Germany

Mittelstand Starved of
Credit, Going Broke

by Lothar Komp

In Germany, the year 2002 began with a series of sensational
mega-bankruptcies. First hit was Philipp Holzmann, one of
Germany’ s oldest construction companies, with 23,000 em-
ployees. InMarchand April, onecrash after another foll owed:
The Thuringian construction service provider Muhl AG
(3,800 employees); the second-largest German airplane pro-
ducer Fairchild Dornier (3,600 employees); and Herlitz, the
largest German maker of office supplies (3,000 employees).
After amonths-long tug-of-war between the bank supporters
and the minority owners, Rupert Murdoch and Silvio Ber-
lusconi, bankruptcy was finally declared by Kirch Media
Corporation, with 6.5 billion euros in official debt and many
more billions in optional liabilities—the largest corporate
bankruptcy in the post-War German history. One must as-
sumethat we have not seen thelast of the mega-bankruptcies
for 2002.

Even as the big business bankruptcies monopolize the
headlines, a process just as dramatic is taking place at the
small and medium-sized business level. A mass sickness of
these Mittelstand businesses has set in, which in its extent is
unprecedented. And the crest of the bankruptcy wave hasyet
to be reached. By the figures posted by the Federal Office of
Statistics, insolvent companiesin 2001 rose to 32,300, some
14% more than the year before. Not only was a new bank-
ruptcy record set, but the rate of growth in the number of
bankruptcies doubled from the previous year.

Some 9,000 companieswereliquidated last year alone, of
which 3,700 wereindustrial firms. Since 1990, the number of
insolvent companies hasincreased each year, with the excep-
tion of 1999.

More than half amillion jobswere eliminated in the Mit-
telstand sector in 2001 aone, of which 330,000 were in the
former West Germany, and 173,000 in former East Germany.
The insolvent businesses had a debt volume of 31 billion
euros, compared to only 24 billion euros the year before.

Among the 32,300 companies which went bankrupt in
2001, about 50 were businesses with more than 500 employ-
ees. The remaining, overwhelming majority, were small or
belonged to Mittelstand entrepreneurs. Around 56% of the
bankruptcies came from businesses with 5 employees or
fewer. Thisyear it will only get worse. The Creditformagency
expectsthat the current trend of numbers of bankruptcieswill
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increase dramatically, and the number in 2002 could even
surpass 40,000.

New Bank Priorities

The avalanche of small- and medium-enterprise bank-
ruptciesis driven, on the one hand, by the looting of global
economic activity outside Germany. The strong export busi-
ness of these industrial firms is being torn to shreds. The
depression of the German construction sector, which started
in the mid-1990s, is still deepening, not least because of the
financial bankruptcy of the cities, and therewith the current
implosion of public spending for infrastructure.

That gloomy situation showsusonly part of problem. Just
assignificantistheradical changein the German bank sector,
which hasbeen taking place sincethe 1990sand isnow affect-
ing the German business sector with full force. The successful
post-War model of the German credit system, with its strong
General Welfare component and itslong-term attachments of
businesses to their respective local banks, has aways been a
sore spot for advocates of the Anglo-Saxon “share-holder”
mentality, one that they have demanded should be crushed.

Thelever for this action is the globalization of the finan-
cia markets and the worldwide merger-mania. Even for Ger-
man banks, the saying now goes: Eat or be eaten. The only
oneswho can survive, arethe oneswho are big playersinthe
profit game of “investment banking.” From this viewpoint,
the allocation of credit to business is nothing but a burden-
some, barely bearable side game. Much more profit is made
through mutual takeover of international corporations, aswith
stock swaps. Often business credit isonly used as bait, to get
credit-using companies to accelerate up through the stock
market exchanges. The other businesses are told to go to
Foarkasse (savings banks) and other partly or wholly subsi-
dized creditors; or, if they are young and promise fairytale
growth rates, they go to “venture capitalists.”

Almost al large banks in Germany have tightened their
criteria for Mittelstand loans over the last few years. Some
have even openly stated that they want to completely dump
their small business clientele. The German savings and loan
association (DSGV) summed it up last Autumn as follows:
“The private competition, including the Deutsche Bank,
Dresdner Bank, Commerzbank, and HypoV ereinshank, are
pulling out systematically from doing businesswith medium-
sized companies. ”

The Advancing Storm: Basel |1

Itwill only get worse. For alongtime, governments, regu-
latory authorities, and banks have been trying to rewrite the
Basel equity directives of 1988. By those rules, banks could
only loan out 12.5 times the amount of equity the debtor
company possessed. In other words, the equity of acompany
must be at |east 8% of the volume of credit it carries, in order
to be protect the bank from failure of the company.

Becausethe banksclamored agai nst theseregul ations, the
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Unions Warn Germany
On Maastricht Austerity

Don't cut the budget if you want to balance it, German
Trade Union Federation (DGB) chief economist Heinz
Putzhammer warned in astatement on Feb. 21. Heexplic-
itly rejected German Finance Minister Hans Eichel’ s“ fix-
ation” on a short-term balanced budget.

“An absolute fixation on a balanced budget by 2004
is too dangerous,” Putzhammer said, because “sufficient
growth is not guaranteed. But, what we know for sure, is,
that if the state pulls the brakes to consolidate the budget
in 2003, and especially in 2004, too strongly, thefollowing
will happen: Unemployment will grow, and not shrink.
The scissor between reduced tax income and socia secu-
rity payments, and the higher costs of unemployment will
openfurther, instead of closing. The new debt of thepublic
will rise, and not shrink. . . .”

The DGB economist explicitly attacked the European
Stability Pact (based onthe Maastricht Treaty) asunwork-
able: “What we need, in Germany and in Europe, is a
sustainable and economically sensible strategy of consoli-
dation. The European Stability Pact is not the right exam-

ple. On closer inspection, it hasanumber of deficienciesin
regardsto‘ sustainability’ and‘ economic sensibility’. . . ."

Instead, “infrastructure investments have to be stabi-
lized at a politically desired and economically sensible
level. Consolidation will then be accomplished . . . on the
income side, in an economic upswing. Public investments
can be financed through credits, if public infrastructure
expendituresserve, asinmany cases, several generations.”

On April 5, Putzhammer reiterated hiscomments, ina
statement greeting “decisions of France, not to realize the
ambitious austerity plans of the euro countries by 2004, at
any cost. Finaly, an important EU member is realizing
and indicating, that, in all probability, it isimpossible to
reducethe new debt incurredto zero, by 2004. . . . If recog-
nition prevailsin Francethat the austerity aimscan beonly
reached, if at al, by a highly risky therapy for Euroland,
then the German Government should no longer resist be-
coming smarter.”

Putzhammer’ sargumentsfall far short of thereal scale
of the present crisis. But, they reflect agrowing awareness
that in order to overcome it, the logic of the Maastricht
criteriahas to be discarded. It is unusual for trade unions
toissue such harsh criticism of aSocial Democrat-led gov-
ernment in an election year, and is as indicative of the
mood among workers, as the growing strike ferment in
Germany.

Basel Committee for Bank regulation has been working for
someyears with representatives from central banks and bank
regulators from the United States, Canada, Japan, and ten
Western European nations, to reform these rules. The main
point of discussion is that debtors will be differentiated by
their creditworthiness, so that bankswill be ableto loan first-
class debtors much more than 12.5 times their equity. The
losers of the new system have aready been determined: the
Mittel stand.

One of the strongest principles of banks used to be the
fact that the creditor banks, with years of serviceinthelocal
area, werefamiliar with the owners of the credit-taking enter-
prises, such that they would be ableto makearedistic estima-
tion of their creditworthiness. But now, “objective’ rating
methods are being introduced, which decide whether and un-
der what conditions credit will be given. The criteriainclude
equity and “cash flow.” The criteriawill be summed up, and
arating determined, by a rating agency, from which every
business will have to ensure that it gets a rating at a cost of
about 50,000 euros ($45,000).

Thelarge rating agencies, with whom the speculative ex-
cesses of technology shares revealed a complete incompe-
tenceand blindness, will thusbecomeal so thearbitratorsover
creditstotheindustrial Mittelstand. Onaccount of thechronic
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weaknessof company stock capital inthesmaller and middle-
sized enterprises in Germany—precisely because they tradi-
tionally do not want to become dependent on shareholder-
valueinterests—it appearsthat bad ratings, and with it higher
interest rates, are preprogrammed.

Certainly, thenew directives, called “Basel |1 and sched-
uledtotakefull effectin 2006, will servethebanksasapretext
to tighten the conditions for middle-sized enterprises.

The3.3million Mittel stand enterprisesof Germany create
80% of all jobs, 85% of the apprenticeships, earn half of the
Gross National Product, and form the basis for two-thirds of
the public socia income and domestic revenue. If they are
sacrificed to the interests of the global finance markets, it is
all but over for the German economy.
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