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BRUSSELS:

TheEuropean Commissionon Wednesday ordered seven German regional podntiks to repay more than 3 billion in
illegal subsidies they received from their regiogaternments in the 1990s, ending a chapter itotigest and most
bitter state aid dispute between Germany and thedean Union's executive arm.

The decade-long battle is seen as a major frathteirommission's campaign to stamp out protectioisd build a
single EU-wide market based on liberal economiciesl

Germany's cosseted public banks, known as the lshati&en, play a huge role in the domestic Germakihg market.
Forcing them to compete on the same terms as prbaaiks which led the fight against the subsidilsopen up one of
the most protected markets in the EU, the commisaigued. "These decisions close a very long amdypaispute
between private and public banks in Germany thecebgting a level playing field in the sector,"dsttie competition
commissioner, Mario Monti.

In the early 1990s, new EU-wide bank solvency leagiired German public banks to increase theirtahioi order to
continue their banking activities. The regional gaments, or Lander, injected the required capitaransferring
ownership of public assets, including housing higirtbanks.

Private banks complained that they were underahgesobligations to increase their capital, but theg no public
benefactor to help them.

Their complaint to the commission sparked the staténquiry. Last month, the private banks reacaedgreement with
the regional governments, the public banks anddnemission on how to end the dispute. But the casion may
begin separate state-aid investigations if theorsdigovernments decide to reinject money intdotneks.

WestLB, the state bank of North Rhine-Westphalgae and the Landesbank that benefited most franstibsidies
during 1990s, was ordered to repay 979 millior$b2 billion, plus interest. The others must paeen 6 million and
810 million plus interest.

Ratings agencies have played down the likelihooal leéavy blow to the Landesbanken from the findiseiiiement
announced Wednesday, although the banks might oreitime losses.

But the ruling does mark the beginning of a newsphar the Landesbanken. The major disputes witis&s have now
been wrapped up, and beginning in July, under @que agreement with Brussels, the banks wouldbngér enjoy state
guarantees for their refinancing.

In anticipation of these changes, the Landesbahkga already begun revamping their businessestpeie against
Germany's private banks without subsidies, prifbigey tightening their relationship with the Spasgsen, Germany's
local savings banks, which are also part of thiestawned sector. The savings banks, most of whighdirect stakes in
the nearest Landesbanken, have tight links tol miatomers whom they serve through over 15,000dbv@s in
Germany, while the Landesbanken have the Contihengven global reach to offer products that #ersys banks
cannot.



"The Landesbanken have immense potential becauseei have specialized financial services and the Sgraissen
can pay close attention to retail customers," sai€enap Kuloglu, a consultant who has advised Berlisavings
banks about their business models.

Helaba, the bank in Hesse and Thuringia that isdasFrankfurt, has embraced this approach mealgi than any
other Landesbank. The local savings banks own 8fepeof Helaba, have a common deposit insurararg phd
planned to offer joint accounts.

"No other Landesbank has such close ties withaiggs banks," Morgan Stanley wrote in an Augugbre

With this ruling behind them, the Landesbanken initreasingly abandon arbitrage tradingéturitieswith very low
profit margins, analysts and investment bankes. $digh-volume dealing in, for example, sovereigitor derivatives,
was only possible because the Landesbanken cas&mmney much more cheaply than private banks.

"The banks have to get away from businesses thed ren cheap, state-guaranteed funding," said Esovon Lupke, an
analyst with Fitch Ratings.

From a purely financial point of view, the Landesk®aden- Wurttemberg is "the largest and beslass;" according to
Morgan Stanley. This bank is profitable, has arggroonsumer banking base and operates in a hiffhlgrat part of
Germany, around the city of Stuttgart, that has/akaverage growth rates.

Other Landesbanken will compete with a unique gapigic reach, analysts said. HSH Nordbank the proafuzmerger
of two Landesbanken already has extensive opegatin8candinavia and the Baltic states, from iselia Hamburg and
Kiel, both in northern Germany. BayernLB in the thamun state of Bavaria, by contrast, has scaleHl ilmpresence
outside Germany over the past year, but still hesmational operations in eastern Europe, Swinerand Luxembourg
that contributed a quarter of its profit last year.

WestLB, the Landesbank that will pay the most ta€8els, stands out as the most international dbtheven in the
face of heavy losses over the past two years, stsadpid. The bank, based in Dusseldorf, has rgdgll employees in
New York and 1,000 in London, and could work inidev range of businesses than other Landesbanken.

"WestLB has an international presence that fewrsthan match," said one investment banker who eslssveral
Landesbanken. Banking industry officials said thaly expected consolidation, which could improwe lanking
system's efficiency, but only in the long term.

The head of BayernLB, for example, has ruled auesger because the Bavarian government, which still cifhs
percent of the bank, and other politicians, cowtitnlerate the layoffs, or the loss of a bank lggadters, that would
come with aakeover.

"The political reality ofmergersis very difficult,” a German investment bankerdsdEvery Lander would like to have
its own Landesbank."

Within "two to three years," consolidation mighglae as the political atmosphere changes, the baakrin the long

term, many analysts expect to have at least twp steong Landesbanken, grouped around Landesbash&rBa
Wurttemberg in the south, and WestLB in the north.

*

Paul Meller reported from Brussels and Carter Deutytreported from Frankfurt.
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