Chapter 2
Theory and Literary Review

In Chapter 2 the main objective is to review the theory of the fields being affected in
this work by analyzing the literature.
The strategic field builds the framework for the business model. That's why the first part
will be about different aspects of strategy research and development. Based on that
information, the next section will have a focus on the specialties of bank services. The
last part is of great importance because the goal of this work is to elaborate facts to
describe a new competitive business model. The next step in chapter 2.2 is to describe
and define the term business model in the context of financial services while 2.3 gives
an overview on the structure of the banking sector exemplified by the German banking
sector.
Chapter 2.4 offers details on the breakout of the crisis focusing on what happened
before the collapse of Lehman Brothers.

2.1

Strategic field as framework

The preoccupation with strategies has its origins in the military field. The
dtvLexikon(dtv Lexikon 1997) defines strategy as the doctrine of warfare that
developed the plan to achieve a goal and analyzes the conditions for this purpose, in
contrast to the operational management and tactics.
Strategy in the management literature has become a buzzword. Though, everyone
knows the term "strategy", but a generally accepted definition of the concept does not
exist. The insight gained from Chaffee has not lost its relevance: “virtually everyone
writing on strategy agrees that no consensus on its definition exists”(Chaffee 1985, p.
89).
For example, Mintzberg(Mintzberg 1995, p. 30) differentiates "intended", "realized",
“calculated", "intuitive" and "not realized" strategies. Furthermore, Mintzberg provides
yet another strategy classification, which became known as the 5-P concept: strategy as

plan (plan), strategy as a list (ploy), strategy as action patterns (pattern), strategy as a
position (position) and strategy as an ideology (perspective).
After Kreikebaum(Kreikebaum 1997, p. 57), a strategy can make one realize "how a
company uses its existing and potential strengths to meet environmental conditions and
their changes according to the managerial intention”. Though strategies can be classified
by several criteria.
It is difficult to find a homogenous definition for the term strategy which could cover
the wide range of meanings. Usually the following characteristics are linked to the terms
of business strategy or strategic decision (Steinmann, Schreyögg & Koch 2013, p. pp.
160):


Strategies refer to fields of activity or business fields.



Strategies refer to competition which means the behavior of oneself in relation
to the competitors, e.g. imitation, cooperation, domination or differentiation.



Strategies refer to the situation and development of the environment, and to
opportunities and threats. There is a reaction to external changes or businesses
that implies the try to influence it by oneself.



Strategies refer to internal resources such as strengths and weaknesses in their
relative position to the competitors.



Strategies reflect the basic settings, wishes and ethical expectations.



Strategies cover the whole company, i.e. the goal is to set a direction for the
activities of the entire company and not only several functional divisions.



Strategies are of great importance for the asset and income situation of a
company and have great consequences for the allocation of resources.



Strategies focus on the future and base upon expectations about the development
of own competences and of the competition.



Strategies are usually the outcome of a systematic planning process.

So strategies give answers to 3 basic questions:
1. What business fields do we want to take action in?
2. How are we going to face the competition in these fields?
3. What will be our long term competence base?

After Kreikebaum (Kreikebaum 1997), it is recognizable from the strategy "how a
company can use its existing and potential strengths to face the environment and the
changes according to the corporate purposes."
Corresponding to the 3 main strategic questions there are 2 basic planning levels
(Steinmann, Schreyögg & Koch 2013, p. p. 162)


level of the company as a whole



level of a business segment.

So it has to be differentiated between


corporate strategy and



business strategy.

Next step will be to have a look at a strategy process. To support the following
explanation it is helpful to illustrate it by a pyramid showing the steps which lead to the
implementation of a strategy.

Vision
What is the direction
the company should
develop?
Objectives
What goals shall be achieved?

Strategies
How should the goals be achieved?
Implementation

What operational process should be made to implement the
strategies sucessfully?

Figure2-1

Implementation process of a strategy(Hauer & Ultsch 2010, p. 16)

At the beginning there is the vision. Steve Jobs or Bill Gates count as great visionaries.
They started by an idea and each of them created one of the most valuable companies in
the world. Examples for visions are: "become the world's leading software firm" or

"become the world's leading cell phone provider". Visions are essential for the future
success of a company. No matter if it is an industrial or a financial service company.
The next step is to concretize the vision by expressing goals that need to be achieved to
realize the vision. An example for a goal could be to reach a market share of 50% or
reach total revenues of $150 billion by 2014 (Wal-Mart).
After the goals have been set the management has to start the strategic planning process
to find the right strategy to achieve the objectives that lead to the realization of the
vision.
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Figure2-2

Schematic illustration of the strategic planning process

This illustration shall help to show the process a company has to take to find the right
strategy. The process of finding the right strategy isn't a static process but more a
evolving. Therefore, the strategic controlling is a basic companion during the whole
process.
The strategic analysis is the core of every strategic planning process.
First the environment and its potential development need to be scanned to lead the
company successfully through a complex business field. It helps to systematically draw
a picture of the internal and external sources of the current and future situation to find
information for making decisions. At that point it is to mention that strategic decisions
are always decisions under uncertainty. Nevertheless, it can help to minimize
uncertainty.

1. Environment:
Initially, the different spheres were roughly marked out in the introduction. At this
point, the influence factors will be described in more details.
With regard to the change of the political-legal sphere, the phases of deregulation or
liberalization and re-regulation must be observed.Mid-80sthenational banks loosened
the barriers to foreign capital which should protect the currency .Furthermore, the
structures of the local banking sector were broken: For example in 1989/90it came to
the resolution of the Swiss banking cartel. The driving force was not only international
pressure, but also the insight, that free competition should be encouraged.
However, a tendency to more regulation is already foreseeable and in progress (BASEL
III etc.), since the deregulation is associated with risks. The primary goals of the laws
are the protection of investors and depositors, the introduction of uniform capital
standards for all capital market participants, the reduction of bankruptcies in the
standardization of accounting regulations and in the Prevention and Detection of Money
Laundering(Siebert 1974, pp. 1365-1370).
Deregulation has had a direct impact on the macroeconomic sphere. Before
deregulation, the number of banking institutions increased, after deregulation cleanup
process in the banking sector set in: many smaller, but also some of the big banks had to
be supported by another banks via cooperation or m & a. For example, at end of 1998
only 375banks remained in Switzerland while in the end of the 1970s there were more
than 550 banks(Schweizerische Bankiervereinigung & Boston Consulting Group 2011,
pp. 22-32).In 2007 the subprime crisis started and brought large-scale changes.
Financial services appear with an extended range of services in geographically new
markets: Globalization and Internationalization intensified the competition. In addition,
not only competitors from the traditional banking sector, but rather from the nonbanking sector occur in the market(Oehler 1995, p. 137). Because the barriers to enter
lately have become significantly lower to the financial business, and the boundaries
between traditional industries are becoming more permeable, the quality-, price- and
innovation-competition is intensified(Varmaz 2006, pp. 121-135).
The increasing competition among providers of financial services and the pressure to
innovate has led to more cooperation between banks and insurance companies: Bank

customer can buy insurance products in their bank and to insurance customer can buy
banking products in the insurance. The goal is fuller satisfaction of customer needs and
lucrative economies of Scale and Scope(Scheele 1994).
Besides changes in the regulatory environment, the development of modern banking
technologies (technological sphere) is seen as a second crucial factor for structural
change: The real key factor for the current process of change is the development of
database technology, particularly the networking and communications technology(Will
& Buhl 1998).
Until the mid-1990s, information and communication technology was particularly used
to increase efficiency. Since the mid-1990s, there are applications which are used for
the distribution of banking services(Hufeld & Wassiluk 1997).
In the U.S., the financial products offered via the Internet already cover practically all
the needs of the buyers-at significantly lower prices than traditional banks. For example,
at Net.B@nk-founded in 1996-the operation costs are about half the price of a
traditional bank.Higher capital interest rates and lower fees are the consequences of this
change.
By the end of the 90s it was predicted by experts that Internet banks possessed the most
successful business models and posed a serious threat to the traditional financial
services - customers would drift to the Internet banks. However, the "Dot com"euphoria experienced an abrupt end and many Online financial services had difficulties,
to acquire new sources of revenue. On the other hand traditional financial services
started to offer their products on the Internet and integrated the services in an overall
concept. Traditional providers have existing brands, capital, and a solid customer base
and offer the services through various communication channels, many customers don’t
only want to communicate through the Internet, but also get in contact with the bank
through a branch or on the phone. Therefore, the multi-channel management is
important for banks. The Internet is viewed as a channel among many – successful are
those companies that offer the right services on the right channels, whereat the costs per
channel vary greatly.
Internet applications also make it possible to provide information about services from
other branches and to provide services and thus holistically to support customer

processes(for example, a bank offers on the Internet with “Your Home" various onbanking information on living).
In the socio-cultural sphere the demographic changes and the changes in valueshave to
be mentioned. Increasing life expectancy coupled with falling birth rate leads to an
aging society, for example in Germany among others. The customer and employee
behavior and the behavior of competitors are affected by the socio-cultural changes
(Jacobsen 2003).
The aspiration to sustainable –environmental- growth (Sustainable Development) has
gained in western society more weight. Also providers of financial services contribute
to that change: Eco-fund, "green" accounts, etc. prove these efforts. The ecological
sphere has reached a level of impact on the company which should not be
underestimated.
The previously shown change is long-term - the environment will not stabilize in the
foreseeable future, and the changes will pose new challenges for the financial markets
again. Bernet(Bernet 1997) even believes in a paradigm shift: "These changes are not,
as many believe, a necessary and long-overdue cleanup of obsolete structures or a
<shakeout> after a period of too careless given loans by banks. Rather, we are
experiencing the first effects of a real paradigm shift - that is a fundamental redefinition
of understanding of terms such as bank, bank business or banking"(Bernet 1997, pp. 14).
Interesting are the mentioned consequences for a competitive strategy:
-

there is hardly a sustainable competitive advantage

-

the quality is no longer sufficient for differentiation

-

the outsourcing of specific elements of the value chain qualifies the economies
of scale: Smaller providers have the opportunities to compete with larger
competitors in concerns of production and distribution costs

-

there is less and less entry barriers based on valuable resources: Competitors
from the banking and non-banking sector or near-bank sector are capable of
innovation within a short time to copy.

When considering the changes in the financial sector, it is interesting to realize the fact
that many financial institutions used to react to the new environment with mergers. This

development seems on superficial examination, to contradict of all knowledge of
modern strategy and management theory which has focused on the strengths of the
company, the formation of small, flexible strategic units and the formation of complex
networks.
Bernet(Bernet 1997) systematized on a macro-and microeconomic level, the reasons
that may lead to mergers. Most fusion intentions could be achieved by means of
cooperation. Thereby different authors suggest that today's integrated value chain is
replaced by a networked system. Different actors or roles are mentioned here:
Relationship Manager, Product Providers and Transaction Processor, service centers
and manufacturing plants or service integrators, Shared Service Provider, Exclusive
Service Provider and Public Service Provider. What kind of companies the respective
forms of organizations are particularly well suited for will depend on the strategy and
the business model and it will only be shown in the future.
During the analysis of theses spheres the threats and opportunities have to be derived
from the findings. Michael E. Porter(Porter 2013)and his five forces give a major tool to
the management to analyze the competitive situation. For that work which discusses the
crisis in the banking sector caused by wrong behavior of many banks and not by
competition, the 5-forces model is not an adequate tool to find a suitable strategy. That
model investigates
-

the bargaining Power of Suppliers

-

the bargaining Power of Buyers

-

threat of New Entrances

-

threat of Substitutes and

-

the rivalry within the Industry.

Banks are usually divided into different segments like private and corporate banking
such as investment banking etc. That is also a reason why it is not generally suitable to
use Porter's model on a bank. The particular segment and its strengths and weaknesses
must be viewed separately. Thus, there is no need to go in detail with that model.
Nevertheless a bank has to face competition as well. The outbreak of the crisis in the
financial service sector had more fundamental reason which will be discussed later on.
Hence, an adequate analyzing tool for a bank is a segment based one. Financial
institutions acted quite autonomous within the given regulations and laws. But there

were no mechanisms which really observed the long-term consequences of the bank
from inside.
For the strategic planning the following instruments are suitable:


internal analysis like SWOT-analysis, ABC-analysis, controlling of previous
goals and the analysis of qualitative factors



benchmarking



strategy cube and the 3-phase model



portfolio analysis



Balanced Scorecard

SWOT-analysis (Kilgus 1995): The core of a SWOT-analysis is to get a current
overview of the company with all its Strengths, Weaknesses, the Opportunities and
Threats. The picture that will be delivered by that tool is being determined by
internal and external influences. The external factors (in most cases) cannot be
changed by a bank, hence the management is required to identify the strategic
options and derive appropriate steps to adapt to the external environment.
Examples of questions in an analysis:
Strengths:

Weaknesses:

What causes past successes due?

Which weaknesses need to be removed now and

What are the success factors of the company in the

avoided in the future?

future?

Which product is particularly weak in sales and

What synergy effects can be better exploited with

profit?

new strategies?
Opportunities:

Threats:

What trends can be used?

What legal frameworks complicate our business?

What opportunities are open?

What difficulties do we have in the market?
Table 2-1

SWOT – analysis

Benchmarking(Töpfer 1997): Benchmarking is an instrument to analyze the competition
and gives a continuous comparison of the products and services but processes and
methods as well. The goal is to uncover performance gaps to the best competitor and
learn from him. The best competitor is the company which controls the processes,
methods etc. excellent most efficiently and effectively and works most productive.

Two basic questions shall help to learn from the best:


Why is the primus at the top?



What does the primus do to achieve this excellent position?

The adaption of these "best practices" shall bring a sustainable improve and remove
weaknesses in the own company. The following states can be desired:


leading in market shares



leading in quality



leading in benefits for customers



leading in service --> "best of class"



leading in image by having satisfied and enthusiastic customers



leading in technology



leading in price and costs --> Value for money

During a benchmarking process the own position at the market is being determined and
information about how to improve that position is being delivered. The disadvantage,
however, is the high risk of copying standard processes and methods only. Thus, the
competitor is not overtaken, but only caught up.
Strategic cube and the 3-phase model of market development(Schreyögg & Koch
2007):The strategic cube focuses on the strategic dimensions of the target group,
products/services and distribution.

Figure 2-3

Strategic Cube

The core questions during the analysis with this tool might be:


Product / Service:

bank assurance provider vs. specialization



Distribution:

regional vs. global player; one channel vs. multi-channel



Target Group:

retail Banking vs. Segment Provider

The challenge is to offer the customer his preference for the bank to optimize the
distribution channel for the right product or service. The procedure can be divided into 3
phases:


Phase 1:

formation of homogenous target groups



Phase 2:

determination of product affinities including product purchase
possibilities



Phase 3:

determination of the distribution channel affinities

Portfolio Analysis - McKinsey &Co Matrix (Schröder 2001): The Portfolio Analysis is
based on a 2-dimension matrix (market attractiveness and competitive strengths), in
which the volume or the market share can be indicated as the size of the particular
business segment. The market attractiveness gives an evaluation in terms of the size of
the market potential and the growth opportunities. The competitive strength describes
the chance of the bank, based on the distribution potentials and the given competitive
situation to penetrate the targeted markets. The portfolio analysis helps to determine the
relevant market and the success factors of a company and on that basis to investigate
and develop the strategic positions for the success of the company.
The Matrix consists of 2 dimensions - The market attractiveness and the competitive
strength on the other axis. The categorization takes part on 9 fields which determine the
performance in a qualitative way.

Following example can be transferred to a bank:

Figure 2-4

Portfolio Analysis

The circles describe the business units while the sizes of those reflect the importance.
That means the particular recommendation for action could be to defend the position of
Wealth Management & Private Banking and go on focusing on that unit. On the other
side the bank has low strengths in the field of Transaction Banking and the market is not
attractive. Anyway the unit is quite large. The recommendation could be to reduce
resources into that area for example by outsourcing.
The basic idea of a portfolio analysis is the development of a matrix that allows
comparing business segments which are generally different from each other.
Balanced Scorecard(Kaplan & Norton 2007):The Balanced Scorecard was developed
by the US-Economists Norton and Kaplan. It combines qualitative and quantitative
measured variables. The potency of this tool is the integrated view on the company and
the implementation in specific operative actions. The aim is also to achieve a balance.
Kaplan and Norton differentiate between 4 partly interdependent perspectives:
o financial perspective
o customer perspective
o internal process perspective
o learning and development perspective
The given perspectives are not mandatory. It depends on the particular peculiarity if
modifications are necessary. For banks, a differentiated integration of return and risk is
required.

An example for a Bank-BSC can look like that:

Key Figure:
Cost-Income-Ratio
Profit intensity

Goal:
Financial perspective:
Figure for profitability

Valuation requirements

Figure for productivity of
employees
Figure for acquisition
measurement
Figure for evaluation of risks

Volume per customer

Customer perspective:
Figure for volume intensity

Customer business growth

Definition:
Operative expenses to gross
income
Income per employee
Growth in deposits and loan
lending
Cost of risks to operation
costs

Business volume to number
of customers
Earnings per customer
Figure for earning intensity
Gross earnings to number of
customers
Internal business process perspective:
Loan processing intensity
Figure for productivity
Number of loan requests per
employee in the back office
Online rate
Figure about usage of
Relation between onlinetechnology
accounts to giro account
Employee ratio
Figure about employee
Percentage of field staff to
structure
staff level
Learning and development perspective:
Sales rate
Figure for sales intensity
Percentage of field staff to
staff level
Training time and effort
Figure for HR development
Training days per employee
per year
Labor turnover rate
Figure for employee moral
Percentage of the decline of
the number of employees to
staff level
Table 2-2

Bank Balanced Scorecard

Financial goals of banks may be:
-

return on equity before tax of at least 15%

-

expenses to income relation of less than 60%

-

improvement of the income and costs of each 0.2%.

Strategic goals can be:
-

appropriate return on investment

-

Satisfaction of customers.

After describing the different strategic tools to determine the framework for how a bank
should act in the market, the next chapter gives an overview for a business model of a
bank. The actual function of a bank was to provide the economy with money. Therefore
a bank lends money. The bank gets the money from their customers and pays interests
to them. On the other side the bank lends that money to their customers with a higher

interest rate. The difference between interest on capital and interest on credit is called
margin (multiplied by the amount of money).
This is a very rough description of the traditional business model of a bank. One can
imagine that this business model doesn't enable banks to build high bank towers in the
best districts of cities like Frankfurt, Hong Kong, London or New York, especially in a
low interest rate period. Unless a bank keeps their cost on a low level and has only the
most creditworthy customers, who lend high amounts of money and who pay back their
debts in a responsible way. This is not what happens in reality. In reality bank often are
facing high credit defaults. What is the consequence? These and other reasons cause that
banks are looking for new business segments and need to change their business model.

2.2

The business model

What exactly is a business model? There is no common sense about the definition of the
term business model. Generally, it gives a model-based description of the company and
identifies the key factors of success. It should provide information on the business idea
of the bank; define how the profit model and the architecture of the value chain looks
like. In some definitions the description of the term depends on certain aspects.
Timmers(Timmers 1998, p. 4) mentions the architecture of products, services and the
flow of information such as the role of the different players including their benefits for
the reference group and the source of income as some of these aspects. For
Hamel(Hamel 2000, pp. 65-112), a business model is an applied concept in practice that
can be expressed by the core strategy, the strategic resources, and the design of
customer contact such as the value chain. The approaches differ from each other so it
makes sense to define the word business and model separately from each other. Schütte
defines the term model as follows:
"Ein Modell ist das Ergebnis einer Konstruktion eines Modellierers, der für
Modellnutzer eine Repräsentation eines Originals zu einer Zeit als relevant mit Hilfe
einer Sprache deklariert."(Schütte 1998, p. 59)That means a model is the output of a
construction of a modeler who declares the representation of an original by a language
to the user of a model.
For the term business Grünig and Kühn give a possible definition:
“Ein Geschäft ist eine Produkt- und / oder Leistungsgruppe mit eigenem Marktauftritt.
Ein Geschäft weist mehr oder weniger starke markt- und ressourcenmässige Synergien

mit anderen Geschäften auf."(Grünig & Kühn 2000, p. 470)That means a business is a
group of products and/or services with an own market appearance. A business has more
or less strong market and resource based synergies with other businesses.
Thus, a business model describes the market, value chain and potential state of a
company, related to a particular date at the strategic level. This happens on the basis of
relevant and determinable dimensions and their mutual relations. Alternatively it can be
a business unit, which acts independently on the market(Heinrich 2000, p. 11).
The business model is part of the strategic level and „interacts" with the imposed
strategy. For example the desired competitive advantage with the competitive strategy
or the market performance with the market segment strategy The description of the
business model always refers to a specific date and thus can relate to past or present
experience, or it can be forward-looking. The forward-looking business model thus
specifies a part of the business strategy and describes the desired added value, the
cooperation, the resources and services based on its stakeholders.
The following illustration shows the position of business model within the strategic
level of a company:

Figure 2-5 Relation between strategy &business model (Österle & Blessing 2003, p. 77)

But why should a company have a business model? What is the benefit? Hereafter there
will be several aspects, how a company can use and benefit from a business model.
The benefits of a business model are(Heinrich 2002)
1. added value related positioning of the business unit such as positioning against
competitors,

2. the description of strategic information for the design of the business with
respect to
a. the offered products and services and the value added,
b. the required resources and
c. the cooperation design.
3. to have an input for the downstream process development,
4. to have an input for the detailed design for the functional area strategies,
5. the evaluation of different varieties of business models by monetary aspects is
facilitated and
6. the derivation of measures by comparing the actual and the desired state of the
business model is facilitated.
To be able to suggest, what exactly has to change in the business model, it is necessary
to know the structure of a bank. That thesis will give an overview of the organization of
a bank in the next chapter to find out where there is an approach to change the business
model and the organizational structure of a bank and the overall strategy later on.

2.3

The organizational structure of a bank

This chapter will deal with the characteristics of the structure of the banking sector in
Germany and the structure of individual banks.
2.3.1. The German banking sector
There are several banks in Germany that differ in size, legal form of the company and
specialization. According to the classification of the German Central Bank, the
following structure can be assumed(Bundesbank, Deutsche 2014):

Figure 2-6 The German banking system

Mainly the German banking sector can be grouped into 2 main pillars: The universal
and special banks. Generally, Germany has a universal bank system, which means that
each bank which got a banking license can do all kinds of financial businesses. The
special financial institutions have banking licenses as well but specialized for historical
but not legal reasons. The universal banks on the other hand consist of 3 groups. There
are the savings, cooperative and private banks.
Universal banks offer full service in all main banking fields like business on assets and
liabilities side such as service business. Special institutions focus on selective banking
segments like mortgage, loan guarantee or home loan business.
During the crisis some banks started to struggle and faced insolvency. They were the
main protagonists in that time and the mottoes like "too big to fail" were added to those
institutions. The problem is that a bank which becomes too big becomes systemic at the
same time. It means if this bank collapses, it becomes a problem to the whole financial
system and thereby for the world-economy (see the case Lehmann Brothers). The next
chapter will have a detailed view on the crisis.
2.3.2. Organizational structure of banks
To understand the business of a bank, there should be an overview on the organizational
structure of a bank. There is of course no ideal type of a structure to present. It depends
on what suits best to reach the strategic goals.

The structural organization of a bank can be based on 3 different principles:
-

functional principle

-

regional principle

-

object-based principle
o by business segment
o by target group

Functional principle:

Figure 2-7

Functional organization of a bank

Regional principle:

Figure 2-8

Regional organization of a bank

Object-based principle by business segment:

Figure 2-9

Object-based organization of a bank

Object-based principle by target group:

Figure 2-10

object-based organization of a bank by target group

Analyzing the business models of German banks you can find in the most cases a mix
of the regional structure and the object-based principle. The national savings bank in
Oldenburg, Germany (Landessparkassezu Oldenburg) is separated into 9 regions.
Furthermore, each region is separated into Corporate and Private Banking. The
headquarter is divided into 3 main business areas. The Private Banking, Corporate
Banking and the administration. So the bank has 3 directorates and 1 chairman of the
board. The Federal

Financial Supervisory Authority controls

the adequate

organizational structure of a bank and imposes the separation of incompatible activities
(MaRisk AT 4.3.1).
The problem about the certain business models of banks is the theoretical character.
Indeed, most financial institutes became very big and complex the last decades, so it is
difficult to take in the structure. This fact implies another problem. It is not far-fetched
to assume that even the management itself has difficulties to take in all details of the
company. That leads to the next assumption that it is difficult to set a clear strategic
orientation for banks together with the fact that German banks in the past didn't really
face any pressure to generate earnings lend the Dotcom Bubble had burst about 15 years
ago.
Besides the organizational structure of a bank, also the business model asks for the
business activities. While the traditional activity of a bank was to receive money from
their customers (deposits) and lend this money to other customers (loans/credits) it
changed meanwhile. The interest margins from the traditional model in Germany were
melting but the costs did not. So especially the large private banks started to expand
their foreign and investment banking to increase their profits and satisfy the
shareholder. That business model implies higher risks to the bank and takes effect on
the whole organization. This is because the business segments (investment banking
etc.)were implemented into the traditional business model and not separated into
another company. Thus, it is another goal of this thesis to discuss if it makes sense to
separate the traditional from the investment banking what would lead to a separated
banking system.
The next chapter will describe why the crisis broke out and what happened during the
particular phases within the progress.

2.4

Micro-economic view on the breakout of the crisis

Looking for literature on the last crisis is not difficult. After the fall of one of the largest
investment banks of the world, Lehman Brothers in the US, the financial industry is still
fighting the consequences. This chapter will explain the crisis on a microeconomic level
and keep focusing on the banks. The macroeconomic view will be relevant when
deviating recommendation about public policy.

The Bank of America (BofA) had to pay a fine of US$16.16 billion as a result of the
Subprime Crisis on21 August 2014 to the US authorities. The highest amount ever
being paid by a company, after BofA and the US authorities made a settlement(Time
Magazine 2014).
The global financial crisis started due to the Subprime Crisis in 2007 and the subprime
crisis were a result of the macroeconomic policy of the US in pursuing a long period of
low interest rates to stimulate the US economy. It is a global banking and financial
crisis starting in the USA. This was expressed by worldwide losses and insolvencies of
companies in the financial sector reaching the real economy by the end of the year 2008.
It was basically influenced by falling housing prices which became a large bubble after
a long period of increasing prices. At the same time, more and more borrowers were
unable to pay their mortgages, partly because of rising interest rates and partly the lack
of income. Initially subprime loans were affected by the problems in the real estate
sector. These loans were given to borrowers with low credit ratings(Bianco 2008, pp. 38).
An increasing number of Americans with low incomes received a loan to buy a house.
In extreme cases, the American homeowners didn't even have a job and no other assets
to secure the loans. The credit market often dealt with poorly informed customers. The
loans were literally forced upon the customers, with the promise that this will allow
them to make a fortune. Since there was much and most importantly cheap money
available on the financial market, the banks could also give out a lot of loans. A failure
of the former Federal Reserve Chairman Alan Greenspan was in putting too much
money into the market and leave the interest rates permanently at a low level during the
economic downturn(Bianco 2008, pp. 3-8).
The subprime crisis was considered to provoke the following global financial and
economic crisis, not to be the cause, but it led the government to take control of the two
largest mortgage banks in the United States.
2.4.1. How the housing crisis became a banking crisis
It is not possible to describe the banking crisis without a macro-economic view on the
outbreak of the crisis.

With long periods of historically low interest rates, primarily the U.S. Federal Reserve
and the Bank of Japan substantially contributed to the fact that money from the central
banks - the input factor of all credit creation processes - was temporarily available at
very favorable rates. This expansionary interest policy exuded on the longer-term yields
and led in many countries to a distinctive housing boom(Mildner 2012).
The strong current account imbalance of the United States due to the propensity of the
private households to make debts had basically have led to a sharp depreciation of the
dollar. Such an exchange rate reaction would have required a more restrictive interest
rate policy at early stage in the United States to stem rising imports. This real economic
mechanism of adjustment was, however, suppressed for a long time because many
emerging markets had purchased US Dollars in order to prevent an appreciation of their
local currencies. Since they invested the medium and long-term assets, which they
bought through foreign currency exchange intervention, in the United States, they
enabled a smooth financing of the increasing current account deficits of the
USA(Konrad Adenauer Stiftung 2009).
A wide variety of techniques of securitization played an important role for the global
spread and the extent of the crisis By converting traditional bank loans into tradable
securities, made it possible to considerably increase the potential of credit creation of
the financial system(Mildner 2012). Not only pension funds, insurance companies,
hedge funds and special purpose vehicles (SPVs), but also banks and central banks
outside the United States could therefore be indirect creditors to American households.
The securitization had the effect that an intermediation both outside of the United States
banking system as well as across national borders was made possible. The associated
business model of "originate and distribute"(Rosen 2010) was related to significant
incentive problems. For endless rising of property prices, the credit standards in the real
estate sector and in corporate acquisitions were significantly reduced. The pooling of
receivables made sure that even receivables with poor quality, a comparatively high
proportion of assets was created that were rated by rating, agencies as blue chip. Due to
this rating, such securities were acquired by institutions that were subjected to strict
regulations in its investment policy(Weimann 2009).
The financial crisis itself initially has the so-called too-big-to-fail problem further
exacerbated. The total assets of the 25 largest banks in the world by 2007 had already
increased nearly six folds over the years from 1990 and almost increased seven folds by

2009. The assets of the ten largest banks in relation to the total assets of the 1,000
largest banks have grown from 14 per cent in 1999 to 19 per cent in 2007and to 26 per
cent in 2009. This global image also showed up in the development of the banking
systems of some countries, bearing in mind that, the merger of institutions like
JPMorgan Chase and Bear Stearns in the United States were part of the national crisis
management. Banks that exceeded a size which started to be critical when struggling
were called systemic banks(Goldstein & Véron 2011).
The banks took in more and more risks. With the increasing use of debts, the banks
wanted to achieve more and more profits. Such a risky business was the trade of the
American securitized real estate loans. The investment banks transferred the
mortgages of good, average and poor credit quality into Special Purpose Vehicles
(SPVs)to create tradable security papers, known as Mortgage-Backed Securities
(MBS'). These securities were again pooled into funds to be the so-called
Collateralized Debt Obligations (CDOs). This means Asset-Backed Securities
(ABS')(Mildner 2012)were put together with other financial products. It was believed
the different qualities of the loans could be used as buffers that intercepted the default
on one or another loan. The most dangerous aspect about the newly created financial
products was the fact that they were divided and tied up again to create new packages of
securities that were sold to banks worldwide. This led eventually to the fact that
probably no financial institution knew what papers were in his books. The lack of
transparency due to complexity(Fender & Mitchel 2005, pp. 71-74)is very dangerous.
But the deals with the CDO's were worth it for the investment banks. With every real
estate loan they sold as securities, they earned high commissions. Thus, the
compensation system of banks had further exacerbated the crisis. Because the higher the
profit of a bank, the higher the bonus a banker received. The Rating Agencies made sure
that the bad loans within the structured financial products could be traded well. They
often added the best ratings to the securities. Thus, the papers could easily be sold
worldwide.
After housing prices fell and many properties were forced to auction, the buyers of
credit insured mortgages, such as many banks, made losses in the billions. In the
summer of 2007, the crisis reached the peak. The banks did not trust each other and
could not borrow anymore. The global financial flows faltered. Although the central
banks ensured liquidity, one year was given away to prevent a worse situation.

2.4.2. The progress of the crisis
After 15 September 2008, when the investment bank "Lehman Brothers" had filed for
bankruptcy, the events came thick and fast. The stock market values were plummeting
worldwide. Two days later, the insurance giant AIG had to be bailed out with $85
billion by the Federal Reserve. On 19 September, the U.S. government announced plans
to support the financial markets with $700 billion. In the last week of September, the
largest savings and loan bank "Washington Mutual" collapsed and the Governments of
the Benelux rescued the financial group "Fortis" with a total of €11.2 billion. On 7
October, the Icelandic Prime Minister warned of a "national bankruptcy" and took
control over the banking system. This island nation in the Atlantic could not meet their
payment obligations. The banks had penetrated deep into the maelstrom of the financial
crisis. On 13 October 2008, the German federal government intervened. Chancellor
Angela Merkel decided the most expensive law in the German history: a bailout for the
banks, which amounted to almost €500 billion. The German problem child was the
Hypo Real Estate (HRE), which was always kept before downfall with billions in credit
guarantee commitments. Overall, the German government pumped €102 billion into the
HRE, which was eventually nationalized(Kaufmann & Bude 2013).

2.5

Problems of the German banking sector

The Federal Republic is, according to a calculation of the DZ Bank in a survey, one of
the biggest losers of the crisis. The largest economy in Europe had to take welfare
losses of about 496 billion euro - 19 percent of the economic output of the year 2012.
The economic slump in Germany in 2009 was very strong with almost five
percent(Greive 2013).
On the whole, Germany was affected less in consequences than other banks in Europe
and worldwide. Nevertheless many banks faced bankruptcy and the government had to
save many banks from that fate which cost a lot of taxpayers' money. There are several
problems that led to the crisis in the German private banking sector.
First of all, the global integration of the financial sector was one of the main reasons for
the worldwide expansion of the crisis and made it a global crisis. Due to the systemic
interdependencies of the global markets and products, in extremely critical situations
there are many areas for a potential outbreak of the crisis. The financial markets were

set up like giant interconnected fields of dominoes. The first falling stone brought the
overturning of the other into motion(Fuchs 2010).
In Germany, especially the state banks traded Collateralized Debt Obligations (CDOs).
They invested massively in the US financial sector. The states and federal government
paid several of billions of Euros or gave guarantees for the state banks. As such, the
huge excess liquidity, built up for 20 years in Germany, was withdrawn from the society
in a very painful process.
The main Bank losses in the different countries were caused by quite a few institutions.
In the United Kingdom, four banks were responsible for 91% of the losses until the
beginning of 2009. In Germany, the state banks plus the "Deutsche Industrie bank
(IKB)" were responsible for 45% of the losses, the "Deutsche Bank" 20%. In
Switzerland, it involved only two institutions, but they still reached the world's fourthhighest depreciation of a country(F. A. Z. 2009).
Higher returns than from the traditional banking business were achieved only at the cost
of higher risks. In previous crises, it was assumed by the market participants under the
motto "This time everything is different" that it was found an exception to this law of
capital market theory (higher profits only at the cost of higher risks) for the first time but this had obviously been proven, like in all previous cases, as a fallacy. Instead of the
promised riskless additional income, the German banks had purchased unprofitable
additional risks. The search for suitable alternatives on new markets was - typical even
in previous banking crises - accompanied by general management failures. Within the
current financial crisis, the following mistakes could be noticed(Goworr 2008):
-

Lack of diversification of the portfolio,

-

Weaknesses in the credit assessment / monitoring,

-

Disproportionately high credit expansion,

-

Waiving adequate risk bonuses,

-

Lack of the internal control systems,

-

Throwing good money after bad money,

-

Overvaluation of loan security,

-

Overcapacity and a lack of cost management.

In this respect, new liberties in the context of global financial markets with new
investment opportunities through innovative financial instruments always implies, the
possibility of making mistakes (or to avoid mistakes).
While there could be identified many mistakes in the banks, but the regulation system
and bank supervision failed. The Regulation system failed in two ways: first, excessive
regulation that inhibits adaptation to new structures and markets and insufficient
regulation in terms of new financial trends (CDO's etc.) or non-detected risks. The bank
supervision made only lax, superficial, sporadic and fragmentary supervision and the
whole organization had only a splintered supervisory structure.
These were linked with the following problems that occurred owing to the outbreak of
the crisis such as(Felsenheimer et al. 2011, pp. 25-28):
-

Credit default,

-

Cumulated defaults within an industry,

-

Cumulated default of loans in the real estate sector,

-

International debt crisis,

-

Shocks relating to Interest rate, currency exchange and stock and real estate
prices

These facts led (not only in Germany) to the following (Felsenheimer et al. 2011) :
-

Falling stock prices,

-

Higher premium for risks,

-

Downgrades by rating agencies,

-

Increasing number of struggling banks and bank failure,

-

Deteriorated quality of the credit portfolio,

-

Shrinking or negative returns,

-

Dividend reduction or failure and

-

Equity capital bottleneck.

As mentioned at the beginning, there were only a few banks responsible for the huge
losses. The government in Germany could not decide to let these banks face bankruptcy
because they are "too big to fail" and thus systemic. This means if these banks would
collapse and slide into insolvency, the consequences could be worse for the economy. It
would have a serious effect on the consumption and the reliance of the civilization on

the market and the government. Hence it made sense to rescue the financial institutions
from bankruptcy to avoid a further downward trend(Peukert 2010).
This chapter will be concluded with a summary of the problems the banking sector was
exposed to. At the end of this thesis there will be recommendations on what factors to
implement into a revised business model of a bank and there will be findings on what
had caused the crisis to know how to avoid these problems and mistakes made in the
past and how to deal with the upcoming challenges of a changed financial sector.
Following list gives the factors which are told to be in a certain way related to the crisis:
-

International interdependence,

-

New financial instruments - CDO's / ABS,

-

Too big to fail problem - systemic important financial institution (SIFI),

-

Transparency in the business model of a bank,

-

Shrinking income (external and internal factors),

-

Technological trends and adaption,

-

Power of the rating agencies,

-

Regulation and Supervision,

-

Separate banking system(repealing Glass-Steagall Act),

-

Banking union,

-

BASEL III.

As shown in Figure 2.12, the study is separated into two main parts. The first part deals
with the crisis and the reasons of the breakdown of the financial sector. In the previous
sections of the thesis, the background was described and thereby the necessity for this
study was pointed out.
The second and following part of the study deals with the consequences that
subsequently arose from the problems due to the crisis. It will be discussed what
approaches were made by politics and how banks should change their business model to
meet the requirements.
In the literature, there are usually recommended 5 changes which have to be
implemented(Felsenheimer et al. 2011)(Steins 2014). The following part will introduce
these ideas in a short scheme which will be relevant for finding solutions to solve the
problems that occurred from to the crisis.

Basel III
The Basel Committee on Banking Supervision had released its new rules “Basel III". on
16 December 2010. It had been published, update dandrevised over the years.
BASEL III is the instrument for the reorganization of the regulation and supervision of
the banking sector(Cosimano & Hakura 2011).
The Basel Committee on Banking Supervision
The G-10 countries founded the Basel Committee on Banking Supervision in 1974, with
the aim to unify the supervisory regulations for the financial industry. Today there are
members of central banks and bank supervisors sitting in the committee from 27
countries (Lessenich 2013, p. 15).
A lesson from the crisis
As a consequence of the financial crisis ,the economically strongest states decided that
banks in future better have to prepare for risks.
The Basel Committee on Banking Supervision on 12September, 2010set up stricter
rules for bank capital(Lessenich 2013).

Formation of theBasel
Committeeon Banking Supervision

1974

BASEL I

BASEL II

1988

2004
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BASEL III

2010

BASEL Committee timeline

The problem
Generally, the rules of equity capital determine, how much and what type of capital a
bank at least must have to hedge their risks.
But in the financial crisis the existing equity was not sufficient in relation to the risks.
The government had to rescue several banks.

Capital equity
A bank must show capital equity of at least 8 percent of risk positions by 2014. If it falls
below this limit, the banking supervisory authorities must take actions to prevent further
risks.
The "Bank for International Settlements" gives a good overview on the new capital
equity requirements:
Basel III phase-in arrangements

Table 2-3

The planning process of BASEL III arranges the new capital standards over a
period of 6 years(Bank for International Settlements 2014)

"Basel III" is a comprehensive set of reform measures, developed by the Basel
Committee on Banking Supervision, to strengthen the regulation, supervision and risk
management of the banking sector. These measures aim to(Schulte-Mattler & Manns
2012) :

Improve the banking sector's ability to absorb shocks arising from financial and
economic stress, whatever the source might be,



Improve risk management and governance and



Strengthen banks' transparency and disclosures.

The reforms target covers :

Micro-prudential regulation, which will help to raise the resilience of individual
banking institutions to periods of stress.



Macro-prudential system wide risks that can build up across the banking sector
as well as the procyclical amplification of these risks over time.

These two approaches to supervision are complementary as greater resilience at the
individual bank level reduces the risk of system wide shocks.
The following figure gives an overview on the initiatives made by the BASEL
committee(Bank for International Settlements 2011):

Figure 2-12

Initiatives of BASEL III

Besides the changes due to the control mechanism of BASEL III, there is the approach
to establish a banking union by the European Commission.
Banking Union
The goal of a European banking union is to create a secure and strong financial sector
within the EU. These measures have been normalized in a single set of rules, called
"single rulebook"(European Banking Authority 2009). When the financial crisis
continued developing into a debt crisis within the euro zone, the growing
interdependences between the euro members were evident and as a result the need for a
deeper integration of the banking system manifested. This is the background for the

decision of the EU institutions to provide for the basis of the Roadmap of the European
Commission on a banking union, a uniform supervisory mechanism and a uniform
settlement mechanism. The banking union shall apply to the countries of the Euro zone.
Non-EU member states can join the banking union.
On the website of the European Commission, there is the following illustration:

Figure 2-13

Banking Union(European Commission 2014)

The banking union is highly criticized by economists. The goal of the union shall be to
avoid the tax payer having to rescue ailing banks. But one of the most famous
economists of Germany, Hans-Werner Sinn states(Lochner 2014) that at the end exactly
that's what is going to happen. The tax payers have to pay for falling banks. So he and
other economists warn to implement the "liability union". The reason for this argument
is that the European Stability Mechanism (ESM) will be debited in case of an occurring
crisis in one of the EU states. And the ESM budget is filled with taxes of the certain
members.

The liability cascade is designed as follows(Lochner 2014):
Owner of the bank,
Creditor of the bank,
Depositor with unsecured deposit of more than €100,000,
National resolution fund,
Affected member state,
ESM.
The politics follow 3 main intentions by establishing the banking union (according to
figure 2-18):
1. Single Supervision: the European Central Bank (ECB) is the single supervisory
authority to supervise the largest banks in the Euro zone.
2. Single Resolution: If besides all efforts to create a stable financial sector, a bank gets
into trouble and cannot be rescued, the mechanism allows an orderly resolution without
debiting the taxpayers "too much".
3. Deposit guarantees: The deposit guarantee shall prevent the depositor from losses of
their failed bank. The amount will be limited to €100,000. By that mechanism panic
bank runs should be avoided and prevented severe consequences to the economy of a
country.
Nevertheless, the banking union helps to unburden the individual countries when facing
another crisis in the financial sector.
Of course, there is the discussion about moral hazard as well, as a country may act
carelessly, knowing that there is a mechanism to help out. This is a political discussion
about the integration within a political union in which all members feel responsible for
the institutions of the EU. Indeed, it is relevant for the stability of the ESM itself.
Another idea to stabilize the financial and especially the banking sector is the separated
banking system model that will be discussed in the next section.

Reintroduction of the separated banking system model
In the past, in the United States, investment banking and commercial banking had to be
operated in separated companies according to the Glass Steagall Act (Crawford 2011).
This two-tier banking system emerged after from the 1929 world economic crisis. In
1999, the separation was discontinued, against the background of the observation that
the income sources of universal banks are better diversified than that of specialized
banks in a separated banking system(Lucas Jr. 2013).
Since the breakout of the financial crisis, scientists, economists and politicians had been
discussing (again) about the separated banking system (Crawford 2011). In October
2012, a commission of experts appointed by the EU Commission proposed among
others, to spin off proprietary trading by banks to legally independent units of a holding
company, insofar as certain size criteria would be exceeded. In that case, commercial
banks take care of the deposit and loan business, including payment services and
investment banks focus on securities business.
As mentioned before, there is mainly a two-pillar banking system.
Universal banks

Specialized banks

Figure 2-14

two-pillar banking system

Generally, the financial sector can be characterized as a universal banking system. That
means all banks can offer the full range of financial services. Critics are concerned
about that because they believe that, this is in high degree, a factor which is responsible
for the outbreak of the crisis, not least because it supports the banks becoming too big
and systemic (too big to fail). If a bank is getting too big and gets into a crisis, it
becomes a threat to the whole financial sector and thus for the economy of a country.
To understand what exactly is meant by the separated banking system model the
following illustration may help:
separated bank:

Figure2-15

separated banking system

Table 2.4 gives a few pros and cons of such a new banking system model(Büschgen
1998):
Pro separated banking system model

Contra separated banking system model

Greater involvement of shareholders and
creditors of investment banks in case of
bankruptcy possible
In case of insolvency, the bank can easier be
wound down
Focus on economically expedient core
functions. Limitation or prohibition of the rest

Not possible to diversify internal risks in an
proper way anymore  overall higher losses
and systemic risks
Separation of the divisions is practically
infeasible
Real
economy
benefits
from
the
comprehensive range of products and services
of universal banks, particularly in exports 
ensure global competitiveness
Retail and investment banking complement
one another excellent
Summary:
No contribution to greater Financial Market
Stability, since systemic risks are independent
from the business model.

Avoiding conflicts of interest between retail
and investment banking divisions
Summary:
Limitation of size and divestiture reduces
systemic relevance. Improvement of the
protection of the tax payers from risks of the
investment banking.
Table 2-4

separated banking system – Pro / Con

The goal of implementing the separated banking system is to separate the high risk
business of the investment banking from the commercial banking and to avoid banks
becoming systemic ("too big to fail"). The authorities and scientists did not find a
consensus about this approach, yet. It is being discussed but it seems that the system
will keep the universal banking system. The discussion of financial market regulations
will focus on other measures, in particular the liability cascade in the case of insolvency,
capital requirements and size limits for banks.
Furthermore, many critics are searching for complicity for the crisis at other institutions.
One of these are the rating agencies. In the next section, there will be an analysis of the
role of rating agencies and approaches to avoid that the rating of a few agencies can
have such an impact on the fate of a whole industry.
The Rating Agency
On 5 February 2013, the German magazine "Spiegel Online" posted an article in which
they reported about the USA reproaching the rating agency Standard & Poor's (S&P)for
having sugarcoated the ratings of securitized mortgages. The USA sued S&P for five
billion dollars (Spiegel Online 2013). The government accused the agency that it had
concealed risks in mortgage securities and distributed unreasonably good grades only
for profit reasons.
The rating agencies are the evaluators in the bond market. They judge how likely that
companies or entire countries can actually pay back their loans. Their evaluation
determines, whether securities are attractive to investors or not. And their rating
determines how expensive these bonds are.
Worldwide, there are three major rating agencies that almost completely divide the
rating market among themselves: Moody's, Standard & Poor's and Fitch. Their market
share is more than 90%(Nienhaus & von Petersdorff 2011).The rating is expressed by
using a combination of letters to show the levels of the creditworthiness of companies
and countries. A "D" means unable to pay, then it goes up to the top rating of "AAA". A
country with such a credit rating is considered very liquid; an investment in their bonds
is relatively risk-free, while the prices will be at high levels or low interest rates.

The role of the rating agencies during the crisis
Shortcomings and weaknesses in the activities of the rating agencies were a major factor
of the financial crisis. The rating agencies underestimated the risk of the securitized and
structured subprime loans and attested these papers at a very low probability of failure.
The positive reviews attracted institutional and private investors; they expected high
returns at low risk of default. Consequently the so called toxic securities became a
popular form of investment. Since the breakout of the financial crisis, the rating
agencies have been strongly criticized. The reproach is that they added the best ratings
to high-risk financial products, and to troubled companies. Thus, Fitch had still rated
Lehman Brothers even in the morning of its collapse with the third-best rating of
A+(Uken 2012).
Professor Manfred Gärtner(Uken 2012) from the University of St. Gallen in Switzerland
and Professor Frank Partnoy(Partnoy 2009), University of San Diego say that the
agencies are the main cause of the crisis. A survey of Gärtner(Gärtner, Griesbach &
Jung 2012) proved for the first time that the immense influence of the agencies on the
course of the crisis. With their decisions, according to Gärtner(Uken 2012), they even
had worsened the debt crisis. The failure of the rating agencies was often explained by a
lack of understanding of complex financial products. Thus, the actual probability of
default and the distribution of risks that were in the securitized subprime loans had been
implemented incorrectly. Another reproach was that the motivation for a realistic
assessment of the actual risk of the securitized and structured subprime loans was low.
The rating agencies were partly in a consultative function for a financial institution and
later responsible for the rating of the same companies' products(DIE WELT 2010).

The rating agencies under fire
Cartel: The rating agencies form a cartel led by the "Big Three" - S&P, Fitch and
Moody's - whose interest might probably be closer to the Anglo-American than to the
Continental-European. Political influence could not be excluded. When Standard &
Poor's, during the discussion on raising the debt limit in the US Congress, lowered the
rating of the United States from AAA to AA +, and the CEO of S&P them lost his job a
few weeks later. Professor Frank Partnoy(Partnoy 2009) saw in the regulation of the
agencies by the Securities and Exchange Commission (SEC) and the FED as a
restriction for competition and protection of the cartel.
Oligopoly structure: The "Big Three" have a market share of more than 90% (Volkery
2014). Thus, the power of the agencies is high and there is almost no competition. The
power grew due to political regulation by the USA after the crisis from 1929. It was
determined that a bank could only take over financial emissions and securizations that
were rated by a rating agency. In 1975 the SEC directed that only the "Big Three" were
allowed to fulfill the legal requirements of the rating for businesses. That was the point
when the rating agency became that powerful.
Too late and wrong reactions: the agencies came with their ratings almost always too
late. Thus, they had foreseen neither accounting frauds on a grand scale at Enron and
WorldCom nor the problems at Freddie Mac. Also they had not predicted the subprime
crisis and the national debt crisis in Europe(Osman & Benders 2010). On further
reflection, this is absolutely logical as the rating agencies are bureaucrats and behave
bureaucratic. It does not matter whether it is private or government bureaucracy. The
rating agencies determine "what is", not "what will be". Thus, it involves massive
procyclicality of ratings. Poor debtors are downgraded and hence enter into even greater
problems to get loans, which results in a further reduced credit rating. Thus, rating
agencies tear entire countries into a downward spiral.
Transparency: There is a lack of transparency in the rating process. Thus, critics say
that some ratings seem obscure and absurd. Gärtner(Gärtner, Griesbach & Jung 2012)
compared the ratings of the agencies and found out that there is a lack of consistency.
For example, downgrading Ireland by three grades while, due to the released rating
process of the agencies, it should be only by one grade.

Conflict of interest: the harmful effects of the agencies were aggravated by massive
conflicts of interest. They consulted the emitter of financial products, and during this
process, they declared how these products must be designed to achieve a good rating. In
addition, the rating agencies were being paid by the same emitter for a rating, which
was equal to institutionalized conflicts of interest.
To reform the rating agencies, there are many suggestions. The most extensive were
presented by European Commissioner Michel Barnier end of 2011(Barker 2011).
However, very quickly, the lobby of the agencies and investment banks succeeded, so
that the existing bureaucratic, counterproductive and oligopolistic system remains
largely intact.
Approaches for reorganization of the rating agencies
Transparency: Some reform proposals aimed towards greater transparency of the
actions of the agencies. According to the EU Commission(Barker 2011), the agencies
should now compile a standardized rating system, so that the ratings could be compared.
But if all the companies and countries know all details of the rating criteria, the critics
think that, the companies could use the information to influence the decision in a
particular field of investigation. On the other hand, there is also the imagination that
companies would focus on the problem and avoid getting a bad grade by designing it
crisis-proof.
Liability: Rating agencies should be made more liable for any damage due to incorrect
assessment.
Conflict of interest: Separation of consultative and rating functions.
European Rating Agency: Barnier(Barker 2011) also proposed a European Rating
Agency. This would be likely to break the Anglo-Saxon cartel, which is why the lobby
of the "Big Three" is trying to prevent.
Oligopoly and Cartel: Many critics accept the fact that many small rating agencies
would bring more confusion and the market would suffer from a lack of transparency.
Because the oligopoly of a few agencies, in this case created by the market itself,
because there is a need to follow just a few ratings, in order not to be confused by a
choice of many voices, where no opinion is relevant. Oligopolists are not exposed to
hard competition, and therefore in their ratings, less dependent on individual clients.

Only when rating agencies are big and powerful and make high profits, one can assume
that they cannot be corrupted. They act independent from those who pay them, i.e. the
States and companies they evaluate.
The rating agencies act in one of the few markets where a monopoly or oligopoly
structure is good for. Nevertheless, many scientists and economists think that there is a
need for an accredited European Rating Agency which acts as a counter balance to the
"Big Three". But there is one problem that a new agency has to face with. Moody's was
founded in 1909, S & P in 1906 and Fitch in 1913. All agencies have come to the power
on the same way: decades of work on their reputation and supported by US laws. To
build a good reputation, first of all it needs time. That means, by founding a European
Rating Agency, it takes a lot of time until it establishes itself in the market.
The approaches described above are mainly linked to the political level and have an
impact on the whole banking industry. Not only regulatory changes affect business
models, but also a variety of factors, such as the rate of return expected by investors, the
competitive situation and medium-and long-term trends. Therefore, a business model is
not carved in stone, but must be constantly adapted to changing conditions.
2.6

Case Study- HSBC-the global bank that survives

2.6.1 HSBC- Historical Background
The HSBC (Hongkong& Shanghai Banking Corporation Holdings PLC) is a large
global bank with the headquarter in London, which was founded “in 1865 to finance
trade between Asia and the West” (HSBC 2012). According to the Fortune Global 500
list of 2014, the HSBC Holdings is the 22nd largest company of the world (HSBC 2014).
Referring to the annual results of 2014, the HSBC bank got around 50 million
customers, served by 266,000 employees worldwide, i.e. 48,000 in the UK, 32,000 in
India, 30,000 in Hong Kong, 21,000 in Brazil, 21,000 in Mainland China, 17,000 in
Mexico, 15,000 in US, 9,000 in France and 73,000 in other minor countries (HSBC
2014, p. 18 of the annual report 2014) spreading in 73 countries and territories across
six geographical regions (Europe, Asia, Middle East and North Africa, North America
and Latin America) with over 6,100 offices (HSBC 2014, p. 18 of the annual report
2014).

The Financial Stability Board annually publicizes (from 2011 on), a list of the global
system relevant banks. The meaning of the word system relevant means that the bank is
“too big to fail" (HSBC 2014, p. 18 of the annual report 2014) because of the high
economic influence all over the world. If such a bank, insurance or other financial
institute is close to be bankrupt, the economy will save them with so- called “bail outs"
(HSBC 2014, p. 18 of the annual report 2014) to save the world´s economic stability.
Dependent on the categorization of the Financial Stability Board (FSB), the bank has to
build an equity provisioning.
Because of that, the HSBC bank had to build a sustainable business model based on the
international network connection and a interrelated portfolio. The home markets are
the UK and Hong Kong. These markets made up 90% of the profit before tax in
2014. The network markets and therefore presence has been mainly developed through
Commercial Banking and Global Banking. All legal entities are regulated by the local
regulators. There is also a worldwide regulation on a Group- wide basis by the
Prudential Regulations Authority (PRA) for safety and soundness reasons and by the
Financial Conduct Authority (FCA) for consumer and market protection. (HSBC 2014,
p. 12 of the annual report 2014).
2.6.2

HSBC- The Business model

The priority of growth markets are within Asia in Australia, Mainland China, India,
Indonesia, Malaysia, Singapore and Taiwan. Inside Europe the focus is on France,
Germany, Switzerland and Turkey. Within Middle East and North Africa the priority on
growth markets is in Egypt, Saudi Arabia and the UAE. In North America the focus is
on Canada and the USA. In Latin America the priority focus is on Argentina, Brazil and
Mexico. Coherently with the home markets, this international network covers around
85% of international trade and capital flows. In the small markets, the HSBC gains the
rest of profits and created representative offices (HSBC 2014, p. 12 of the annual
report 2014).
When it comes to their decision making about investments, the HSBC bank determines
whether the business is strategically relevant for the economic development as well as
connectivity. On the second step, the bank evaluates if the returns are attractive
according to the profitability, efficiency and liquidity. On the last step, the HSBC bank
evaluates how big the financial crime risk is. With this three actions, the HSBC bank is
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HSBC´s six filters in decision making (HSBC 2014, p. 12 of the annual

report 2014)
According to that model , HSBC bank evaluates the risk of investing or not in other
territories. The competitive advantage what the HSBC bank has is the international
network and the global product capabilities to capture international trade. Furthermore
because of their international network, they are able to invest in different growth
markets like China. Their business network, covers over 85% of global trade and capital
flows (HSBC 2014, p. 12 of the annual report 2014). Another competitive advantage is
their “stable funding base, with about US$ 1.4 trillion of customer accounts of which
72% has been advanced to customers and their local balance sheet strength and trading
capabilities in the most relevant financial hubs” (HSBC 2014, p. 12 of the annual report
2014).
2.6.3

The financial crisis at HSBC

The Chinese character is different to the European. This is a difference according to
how the financial crisis affects on different banks. The Chinese people see in every
crisis a chance to think about how they were handling before and what they can do
better in future to avoid such crises as “every crisis provides a catalyst for reflection,
for learning, for changing direction and for stress testing human character” (Flint
2012). The key is that crises affect peoples' retention and are therefore good
opportunities to fix things which have been done wrong in the previous time.
There were several reasons that HSBC managed to go through this financial crisis
although they were one of the first banks which were involved. According to the
German newspaper Handel blatt(Hellmann 2008), the HSBC bank is, after the

worldwide financial crisis, a ”prig“ in comparison to the other banks. They did also a
favor to the British government and approved additional credits for home buyer out of
the middle class citizen. Also the central rate was given to the customers in contrast to
the other institutions (Hellmann 2008). A big plus for the HSBC bank was that they
were the main pillar in the Asian newly industrialized countries. The market
capitalization of the HSBC bank after the financial crisis was down by only 21%. In
comparison, the Deutsche Bank and Barclays lost approximately 70% (Hellmann 2008).
This is also one reason why they were able to give the additional credits to their
customers. The HSBC doubled the mortgage loan volume from 2007 to 2009 into the
double of value in Great Britain. The success of the economic growth is regulated by
the middle class. Therefore, the HSBC in Great Britain included a stock of additional
five billion pounds for loans to small and medium enterprises.
Because of their Sale- and Lease back deals, i.e. with Metrovacesa, a real estate
company from Spain, the bank lost 250 million pounds on earnings. Also the acquisition
of the US- credit institute Household International delivered a high loss and massive
attacks on Shareholders. But the management handled with the poor situation and
repaired the damage. This is one of the reasons why the HSBC has today a better
performance than other banks, which were not choosing the financial crisis as a chance
to correct the past problem but go ahead with the same mistakes as before. Nevertheless,
the HSBC bank did not give a concrete forecast for the future. The world economy is
still “challenging” and “deeply uncertain” (Lane 2008). Therefore they pronounced for
the next years to reduce the number of their employees by 14 thousand in line with the
enterprise reduction strategy started in 2011. With these reductions, the bank wanted to
decrease their costs by about $2-$3 billion per year. With that measures, the HSBC
started the cost-cutting strategy before other institutions and thereby increased their
capital. Because of the cyclical downturn in Europe, the HSBC decided to focus on Asia
for earning more money and therefore remove focus from their European bank
branches. Finally, the HSBC announced to build a equity capital pool for future crises
(Lane 2008).

2.7

Banks Today: changing business models in the banking sector

Banks today have to focus on revenues, cost discipline and risk optimization: Hardly
any financial institution earns its cost of equity, although few market participants

operate their business model significantly above average yields of nine percent or more,
under the difficult conditions. There are several reasons.
Automotive banks
The automotive banks provide consumer finance, factoring and financing of SMEs with
average return on equity after tax of 7.8 and seven percent the peak positions.
Responsible for this is especially abundant commissions receivable and a slim cost
structure compared to the market. The profitability differences between individual
banks are significantly large.
Large banks
In the commercial banking sector, different business models cause the differences in the
rate of return. Strong profitability of large banks is counteracted by high cost base.
However, relatively high staffing and administrative costs lead to a high cost-income
ratio, which is higher than 70 percent. The reasons for this are many and vary from
institution to institution. Organizational complexity, regulatory-related expenses,
increased legal risks and expensive infrastructure left their marks in all large banks.
Recent restructuring costs and investments caused by the digitization press puts the
institutions to new challenges.
Specialized financier: Net commission income decides
As with the automotive banks, the equity of specialized financier towers above the
average return of the banks. It exceeds the average return on equity of banks with the
help of their very different business models, such as consumer finance, factoring and
SME financing. The net commission income is the most important differentiator in this
group. Top financial institutions are able, in addition to solid interest income from the
financing business, to generate high commission income from cross-selling.
Direct Banks: advantage for the established players
Even within the already focused business of direct banks, in the return on equity, a
significant span is reflected. Established, profitable and customer-oriented top
performers generate, in addition to solid interest earnings, high net commission income.
Weaker direct banks, especially compared to their earnings, suffer from high cost. The
differences in cost structures can be largely explained by the market position of the

banks(Müller 2011, pp. 33-38). While the established players now act, after years of
massive investment in IT and customer acquisition, in a steady state and thus can earn
their cost of equity, other banks are still working to achieve a critical mass of customers
and to defend them. Medium-sized direct banks with a limited product range have
especially a difficult position in the light of new regulatory requirements and the intense
competition for new customers. This is further intensified in particular considering the
relatively low barriers of entry and the fact that the terrain of direct banks is probed by
credit card companies.
Savings banks: customer focus and economies of scale making the difference
Despite the adverse conditions of competition on the German market and after the crisis,
the business model of the savings banks has been proved. Without government support,
the savings banks have survived the impact of the crisis and able to meet the capital
requirements.
Business models of banks that will survive
In a study of "Bain & Company"(Schmundt & Sinn 2014, p. 22) made in 2014, the
consulting company stated that there will be three business models of the banks that will
survive.
- global universal banks
- regional banks
- specialized financiers
The few global universal banks are still much stronger and they must pool expertise and
market share in the future. They must realize synergies and economies of scale by
pooling platforms, distribution channels and management. They will leave classic value
chains, partly redevelop

the vertical integration and build stronger work-sharing

organizations.
The regional institutes and specialist or niche banks focus on business segments or
regions where they can exploit their core competencies in an optimal way. In areas
where there are no advantages of specialization or economies of scale, they will
disintegrate their vertical value chain, for example by outsourcing and shared service
centers. To the established financial institutions, there are changes coming up that are

comparable to those in the manufacturing industry in the 1980s and 1990s. Unlike the
manufacturing industry, the banking sector can use the benefits of digitization from the
beginning.
Due to the increasing complexity and dynamics in the bank market, banks are forced to
question their business models and business principles and adapt them to the realities of
the anticipated future. These banks have to break new ground in all areas to cope with
the many challenges such as increasing regulation, growing and rapidly changing
customer needs, improve service quality and increase in complexity in products,
services and value-added structures(Spath & Bauer 2014, pp. 65-67).
Other think that bank business models will shift more to the online channel. More and
more customer avoid entering the branches of banks because they are able to do banking
from home. But the banks are not yet ready for this change. Too many banks have too
many branches that cause a lot of costs. In the times of historical low interest rates and
shrinking margins, this business model of a wide area bank is not up to date anymore
(Müller 2012, pp. 44-49). The banks are closing branches and need to establish an
online banking competency. But it is not just changing the whole business model from
offline to online business. It has to be more likely that a multi-channel distribution has
to be established(Müller 2011, p. 65) that has to be established. The banking industry
goes through, not least by the financial crisis of 2007 to 2009, a profound structural
change. The distribution structures of the banking sector are in a continuous process of
change. The relentless cut-throat competition has brought massive pressure on margins,
because the price sensitivity of bank customers has increased significantly in recent
years and customer loyalty is declining. A few years ago, the customer was absolutely
faithful to his own bank. Only a few came to the idea to change their account to another
bank. Financial services will move more and more into a diverse media landscape and
customers are taking banking services to their personal needs accordingly through a
variety of media. In order to offer its customers everything and still take advantage of
the cost benefits of the Internet and telephone sales, most banks decided already years
ago to follow a so-called multi-channel strategy and intensify this especially after the
crisis(Müller 2011, p. 73).
The consulting company Roland Berger(Berger, Roland 2013) also states that direct
online distribution channels are essential in future. The future bank business model will
be a mix of traditional banking with the braches we used to know with a high online

banking quota. The cost pressure due to legal changes and low interest policy forces
banks to rethink their classic branch model and shift to lower cost solutions. In future,
banks will no longer have a high number of branches like these days.
Bain & Company (Schmundt & Sinn 2014) and Roland Berger (Berger, Roland 2013)
describe the future of the bank business model with following keywords:
-

lean organizational structure,

-

minimized number of branches,

-

decreasing number of employees,

-

counter increased regulatory costs with cost-cutting measures,

-

focusing online channel as a low cost alternative to the branch,

-

back to the traditional banking business but additional on new channels,

-

taking lower risks and

-

targeting on and calculating with lower profits.

Obviously banks nowadays have to cope with many challenges and changes. In
summary, bank business models need to deliver the following aspects:
-

focusing on a clear strategy,

-

integrated talent management ("war for talents")(Schmundt & Sinn 2014, p. 30),

-

generating profits while interest earnings are melting,

-

restore customers trust in the banking sector,

-

implementation of extensive legal regulation,

-

establish a new distribution channel,

-

digitalization requires enormous efforts in digital infrastructure and

-

the challenges and changes are very cost intensive.

