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1 Introduction 

This study assesses the impact of the single market program (SMP) and the European 
monetary union (EMU) on the German banking sector. As in contrast to manufacturing 
or agriculture, many industries within the services sector could seal themselves off the 
competitors in foreign countries up to the mid-eighties. Starting with the June 1985 
White Paper of the European Commission (EC 1985), a bundle of measures was taken 
to establish a single banking market in the European Union. Although not part of the 
SMP, the introduction of the EMU in 1999 is a further step into this direction. Hetero-
geneous currencies are conversed into a homogenous “good” – with probably important 
consequences for those firms dealing with this “good”.  

To evaluate the specific impact of both programs on the biggest European banking mar-
ket, Germany, in the following four steps are undertaken. Chapter 2 describes the Ger-
man banking market from the perspective of the structure-conduct-performance para-
digm. The technology of the banking industry is also discussed in this part. In a second 
step, important benchmarks of the current regulatory framework as well as its historical 
development are introduced (chapter 3). On the basis of the foregoing discussion, chap-
ters 4 and 5 try to evaluate the impact of SMP and EMU on German banks. The focus of 
these chapters is on the change in competitive viability due to a single European bank-
ing market, which is requiring strategic responses from the banking firms. Finally, chap-
ter 6 sums up. 

2 The Basics: Market Structure and Performance 

2.1 Size and Concentration 

When analyzing the German banking industry, the first striking feature is the more than 
proportional weight within the EC banking market. This can be illustrated by the follow-
ing figures: In Germany are currently living 22% of the EC population with an income 
share of about 25%. Total assets of the credit institutions are summing up to more than 
27% of the EC value, as well as the number of branches, however. The greatest differ-
ence is in the number of banks, with currently 39% of all EC institutions being German 
banks. One of the most important characteristics of the German market, its fragmenta-
tion, can be seen from the last mentioned number. 
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Table 1: 
Size of the German Banking Market 

 1985 1990 1995 1998 
Number of banks 4740 4720 3785 3403 

- Commercial 245 332 332 327 
- Savings 590 769 624 594 

- Cooperative 3655 3042 2591 2249 
Number of branches 39925 44345 48224 45227 
Number of branches 
per 1000 capita 

0.61 0.63 0.59 0.55 

Assets as percentage 
of GDP 

185% 220% 223% 256%* 

Figures since 1990 include Eastern Germany. 
* Figure for 1997. 
Source: Deutsche Bundesbank. 

Table 1 gives some details about size and structural changes of the German market. Ob-
viously, a significant decline in the number of independent firms occurred since 1990, 
which was mainly driven by mergers between cooperative banks and between savings 
banks. For cooperative banks alone more than 1500 mergers could be observed since 
1985. Surprisingly, bankruptcies of credit institutions are totally irrelevant for this con-
centration process. Because the reduction in the number of firms was partially offset by 
an increase in the branching network, the total number of banking offices in 1998 is 
about the same as in 1990. Compared to other EC member countries, the network of 
banking branches is relatively intense and often cited as the main reason for an „over-
banked“ Germany. 

In spite of the impressive merger wave, the German banking market is showing the low-
est concentration level within the EC. In particular, the three largest credit institutions 
represent just 16% of total assets, slightly up from 12% in 1990. For comparison, the 
CR-5 EC average stands at 53%, with a negative correlation between country size and 
concentration (ECB 1999, pp. 23 ff.). Interestingly, although the commission business 
does not find its expression in the value of assets, there is no significant difference in 
calculating market shares by total assets and revenues, respectively. Details about the 
latest market shares are given in Figure 1. 
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Figure 1: 
Market Shares by Revenues and by Assets 
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Figures for 1998; savings banks and cooperative banks including head organizations. 
Revenues calculated as interest plus commission revenues. 
Source: Deutsche Bundesbank. 

As for the owner structure of the banking firms, commercial banks as well as coopera-
tive banks are private-owned, while savings banks and some of the „other banks“ are 
state-owned. Traditionally, savings banks play a dominant role especially in the urban 
areas, whereas cooperative banks are strong in rural regions. In opposite to Italy and 
France, there is no serious discussion about privatizing savings banks. 

Another important feature of the German banking system is the wide-spread principle of 
universal banking. With the exception of „other banks“ in Figure 1, the market is con-
sisting from universal banks. Even small cooperative banks are offering a broad spec-
trum of products, ranging from retail and wholesale banking to the commission business 
like brokerage or the supplying of insurance contracts. Many commercial banks, as well 
as the head organizations of the savings banks and the cooperative banks1, are further-
more engaged in investment banking. 

Finally, when considering the market share of foreign banks, their role seems to be mar-
ginal one. The about 150 branches and subsidiaries of foreign institutions in Germany 

                                                 

1 These head organizations consist from banks at the state or at the federal level („Landesbanken“, 
cooperative central banks) as well from associations. The last-named are entrusted with tasks in the 
field of supervision, deposit insurance and lobbying. 
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are covering a market share of just 4.4%. This figure is clearly underestimating the 
competitive pressure from abroad, however. For example, foreign banks in London or 
Luxembourg play an important, if not dominant role in some fields of off-balance sheet 
activities. Furthermore, because of relatively high income tax rates, considerable 
amounts of privately owned fortune may be hidden at accounts of foreign banks outside 
Germany. 

2.2 Banking Technology: Economies of Scale and of Scope 

When discussing the structure of the banking sector, the technological characteristics of 
this sector play an important role. Especially the optimal firm size is at the core of inter-
est. For example, if one main impact of the SMP is an increase of competitive pressure 
and if there are economies of scale, then mergers and acquisitions are a suitable strategy 
to reduce costs by exploiting size advantages. However, if the optimal size of a credit 
institution is relatively small, the conclusion would be that no cost incentive for external 
growth is existing. 

Unlike in the U.S. and in some other European countries, however, there are only a few 
empirical papers dealing with this question for Germany (see Berger and Humphrey, 
1997, for an overview). Important exceptions are the EC Review (EC 1997), where 
some estimations can be found, and the papers of Altunbas and Molyneux (1996), Lang 
and Welzel (1998), or Schure and Wagenvoort (1999). As a general result of these stud-
ies, the existence of scale economies finds strong support, with some differences about 
the threshold from which diseconomies can be expected. 

To be more specific, for evaluating the relationship between size and costs the concept 
of the ray scale elasticity (RSCE) can be used. This popular measure tells us by which 
percentage total costs of a bank are increasing if all output quantities are growing by one 
percent. Figure 2 provides condensed information on the measure RSCE from the esti-
mations of Lang and Welzel (1998), which are based on a representative sample consist-
ing from about 1500 German banks. The number of observed outputs per firm is five. 
From this figure we see that economies of scale diminish with increasing size and that 
banks in the largest class already face moderate diseconomies. These results therefore 
indicate an average cost curve with an optimal size of a German bank somewhere in the 
range of 2 to 5 billion DM of total assets. This is considerably higher than the threshold 
usually identified with U.S. data, which is probably mainly due to differences in the 
regulatory environment. At the same time this optimal size is lower than other studies 
using European data tend to find (Altunbas and Molyneux, 1996; EC, 1997). The recent 
paper of Schure and Wagenvoort (1999) is confirming the results from Lang and Welzel, 
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however. Furthermore, there is strong evidence in favor of an L-shaped average cost 
curve: Being too large is not as costly as being too small. 

Figure 2: 
Ray Scale Elasticity by Bank Size 
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Scale economies calculated at mean size for each size class. Scale economies are evident if RSCE takes a 
value of less then one. 
Source: Lang and Welzel (1998). 

Aside from economies of scale, the question for economies of scope also arises. This is 
of special interest for the German market, because the domestic banks traditionally are 
universal banks with a broad output spectrum. It is not immediately clear, however, if 
their is a cost advantage in comparison to specialized institutions. In many other coun-
tries the brokerage business as well as the investment banking business is separated 
from retail and wholesale banking. Therefore, the cost relationship between the (core) 
intermediation business and the commission business has to be evaluated. 
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Figure 3: 
Economies of Scope by Bank Size 
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Economies of scope evaluated at mean size for each size class. Positive values indicate a cost advantage 
of a parallel expansion of the interest and the non-interest business. 
Source: Lang and Welzel (1998). 

To measure existence and intensity of economies of scope, the Kolari and Zardkoohi 
(1987) indicator (MSCOPE) can be employed which compares a large with a small 
bank. MSCOPE is then comparing the cost effects from two alternative strategies: Ex-
pansion of all outputs of the small bank according to the proportions suggested by the 
output structure of the large bank, or, secondly, expansion only of the intermediation or 
the commission business. MSCOPE gives the percentage cost difference between both 
growth strategies, with positive values indicating a cost advantage from expanding the 
whole product range. In contrast, negative values are pointing towards diseconomies of 
scope, because in this case a specialized expansion would improve the cost situation. 

Interestingly, the empirical estimations do not support the German universal banking 
system. As can be seen from Figure 3, which provides information on whether or not 
there are economies of joint production between the intermediation and the commission 
business, only small banks can realize a cost advantage. As for larger banks, they suffer 
from cost neutrality or even a cost disadvantage. Therefore, by only viewing on the cost 
side, a split up into two units - retail and wholesale banking versus a commission unit - 
should not be hindered. More favorable are the estimations for the cost relationship be-
tween the different intermediation outputs, where significant economies of scope have 
been found (see e.g. EC 1997, p. 88ff.). 

Finally, before turning to the competitive conditions of the German banking market, it 
should be noted that economies of scope might also arise from an output diversification 
effect as well as from additional customers, which enjoy an advantage from being 
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served with several products at one bank. This allows universal banks to extract some of 
the additional consumer surplus by charging higher fees (cf. Berger et al., 1987, 
pp. 504-505). Traditional cost or production functions are not able to capture these ef-
fects, however. 

2.3 Competition 

Characterizing the type and intensity of competition is a difficult task, and no general 
answer on this problem should be expected. Some important landmarks of the competi-
tive situation can be clearly fixed, however. First of all, as will be described in some 
more detail later, the regulatory framework of the German banking sector was never as 
restrictive as in some other member countries of the European Community. For exam-
ple, the freedom of establishment or the market mechanism for deposit and loan rates 
were introduced earlier than in many other member countries (see EC 1997, p. 12, for an 
overview). Secondly, competition within the savings banks group and within the coop-
erative banks group is negligible because their head organizations care for a regional 
demarcation. A third aspect to mention is the spatial distribution of the commercial 
banks, which have concentrated their network of branches in urban areas. At least for 
the retail banking segment competition could therefore be more intense in the cities than 
in rural regions. And fourth, as for the competition for deposits, life insurance compa-
nies are by far the most important non-bank rivals. This can be explained by a discrimi-
nating income tax system, giving strong incentives to individuals for signing a capital-
based life insurance contract. Actually, about 65% of all German households have 
signed at least one contract of that kind. More than 30% of all monetary assets are en-
trusted to insurance companies (Statistisches Bundesamt, 1999). 

Turning to a more sophisticated point of view, some theory-based work has been done 
for the German banking industry. Lang (1996) for example is testing the efficiency hy-
pothesis, which is arguing that profitability differences between firms can be explained 
by cost differences. Market prices are assumed as exogenous with this hypothesis. Fur-
thermore, from a dynamic point of view, a market share erosion of the relatively ineffi-
cient (high-cost) firms can be expected. However, the results indicate only limited sup-
port for the efficiency hypothesis, with an exception being the small cooperative banks. 
For these banks efficiency differences explain up to 37% of the profitability variance, 
whereas for credit banks and savings banks R2-values of less than 10% are measured. 
The relationship between efficiency and market shares tends to be even weaker. On the 
other hand, the assumption of a monopolistic respectively a perfect collusive behavior 
has been rejected, too (Lang, 1997; Molyneux et al., 1994). 
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Putting all these results together, the market imperfection of the finance sector is con-
firmed. Although far from a monopoly, product differentiation and transaction costs 
either allow for the existence of inefficiency or (in a few cases) for high profits. How-
ever, because of improved information technology, at least for standard outputs of the 
banking industry a tendency towards intense competition has started. The establishment 
of low-cost direct banks without any branching network is strengthening this trend. Only 
for consulting intense products or for special  customer groups (older people, customers 
with a lower educational level) the persistence of market power should be expected. 

2.4 Banking Performance 

As mentioned before, German banks were in general not able to transfer the existing 
degree of market imperfection into higher profits. At the opposite, low profitability is a 
main issue in the current strategic debate (Economist 1999a, p. 14 f.). Whereas banks in 
the UK or in the US are reaching a return on equity (ROE) of more than 20%, German 
banks can realize a modest 12%. Turning to the return of assets (ROA), the relative po-
sition of German banks has only slightly improved: Figure 4 indicates that the German 
ROA was above the EC average before 1996, but dived below the EC level during the 
last two years. This trend was even more pronounced for largest three banks, for which 
the ROA has been cut in half since 1993. 

Where are the reasons for this low profitability of the German banking sector? Clearly, 
as will be discussed in more detail later, the competitive pressure has been increased 
with negative consequences especially for the interest margin. As the Deutsche Bundes-
bank is additionally stressing, however, the income statements are indicating a sharp 
increase in the cost of data processing. In 1998 only 56% of the overhead (non-interest) 
costs stemmed from wages, compared to about 70% in 1980. This trend occurred mainly 
due to high expenditures for information technology. As a result, the overhead costs per 
unit of total assets could be reduced only slightly, and this reduction was by far over-
compensated from the declining interest rate margin. 
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Figure 4: 
Return on Assets  
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Return on assets: Net income before extraordinary items and taxes as percentage of total assets. 
Source: Deutsche Bundesbank; ECB 1999. 

3 Regulatory Framework 

3.1 Regulatory Framework prior to SMP 

Traditionally, the banking industry differs substantially from other industries with re-
gard to public policy. As a main reason, the fear from bank runs (systemic risk) as well 
as the protection of depositors have to be mentioned. From the perspective of the market 
failure literature, these negative effects are driven by asymmetric information between 
the management of the firm and the depositors (see Neuberger, 1998, for an overview 
about the microeconomic theory of banking and its empirical verification). 

Post-war regulation of the German banking industry can be differentiated into three 
phases: Transition from a state-based to a federal regulation system, coupled with im-
portant steps towards deregulation (i); tightening of the control mechanism and expan-
sion of the deposit insurance as a consequence of the „Herstatt“-bankruptcy in 1974 (ii); 
and - starting with the implementation of the consolidation surveillance into German 
law in 1984 - a series of reforms towards a single European banking market. 

When trying to characterize the regulation framework prior to the SMP, it can be de-
fined as liberal with respect to some important items. First of all, price regulations such 
as ceiling interest rates on deposits (e.g. „Regulation Q“ in the US) were not existent. At 
least partially, this is a consequence of free cross-border capital movements which had 
put the German Mark currency region into direct competition with other currency re-
gions. A second important feature is the non-existent separation of commercial from 
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investment banking and the abstaining from geographical restrictions. Instead, public 
policy has focused on regulating bank entry, the introduction of internal control mecha-
nism („four-eyes-principle“), and - most important - regulating bank portfolios (liquidity 
rules, capital rules etc.). 

Finally, the significant role of private regulation through the head organizations of the 
three banking groups has to be stressed. These head organizations reduce competition 
within the cooperative and within the savings banks group by regional demarcation as 
well as by retail price recommendations. Additionally and more important, the federal 
regulator is closely cooperating with the head associations referring to tasks which are 
crucial for the stability of the banking system. For example, the yearly statements of the 
cooperative as well as of the savings banks have to be supervised by the respective head 
organization. Furthermore, the task of protecting depositors is delegated from the public 
regulator to the bank associations: Internal deposit insurance systems for the three bank-
ing groups are existing, which are managed by the groups themselves. 

3.2 Main Single Market Programme 

From the view of German banks, the SMP can be characterized more a regulatory har-
monization process than a deregulation. The most important changes within the regula-
tory framework is the realization of the Basle Capital Accord and the Second Banking 
Directive. Both were introduced into national law by 1992. Especially the Second Bank-
ing Directive which establishes the principle of home country control was quite impor-
tant for German banks because of the relatively high degree of outward internationaliza-
tion. More details to the legal changes can be found in EC 1997. 

The process of regulatory harmonization can be considered as finished with the sixth 
amendment of the „Kreditwesengesetz“ and the passing of a deposit insurance law. Both 
changes occurred in 1998 and transferred European directives into the national legisla-
tive. With regard to the „Kreditwesengesetz“, the different treatment of securities firms 
and credit institutions was eliminated. This step was especially important for the Ger-
man financial system where universal banks and securities firms are direct competitors, 
but the last mentioned were less tightly regulated. With regard to the deposit insurance, 
each non-institutional customer is now guaranteed 90% of his claim against a bankrupt 
institution up to a limit of 20000 EUR. For home customers the protection goes beyond 
this limit, however, because the group internal deposit insurance systems are further 
existent and guarantee deposits up to 30% of the firms equity. Branches and subsidiaries 
in other EC countries are not allowed to export this additional insurance to foreign cus-
tomers. 
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3.3 Remaining Barriers 

In spite of an extensive realization the Single European Banking market, there are some 
remaining barriers worth to be mentioned. First of all, and perhaps most important, the 
market outcome may be disturbed by asymmetric conduct of the regulatory authorities. 
Especially with regard to multi-national banking giants it seems questionable if national 
regulators are an appropriate answer. Different interpretations of the legislative frame-
work give incentives to bank managers to choose their home location corresponding to 
their own preferences. One less stringent regulator in one of the EC member countries 
may be sufficient to generate extremely high competitive pressure within the single mar-
ket. The probability for a EC-wide bank run and therefore the systemic risk would be 
increasing. 

Similar problems arise from the tax systems, where German banks clearly face a strong 
disadvantage at the retail level. Because of extensive income tax rates, many customers 
decided to open an account at a foreign bank outside German to hide their interest reve-
nues. Of course, this kind of competition between countries is important for factor allo-
cation and should not be completely eliminated. But it could make sense to avoid a de-
structive run for tax-reduction between states by the implementation of a (low) EC-wide 
source-tax on interest income. 

4 The Impact of the SMP 

4.1 Bank Strategy: General Responses 

While analyzing the impact of the SMP to banking, it is important to differentiate be-
tween the process of deregulation and, second, the harmonization of the regulatory envi-
ronment. Although both processes are strongly connected and were taking place at the 
same time, the consequences for the banking firms within the European Union are quite 
different. On a high level of abstraction, two groups can be differentiated: EC members 
with a relatively free financial market prior to the SMP, and those with a tight public 
supervision. Up to the mid-1980es, Germany, together with UK and Netherlands, were 
in general the least regulated member countries in the EC. This statement can be sub-
stantiated by the non-existence of public control over interest rates or international capi-
tal flows, which were the most important restrictions in other states. On the contrary, 
Spain, Portugal, Greece and Belgium could be classified as the most regulated countries. 
Because of that constellation, harmonization can be considered as more important than 
deregulation for the first group. 
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Table 2 is confirming this assumption. The postal survey results are indicating that mar-
gins are declining in Germany as well as in the EC, with the impact of the SMP being 
less important for Germany than for other EC countries. However, the extent to which 
the SMP is claimed to be responsible for these changes is in general small: Even at the 
EC-level, only one of six banks is assessing the contribution of the SMP as „to a large 
extent“. 

Table 2: Competition and SMP 

 Change in margin for different types 
of loans 

Extent to which the SMP is responsible for these 
changes 

 Loans to 
small firms 

Retail cus-
tomer loans

Mortgage 
loans 

not at all slightly to a large 
extent 

totally 

Germany -26 -8 -19 5% 95% 0% 0% 
EC -24 -21 -16 30% 54% 16% 0% 

* -50 is „large decrease“, -25 is „small 
decrease, 0 is „no change 

     

Source: Postal survey. 

A much more important source for the increasing degree of competition is a trend to-
wards disintermediation. This means that borrowers are directly lending from capital 
markets, while investors are facing attractive alternatives to bank deposits, e.g. money-
market funds or mutual funds. The spread of information technology is clearly support-
ing this trend. With the deregulation of the European banking markets, disintermedia-
tion maybe somewhat slowed, but - as can be seen from the US - the general tendency 
will not be reversed. Although growing faster than the economy, the relative importance 
of credit institutions decreased in favor of investment firms (ECB 1999, p. 16). 

The process of regulatory harmonization, with the introduction of common capital ade-
quacy rules as its core, is supporting this process of disintermediation, too. Capital ade-
quacy means that for all loans to non-financial firms a full 8% equity has to be put aside 
by banks. However, this is an important disadvantage of the traditional banking system 
against non-bank financial institutions which did not face any capital requirements. Fur-
thermore, from the view of blue-chip borrowers, the incentive for a direct use of the 
capital market is further increasing (Economist 1999a, p. 13). 

Turning from these general considerations to the specific challenges for German banks, 
they may assess the Single Market Program more as a change than a threat. As in oppo-
site to many of their EC rivals, German banks entered the second half of the eighties 
with experience in competition. One positive side-effect of this history is a relatively 
low level of bad loans, which is an important problem in some other countries. A second 
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strategic advantage from the competitive environment was the possibility to gradually 
adapt to the new market conditions. There was no need for radical changes in the man-
agement strategy. 

As a disadvantage, the German banking market can - up to today - be characterized as a 
fragmented banking system, in which small cooperative banks and mid-sized savings 
banks control significant market shares (see Figure 1). Competition between these 
groups is one reason for the low profitability of German banks relative to most other 
countries. Furthermore, the relative competitive position between private commercial 
banks, private - but non-listed - cooperative banks, and state-owned savings banks has 
changed with the process of regulatory harmonization. Most important, cooperative 
banks and savings banks do not have access to the equity market, but can accumulate 
equity mainly by non-distributed profits. Facing the Basle capital accord with its empha-
sis on equity, this is a clear disadvantage against listed institutions. The only exception 
are the head organizations of the savings banks („Landesbanken“), which could raise 
equity by the transfer of real estate from the state governments. In contrast to the rest of 
the banking system, their competitive viability is even getting improved by the process 
of disintermediation: Only these state-owned banks got a Triple-A Rating from Moody’s 
because of governmental guarantees for all liabilities. This rating is important for the 
conditions when raising funds on global capital markets, however. 

Aside from these general considerations, the strategic responses of the German banking 
system to the SMP cover three main areas: a) cost reductions, b) changes in the product 
range, c) changes in market behavior. 

The first strategic response, cost reduction, took various forms. Most important was an 
intense merger wave between small banks, a reduction of the branching network, and a 
substitution of labor by capital. As for M&A’s, they are discussed in the next section. 
The branching network of the German banking was cut from 0.61 branches per 1000 
capita in 1985 to 0.57 in 1997, which is well above the numbers for France (0.44), UK 
(0.32) or Italy (0.44), however. Parallel to this reduction a substitution of labor by capi-
tal took place, best illustrated by the expansion of ATM network. From 1990 to 1997 
the number of ATM’s per 1000 capita increased from 0.18 to 0.50, significantly above 
the figures for Italy (0.44) or the UK with 0.38 (see ECB, 1999 for all data). 

As a second strategic response, changes in the product range could be observed. That 
should not be interpreted as an abandoning of the universal banking concept, which is 
typical for the German banking system. However, facing lower margins in the tradi-
tional intermediation business, the expansion of the fee and commission output was one 
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of the main goals especially for large institutions. This strategy allowed them to partici-
pate in the increasing volumes on the securities markets. The very specialized high-
margin businesses like IPO’s, M&A’s or international refunding is further dominated by 
American investment banks, however (Economist 1999a, p. 18). 

In contrast, another field of activity was clearly reduced. The big German banks are 
prominent for their dual role as lender and owner. Deutsche Bank, e.g., is one of the 
world biggest industrial holding companies with assets currently worth about 45 bn DM. 
The portfolio of Dresdner Bank is representing a market value of 25 bn DM. These tra-
ditional links are now loosening: Since 1994, Deutsche Bank has reduced its stake in 18 
from its 20 largest holdings. Similar activities can be observed for other banks. One rea-
son for this retreat are the currently high asset values, allowing large extraordinary gains 
from these investments. As a second reason for the concentration on the core banking 
business, aspects of risk diversification may be considered. The dual role as lender and 
owner leads to a double burden if a company is getting into trouble. A reduction in firm 
stakes allows for a broader diversification of the portfolio risk which is important for the 
credit rating (Economist 1999b). 

Changes in market behavior consist from pricing and risk behavior. Here it is important 
to note that enhanced price transparency, accompanied by increasing competitive pres-
sure, is reducing the possibilities for cross subsidies. An important example in the retail 
business was the subsidization of payment transactions by the interest business. As al-
ready Priewasser (1985, p. 151 f.) was mentioning, instead a more differentiated, divi-
sion-orientated price structure has to be established. Actually, this change in the price 
schedules has taken place. The creation of direct banks by the largest commercial banks, 
which primarily act as brokerage firms, is a further step into product differentiation. A 
second goal is the strengthening of the commission business. 

Finally, it should be noted that the Basle capital accord may have a perverse effect on 
the risk behavior of some banks. Currently, for all loans to non-financial firms the full 
8% equity has to be put aside. This reserve requirement is independent from the credit 
quality of borrower. As a result of this lacking differentiation, the incentive for running 
risks has increased (Economist 1999a, p. 13; Rode and Moser, 1999). It is questionable 
if the planned loan-quality regulation can appropriately deal with this effect. 

4.2 Mergers & Acquisitions 

Mergers and acquisitions reduced the number of independent banks from about 4700 in 
1990 to 3400 at the end of 1998 (see Table 1). Two main types of mergers can be differ-
entiated: Strategic mergers with at least one large partner and, second, defensive merg-
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ers between small banks. Important examples for strategic mergers are the mega-
mergers of Bayerische Hypobank and Bayerische Vereinsbank (both in Germany) or the 
acquisition of Bankers Trust (US) by Deutsche Bank (Germany). Aside from cost con-
siderations, the increase in market power, international expansion or a better access to 
equity markets are the main reasons for strategic mergers. As for defensive mergers, 
these types of mergers are by far dominating the merger activity of the German market. 
They are primarily motivated by cost considerations or - in a few cases - by the need to 
overcome solvency problems from bad debt. Economies of scale, which are in no doubt 
existent for small banks (see chapter two), are giving theoretical support for defensive 
mergers. 

The relationship between the completion of the single European market and M&A activ-
ity seems to be weak. Obviously, the increasing competitive pressure from an integrated 
European banking market may be interpreted as incentive to reverse the decline in prof-
itabiltiy by M&A’s. Especially for small banks - and hence for the bulk of mergers - 
other reasons than the SMP may be more important, however. For example, the more 
than proportional increase in the costs of data processing or the change in consumer 
demand towards securities are important sources of economies of scale. External growth 
by mergers can help to exploit the advantages of being large, but these advantages are 
not related to the SMP. 

Table 3 is confirming this cautious view on the causality between M&A’s and the Sin-
gle Market. For most banks in Germany as well as in the EC the opening of subsidiaries 
is considered more important than an increase in the merger activity. 

Table 3: Company Activity and SMP 

 Change in activity in 
other EC countries* 

Extent to which the SMP is responsible for these changes

 Merger 
activity 

Opening of 
subsidiaries

not at all slightly to a large 
extent 

totally 

Germany 5.2 29.8 4% 67% 21% 0% 
EC 2.9 17.7 15% 58% 23% 0% 

* 50 is „large increase“, 25 is „small 
increase, 0 is „no change 

    

Source: Postal survey. 

Shifting the focus to strategic mergers, the completion of the Single Market may indeed 
be a main reason for repositioning the own bank. Here it is important to note that the 
German financial sector is one of biggest in absolute terms, but in 1994 only three Ger-
man banks were among the twenty leading European banks (measured by total assets). 
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Because of two mega mergers, this number has increased to four, with Deutsche Bank - 
Bankers Trust now being the largest bank in world. Pan-European mega mergers have 
not occurred yet. 

Up to that point, a positive effect of M&A’s on costs and profitability has been assumed 
as given. As Lang and Welzel (1999) show, however, cost reductions from defensive 
mergers are far from sure. Based on all 283 mergers between Bavarian cooperative 
banks which appeared between 1989 and 1997, they empirically estimate two potential 
sources of merger-based cost reductions: Size effects from economies of scale and of 
scope, and, second, X-efficiency gains from post-merger restructuring efforts.  

One of their main conclusions is that favorable size effects can only be expected if at 
least some of the branches are closed in the post-merger phase. If the merged unit is not 
willing to reduce the number of branches, the predicted cost changes lie within a small 
interval ranging from -4% to 9%, but are zero at average. Aside from the cost-intense 
network of branches, a poor mix of the output bundles of the merging banks are the 
main reasons for these pessimistic predictions. 

With respect to the post-merger performance, there is no evidence that the merged unit 
could exhibit X-efficiency levels above those of the separate units. If the merging banks 
exhibit different levels of X-efficiency, in most cases the more efficient merger partner 
failed to transform its management advantages to the weaker partner. Instead, the em-
pirical results point to a leveling off in efficiency differences after mergers took place. 
Even for mergers which took place five or eight years ago no X-efficiency gains could 
be observed. 

As for (strategic) mega-mergers, the consequences for size efficiency can be expected 
still more negligible. The Hypo-Vereinsbank mega-merger may be considered as an ex-
ception, because in this special case the regional neighborhood of many branches allows 
for a significant reduction of the branching network without the loss of market shares. In 
general, however, the optimal scale of a bank is far below the scale of each individual 
bank before the merger (see chapter two). More promising for profitability is the output 
side: As Akhavein et al. (1997) point out for the US-market, there may be a greatly en-
hanced profit efficiency because of a shifting in the product mix and enhanced possibili-
ties for risk diversification. Vander Vennet (1996) is supposing well exercised manage-
rial efficiency programs in the case of mega-mergers among equal partners. Finally, stra-
tegic mergers have a clear positive impact on input prices. The absolute size of a bank is 
important for the conditions at which funds from the securities market can be raised. 
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4.3 Internationalization 

The degree of internationalization may be seen from different perspectives: Cross-
border M&A’s and joint-ventures, establishment of subsidiaries or branches (direct in-
vestments), and - finally - lending/borrowing in foreign currency and to non-residents. 
With regard to the latter, the ECB is pointing to a steadily growing importance of the 
international banking business for EC banks (ECB 1999, p. 21ff). Somewhat surpris-
ingly, EC banks are even taking the leading role as international lenders to emerging, 
transitional or developing countries. No numbers for individual countries are given, 
however. 

More detailed information is available for the establishment of subsidiaries and 
branches, which is presented in Table 4. The German banking system is currently rais-
ing more than 30% of its total assets from foreign branches and - to a lower degree - 
from foreign subsidiaries. Actually, with about 300 branches or subsidiaries in other 
countries, the outward internationalization of the German banking sector is more intense 
than in any other EC member state. Especially noticeable are the high growth rates of 
the activities of foreign branches, which are by far outperforming foreign subsidiaries. It 
can be assumed that the Second Banking Directive, which introduced the principle of 
home country control for foreign branches, is one of the main forces for this pattern. The 
success from this regulatory milestone can also be observed in other member countries: 
More than 450 cross-border branches are currently established in the European Commu-
nity, up from 300 in 1992. 

Table 4: Outward Internationalization of the German Banking Industry 1998 

 foreign subsidiaries foreign branches 
 number assets as % of total 

assets 
number assets as % of total 

assets 

in EC countries 81 (+40%) 7.4% (+20%) 94 (+42%) 12.6% (+158%) 
- Luxembourg 30 (-3%) 3.8% (-7%) 32 (+10%) 1.4% (+23%) 

- else EC 51 (+89%) 3.6% (+71%) 62 (+68%) 11.2% (+198%) 
in Non-EC countries 56 (+40%) 0.9% (+4%) 89 (+31%) 9.2% (+146%) 
Total 137 (+40%) 8.3% (+19%) 183 (+37%) 21.8% (+95%) 

Percentage change against 1993 in parentheses. 
Source: Deutsche Bundesbank. 

4.4 Cost Changes: Scale, Efficiencies, and Input Prices 

Aside from M&A’s, cost reductions may also be realized from other sources, for exam-
ple internal growth towards the optimal banking scale (see chapter two). Actually, how-
ever, there cannot be observed any trend towards a more homogenous size distribution 
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around this optimal scale. To illustrate that point, the average per-bank growth-rate of 
13.9% (1990 to 1998) in total assets should be kept in mind. Cooperative banks, which 
are typically far below the optimal firm size, could realize a yearly per-bank growth rate 
of just 11.8%, however. Even lower was the growth of savings banks with 7.7% per 
year. Credit banks, which are typically far beyond the minimum optimal scale, enjoyed 
the healthiest growth rate with 15.3% p.a. Summing up, the size difference between 
cooperative banks and savings banks decreased, whereas the spread between these 
groups and the credit banks even increased. This last result is in clear contrast to a hy-
pothesis that the completion of the European market will reduce the heterogeneity in 
bank sizes. 

Turning the focus to X-inefficiencies, we find one possible explanation for this some-
what surprising result: Compared to the cost disadvantage from having chosen the 
wrong size, managerial X-inefficiency has a much more negative effect on the cost 
situation. This impressive conclusion can be drawn from the existing empirical work on 
the German banking industry (see e.g. EC 1997, p. 92; Lang, 1996; Tebroke and Wolf, 
1998). As illustrated in Figure 5, a cost reduction in the dimension of 10% from a 
switch to the best-practice technology is realistic for the majority of German banks. The 
main source for this deviation from the cost frontier is a too large staff. It is important to 
note that cost savings from lowering input prices or from a reduction of the branching 
network are not included in the X-inefficiency measure, because only input quantities 
are assumed to be under the control of the management. 

Figure 5: 
Distribution of X-Inefficiency 
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Estimated percentage differences between actual and minimum cost. 
Source: Lang 1996. 
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Within the context of the SMP, the question for an occurring trend in X-inefficiency is 
of obvious interest. As a key hypothesis, the increasing competitive pressure should 
have forced banking firms to reduce unit costs as far as possible. Actually, there is some 
empirical evidence that bank manager could reduce the level of X-inefficiencies since 
1990 (EC 1997; Tebroke and Wolf, 1998; for cooperative banks Lang and Welzel, 
1999). However, the improvement seems small in comparison to the existing cost sav-
ing potential. 

With regard to input prices, the recent changes for German banks were less drastic than 
for banks in other EC countries, especially for those in the EURO zone. The general 
tendency in money market rates is downward since 1992, with interest rates in other 
countries approaching the lower benchmark which was set by the German mark. The 
margin between the rate paid to customers and the money market rate was decreasing 
due to increasing competition, but in a postal survey the SMP was made only slightly 
responsible for the higher competitive pressure (see also Table 2). 

4.5 Revenue Changes: Quantities, Prices and Margins 

The quantity growth of the non-commission business can be seen from Figure 6. In-
creasing ratios between deposits and the GDP as well as between loans and the GDP are 
a reliable indicator for an income elastic demand for these outputs. Obviously, the bank-
ing industry is offering attractive products, with the German market somewhat overrep-
resented in relationship to the European Community. Interestingly, the loan side could 
realize higher growth rate than the deposit side during the last years. In turn, the capital 
market got more important for refinancing the loan output. 
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Figure 6: 
Non-Bank Deposits and Non-Bank Loans as Percentage of GDP 
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EC-Data for 1997. 
Source: Deutsche Bundesbank; ECB 1999. 

The described trend towards disintermediation finds its expression in increasing turn-
over on the securities markets. To some extent, as shown in Figure 7, banks could par-
ticipate in these high growth rates. That is especially true for the EC level when consid-
ering a representative bank. In Germany, the largest three German banks could benefit, 
too. However, the smaller banks in Germany were not successful in strengthening the 
commission business: Their non-interest revenue shares in 1998 were somewhat lower 
than in 1990, and the observed spread against the top three as well as against the EC 
average even increased. 

Figure 7: 
Non-Interest Income as Percentage of Total Income 
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Source: Deutsche Bundesbank; ECB 1999. 
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With regard to output prices and margins, both drastically decreased since 1990. Figure 
8 is illustrating this trend for the EC as well as for German banks. Most significant was 
the changing competitive environment for the large credit institutions, which topped the 
trend of shrinking margins. As in opposite to other EC members, disintermediation, 
technological changes (e.g. direct banking, better informed customers) and over-
capacity are the main reason for increasing competition. The SMP has strengthened this 
trend, but it is unlikely that the SMP is solely responsible for the outlined situation. 

Figure 8: 
Net Interest Margin 
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Net interest income (interest revenues minus interest payments) as percentage of total assets. 
Source: Deutsche Bundesbank; ECB 1999. 

5 EMU and the Banking System 

5.1 Effects of EMU on Banking Activities 

The creation of a single European currency is affecting German banks more significant 
than the SMP, because the latter is more or less a harmonization-driven change in the 
regulatory framework. It is no easy task, however, to separate between the effects of the 
SMP, the EMU, and other changes in the market environment like growing disinterme-
diation or technical progress. The reason for this difficulty is that in many aspects these 
forces work towards the same direction - growing competition within the banking sector 
and between banks and non-bank financial institutions. Therefore, as a first result, many 
of the outlined trends in the chapter before can be adopted. 

There are some specific aspects of EMU on banking, which are worth to be outlined. 
Obviously, the discontinuation of the future and spot exchange between the EMU cur-
rencies and the general reduction in hedging needs is reducing revenues especially for 



- 22 - 

the larger banks. This negative influence on bank revenues will at least partially be off-
set by high growth rates of the integrated capital markets, however. The market capitali-
zation of the EURO stock exchanges is now comparable to that of Japan (15% of the 
world market capitalization) and has therefore got attractive for international investors. 
Still better is competitive viability of the fixed-income sector, where EURO-
denominated loans from domestic borrowers account for about 25% of the world mar-
ket. 

A more liquid EURO capital market will increase the transparency of prices for loans 
and deposits. Together with an increasing liquidity of this large onshore-market, the 
trend toward disintermediation and - as a consequence - shrinking margins will con-
tinue. Falling prices and increasing volumes have a clear positive impact on the borrow-
ers as well as on the economies, whereas the outcome for the banks are not clear. Only 
larger banks - typically more than proportional engaged in the non-interest business - 
can be expected to fully participate from higher turnover of the securities market. 

A specific advantage for German banks is the location of the European Central Bank in 
Frankfurt. This will strengthen the informal links between central bankers and commer-
cial banks, which may be important for future decisions regarding monetary or regula-
tory policy. Furthermore, a positive impact on the competitive viability of Frankfurt as 
trading place for securities is probable. As a first indicator, Frankfurt has won the lead-
ing rank in the trade with the „Bund-Future“ from London. 

Finally, when analyzing the effects of EMU on banking, the high relevance of the mac-
roeconomic situation has to be mentioned. If governments and the European Central 
Bank could successfully create an environment consisting from exchange rate stability, 
low public deficits and low interest rates, then a significant positive effect especially for 
banks can be expected. Continuous and stable growth rates of the real economies are 
accompanied by high growth rates of the lending business, while loan losses because of 
firm defaults would be low. This interrelationship is due to the price and income elastic 
demand for bank loans. 

5.2 Banking Sector Responses 

A more competitive environment will be the main consequence of the EMU establish-
ment, and further pressure on banks’ margins can be expected. Following ECB 1999, the 
response of the banking system will be quite similar to what is expected from the SMP: 
a) Improvements in services and procedures to reduce costs and enhance risk manage-
ment, b) changes in the product range, e.g. a shift to consulting or internationalization, 
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and c) mergers and acquisitions, which are driven by cost aspects, or the goal to change 
the output mix and to expand in a geographical sense. 

On the level of retail banking, the single currency will lower the preferences of custom-
ers for a home-country bank. Prices, conditions and quality will determine the decision 
of depositors, not the nationality. Not all banks will be able to attract foreign customers, 
however. Because of low transaction costs, direct banks will have a comparative advan-
tage in the cross-border retail business. The large German credit institutions have well-
established direct banks with attractive conditions, which could gain significant market 
shares in the international retail banking segment. As a consequence, large banks may in 
general redirect their retail business towards direct banking, where their technological 
leadership puts them in advantage compared to mid-sized or small banks. At the same 
time, the branching network of commercial banks can be expected to be scaled down. In 
spite of high growth rates of direct banking, that strategy would reduce the significance 
of retailing for large commercial banks. Savings banks as well as cooperative banks 
could fill this gap, at the same time losing market shares in the commission business. 

Currently, the discussion about an appropriate response to EMU is strongly focused on 
mega-mergers, for example between Deutsche Bank and Dresdner Bank - number one 
and number two of the German banking industry. From a public point of view, the de-
gree of concentration within the EC region can be regarded as low, and no obstacles 
from the antitrust authorities should be expected. However, the economic success of 
M&A’s is neither guaranteed for defensive nor for strategic mergers. Although strategic 
mergers as in the cited example above offer wide opportunities for saving costs, increas-
ing revenues and reducing risks, the negative evidence from empirical banking studies 
should be kept in mind. To be more specific, the significance of managerial X-efficiency 
is again to be stressed at this point. Unit costs are clearly more influenced from manage-
rial quality than from the size of a bank. Wheelock and Wilson (1999) are confirming the 
importance of low X-inefficiency values for the US market, where the probability of 
bank failure was significantly higher for inefficient banks than for well managed firms.  

6 Conclusion 

Summing up, the introduction of the EMU can be assessed as more important for the 
German banking system than the SMP because of the relative liberal conditions prior to 
the SMP. As a general result, the speed of the structural changes in Germany will further 
increase. Especially listed German banks are currently under pressure because of their 
relative low profitability. This can clearly be seen from a comparison of market capitali-
zation and bank size, where Europe’s largest institution - Deutsche Bank - can only 
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reach rank seven in market value. Similarly, some other large banks have reached an 
enormous size, but are valued significantly lower than comparable European competi-
tors. For the majority of non-listed banks, their low performance can be seen from statis-
tical material. 

To maintain or enhance profitability in an environment of decreasing margins, all banks 
will increase their efforts to reduce costs. The reduction in capacity, especially in the 
number of branches and firms, will continue. According to empirical estimates, future 
efforts should be concentrated on an increase in managerial quality, which promises a 
higher potential for cost savings than scale economies. Increasing efficiency means a 
lower staff (about two thirds of the theoretical cost savings) and a lower, but more effi-
cient capital input (buildings, data processing). The economy-wide gains from a more 
efficient input allocation will easily offset the possible loss of jobs in the banking indus-
try. 

On the product side, the disintermediation process is expected to speed up. As a conse-
quence, the traditional system of universal banks could be somewhat changed: A partial 
retreat of savings as well as cooperative banks from investment banking, accompanied 
by increasing market shares in the branch-based retail business. For commercial banks, 
the consultation-intense investment business is very attractive. On the retail sector, a 
specialization on direct banking allows for additional customers from abroad as well as 
for high growth rates in the brokerage business. 
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