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Ladies and gentlemen,
It gives me great pleasure to welcome you today to the Bundesbank symposium.[1]

This is already the 24th event of its kind — but I'm quite sure none of the previous symposiums were held
during a period of upheaval like the one we find ourselves in now. The global economy has been hit by severe
shocks in the past few years, the geopolitical and macroeconomic situation is uncertain, and episodes of stress
in financial markets in March of this year are casting their shadow. A transformation is needed in the real
economy to effectively mitigate climate change and deal with the structural challenges of our time. All of this
has implications for our liberal economic and social order which go far beyond the financial sector.

Banks cannot directly influence these conditions, but they need to adapt to them. You see, how banks and
supervisors react is extremely important: robust banks that have a firm handle on their risks and a sound capital
base are vital contributors to a successful transformation. However, especially during periods of upheaval, we
cannot rely solely on banks’ risk management. Strong supervision that preserves financial stability and gives
society confidence in the stability of banks is more important than ever.

It is precisely because supervisors act on behalf of society that we need to engage in constructive and
comprehensive dialogue with all groups of society. “Banking supervision in dialogue” — the motto of this series
of events — is therefore defined very broadly. Our aim is to deepen this dialogue. Going forward, we intend to
reach out even more to relevant groups of society alongside stakeholders in the industry, to explain and discuss
what supervisors can and should do, to talk about how we can tackle the challenges of our time.

With that in mind, | would like to discuss three theses with you today:

1. The economy is undergoing structural change which is impacting on the real economy and financial sector
alike.

2. Banks have a key role to play in a successful transformation — though this means that they are exposed to
risks that require sound risk management and strong supervision.



3. We need public discourse on the role of banks in the transformation process and what is expected of
supervision and regulation.

1 The economy is undergoing structural change which is impacting on the real economy and
financial sector alike.

German and European banks have emerged fairly unscathed from the episodes of stress in international
markets in March 2023. Bank profits have risen recently, and capital and liquidity ratios are stable.[2] Since the
global financial crisis, stricter regulation has been implemented and supervision enhanced; in particular, we
have a functioning Single Supervisory Mechanism (SSM (Single Supervisory Mechanism)) in the European
Union. In recent years, we have adjusted the focus of supervision in order to address risks even more effectively
and to identify problem institutions at an earlier stage.[3] But banks have most certainly also benefited from
the extensive fiscal and monetary policy measures of recent years, which have absorbed shocks.

The sound situation therefore must not detract from the fact that vulnerabilities have built up in recent years.
After many years of stable growth, low inflation and low interest rates, banks’ risk provisioning had fallen
sharply. Credit risk was low. The economy has since been hit by severe shocks. Inflation and interest rates have
risen significantly, and uncertainty is high. Interest rates have already gone up by more than we had assumed in
past adverse scenarios.

Supervisors have therefore taken action to mitigate the impact of these vulnerabilities. Interest rate risk is a key
priority. Around two-thirds of the institutions supervised by the Bundesbank are required to meet additional
capital requirements in order to counter higher interest rate risk. Deposit rates currently still stand at an
average of 0.22%(4] and have thus risen less sharply than central bank policy rates. If deposits were to be
shifted out of low-interest sight deposits into higher-interest time deposits, this would reduce banks interest
margins. Off-site supervisors urge the institutions they supervise to model interest rate risk conservatively, for
example by assuming an average maturity of less than five years for deposits without a set interest rate fixation
period.[5]

The results of the EU (European Union)-wide stress test conducted by the European Banking Authority (

EBA (European Banking Authority)) and the ECB (European Central Bank)'s parallel

SSM (Single Supervisory Mechanism)-wide stress test will also provide further insights into bank resilience at the
end of July. A baseline and an adverse scenario will be examined over the period from 2023 to 2025. The
adverse scenario simulates an aggravation of geopolitical tensions, leading to a severe contraction of

GDP (Gross Domestic Product) amid persistently high inflation and high interest rates.[6]

We are facing fundamental structural changes in the economy, which will require a high degree of resilience
among banks. Looking ahead, banks will have to operate in a much more volatile and risky environment.
Resilience — the ability to withstand shocks, to function during crises and not to collapse under pressure — is
essential for structural change to succeed.[7]

For, you see, alongside changes in the macroeconomic environment, various global trends are coming to bear
on the German economy and require adjustments to be made by banks and firms:

« Digitalisation: Digital advancements have long been under way — but the pandemic massively accelerated
their impact. In the wake of the pandemic, use of at least one digital service in Europe — digital adoption —
increased from 81% to 95%.[8]

* Decarbonisation and climate policy: The need to act on climate policy has long been acknowledged.
However, the urgency of setting the right political course, while bearing in mind the costs to society of



raising carbon prices, and of finding internationally coordinated solutions has become greater in recent
years.

 Deglobalisation: The global economy has become much more interlinked over the past few decades.
Recently, though, a series of shocks have halted this trend and, in some cases, have already reversed it.
Heightened geopolitical risks and security policy considerations may lead to greater fragmentation of the
world economy.

e Demographics: The impact of demographic change is already making itself felt in the labour market. Many
businesses are experiencing a shortage of skilled workers, particularly the services sector and thus also
banks.[9]

This structural change requires far-reaching adjustments in the real economy. In its latest annual report, the
German Council of Economic Experts outlines the medium to long-term challenges facing the German
economy.[10] Higher energy prices will accelerate structural change, especially in energy and trade-intensive
sectors. Firms that are heavily reliant on foreign trade will have to diversify supply chains more and reduce
dependencies. Competition for labour will increase.

Structural change always implies a great deal of uncertainty as well. We do not yet know which firms will be
best able to adapt to the new circumstances, which new firms will enter the market and what innovations will
come about. Banks need to get to grips with these fundamental uncertainties — and do a good job of
managing their credit risk accordingly.

At the same time, competitive pressure on banks is increasing. Around one-quarter of loans in the banking
union were granted by non-banks recently — in 2008 that figure was 15%.[11] In Germany, half of financial
assets are held by banks —in 2008 they held 70%.[12] In addition, new technologies are making it possible to
dismantle banks’ value chain. Incumbent banks running outdated IT (Informationstechnologie) systems may be
at a technological disadvantage compared with new providers of digital services. Surveys show that banks have
very different strategies for rising to the challenges presented by digitalisation.[13]

Digitalisation can also induce changes in customer behaviour. More than 40% of bank funding in Germany
comes from customer deposits.[14] During the period of low interest rates, the structure of private deposits
underwent a strong shift — the share of sight deposits accessible at short notice has risen from 30% in 2008 to
just over 60% in April 2023.[15] Until now, sight deposits have been considered a stable form of financing with
a relatively low interest rate sensitivity. Online banking and digitalisation could, however, change the behaviour
of customers and enable faster withdrawals of deposits.

At the US (United States) banks hit by the turmoil in March, it was mainly uninsured deposits that were pulled
out especially swiftly.[16] Many of these deposits were heavily concentrated in the technology sector.[17] The
funding situation at German banks is different; institutional protection schemes and voluntary deposit
insurance provide an additional layer of protection for depositors. What is more, deposits with German banks
are not so highly concentrated. And even banks with a higher share of uninsured deposits hold central bank
balances or sight deposits with other banks enabling them to service large-scale deposit outflows.

This afternoon, Karlheinz Walch will discuss the takeaways for supervisors from the episodes of stress in the
United States and the role of banks’ risk management.



Banks need to adjust their business models in response to these changes in the competitive environment. Can
deposits continue to be seen as a relatively stable and reliable source of funding? How many branches are
needed? From which locations can back-office functions be provided? These are all important strategic
decisions that need to be made by bank management. From a supervisory perspective, sound analysis of
business models and the competitive environment is important, as both have direct implications for the
resilience of banks.

2 Banks play a key role in a successful transformation — but they are also exposed to risks.

Banks have an important role to play in financing structural change and, at the same time, need to display
sound management of the associated risks. The financial system is the beating heart of a functioning real
economy — its purpose is to channel funds to where they are most needed and distribute risks to where they
can best be borne.

But that also means that all decisions we make as a society, how the transformation plays out, how successful
the transition is, and also where necessary adjustments are being held back, are ultimately reflected on bank
balance sheets. Good economic policy that creates the right incentives, sets clear guard rails over a protracted
period and does not demand too much of fiscal policy is in the best interests of stable banks.

How much are banks affected by structural change in the real economy? Sectoral credit portfolios provide
some insight into this. German banks issue around one-third of their corporate loans[18] to the real estate
sector, followed by the manufacturing industry and the trade sector, at just under 10% each. These are all
areas facing considerable structural challenges.

The usual risk models have trouble capturing structural change. Ultimately, these models are based on past
experience. In times of change, however, it is almost impossible for us to derive expectations about the future
from the adjustment patterns of the past. This is particularly true at the current juncture: despite severe shocks
buffeting the economy, non-performing loans have not risen materially. At around 1.3% at the end of 2022,
the NPL (Non-performing Loan) ratio remained low. Banks’ provisions for non-performing loans were
correspondingly low.[19]

Extensive economic policy measures are one reason why the correlation between economic developments and
credit risk has loosened. On top of that, banks’ risk models were not “trained” to provide information on future
risks in a scenario of higher interest rates, sectoral adjustments and high macroeconomic uncertainty. In other
words, banks would be well advised to calculate future credit risk based on the most adverse scenarios possible
and use any discretion they have to ensure that less meaningful data from the past do not distort the models’
results.

Another aggravating factor is that structurally necessary adjustments do not simply become apparent at the
level of a shift between sectors. A large part of the adjustment will occur within the sectors. How well
enterprises within the same sector cope with the new framework will vary. In order to assess the risks posed by
the transformation, banks and supervisors therefore need to take a more granular view. This applies, for
example, to the impact of climate risks. A loan to a glass manufacturer, for example, entails different climate
risks depending on whether the glass is melted using electricity from renewable sources or using natural gas.
Standardised disclosure requirements are therefore important to ensure that credit risk can be robustly assessed
and appropriate risk provisions can be made.



Climate stress tests show how severely banks would be affected by the effects of climate change. In a recent
climate risk stress test, we modelled how an increase in carbon prices to up to US (United States)$345 would
affect individual banks’ financial metrics. Different scenarios are assumed: in one scenario, prices rise
incrementally, not suddenly, meaning that banks’ portfolios are not revalued overnight.[20] The second
scenario simulates a sudden, but moderate increase in the price of carbon to €200 per tonne. What we are
looking at is therefore transition risks as the economy moves to carbon neutrality, not physical risks.

The results show that credit risk in carbon-intensive sectors can cause banks to suffer losses.[21] However,
these losses appear to be manageable across the banking sector as a whole. In essence, these results therefore
corroborate earlier Bundesbank climate risk analyses.[22] One reason for this is that loans to sectors that are
particularly exposed to climate risk account for around 9% of corporate loans overall. Individual institutions, by
contrast, may be hard hit. Susanne Korbmacher and Alexander Schulz will present the results of this climate risk
stress test this afternoon.

At the same time, we asked banks how they measure and assess sustainability risks.[23] Around two-thirds of
the institutions are only just starting to implement supervisory recommendations on sustainability risks. Only a
small percentage, mostly larger institutions, carry out internal stress tests and scenario analyses. To date, the
results feed into strategic considerations or risk management to only a limited degree. Institutions should
therefore have methods and processes in place to identify sustainability risks and to be able to incorporate
them into risk management.

3 We need a public discourse on the role of banks in the transformation process and what is
expected of supervision and regulation.

Banks walk a fine line between profit and risk. This is true at the individual bank level, but is equally true for the
economy as a whole. Stable banks allow growth and good risk management; banks that experience stress can
come at a huge cost to growth, innovation and social cohesion.

How do we want to strike this balance between growth and stability? Growth and structural change are not to
be had without risks. But who should shoulder these risks? How “strict” should supervision be? What risks is
society willing to accept? In short, the role that banks play for the economy and for society is determined not
only by their granting of loans and financing the economy, but also by the risks associated with these
activities.[24]

In this sense, effective banking supervision performs an important societal task.[25] Banks fund themselves
through deposits, which are, in turn, secured by a deposit insurance scheme. In order to avoid wrong
incentives, banks must be regulated and supervisors need to monitor risks.[26] In addition, most of the money
in circulation is issued by private banks — within the Eurosystem, the percentage is around 90%. Central banks
provide only a small proportion, around 10% of M3, in the form of cash.[27] Sound banks —and thus a strong
supervision — therefore play a key role for stability and trust in money.

Regulation and supervision were improved in the wake of the global financial crisis. Capital and liquidity
requirements were strengthened, especially for large, systemically important institutions. Derivatives markets
were reformed. The SSM (Single Supervisory Mechanism) was established. These reforms have strengthened
the banking system'’s resilience — while often voiced concerns about side effects in the form of lower lending or
greater market fragmentation have not materialised.[28]



Today, we are at a similar juncture and must set the course for the financial system of the future. Allow me to
take a closer look at two key questions. First, there has been intense debate over the past few years on how
supervisors should respond to the increasing digitalisation of financial services. Should new market entrants be
regulated in exactly the same way as traditional banks? Or would this unduly hamper competition? What are
the risks?

Supervisors should be as “neutral” as possible, i.e. they should not hamper new technologies but, at the same
time, they should regulate them in a risk-oriented manner. With this in mind, European regulators have
established important guardrails for dealing with new technologies such as crypto-assets.[29]

It is clear that supervision and regulation must take climate risks into account. In principle, supervisors treat
climate risks in the same way as other risks — banks should be aware of and manage these risks, with
supervisors providing a framework. However, potentially lowering regulatory standards in order to achieve
climate policy objectives would be outside the scope of the supervisory mandate. Moreover, lower capital
requirements reduce banks’ resilience — and ultimately their ability to finance the ecological transformation.

The answers to the questions about how to deal with new technologies and new risks cannot be provided by
supervisors alone. We act on behalf of society — and politicians consequently stake out the framework in which
we operate. Moreover, we are accountable to politicians for what we do.

Broad public dialogue is needed for a stable financial system. We are, naturally, in close contact with the
supervised institutions. But the relevant ecosystem is very much broader: rating agencies, analysts, enterprises
and households as users of banks’ services, non-governmental organisations, journalists and the media,
academia — ultimately, all parts of society benefit from having a stable financial system and have a contribution
to make to our debate on the role and future of the financial system.

In future, we want to expand our formats for public dialogue. The “Bundesbank in dialogue” series is already
up and running — and we would like to make greater use of it going forward. In the autumn, we will launch a
new series of debates looking at the impact of structural change — digitalisation, demographics,
decarbonisation and deglobalisation — on competition and risks in the banking sector.

We will also participate in the events to mark the 10th anniversary of the Single Supervisory Mechanism next
year. The SSM (Single Supervisory Mechanism) is an example of successful integration. A recent evaluation by
the European Commission finds that the SSM (Single Supervisory Mechanism) provides good quality and
proactive banking supervision.[30] Cooperation between national and European supervision is working well
and thereby creating trust. Throughout Europe, events are planned to mark this anniversary, from an exhibition
to international research conferences and workshops.

4 Conclusion

Banks are doubly impacted by structural change. Their balance sheets reflect the adjustments taking place in
the real economy, while at the same time they themselves face a digital transformation.

Strong supervision allows the financial system to function smoothly even in difficult economic times. The recent
turmoil in the international banking markets has underscored the importance of effective regulation and
supervision. The close cooperation within Europe, in particular, has paid off.



In order to set the right course for the financial system to remain stable going forward, we need broad public
dialogue on the role of banks in the transformation process and how to deal with risks. On this note, | wish
you all a successful conference and fruitful discussions.
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