoc contributions of up to ½% of the de-ad hoc

posits eligible for reimbursement if required. In 

the accrual period, this, in conjunction with 

other measures (bank levy, capital increase 

from retained profi ts), could place a strain on 

banks’ profi ts and dividend payments. How-

ever, the actual burden resulting from the 

Contributions 
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Box 6.5

RefoRm needed to safeguaRd the sustainability of public finances

To overcome the current crisis and prevent future 
crises, confidence in the sustainability of public 
finances has to be regained by bringing the fiscal 
policy of all euro-area countries back onto a sound 
path and ensuring to the best possible extent that 
this is lastingly secured. Credible budgetary rules 
can play a crucial role in achieving this. By en-
shrining the debt brake in its constitution, Ger-
many has taken an important step in the right 
direction.

There has as yet been no tightening of budgetary 
rules at European level. The current regulations 
and their implementation by the competent insti-
tutions have proven insufficient. A number of 
member states experienced severe fiscal aberra-
tions and problems, causing confidence to wane. 
In addition, the foundations of European monetary 
union (EMU) were seriously stretched by the sup-
port package for Greece and the European Stabi-
lisation Mechanism, even if these were – in spite 
of concerns – ultimately justifiable given the risks 
that rapidly arose for the stability of the financial 
markets and EMU.

The reform of the European fiscal framework thus 
needs to focus on stabilising and reinforcing the 
weakened foundations of EMU. The changes to 
the Stability and Growth Pact that the European 
Council of Economic and Financial Affairs (Ecofin) 
initiated at the end of October 2010 may result in 
progress vis-à-vis the status quo. However, these 
changes are yet to be fleshed out. It is crucial to 
safeguard a sound fiscal development as far as 
possible by implementing stringent requirements. 
However, it is already becoming evident that the 
adjustments will fall short of the more ambitious 
ideas proposed inter alia by the European Com-
mission. There appears to have been no majority 
for a larger degree of automatism, and no details 
have yet been specified for a greater and more 
binding obligation to comply with the debt crite-
rion. In the future, the application of the rules by 
Ecofin will thus remain crucial and will therefore 

continue to be decisively influenced by political 
bargaining.

In addition to the changes to the fiscal framework, 
more intensive macroeconomic oversight is to 
ensure that serious problems are identified and 
combated at an early stage. However, any temp-
tation to indulge in macroeconomic fine-tuning 
should be resisted and the principle of subsidiarity, 
which is a key element of the EU, must be upheld. 
An early warning mechanism should help to pre-
vent, in particular, imbalances that jeopardise the 
stability of EMU as a whole, such as unsustainable 
current account deficits.

Yet even greatly improved prevention mechanisms 
can offer no promise that euro-area countries will 
not experience any financing problems in the 
future. To be equipped for this eventuality, Ecofin 
has laid the foundations for setting up a crisis 
resolution mechanism. In particular, the reaffirma-
tion that neither the union nor the member states 
are liable for the debt of other member states is to 
be welcomed. This is a cornerstone of the existing 
union with its principle of autonomous responsi-
bility for national fiscal policy.

Private creditors should not be absolved from their 
responsibility and there should be no one-way 
transfer of risks to the union. In very exceptional 
cases, where the stability of the currency union is 
at risk, a crisis mechanism can provide govern-
ment aid based on strict conditionality and a very 
limited timeframe. However, it must not distort 
incentives for fiscal policymakers and investors. A 
transparent and predictable procedure which also 
notably guarantees a comprehensive and credible 
consolidation and reform programme could, in 
conjunction with improved financial market regu-
lation, largely limit the risk of a systemic crisis. 
Fairly extensive sanctions in cases where the 
stability of the currency union is at risk should also 
be an additional important element of this new 
fiscal framework.
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contributions is not clear; the costs resulting 

from this could also be passed on to custom-

ers. If the national funds are insuffi cient in the 

event of a crisis, guarantee schemes are to be 

able to serve as a mutual lending facility. The 

payout period for deposits which are eligible 

for reimbursement is also to be reduced to 

seven days.

Germany, however, opposes the plans for such 

a comprehensive harmonisation of deposit 

guarantee schemes in the EU and a possible 

departure from the proven principle of minimal 

harmonisation. Due account should be taken 

of the existing voluntary guarantee schemes in 

Germany. 

Financial market infrastructure: 

derivatives markets and trading methods 

in the spotlight 

A functioning fi nancial market infrastructure 

has a stabilising effect on the fi nancial system, 

provided the former is secure and market par-

ticipants actually make use of it. For this reason, 

it is vital to strengthen the robustness of the 

infrastructure on the international fi nancial 

markets. A key focus of regulatory activities is 

therefore the mandatory introduction of fi nan-

cial infrastructures for over-the-counter (OTC) 

derivatives markets, mainly in order to increase 

transparency and mitigate counterparty risk in 

this area. With regard to trading infrastructure, 

too, it is important to identify risks to fi nancial 

stability, particularly in the area of high-

frequency  trading. During the crisis, the pay-

ment and securities settlement systems proved 

robust.
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Resilience of payment and settlement 

 systems being further strengthened 

Payment systems serve to settle payments be-

tween credit institutions; any interruptions can 

have major consequences for the fi nancial sys-

tem, especially as shocks are transmitted at 

great speed. Here, a particularly signifi cant role 

is played by large-value payment systems which 

settle time-critical large-value payments in real 

time and are characterised by a strong inter-

connectedness with other fi nancial market in-

frastructures. TARGET2,54 which is operated by 

the Eurosystem, is not only the most extensive 

large-value payment system in Europe but also 

one of the biggest in the world. The system 

works from a single shared platform, which 

achieved 100% availability during 2009 and in 

the fi rst half of 2010. 

Financial market infrastructures proved robust 

and reliable in the course of the crisis, and in 

so doing helped to stabilise the fi nancial mar-

kets. Nevertheless, more can be done in terms 

of further strengthening the resilience of these 

infrastructures. For instance, drawing on les-

sons learned from the crisis and past experi-

ence, the standards for fi nancial market infra-

structures developed by the Committee on 

Payment and Settlement Systems (CPSS), which 

operates under the auspices of the BIS, and the 

International Organization of Securities Com-

missions (IOSCO) are being extensively adapted. 

A key aspect of this revision process is the need 

to bolster the resilience of market infrastruc-

tures to liquidity shortfalls, which can arise 

from the default of a critical participant. In ad-
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54 Trans-European Automated Real-time Gross Settle-
ment Express Transfer System.
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dition, the three separate standards for pay-

ment systems, securities settlement systems 

and central counterparties respectively are be-

ing integrated as certain problems, such as 

operational risks, affect all infrastructures in 

the same or at least a similar manner. In this 

context, at the beginning of 2011, the CPSS-

IOSCO working group intends to present a 

draft document and conduct a public consulta-

tion exercise.

In further response to the crisis and based on 

an analysis involving system operators and 

participants, the Eurosystem has tabulated 

those measures already initiated to improve 

crisis management and proposed additional 

action. For example, there have been discus-

sions about the possible harmonisation of de-

fault regulations in the case of interconnected 

systems.55

OTC derivatives markets becoming safer 

and more transparent 

The fi nancial crisis has vividly demonstrated 

that the default of a single market participant 

has the potential to put the entire system at 

risk. In order to safeguard fi nancial stability it is 

therefore vital to signifi cantly improve transpar-

ency and safety, particularly in the OTC deriva-

tives markets. To accomplish this, counterparty 

credit risk must be as fully hedged as possible, 

netting facilities expanded and the quality of 

collateralisation enhanced. Furthermore, the 

supervisory authorities must gain a compre-

hensive insight into market participants’ expo-

sures. At present, the OTC derivatives markets 

broadly fail to meet these requirements. 
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In accordance with a corresponding G20 ob-

jective, in September 2010 the European Com-

mission published a proposal for EU-wide regu-

lation of OTC derivatives markets. The proposal 

provides for the general clearing of standard-

ised OTC derivatives via central counterparties 

(CCPs), with a view to establishing a reliable 

and above all uniform collateralisation channel 

for all centrally cleared contracts to the benefi t 

of all market participants. OTC derivatives 

markets need to be transparent from the point 

of view of the supervisory authorities. To this 

end, OTC derivatives contracts would have to 

be recorded in trade repositories, to which the 

competent authorities would have unimpeded 

access for information purposes. As regards 

CCPs, a set of EU-wide minimum prudential 

standards would apply. The trade repositories 

would likewise be subject to harmonised mini-

mum requirements, mainly with respect to 

 operational reliability and protecting confi den-

tiality. CCPs and trade repositories located 

outside the European Union would not be 

 allowed to become operational in Europe until 

after their prudential equivalence has been 

recognised.56

The standardisation of OTC derivatives con-

tracts is an important technical prerequisite for 

CCP clearing and the capability to report to 

trade repositories. As part of its activities relat-

ing to the reform of OTC derivatives markets, a 

working group operating under the auspices 

of the FSB and spanning several committees 

has tabled proposals outlining ways to drive 
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55 For more information on this analysis and an over-
view of the measures put forward, see ECB, Report on 
the lessons learned from the fi nancial crisis with regard 
to the functioning of European fi nancial market infra-
structures, April 2010.
56 In the summer of 2010, the USA established a legal 
basis for the regulation of OTC derivatives markets. 
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forward standardisation in cooperation be-

tween market participants and regulators using 

a combination of incentives and regulatory 

provisions.57 Other groups, too, like the Com-

mittee of European Securities Regulators 

(CESR), as well as a number of private sector 

initiatives have been focusing their attention 

on this problem. However, the standardisation 

of OTC derivatives contracts has its limits inas-

much as international accounting standards, 

for example, prescribe tailor-made contracts to 

facilitate effective hedging of risks.58

Modern trading methods pose new 

 challenges for supervisory authorities 

Risks to fi nancial stability can also stem from 

undesirable developments on trading plat-

forms. The practice of high-frequency trading 

has come under particular scrutiny from super-

visory authorities across the globe.

High-frequency trading offers a number of ad-

vantages for markets’ effi ciency, including en-

hanced liquidity and narrower bid-offer 

spreads. There are, however, some potential 

disadvantages as well. Data input errors or 

technical malfunctions in high-frequency trad-

ing systems can, on account of the large vol-

ume of order entries affected, lead to abrupt 

and massive price volatility, thus generating 

lingering uncertainty among trading partici-

pants, which can impede the smooth function-

ing of fi nancial markets. This shows that high-

frequency trading can harbour systemic risks. 

The requirements directed at risk management 

systems should take due account of these 

hazards, with a particular focus on high-fre-

quency traders. 
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High-frequency trading might also impair fi -

nancial stability by artifi cially generating volatil-

ity on the secondary markets even when there 

are no fundamental reasons for this attributable 

to market participants’ differing expectations. 

Adverse consequences might also arise from 

inadequate management of operational risk 

on the part of market participants, such as 

when technical or manual errors trigger ex-

tremely fast and large-volume order entries. 

Another danger lies in additional opportunities 

for market abuse and manipulation, thereby 

posing a threat to market integrity.

A number of national supervisory authorities 

are currently looking at high-frequency trad-

ing.59 In the United States, the Securities and 

Exchange Commission (SEC) and the Com-

modity Futures Trading Commission (CFTC) 

published an unoffi cial report on 1 October 

2010 examining the market turmoil witnessed 

on the US stock markets on 6 May 2010 which 

focused inter alia on the subject of high-fre-

quency trading. Yet the report includes no rec-

ommendations for regulatory action.60 At the 

international level, IOSCO has taken up the 

subject and will, within the space of a year, 

present a report – possibly containing recom-

mendations for action – for public consulta-

tion. 
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57 See FSB, Implementing OTC Derivatives Market Re-
form, 25 October 2010.
58 Irrespective of accounting standards, the industry has 
a vested interest in making sure that risks are hedged as 
precisely as possible. However, it is not inconceivable 
that standardised contracts, too, might broadly satisfy 
this interest.
59 See Financial Services Authority, The FSA’s markets 
regulatory agenda, May 2010. 
60 See US Commodity Futures Trading Commission/US 
Securities and Exchange Commission, Findings regarding 
the market events of May 6, 2010, Report of the staffs 
of the CFTC and SEC to the Joint Advisory Committee 
on Emerging Regulatory Issues, 30 September 2010.
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Conclusion: progress in restoring fi nancial 

stability made in key areas

In 2010, the institutional and regulatory frame-

work of the international fi nancial system was 

enhanced in several decisive respects. In par-

ticular, the strengthening of banks’ capital base 

through Basel III and the introduction of ar-

rangements concerning the treatment of sys-

temically important fi nancial institutions (SIFIs) 

will contribute considerably to fi nancial stabil-

ity in the medium term. With the regulation of 

liquidity and countercyclical capital buffers al-

ready agreed, additional key instruments will 

soon be at hand to tackle the causes of the 

crisis directly at the roots. Not just the regula-

tory framework but also the institutional 

framework for fi nancial stability has been rein-

forced in the EU.

Central projects 
deliver 

 encouraging 
 results in 2010
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From the Bundesbank’s point of view, the re-

sults delivered in areas considered crucial, ie 

new capital standards, the treatment of SIFIs 

and macroprudential oversight, are a welcome 

development. The introduction and application 

of the new global standards at national level 

will take centre stage in 2011, alongside on-

going international projects, such as the regu-

lation of OTC derivatives markets. In this con-

text, it will be necessary, in particular, to be 

alert to possible regulatory arbitrage. For one 

thing, individual countries should not be per-

mitted to drag their feet in implementing the 

new rules and thereby acquire a competitive 

advantage at the expense of fi nancial stability. 

For another, activities should not be allowed to 

migrate from the now more tightly regulated 

parts of the fi nancial system to more lightly 

regulated segments.
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Elements of a coherent 
fi nancial market
architecture

| The fi nancial system requires an institu-

tional and regulatory framework founded 

on the principle of autonomous responsi-

bility. This, in turn, requires individuals and 

society as a whole to embrace the fact that 

potential profi ts and the risk of losses are 

inextricably linked. This necessitates a risk 

culture in which risks are taken on the basis 

of conscious and informed decisions, and 

earnings are, in principle, generated from 

a sustainable source. This concept of a risk 

culture requires a fi rm macroeconomic 

foundation consisting of stable money and 

sustainable public fi nances. Stable money 

is underpinned by the independence of 

central banks and their mandate to safe-

guard price stability. Strict fi scal rules must 

be drawn up to secure fi scal discipline. The 

current reform agenda focuses on banks 

owing to their pivotal role in the fi nancial 

system. However, reform would be futile if 

activities were to subsequently migrate to 

the shadow banking system. A consensus 

has been reached internationally to follow 

a macroprudential approach. Central banks 

have a key role to play in this. Adding a 

legal mandate for macroprudential over-

sight and policy to the Bundesbank’s cur-

rent range of tasks through a cor res-

ponding amendment of the German 

Banking Act (Kreditwesengesetz) would 

strengthen and safeguard its role in fi nan-

cial stability policy. |

The fi nancial crisis has revealed both inconsist-

encies in microeconomic decision-making and 

also serious functional shortcomings in the 

fi nancial  system itself. Given the high macro-

economic costs of the crisis, the fi nancial 

system’s  role in the overall economic process 

has been increasingly called into question. It is 

already evident that the efforts undertaken to 

contain and overcome the fi nancial and eco-

nomic crisis have signifi cantly shifted the 

balance  between markets and governments. 

While it would be premature to try to draw any 

defi nitive conclusions about this development 

at this stage, it is time to critically review past 

events, not least in the light of tried and tested 

market and institutional principles. 

The liberalisation process that began in the 

early 1980s refl ected the high degree of public 

confi dence in markets’ effi ciency to allocate 

fi nancial  resources and risks. It paved the way 

for an enormous outburst of innovation. Wave 

after wave of ever more complex fi nancial 

products and fi nancing processes fl ooded on 

to the market. As a result, the fi nancial system 

has undergone a sea-change over the past 

decades. In particular, its size – also in relation 

to the real economy – and complexity have 

increased  substantially. The fi nancial crisis then 

exposed the double-edged nature of this 

develop ment, which is benefi cial in normal 

times but can also trigger or intensify crises. 

Furthermore, experience has shown that regu-

lation can never be complete. Moreover, gov-

ernment is not only a neutral rule-setter and 
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arbiter but also itself a systemic player on the 

fi nancial markets in its role as the largest debtor 

and agent of fi scal policy with its wide-ranging 

impact. 

The prompt and far-reaching international 

response  by governments and central banks 

was necessary during the crisis and, on the 

whole, successful. However, in the long term, 

excessive government intervention in economic 

processes is not desirable. In a market economy, 

priority must be given to the principle of 

autono mous responsibility. This requires an ap-

propriate institutional and operational setting, 

including a coherent and incentive-compatible 

regulatory framework whose reach extends 

beyond just banks or insurers. Transparency 

must be a cornerstone of this fi nancial market 

architecture. For example, a clear picture is 

needed of the regional and sectoral allocation 

of risks. This must apply to all markets, both 

regulated and over-the-counter (OTC). Institu-

tions’ risks should be made equally transparent. 

This relates primarily to accounting standards. 

These should distinguish clearly between the 

information function, which provides the req-

uisite transparency, and the profi t distribution 

function, which can affect resili ence. This in-

formation forms the basis for prudential super-

vision and government action as well as for the 

decisions of market players. The latter are ulti-

mately liable for their decisions and should 

therefore generally not relinquish appropriate 

powers to monitor or intervene. In hindsight, it 

can be seen that policymakers and rule-makers 

created or tolerated misguided incentives 

which were one of the factors that led to the 

crisis. 
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The planned introduction of dedicated bank 

insolvency legislation that is internationally 

harmonised and has prudential powers of early 

intervention is a key element in the ongoing 

development of the fi nancial architecture. 

Equally essential is the requirement that implicit 

underwriting by the taxpayer be refl ected as a 

cost factor for systemically important institu-

tions, for example through the imposition of 

capital surcharges. However, it is not just equity 

investors but also bondholders that have bene-

fi ted from support measures for the fi nancial 

sector. Ultimately, the apportionment of liability 

has to be in line with the capital structure to 

prevent the macroeconomic allocation of cap-

ital from being distorted by misguided incen-

tives. 

Given the pivotal role that banks play in the 

fi nancial  system, the task of correcting misdi-

rected incentives and strengthening resilience 

must inevitably start at the level of these insti-

tutions. However, this would be futile if regula-

tions were to be circumvented and risks subse-

quently migrated to segments of the fi nancial 

system that are subject to little or no regula-

tion, often referred to as the shadow banking 

system. The G20’s demand that no systemically 

important segment, product or fi nancial mar-

ket participant remain unsupervised or unregu-

lated must therefore be implemented swiftly 

and rigorously across the international plane. 

However, the corrections which are now being 

initiated will face their acid test going forward. 

This is because the impact of regulations must 

really bite during a boom phase when there is 

typically a particularly pronounced tendency to 

take high or, in some cases, excessive risks. 

Moreover, it must be remembered that regula-
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tion has its limits and, by nature, is incomplete. 

Regulation is typically backward-looking in its 

design and cannot always keep up with 

dynamic  processes of change, especially in the 

fi nancial sector. Rules and regulations must 

fi rst defi ne the group of addressees to which 

they apply and, hence, by implication those 

who are beyond their scope. Moreover, regula-

tions can never explicitly take into account 

every possible future eventuality. Above all, it is 

diffi cult to strike the optimum balance between 

the two extremes of light regulation with loop-

holes, on the one hand, and stifl ing overregu-

lation, on the other.

It follows that a stable fi nancial architecture 

needs broader foundations. A key element of 

this is that all market players – individuals and 

institutions alike – are fully aware of the risks 

that they incur and actively manage them. On 

the one hand, this involves making informed 

and conscious decisions about the type and 

extent of the risks incurred. Information about 

and education in fi nancial issues is crucial for 

this. On the other hand, this also implies the 

capability, willingness and, ultimately, legal 

obligation – which hitherto has sometimes 

been lacking – to bear the risks assumed. This 

requires society as a whole to accept and em-

brace a risk culture in which profi ts and losses 

are understood and recognised as being inex-

tricably linked. The acceptance of this pairing 

of opportunities and risks is a fi rst step towards 

an effi cient allocation of risks, which is indis-

pensable for an economy‘s dynamics. In turn, 

broad public acceptance of the risk/reward 

ethic requires that risks are taken in a conscious 

and informed manner and that earnings are 

generated from a sustainable source. This 

concept of a risk culture requires a fi rm macro-
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economic foundation consisting of stable 

money and sustainable public fi nances.

The crisis has ruthlessly exposed shortcomings 

in the budgetary policies of many countries. It 

is therefore necessary to lastingly strengthen 

confi dence in the sustainability of public fi -

nances. Fiscal discipline, as much as stable 

money, is a macroeconomic counterpart to the 

private sector‘s risk culture. The regulatory 

framework for stable money stipulates, in par-

ticular, the independence of central banks and 

their mandate to safeguard price stability. 

By contrast, the framework for fi scal discipline 

still needs to be tightened. More stringent 

Euro pean fi scal rules are of particular impor-

tance in this context. A crisis resolution mecha-

nism for sovereign debt should also have a 

disciplining effect in this regard. A new crisis 

mechanism is needed to replace the European 

Stabilisation Mechanism. Such a mechanism 

must respect one of the central principles of 

the existing union, namely that neither the 

union nor the member states are liable for the 

debt of another member state. The principle of 

autonomous responsibility for national fi scal 

policy is a cornerstone of European monetary 

union, which is neither a transfer union nor a 

bail-out community. In very exceptional cases 

where the stability of the currency union is at 

risk, a crisis mechanism could provide govern-

ment aid based on strict conditionality and a 

very limited timeframe. However, it must not 

distort incentives for fi scal policy or absolve 

private creditors from their responsibility. A 

transparent and predictable procedure which 

also notably guarantees a comprehensive and 

credible consolidation and reform programme 

could, in conjunction with improved fi nancial 
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market regulation, largely limit the risk of a 

systemic crisis. Fairly extensive sanctions should 

also be a key element of this new fi scal frame-

work.

There is international consensus that a macro-

prudential approach comprising analysis, regu-

lation and oversight is necessary to safeguard 

fi nancial stability. Central banks play a key role 

here as they possess profound fi nancial ex pert-

ise gained from their traditional monetary policy 

analysis. In many cases they are also involved  in 

fi nancial sector supervision. A holistic macro-

prudential approach places even greater de-

mands on central banks. It increases the 

requirements  in respect of their analytical work, 

which no longer focuses solely on the business 

cycle and monetary growth but also explicitly 

includes the stability of the fi nancial system. 

Hence the analytical activities of central banks 

now have the added responsibility of identify-

ing misdirected developments within the fi -

nancial system early enough to allow them to 

be corrected before they cause any damage. 
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At the same time, there is a growing need for 

increased international coordination and 

agreement so that a national macroprudential 

approach can have the desired impact on in-

ternationally open and interconnected fi nancial  

markets. An ongoing debate is currently taking 

place in many international forums  concerning 

the choice and potential deployment of macro-

prudential instruments, and the Bundesbank is 

actively involved in this discourse. 

The crucial importance of fi nancial stability and 

central banks’ special position suggest that it 

would be appropriate to widen national central 

banks’ mandate accordingly as a logical com-

plement to the institutional arrangements at 

European level. Adding a legal mandate for 

macroprudential oversight and policy to the 

Bundesbank’s current range of tasks through a 

corresponding amendment of the German 

Banking Act would strengthen and safeguard 

its role in national, European and international 

stability policy. 
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This overview lists selected recent Deutsche Bundesbank publications on the subject of fi nancial sta-

bility. Unless otherwise stated, the publications are available in printed form and on the Bundesbank’s 

website in both German and English. The publications are available free of charge to interested par-

ties and may be obtained from the Bundesbank’s Communications Department. Additionally, a tape 

or CD-ROM containing roughly 40,000 published Bundesbank time series, which is updated monthly, 

may be obtained for a fee from the Bundesbank’s Statistical Information Systems and Mathematical 

Methods Division. Orders should be sent in writing to the addresses given in the imprint. Selected 

time series may also be downloaded from the Bundesbank’s website.

FINANCIAL STABILITY REPORTS

Financial Stability Review, November 2009

Financial Stability Review, November 2007

Financial Stability Review, November 2006

Financial Stability Review, November 2005

Report on the stability of the German fi nancial system, October 2004 

Report on the stability of the German fi nancial system, December 2003

ARTICLES FROM MONTHLY REPORTS

October 2010 Germany in the fi nancial and economic crisis

September 2010 The performance of German credit institutions in 2009 | The Act Modernising 

Accounting Law from a banking supervision perspective | Supervisory disclosure 

under Pillar 3 of Basel II

July 2010  On the problems of macroeconomic imbalances in the euro area | Nominal and 

real exchange rate movements during the fi nancial crisis | Deutsche Bundesbank 

Spring Conference 2010 – International risk sharing and global imbalances

April 2010  Emerging markets in the fi nancial crisis: the effect of cross-border bank loans

March 2010 Financing and representation in the International Monetary Fund

January 2010 German enterprises’ profi tability and fi nancing in 2008

Overview |  Bundesbank publications concerning 
fi nancial stability
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DISCUSSION PAPERS, SERIES 2: BANKING AND FINANCIAL STUDIES

09/2010 Do banks benefi t from internationalization? Revisiting the market power-risk nexus

08/2010 Completeness, interconnectedness and distribution of interbank exposures – a para m-

eterized analysis of the stability of fi nancial networks

07/2010 Banks‘ exposure to interest rate risk, their earnings from term transformation, and the 

dynamics of the term structure

06/2010 Performance and regulatory effects of non-compliant loans in German synthetic 

 mortgage-backed securities transactions

05/2010 Bank liquidity creation and risk taking during distress

04/2010 What drives portfolio investments of German banks in emerging capital markets?

03/2010 Purchase and redemption decisions of mutual fund investors and the role of fund 

 families

02/2010 Recovery determinants of distressed banks: Regulators, market discipline, or the environ-

ment?

01/2010 Deriving the term structure of banking crisis risk with a compound option approach: 

the case of Kazakhstan
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