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Financial Systems in Financial Crisis – 
An Analysis of Banking Systems in the EU
This Forum aims to systematically describe and analyse the evolution of national fi nancial systems 
within the EU over the past three decades. It analyses the processes of fi nancialisation that 
have dominated this period as well as the causes and consequences of the fi nancial crisis from 
the perspectives of fi ve individual member states – Germany, France, the UK, Italy and Spain. 
Furthermore, policy proposals which could change the role of the fi nancial system to better serve 
economic and social objectives are also put forward.

Daniel Detzer*

The German Financial System and the Financial Crisis

DOI: 10.1007/s10272-014-0489-8

At the outbreak of the fi nancial crisis in 2007, hardly any-
one would have guessed that it would become one of the 
most serious fi nancial crises since the Great Depression. 
At the same time, it came as a surprise that after the peak 
of the crisis in 2009, Germany, which had experienced one 
of the sharpest declines in GDP during the crisis, was able 
to recover so quickly. This is particularly surprising in light 
of the fact that the German banking system was highly ex-
posed to US assets and, correspondingly, was severely 
affected. Many economists worried that the damage to the 
fi nancial system could lead to a credit crunch that would 
aggravate and prolong the crisis.1

This article discusses the fi nancial crisis in Germany, fo-
cusing specifi cally on the role of the German fi nancial sec-
tor. It will fi rst give an overview of the main features of the 
German fi nancial system and the most important devel-
opments prior to the crisis. Thereafter, the impact of the 
fi nancial crisis in Germany is discussed. This paper argues 
that Germany was vulnerable to the fi nancial crisis through 
two channels – the trade and the fi nancial market channel. 
The impact of the fi nancial market channel is discussed 
in depth. Credit aggregates are utilised to determine the 
impact of the problems in the fi nancial sector on the real 

* The author would like to acknowledge the support of the FP7 Social 
Science and Humanities project FESSUD for work which under-
pinned this paper. However, the views in the paper are entirely those 
of the author. For helpful comments, the author would like to thank 
Nina Dodig, Trevor Evans, Eckhard Hein, Hansjörg Herr and Barbara 
Schmitz. Remaining errors are, of course, my own.

1 See e.g. Deutsche Bundesbank: Monthly Report September, Frank-
furt 2009.

economy. This paper argues, subsequently, that in par-
ticular the savings and cooperative banks sustained credit 
supply, thereby ensuring that a credit crunch did not pre-
vent a recovery once global trade recovered.

Main features of the German fi nancial system

The German fi nancial system has long been a prime ex-
ample of a bank-based fi nancial system. Despite some 
changes, it is still dominated by banks today, while its fi -
nancial markets are relatively undeveloped. Compared to 
the US, German fi rms are fi nanced to a larger extent by 
bank loans, and households hold a larger share of their fi -
nancial wealth in the form of bank deposits. Consequently, 
fi rms use markets less often to obtain fi nancing, which can 
be seen by the relatively low number of listed companies 
and the low stock and bond market capitalisation and ac-
tivity in Germany (see Table 1).

Historically, the German regulatory system was geared 
towards bank intermediation and enabled the central po-
sition of banks in the German system. The Banking Act 
(Kreditwesengesetz) of 1961 put few restrictions on the 
types of fi nancial service activities banks could pursue 
and so followed a universal banking principle. At the same 
time, direct interventions into the business decisions of 
banks (e.g. through interest rate regulation) were relatively 
limited or abolished early on. The main instrument used 
to ensure the viability of banks was the setting of liquid-
ity and capital standards. At the same time, the Banking 
Act had a relatively wide defi nition of banks. Most fi nan-
cial activities fell under its regulation, so that competition 
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from unregulated non-banks and the establishment of a 
shadow banking system was limited.2

While banking was tightly regulated, fi nancial market regu-
lation was underdeveloped. Security exchanges were or-
ganised regionally and were largely self-regulating. The 
German regional states (Länder) were the formal super-
visory authorities, but they pursued a policy of non-inter-
ference.3 The regulatory framework was characterised by 
a lack of transparency and accountability, low protection 
of minority shareholders and no binding rules against in-
sider trading. Additionally, German accounting rules em-
phasised creditor protection.4 Capital markets were domi-
nated by the big banks, which also had strong positions in 

2 D. D e t z e r, N. D o d i g , T. E v a n s , E. H e i n , H. H e r r : The German 
Financial System, FESSUD Studies in Financial Systems No. 3, Leeds 
2013.

3 S. L ü t z : Der Staat und die Globalisierung von Finanzmärkten. Regu-
lative Politik in Deutschland, Großbritannien und den USA, Frankfurt 
2002, Campus, pp. 79-89.

4 D. D e t z e r  et al., op. cit., pp. 115-136.

Germany USA

1992 2000 2007 2011 1992 2000 2007 2011

Stock 
market capi-
talisation to 
GDP (%)

19 66 58 37 69 161 142 110

Stock 
market total 
value traded 
to GDP (%)

21 47 91 45 34 255 273 206

No. of listed 
companies 
per 10,000 
population

825 1 243 800 819 2 612 2 667 1 703 1 339

Private bond 
market capi-
talisation to 
GDP (%)

40 57 35 24 71 95 114 92

Deposit 
money bank 
assets to 
GDP (%)

110 147 126 127 57 55 65 62

Private 
credit by de-
posit money 
banks to 
GDP (%)

88 116 105 104 48 49 59 53

Bank 
deposits to 
GDP (%)

54 91 100 114 65 63 73 81

S o u rc e : World Bank.

Table 1
Financial indicators for Germany and the USA, 
1992-2011

most of the self-regulating bodies of the German exchang-
es and used their power to stabilise the regional structure.5

Another unique feature of the German banking sector is 
the so-called “three-pillar” banking system comprised of 
private banks, savings banks and cooperative banks. As a 
result, roughly 50 per cent of the banking sector consists of 
not-for-profi t organisations. At the same time, many banks 

5 S. L ü t z , op. cit., pp. 79-89.
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have a regional or even a local focus. This turned out to be-
come a major advantage during the fi nancial crisis.

The private segment of the banking sector is dominated by 
four big banks: Deutsche Bank, Commerzbank, UniCredit 
and Postbank. Traditionally, the big banks have acted as 
house banks to the larger German industrial enterprises. 
They provided long-term loans for investment and had 
close links with those fi rms via cross-shareholdings and 
supervisory board seats. This, however, changed when 
the big banks’ business model came under pressure in 
the late 1970s. Consequently, they gradually moved into 
investment banking and trading activities while reducing 
their links to the industrial sector. The rest of the private 
banking sector consists of regionally focused banks or 
branches of foreign banks.

The savings bank sector is comprised of 421 locally ori-
ented primary savings banks (Sparkassen), all of which are 
legally independent institutions, nine regionally oriented 
Landesbanken and a range of specialised institutions. 
The primary savings banks are owned by city or county 
governments, and their mission is to serve the public inter-
est. While they should avoid making losses, they are not 
required to maximise profi ts and can pursue other goals 
such as supporting local cultural, social and economic 
development. The Landesbanken originally had two pur-
poses: acting as bankers to the regional state and repre-
senting central institutions for the savings banks in their 
respective regions. However, they also developed a wide 
range of commercial and investment banking activities.6

The cooperative banking sector has a structure similar to 
that of the savings bank sector. It consists of 1,078 primary 
cooperative banks, two regional institutions and a range of 
specialised institutions at the national level. The coopera-
tive banks also have a dual objective: they must support 
the economic undertakings of their customers and at the 
same time operate as sustainable businesses.7 

The primary institutions of both the savings bank and the 
cooperative bank groups are focused on providing fi nan-
cial services to the general public and acting as house 
banks to German small and medium-sized companies. 
The primary institutions in both groups follow a so-called 
regional principle. They are supposed to conduct busi-
ness only within their respective region. Due to their local 
orientation, there is little competition among the individual 
institutions within each group, so that they are able to see 
each other as peers and partners rather than competitors. 
This enables them to benefi t from being part of a dense 

6 D. Detzer et al., op. cit., pp. 73-92.
7 Ibid.

network of closely connected but legally independent in-
stitutions. Due to their network structure, they are able to 
benefi t from economies of scale by centralising certain 
services and can offer a full range of banking services 
without losing their local focus.8 This allows these rela-
tively small banks to compete with the larger private banks 
on equal footing. With the exception of the Landesbanken, 
the banks in the cooperative and savings bank sectors, 
as well as the regional private banks, exhibit higher aver-
age profi tability and lower profi t volatility than the big pri-
vate banks (Table 2).9 While the profi tability of the German 
banking sector is relatively low when compared interna-
tionally, it is often noted that the German banking system 
provides better fi nancial inclusion (in particular to low-in-
come households), cheaper and better fi nancial services, 
and lower-cost funding to SMEs compared to countries 
with purely profi t-driven private fi nancial sectors. Thus, 
this lower profi tability may be outweighed by overall wel-
fare gains.10

Main changes to the German fi nancial system since 
the 1970s

There have been many different forces that have impacted 
the fi nancial sector. First, the profi tability and the overall 
scale of business that the big banks receive from large in-
dustrial fi rms has declined since the 1970s due to lower in-
vestment demand and increased competition. In response 
to this declining business, the big banks initially tried to 
enter the previously neglected retail and SME business. 
However, the strong position of the savings and coopera-
tive banks in this sector made entry diffi cult. Therefore, 
the big banks tried to enter the investment banking busi-
ness and pushed for the development of capital markets 
in Germany. To achieve this, they acquired foreign invest-
ment banks in the 1990s, loosened their ties with industry 
and lobbied for a regulatory framework more conducive to 
market-based fi nance.11

Simultaneously, attempts to harmonise banking and se-
curity market regulation were made at the European Eco-
nomic Community (EEC) level. Regulatory initiatives at the 
EEC level began to appear at the end of the 1970s, but 

8 D. B ü l b ü l , R.H. S c h m i d t , U. S c h ü w e r : Savings Banks and Coop-
erative Banks in Europe, White Paper Series No. 5, Center of Excel-
lence SAFE Sustainable Architecture for Finance in Europe, Frankfurt 
2013.

9 For a detailed discussion on effi ciency and profi tability, see D. D e -
t z e r  et al., op. cit., pp. 151-178.

10 See for example A. M u l l i n e u x , E. Te r b e rg e r : The British Banking 
System: A good role model for Germany?, Anglo-German Foundation 
for the Study of Industrial Society, London 2006; and International 
Monetary Fund: Germany. Banking Sector Structure, Washington 
2011.

11 U. P e r i n a : Angst vor der Macht am Main, Die Zeit, No. 14, 30 March 
1990.
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Banks by banking group, November 2013 Number
Assets in 
billion € %

Return on equity before 
tax, 1994-2010

Return on equity after 
tax, 1994-2010

Average
Standard 
deviation Average

Standard 
deviation

Total 1845 7780.5 100.0 7.9 6.4 4.3 4.4

Private banks 276 2888.4 37.1 7.1 10.3 4.4 8.0

Big banks 4 1827.4 23.5 7.0 15.5 4.5 11.7

Regional banks 164 829.0 10.7 8.3 4.4 5.0 3.2

Branches of foreign banks 108 232.0 3.0  -   -  -  -

Savings bank sector 430 2233.5 28.7  -  -  -  -

Landesbanken 9 1126.1 14.5 4.1 6.8 1.8 5.6

Primary savings banks 421 1107.4 14.2 12.8 5.3 5.6 1.5

Cooperative bank sector 1080 1038.3 13.3  -  -  -  -

Regional institutions 2 276.9 3.6 7.6 7.7 6.5 4.8

Primary cooperative banks 1078 761.4 9.8 11.7 3.8 6.0 1.5

Special banks 59 1620.4 20.8  -  -  -  -

Mortgage banks 18 455 5.8 6.4 9.0 3.2 7.0

Building and loan association 22 204.8 2.6  -  -  -  -

Special purpose banks 19 960.6 12.3  -  -  -  -

they lacked traction. Beginning in the early 1990s, the im-
pact of these regulations strongly increased, so that by to-
day there is hardly any area of fi nancial market regulation 
not affected by EU legislation.12

Both the shift in the national actors on whom the banks 
focused their attention and the rising infl uence of EU leg-
islation led to major changes in German fi nancial regula-
tion, in particular securities market regulation. The au-
thorisation of new fi nancial innovations in the 1980s and 
the four fi nancial market promotion acts enacted between 
1990 and 2002 increased investor protection, criminal-
ised insider trading, yielded new fi nancial actors and set 
the general framework for a market for corporate control. 
This changed the regulatory structure in a way that was 
more favourable to the development of fi nancial markets.13 
Despite an increase in private market capitalisation and in-
creased stock market participation by households during 
the new technology boom at the turn of the century, mar-
ket capitalisation in bond and stock markets remains low. 

12 T. H e i n r i c h , H. H i r t e : Bankrechtskoordinierung und -integration, 
in: P. D e r l e d e r, K.-O. K n o p s , H. G. B a m b e rg e r  (eds.): Handbuch 
zum deutschen und europäischen Bankrecht, Berlin 2009, Springer, 
pp. 2181-2199.

13 R. D e e g : Finance capitalism unveiled: banks and the German politi-
cal economy, Michigan 1999, pp. 73-122.

Some of this could be explained by the retreat of house-
holds from direct equity investments after the collapse of 
the stock market bubble in 2001.14

Additionally, there has been constant pressure from in-
ternational institutions, such as the IMF,15 the OECD16 
and national actors like the German Council of Economic 
Experts,17 to reform the three-pillar system and to open 
savings banks for private capital. For a long time, despite 
these constant pressures, German politicians resisted 
liberalising or privatising the savings bank sector, and the 
same general structure continues to prevail today. Howev-
er, supporters of liberalisation achieved a partial success 
when a complaint by the private banks to the European 
Commission in 1994 compelled Germany to remove the 
government guarantee for public banks by 2005.18

14 D. D e t z e r  et al., op. cit., pp. 73-92; D. D e t z e r : Financial Market 
Regulation in Germany – Capital Requirements of Financial Institu-
tions, FESSUD Working Paper Series No. 26, Leeds 2014.

15 International Monetary Fund, op. cit.
16 OECD: OECD Economic Surveys: Germany, 2012, OECD Publishing.
17 Sachverständigenrat zur Begutachtung der gesamtwirtschaftlichen 

Entwicklung: Das deutsche Finanzsystem. Effi zienz steigern – Stabil-
ität erhöhen, Expertise im Auftrag der Bundesregierung, June 2008.

18 T. D ö r i n g : German Public Banks under the Pressure of the EU Sub-
sidy Proceedings, in: Intereconomics, Vol. 38, No. 2, 2003, pp. 94-
101.

Table 2
Profi tability of German banks

S o u rc e : Deutsche Bundesbank.
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Impact of the fi nancial crisis in Germany

Unlike many other countries, Germany did not experi-
ence a housing bubble or strong domestic credit growth 
before the crisis. Nevertheless, it was heavily affected by 
the international fi nancial crisis. This is largely related to 
the German growth model, which can be characterised as 
“export-led mercantilist”. Wage moderation by the unions 
and the establishment of a low wage sector due to com-
prehensive labour market reforms led to stagnating wages 
in the years prior to the crisis. Correspondingly, domestic 
consumption growth in Germany was low. Contrary to the 
promises of many economists and politicians, wage mod-
eration did not lead to higher investment demand, which 
was relatively low throughout the period. With the public 
sector trying to consolidate its accounts at the same time, 
the total growth contributions of domestic demand from 
the early 2000s until 2008 amounted to only 0.85 percent-
age points. Economic growth was weak, averaging 1.44 
per cent, and a large portion of this depended on external 
demand (0.58 per cent).19 The high current account sur-
pluses also meant that Germany built up large fi nancial 
claims with the rest of the world. This model left Germany 
highly vulnerable to two channels of crisis transmission: 
the trade channel and the fi nancial markets channel.

The trade channel

Compared to other EU countries, Germany is much more 
integrated in international trade20 – and also much more 
dependent on it. Additionally, the German export indus-
tries are specialised in more volatile goods, such as in-
vestment or intermediate goods, which makes Germany 
even more vulnerable to economic slowdowns in its for-
eign markets. The great degree to which Germany was 
affected by the slowdown in international trade and the 
corresponding decline in external demand can be seen 
in Figure 1. Germany’s GDP growth started declining af-
ter the third quarter of 2008 when world trade collapsed 
and declining net exports increasingly affected growth. 
Only thereafter did internal absorption of the crisis follow 
(largely via a decline in investment demand). The recovery, 
which began in the fi rst quarter of 2010, was also largely 
driven by the rapid resumption of exports to emerging 
markets, where growth recovered faster than in the indus-

19 E. H e i n : The Macroeconomics of Finance-dominated Capitalism – 
and its Crisis, Cheltenham 2012, Edward Elgar.

20 The trade-to-GDP ratio for Germany increased from 1991 to 2008 
from 52 per cent to 90 per cent. The ratios for France, Italy and the UK 
in 2008 were between 50 per cent and 60 per cent. See Sachverstän-
digenrat zur Begutachtung der gesamtwirtschaftlichen Entwicklung: 
Deutschland im internationalen Konjunkturzusammenhang, Expertise 
im Auftrag der Bundesregierung, November 2009.

trialised countries. Domestic demand only followed in the 
second quarter of 2010.21

The fi nancial market channel

The second channel through which Germany was af-
fected was the fi nancial market channel. Germany was 
vulnerable through this channel because it had rapidly 
increased its international fi nancial integration in recent 
decades (Figure 2). At the end of 2007, Germany had for-
eign assets of over €5 trillion, about half of which were 
held by German banks. This was an almost tenfold in-
crease since 1991. In terms of GDP, foreign assets in-
creased from about 58 to 207 per cent. Additionally, em-
pirical research shows increasing correlation between 
foreign and domestic asset prices since the mid-1990s, 
making the German fi nancial system more vulnerable to 
external shocks.22 Germany’s foreign asset position has 
weakened since 2007. While cumulative current account 
balances were about €350 billion in the years 2007/2008, 
net foreign fi nancial assets fell by €16 billion. This sug-
gests valuation losses of about €366 billion. At the same 
time, when US stock markets collapsed, Germany’s major 
stock price indices followed suit, leading to heavy losses 
on domestic fi nancial investments. The Bundesbank esti-
mates the wealth losses due to the collapse of the CDAX23 
at around €800 billion.

21 Deutsche Bundesbank: Monthly Report March, Frankfurt 2011.
22 Sachverständigenrat 2009, op. cit.
23 The CDAX includes all companies listed for offi cial trading at the 

Frankfurt stock exchange.

Figure 1
Growth of real GDP and growth contributions in 
Germany vs. growth of world trade, 2007-2013
in %
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These losses can have repercussions on the German 
economy via various potential mechanisms. Financial 
losses could negatively impact consumption via wealth 
effects and investment via Tobin’s Q. However, empirical 
research has shown that wealth effects for Germany are 
rather low, and the evidence for an effect on investment 
through Tobin’s Q is relatively weak. Therefore, direct ef-
fects on internal demand via the losses due to the fi nancial 
crisis seem to be rather low.24

Overall, Germany seems more vulnerable to fi nancial con-
tagion via the banking sector. A large proportion of the 
German company sector depends on bank loans for its 
external fi nancing. If the fi nancial crisis caused liquidity 
or solvency problems in the banking sector and thus led 
banks to restrict their lending to the non-fi nancial sector, 
this would have the potential to aggravate the crisis or to 
undermine a recovery via a so-called credit crunch.

German banks were heavily exposed to the US real es-
tate bubble via their asset holdings. The write-offs of large 
German fi nancial institutions (banks and insurance com-
panies) directly related to the fi nancial crisis amounted to 
€102 billion25 in the period from 2007 to August 2009.26 To 
put this into perspective, the total capital and reserves of 
German banks at the end of 2007 stood at €428 billion,27 
while that of insurance companies stood at €284 billion.28 

24 Sachverständigenrat 2009, op. cit.
25 In comparison, France had write-offs amounting to only €52 billion.
26 Sachverständigenrat 2009, op. cit.
27 Deutsche Bundesbank: Monthly Report January, Frankfurt 2014.
28 Deutsche Bundesbank: Statistik über Versicherungen und Pension-

seinrichtungen, 2014.

Problems related to those losses fi rst materialised in July 
2007, when the IKB Deutsche Industriebank AG – a Ger-
man bank specialising in business with medium-sized 
industrial companies – got into trouble due to refi nancing 
problems at Rhineland Funding, a special purpose vehicle 
related to IKB. By the end of 2008, three Landesbanken – 
Sachsen LB, Bayern LB and West LB – and the IKB needed 
government assistance. In autumn 2008, Hypo Real Es-
tate unveiled problems at its Irish subsidiary Depfa Bank 
plc and received an emergency loan of €50 billion before 
being nationalised in October 2009. Commerzbank, one 
of the largest private banks, also encountered major dif-
fi culties shortly after the collapse of Lehman Brothers. The 
problems were related to a range of acquisitions before 
and during the crisis, in particular the purchase of Dresd-
ner Bank. The government was forced to provide guaran-
tees and recapitalise the bank. When further support was 
needed, Commerzbank was partially nationalised in Janu-
ary 2009. Many banks which did not have to resort to gov-
ernment assistance nonetheless had problems due to the 
fi nancial crisis. Deutsche Bank, the biggest German bank, 
never asked for offi cial help, but there are reports which 
claim the bank was able to unload substantial amounts of 
assets to IKB before they became toxic. Additionally, the 
bank came under fi re for not registering its losses, failing 
to mark to market and misvaluing some positions. Had it 
not done so, it would have needed government support 
as well.29

To contain the problems within the fi nancial sector, the 
German government intervened on a massive scale, pro-
viding guarantees of up to €168 billion. It also recapitalised 
banks with almost €30 billion and allowed them to trans-
fer their toxic assets to government-owned bad banks. 
Despite the fact that all of the guarantees have now ex-
pired or were returned without costs to the taxpayer, the 
bad banks still hold a substantial amount of assets and 
the capital injections have not been fully repaid, so that a 
substantial risk remains for the government. The Federal 
Agency for Financial Market Stabilisation expects losses 
of €22 billion.30 Additionally, there were costs for the budg-
ets of the Länder and municipalities related to the stabili-
sation of the Landesbanken.31 All together, these interven-
tions contributed to the stabilisation of the German fi nan-
cial sector and the avoidance of a widespread German 
banking crisis.

Nonetheless, the government, different industry associa-
tions and some economists were concerned that a credit 

29 D. D e t z e r  et al., op. cit., pp. 228-234.
30 Bundesministerium der Finanzen: Monatsbericht des BMF Dezember, 

2013.
31 Deutscher Bundestag: Drucksache 18/424 from 4 February 2014.

Figure 2
Germany’s international investment position
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crunch might occur and spread the problems from the fi -
nancial sector to the real economy (see Figure 3).32 After 
relatively dynamic credit growth persisted until November 
2008, it became negative in January 2009. This was main-
ly related to the decline in credit available to non-fi nancial 
corporations, while credit to private households stabi-
lised credit volumes. It was not until December 2010 that 
growth rates on a yearly basis became positive again. The 
increased credit constraint facing fi rms can also be seen 
in their subjective evaluation of credit availability, shown 
in Figure 4. While more fi rms reported stricter credit 
standards starting in August 2007, the number of fi rms 
that evaluated lending behaviour as “strict” exploded in 
August 2008. A return to pre-crisis levels did not occur 
until the spring of 2011.

So was this a credit crunch? On the one hand, actual 
credit volumes declined during the crisis and fi rms evalu-
ated the lending behaviour of banks as stricter. On the 
other hand, there are various explanations for the decline 
in credit, and it was not necessarily bank-induced. When 
economic uncertainty increases, fi rms may curb their in-
vestments and households may delay larger purchases, 
resulting in a demand-induced credit decline. Also, during 
a recession it is normal for banks to curb their lending to a 
certain degree when the economic situation deteriorates 
and the creditworthiness of their borrowers declines.33 

32 Deutsche Bundesbank: Monthly Report September, Frankfurt 2009.
33 Ibid.

The Bundesbank stated that credit growth was not ex-
traordinarily weak from a historical perspective, given 
the scale of the recession.34 Also, looking at Figure 4 
again, it is clear that the overall subjective evaluation of 
credit availability by fi rms had been even worse in 2003. 
Therefore, on the aggregate, the German banking system 
seemed to have functioned quite well, despite the severe 
problems of some institutions, and it did not signifi cantly 
aggravate the crisis in the real sector with overly restric-
tive credit policies.

More disaggregated data reveals a more diverse picture. 
Returning to Figure 4, it comes as a surprise that credit 
hurdles increased most drastically for the big fi rms, which 
traditionally have the best access to bank credit.35 Ta-
ble 3, which displays the growth of credit to domestic en-
terprises and self-employed persons by banking group, 
can help to explain this phenomenon. In the years 2009 
and 2010, the decline of credit volumes was not homog-
enous throughout all banking groups. The big banks, the 
Landesbanken and the mortgage banks reduced their 
lending most dramatically. Smaller private banks, the 
regional institutions of the cooperative sector and sub-
sidiaries from foreign banks also reduced their lending. 
In contrast, the primary savings and cooperative banks 
played a stabilising role and extended their loan portfo-
lios. This difference in lending behaviour during the cri-

34 Deutsche Bundesbank: Monthly Report October, Frankfurt 2010.
35 While in the past, the bigger fi rms increasingly relied on market fi -

nance and loosened their ties with house banks, reverting to equity 
and debt markets for fi nance was very expensive or even impossible, 
especially in the early phases of the crisis. Ibid.

Figure 3
Growth of bank credit to the domestic non-fi nancial 
sector and growth contributions by sector, Germany, 
2006-2012

Figure 4
Credit hurdle, 2003-2013
Evaluation of German companies about the credit standards of banks

S o u rc e : Deutsche Bundesbank.

S o u rc e : ifo Konjunkturtest.

-3

-2

-1

0

1

2

3

4

Non-financial corporations (y-o-y)

Households (y-o-y)

Non-financial corporations and households (y-o-y)

Non-financial corporations and households (m-o-m)

in %

2006 2007 2008 2009 2010 2011 2012

0

10

20

30

40

50

60

70

Big Medium Small Total

2004 2005 2006 2007 2008 2009 2010 2011 2012 20132003



ZBW – Leibniz Information Centre for Economics
63

Forum

sis can be explained by a range of supply-side factors.36 
First, the institutions that curtailed their lending the most 
were those most affected by the crisis. As depicted 
above, the big private banks, the Landesbanken and the 
mortgage banks had to bear heavy losses from the crisis. 
The drain on their equity may have forced them to reduce 
their lending.37 Additionally, those bigger banks depend-
ed much more on wholesale funding, which made them 
more vulnerable to liquidity problems when the interbank 
market was inhibited. Banks reported that in particular 
in the early phase of the crisis, refi nancing conditions in 
the money and bond markets played an important role 
in their restrictive credit policies.38 This helps to explain 
the phenomenon that, while fi rms of all sizes had greater 
problem in accessing bank credit, the most severe prob-
lems were experienced by big fi rms. The easier access 
to credit enjoyed by small and medium-sized companies 
can be explained by the fact that they obtain their external 
credit fi nancing more often from the primary cooperative 
and savings banks. Due to their different business mod-
el, which focuses more on the ordinary loan and deposit 
business, these banks were not directly hit by the fi nan-
cial crisis, and due to their large deposit bases, they were 
also less dependent on wholesale funding. Hence, there 

36 Additional possible explanations for the differences can be found 
looking at demand-side factors. The export-oriented manufactur-
ing sector was hit particularly hard by the crisis, so that demand for 
credit in this sector may have been particularly weak. If big banks and 
Landesbanken were disproportionally focused on this sector, this 
may explain the decline in credit growth.

37 The Landesbanken and the big banks reduced their risk-weighted as-
sets from the beginning of 2009 to mid-2010 by 21 and eight per cent 
respectively.

38  Deutsche Bundesbank: Monthly Report September, Frankfurt 2009.

were no internal factors that prevented them from provid-
ing credit to their customers.

An examination of the disaggregated fi gures reveals that 
while there was no overall credit crunch, the big banks 
and Landesbanken restricted their credit growth, and 
thus their traditional customers, the bigger fi rms, were 
more affected by the problems in the fi nancial sector. 
Conversely, the smaller banks of the savings and coop-
erative sector extended their lending throughout the crisis 
so that their borrowers were less affected by the fi nancial 
crisis. It is also likely that they supplied loans to custom-
ers of the bigger banks and so eased the general pres-
sure within the system.

Conclusions

Germany was heavily affected by the fi nancial crisis due 
to its “export-led mercantilist” growth model and its high 
degree of international fi nancial integration. The collapse 
in international trade hit the German real economy di-
rectly and led to a sharp decline in GDP. However, when 
demand from a range of emerging market economies for 
German goods increased, the German real economy was 
able to recover quickly. The German fi nancial sector suf-
fered due to heavy losses on its foreign assets, and heavy 
government intervention was needed to stabilise the fi -
nancial system. While it managed to prevent a widespread 
banking crisis, there were fears that the damaged bank-
ing system would undermine a timely recovery by restrict-
ing access to credit. In fact, credit growth to the German 
real economy and to German households slowed and 
then grew negative in 2009. While the reduction does not 
seem large enough to speak of an overall credit crunch, 

Table 3
Growth of bank lending to domestic enterprises and self-employed persons, 2006-2012
in %

2006 2007 2008 2009 2010 2011 2012

All banks 0.4 4.6 5.8 -0.4 -0.7 3.9 0.7

Commercial banks -0.6 2.5 2.4 -1.2 -1 1.9 -0.1

Big banks -0.8 0.8 -0.1 -0.4 -0.6 0.7 -0.1

Regional banks 0.1 0.9 1.9 -0.2 -0.3 1.3 0.4

Subsidiaries of foreign banks 0.1 0.9 0.6 -0.6 -0.1 -0.2 -0.4

Landesbanken 0.7 1.1 1 -0.4 -0.7 0.3 -0.9

Savings banks 0.1 0.6 1.1 0.7 0.8 0.7 0.9

Cooperative regional institutions 0 0.2 0.2 0 -0.2 0.1 0.2

Cooperative banks 0.1 0.3 0.6 0.5 0.6 0.6 0.9

Special purpose banks 0.9 0.2 0.8 0.6 0 0.5 0.4

Mortgage banks -0.8 -0.4 -0.3 -0.7 -0.4 -0.3 -0.9

S o u rc e : Deutsche Bundesbank.
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disaggregate data reveals that big fi rms were much more 
affected than small and medium-sized fi rms. This was due 
to the fact that the big banks, the Landesbanken and the 
cooperative regional institutions, which together were the 
main fi nanciers of the big fi rms, were most heavily affect-
ed by the fi nancial crisis and had a business model which 
made them more vulnerable to problems in the wholesale 
markets. Therefore, they strongly curbed their lending. In 
contrast, small and medium-sized companies, relying on 
savings and cooperative banks for their fi nancing, had 
fewer problems in obtaining credit. Those smaller banks 
were hardly affected by the fi nancial crisis and had much 
more stable funding sources and were thus able to uphold 
credit supply during the crisis.

Altogether, it seems that the diversity in the German bank-
ing system – in which private, public and cooperative banks 

as well as small and big banks co-exist, a feature that was 
prevalent in the banking systems of most European coun-
tries until 25 years ago – proved very effective during the fi -
nancial crisis. This diversity, including the small, regionally 
oriented, not strictly profi t-maximising banks that make up 
a large segment of it, is an asset to the German economy 
and it should not be discarded, despite claims to the con-
trary from international organisations or market liberals, 
which praise the superiority of privately owned banks. This 
seems of particular importance when one recognises that 
these sectors have developed historically and that they 
cannot easily be re-established by government decision 
once they have been privatised or dissolved. Therefore, 
despite the problems with the Landesbanken, which may 
need reforms, policy makers must ensure that no changes 
are made that would undermine the highly successful Ger-
man three-pillar model in the long term.

Jérôme Creel, Fabien Labondance, Sandrine Levasseur*

The French Banking and Financial System and the Crisis

ly argued that separating retail and investment activities 
could make the banking sector safer.1

Description of the French banking system

At the beginning of the 1980s, the French banking system 
was highly regulated, compartmentalised, uncompetitive 
and closed internationally. Moreover, the French fi nancial 
markets were underdeveloped. The left-wing government 
led by François Mitterrand faced two main challenges: (i) 
the need to open the fi nancial system internationally, under 
the impetus of European and global integration; and (ii) the 
crisis in the banking and fi nancial system due to its unbal-
anced organisation and poor profi tability. The government 
responded by implementing profound legal and regulatory 
changes which modifi ed the banking and fi nancial land-
scape. These changes included:

• the nationalisation of banks, with 36 deposit banks and 
two investment banks becoming state-owned;

• the free determination of interest rates – subject to inter-
ventions by the central bank – thus signalling the end of 
almost all regulated or subsidised interest rates;

1 See e.g. J.L. G a f f a rd , J.-P. P o l l i n : Is it pointless to separate bank-
ing activities?, OFCE Blog, 19 November 2013.

The goal of this paper is twofold. First, we describe briefl y 
the French banking sector, presenting its main develop-
ment since the 1980s and its key characteristics. Second, 
we analyse the consequences of the fi nancial crisis on the 
French economy and its banks. In particular, we empha-
sise the resilience of the French banking model, as no ma-
jor bankruptcy has occurred in the banking sector since 
2008 and private agents have continued to fi nance their 
activity without intense credit rationing. However, concerns 
over the soundness of the French fi nancial system remain 
unaddressed.

Most French banks operate according to the “universal 
bank” model, in the sense that the diversifi cation of busi-
ness activities should effectively protect the bank from 
idiosyncratic shocks in any particular banking division, 
whether in domestic retail banking (households, corpora-
tions, SMEs), international retail banking, specialised fi nan-
cial services (consumer credit, leasing, etc.), corporate and 
investment banking, or asset management. However, as 
an effective barrier between retail and investment activities 
within a universal bank does not exist, some have recent-

* We acknowledge fi nancial support from the EU FP7 project FESSUD 
under grant agreement No. 266800, and we thank Christophe Blot for 
his comments.
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gained momentum with the adoption of the euro. This was 
conducive to a second wave of concentration, in particular 
in the fi eld of investment banking. The increase in the size 
of the potential market led to a search for an optimal size 
and economies of scale. The result was an intensifi cation 
of international competition in the French market, leading 
the country’s banks to diversify into other regions and into 
the major foreign fi nancial centres.

Two other important trends which contributed to the inter-
nationalisation (or at least Europeanisation) of the French 
fi nancial system also have to be mentioned: the mergers 
and clustering of European stock markets (leading notably 
to Euronext) and adhesion to the “wholesale” payment sys-
tem TARGET2, which enables transactions to be settled in 
real time using central bank money.

A consequence of the movement towards deregulation is 
the recent fi nancial crisis. That is the only systemic French 
banking crisis acknowledged by the IMF, but one must 
nonetheless keep in mind that the development of the 
French banking system since the 1980s has not been line-
ar.3 The crisis encountered by Credit Lyonnais in the 1990s 
is a good example of the occasional instability of this sys-
tem.

Key characteristics

Degree of concentration

The French banking sector is highly concentrated, with the 
two largest banks (Crédit Agricole and BNP Paribas) ac-
counting for 44 per cent of total French banking assets and 
the fi ve largest banks (adding Société Générale, BPCE and 
CIC-Crédit Mutuel) for 78 per cent at the end of 2012 (Fig-
ure 1). That put four French banks on the G20 list of major 
systemic banks in 2013.4

The degree of concentration is even more impressive when 
activities are divided between commercial and investment 
activities. For instance, Crédit Agricole and BNP Paribas 
together account for 70 per cent of derivatives operations 
in the French banking sector.

The implications of such concentration are important in 
terms of the so-called “too-big-to-fail” hypothesis and for 
the debate related to the separation of banking activities.

3 See L. L a e v e n , F. Va l e n c i a : Systemic Banking Crises Database: 
An Update, IMF Working Paper, No. 163, 2012.

4 By contrast, Germany had only one bank on the list (Deutsche Bank), 
though it is the most systemically important one.

• the endorsement of the Banking Act in 1984, which 
made all fi nancial institutions subject to the same regu-
latory and supervisory authorities;

• the development of new fi nancial instruments and mar-
kets, including very short-term debt securities for pro-
fessional investors (certifi cates of deposits), and mar-
kets for futures (MATIF) and for options (MONEP).

The bank nationalisations gave the state control of virtually 
the entire banking sector, meaning that it could now steer 
investment and reform the fi nancial system. In this con-
text, the Banking Act aimed at “unifying, renovating and 
streamlining the laws and regulations governing the bank-
ing industry, promoting competition within the banking sec-
tor and making banking a more widespread activity”. Thus, 
the French banks were brought in line with the model of the 
universal bank, as recommended by the Mayoux Report in 
1979.

However, the process of nationalisation began to be par-
tially reversed in 1986 with the arrival of a right-wing gov-
ernment in the context of the “cohabitation regime”.2 Pres-
sure from the European Union’s policy on competition and 
the need to fi nd fi scal revenues (the proceeds from priva-
tisation immediately helped to reduce public debt) explain 
the pursuit of privatisations initiated in 1986. However, 
most of the privatisations were only partial: the state con-
tinued to hold the majority of shares in formerly fully state-
owned banks (e.g. Le Credit Lyonnais). Left-wing politicians 
were perceptive in foreseeing how to take advantage of the 
market economy’s benefi ts, determined to make Paris an 
important fi nancial centre. Thus, when the left-wing gov-
ernment came back to power in 1988, the nationalisation 
process was once again pursued.

The opening of the French banking and fi nancial system 
began in the late 1980s with the dismantling of foreign 
exchange controls in 1989 and the removal of almost all 
administrative barriers to foreign entry in the banking sec-
tor. Moreover, France’s stock exchange watchdog (the 
Commission des Operations de Bourse or COB) saw its 
power and independence strengthened, which enhanced 
its credibility and consequently the attractiveness of Par-
is in the eyes of international investors. In the context of 
increased competitive pressures, a fi rst wave of bank-
ing concentration was undertaken in 1991-92 to generate 
productivity gains and to streamline both structures and 
activities. Later, the internationalisation of French banks 

2 A “cohabitation” arises when the President of the French Republic 
and the Prime Minister are from opposing political parties. In 1986, 
the President of the French Republic was François Mitterrand and the 
Prime Minister was Jacques Chirac.
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The disintermediation process

In France, the disintermediation process has been relatively 
mild, as the amount of credit to households and non-fi nan-
cial corporations has continued to increase (see Figure 2). 
The value of outstanding banks loans to the private sector 
has grown by 230 per cent since 1996, reaching more than 
120 per cent of GDP in 2013. In the 2000s, the indebted-
ness of French households was mainly driven by the large 
increases in housing prices, which grew by 220 per cent in 
nominal terms between 2000 and 2014.

If, among private agents, we consider only non-fi nancial 
corporations for which the opportunity exists for a trade-
off between bank loans and market debt to fi nance their 
business, the intermediation rate shows large fl uctuations 
within the range 65-75 per cent (Figure 3). Since 2008 in 
particular, corporations have been fi nancing themselves 
increasingly through market debt as opposed to through 
intermediated traditional bank loans. If we were to take 
shadow banking into consideration, the decreasing impor-
tance of traditional banking intermediation would be even 
more signifi cant.

Internationalisation

With regard to the openness and internationalisation of the 
French banking system, the evidence is rather mixed. To 
some extent, the level of internationalisation is quite high, 
with external assets and liabilities in June 2013 amounting 
to 102.1 per cent and 70.3 per cent of GDP respectively. 
However, cross-border banking outfl ows outpace infl ows 
by more than 30 percentage points of GDP. In fact, the 
French banking system is predominantly domestically 
owned, with assets under foreign control amounting only 
to 11 per cent of total banking assets in France (against 26 
per cent for the EU27 average). Low infl ows indicate pro-
tectionist features of the French banking system.5

The French banking capital outfl ows are relatively well-
diversifi ed, meaning ceteris paribus that France has low 
exposure to a foreign shock in any particular country or 
region.6 However, only BNP Paribas can be considered 
a “European bank”, defi ned as a bank with less than 50 
per cent of its business activities on French territory and 
more than 25 per cent in the rest of Europe.7 Crédit Agri-
cole, BPCE, Société Générale and CIC-Crédit Mutuel are 
all classifi ed as “domestic banks”, with more than 50 per 

5 F. A l l e n , T. B e c k , E. C a r l e t t i , P.R. L a n e , D. S c h o e n m a k e r, W. 
Wa g n e r : Cross-Border Banking in Europe: Implications for Financial 
Stability and Macroeconomic Policies, CEPR, 2011.

6 Ibid., based on fi gures for 2009.
7 D. S c h o e n m a k e r : The European Banking Landscape after the Cri-

sis, Duisenberg School of Finance, DSF Policy Paper, No. 12, 2011.

Figure 1
Major French banks, end 2012
in terms of banking assets, € billions

S o u rc e : www.les-crises.fr.
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Figure 2
Loans to the private sector
outstanding, in € billions

S o u rc e : Banque de France.
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Intermediation rate of non-fi nancial corporations
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cent of their business activities in France. No French bank 
is classifi ed as “global” according to Schoenmaker.8

Profi tability

The banking sector’s profi tability is always a tricky subject 
to deal with, especially during periods of crisis. Data avail-
ability is constrained by banks’ fi nancial disclosures, and 
their communication is only partial. They do not declare all 
their activities, especially with the growth of the shadow 
banking sector, and they have a certain ability to play with 
accounting rules in order to hide some elements of their 
balance sheets in order to reassure their stockholders.

The French banking system has been strongly hit by the 
fi nancial crisis. Table 1 illustrates that the net banking in-
come ratio dropped to a mere 1.08 per cent in 2008, while 
the cost-to-income ratio increased sharply to 84.4 per 
cent. Since then, both indicators have improved. However, 
these positive outcomes cannot hide unfortunate develop-
ments. In particular, the number of non-performing loans 
has been rising since the beginning of the fi nancial crisis.

Additional information

France has a mature retail banking market. Some 99 per 
cent of French residents over the age of 18 have a banking 
account, and they possess an average of seven products 
per client. French banks also offer insurance products. The 
French banking system includes 48 million customers, 68 
million current accounts, 157 million savings accounts and 
64 million bank cards, mostly debit cards which are used 
for both payments and cash withdrawals through a nation-
wide network of terminals and ATMs.9

The legal and regulatory framework of the banking system 
follows or, in some cases, outpaces European directives. 
France has separate supervisory institutions for the main 

8 Ibid.
9 EBF: European banking sector: Facts and Figures 2012, European 

Banking Federation, 2013.

fi nancial sectors: banking, insurance and securities. Ar-
rangements have been put in place to ensure adequate co-
ordination among these authorities. All banking and fi nan-
cial laws are codifi ed in the Code Monétaire et Financier. 
Further details related to the legal and regulatory frame-
work can be found in Blot et al.10

Consequences of the fi nancial crisis on the French 
economy and its banks

Since 2008, the deterioration of the fi nancial environment 
and the resulting impact on the real economy have severely 
tested the strength and resilience of the French fi nancial 
system. The fi nancial turmoil arising from the US subprime 
crisis spread to all segments of the fi nancial market and 
created a challenging operating environment for banks, 
which also faced a generalised crisis of confi dence. The 
macroeconomic environment did not spare the French 
banks. Overall, however, the French banking system ap-
pears to have weathered the crisis well: no major bankrupt-
cy has occurred in the banking sector since 2008, and pri-
vate agents have continued to fi nance their activity without 
major credit rationing.

The macroeconomic consequences of the fi nancial crisis

A major characteristic of the fi nancial crisis is the distrust 
among banking institutions across the world, illustrated by 
jumps in the money market interest rates. To calm markets 
that were suddenly confronted with a huge rise in uncer-
tainty, major central banks like the Fed, the BoE and the 
ECB decreased their interest rates, implemented uncon-
ventional policies and acted as lenders of last resort. These 
measures allowed banks to fi nance themselves with very 
low interest rates and unlimited amounts of liquidity for a 
long period of time. Despite the effectiveness of the inter-

10 C. B l o t , J. C re e l , A.-L. D e l a t t e , K. D u r a n d , A. G a l l o i s , P. H u -
b e r t , J. L e  C a c h e u x , S. L e v a s s e u r, M. V i e n n o t : The French 
Financial System from Past to Present, FESSUD Studies in Financial 
Systems, No. 2, 2012.

Table 1
Simplifi ed description of the French banking system income situation

S o u rc e : ACPR: The French Banking Market in Figures, Banque de France, 2012.

2004 2005 2006 2007 2008 2009 2010 2011 2012

Net banking income (in % of total assets) 2.08 2.00 1.84 1.50 1.08 1.49 1.39 1.33 1.38

Cost-to-income ratio (in %) 63.9 64.3 62.4 68.4 84.4 60.2 64.4 65.4 61.5

Gross non-performing loans (in € billions) 62.3 59.3 56.3 58.9 67.0 90.7 97.4 100.3 101.7

Gross non-performing loans (in % of total loans) 5.1 4.5 3.8 3.5 3.7 4.9 5.1 5.0 5.1
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est rate channel,11 credit growth to the private sector de-
creased (Figure 4).

This is partly explained by the fact that since the crisis, 
credit conditions have been tightened. Currently, the ex-
tension of credit is much more dependent on the level of 
risk than it was before the crisis. By extension, new fi rms, 
smaller fi rms and fi rms with bad credit ratings have less ac-
cess to credit. Nevertheless, this tightening of credit con-
ditions does not seem to be the main explanation for low 
credit distribution to the private sector. More signifi cant 
is the fact that the fi nancial crisis created a negative de-
mand shock, and weakened fi rms, especially SMEs, have 
reduced their credit requests.12

Government support to French banks

Soon after the beginning of the fi nancial crisis, the French 
government undertook various policy actions to support 
the banking sector in order to avoid negative feedback ef-
fects on the real economy.

Between late 2008 and early 2009, the government grant-
ed loans to the fi ve largest banks totalling €20.75 billion (or 
1.1 per cent of French GDP). These loans bore high interest 
rates (around 7.5 per cent) and came with the condition that 
the benefi ciary banks had to continue providing credit to 
the private sector at a yearly growth rate of four per cent. 
Initially granted for fi ve years, nearly all of the banks had 
repaid the loans within a year (BPCE being the lone excep-
tion). The combination of several factors (i.e. the high inter-
est rate, the private credit-growth constraint and a general 
unwillingness to depend on government support) explain 
why the repayment occurred so early. An additional expla-
nation is provided by Grossman and Woll, who argue that 
to avoid stigmatising any particular bank, the French gov-
ernment would have struck a deal with the main institutions 
requiring all of them to accept the loans, even though not 
all of them needed one.13

Recourse to explicit debt guarantees was another important 
tool to support French banks, especially at the beginning of 
the fi nancial crisis. The government de facto “lent” its cred-
itworthiness to the benefi ciary banks, thereby containing 

11 C. B l o t , F. L a b o n d a n c e : Bank interest rate pass-through in the Eu-
rozone: monetary policy transmission before and after the fi nancial 
crash, in: Economics Bulletin, Vol. 33, No. 2, 2013, pp. 973-985.

12 S. K re m p , P. S e v e s t re : Did the crisis induce credit rationing for 
French SMEs?, in: Jounal of Banking and Finance, Vol. 37, 2013, 
pp. 3757-3772.

13 E. G ro s s m a n , C. Wo l l : Saving the Banks: The Political Economy 
of Bailouts, in: Comparative Political Studies, Vol. 47, No. 4, 2014, 
pp. 574-600.

their funding costs and mitigating liquidity risk.14 In the case 
of France, the total amount of guarantees approved by the 
government (and approved by the European Commission 
in conformity with the State Aid Policy) was €320 billion (or 
around 16 per cent of French GDP). But, “only” €93 billion 
was actually used (or less than fi ve per cent of GDP).

Indeed, two French banking institutions had to be recapital-
ised and/or dismantled. The fi rst one was Natixis, the invest-
ment branch of Banque Populaire and Caisse d’Epargne, 
which was heavily exposed to both the subprime crisis and 
the Madoff fraud. By the fall of 2008, the value of Natixis 
stock had dropped by 95 per cent. In a deal brokered by 
French President Nicolas Sarkozy, the two banks merged to 
become BPCE. In mid-2009, Natixis received €35 billion in 
guarantees from BPCE on toxic assets on its books, while 
the French government invested €3 billion in BPCE’s pre-
ferred non-voting stock, giving it a 20 per cent stake. The 
second entity is Dexia, a French-Belgian joint venture which 
specialised in loans to local authorities. Facing huge liquid-
ity problems, Dexia was gradually dismantled and received 
a recapitalisation amounting to €5.5 billion from the Belgian 
and French states. Another major step in the (French) dis-
mantling plan was the sale of Dexia Municipal Agency to 
the French state, the Caisse des Dépôts and La Banque 
Postale. The Belgian and French states are now the group’s 
main shareholders, with 50.02 per cent and 44.40 per cent 
respectively of Dexia SA’s capital.

14 E. B re t o n , C. P i n t o , P.-F. We b e r : Banks, moral hazard, and public 
debts, Banque de France, in: Financial Stability Review, No. 16, April 
2012.

Figure 4
Growth of loans to the private sector
year-on-year change in %

S o u rc e : Banque de France; authors’ computations.
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In the context of asset losses due to euro area debt prob-
lems, in particular exposure to Greek debt, estimates of the 
recapitalisation needs of European banks were carried out. 
The fi rst estimates, carried out in October 2011 by the Eu-
ropean Commission, indicated that French banks needed 
€8.8 billion of capital. This represented 8.3 per cent of the 
total EU recapitalisation requirements of €106.4 billion. The 
second estimate in January 2012 was a bit lower for French 
banks, at €7.3 billion, or 6.4 per cent of total EU needs. 
Meanwhile, considerable uncertainty arose regarding the 
quality of the banks’ balance sheets, their treatment of sov-
ereign debt and systemic risks.15 Consequently, estimates 
by the European Commission are based on stress tests, 
the thoroughness of which should be considered with due 
caution. For instance, Dexia passed its European Commis-
sion’s stress test in July 2011 but needed a fi nancial rescue 
just a few months later.

Some argue that the budgetary cost of supporting the 
French banking sector is considerably higher than current-
ly estimated.16 Implicit subsidies, as opposed to explicit 
ones, constitute an additional budgetary cost via the nega-
tive effect they have on the country’s credit rating, which 
increases the cost of public debt.17 Implicit subsidies to 
banks arise when the market expects that the government 
will act as a guarantor of last resort during a fi nancial crisis. 
This allows some banks, in particular the largest ones, to 
borrow at a lower funding rate than they otherwise would. 
For French banks, implicit subsidies are estimated to be 
between US$7.5 and 22.5 billion, or 0.35-1 per cent of GDP 
for 2012.18 Moreover, implicit subsidies have distortionary 
effects by creating a competitive advantage for banks ben-
efi ting from the subsidies, by inducing banks to take more 
risks, and by lowering the incentives of depositors, bond-
holders and shareholders to monitor the risk profi les of 
banks. In accordance with the “too-big-to-fail” hypothesis, 
the larger the bank, the larger the implicit subsidy.

Conclusion

To date, French banks have held up rather well to the fi -
nancial crisis and its feedback effects on the real economy. 

15 S. M e r l e r, G.B. Wo l f f : Ending uncertainty: recapitalisation under 
European Central Bank supervision, Bruegel Policy Contribution, Is-
sue 2013/18, December.

16 See A. K l o e c k : Implicit subsidies in the EU banking sector, Inter-
mediary Report, January 2014; and S. S c h i c h , S. L i n d h : Implicit 
Guarantees for Bank Debt: Where Do We Stand, in: OECD Journal: 
Financial Market Trends 2014, Vol. 2012/1, among others.

17 A. K l o e c k , op. cit.
18 Implicit subsidies are not directly observable from the prices of fi nan-

cial instruments: they have to be estimated. To evaluate the funding 
cost advantage, the more intuitive approach consists of computing 
the difference between the “support” and “stand-alone” credit rat-
ings of banks provided by rating agencies. This approach is used by 
S. S c h i c h , S. L i n d h , op. cit.

Compared to other EU countries, no major bailout was 
needed. However, several questions remain open with re-
gard to the soundness of the French banking system in the 
medium and long run.

First, there is uncertainty regarding the capacity of French 
banks to comply with the new Basel ratios without damag-
ing the real economy. Some argue that French banks may 
lack liquidity.19 In particular, the weakness of the four largest 
banks would be seen in their short-term liabilities, which, 
excluding derivatives, amounted to 28.4 per cent of assets 
in 2012 (compared with 22.1 per cent on average for 37 Eu-
ropean banks). Thus, major upheaval in the French banking 
sector cannot be reasonably excluded. In particular, there 
are recurrent fears about two large banks, Crédit Agricole 
and Société Générale. The “too-big-to-fail” assumption 
would probably apply, at a large cost for taxpayers.

Second, the size of the shadow banking system in France 
is unknown and is quite diffi cult to measure. According 
to the Financial Stability Board, assets of “other fi nancial 
institutions” (a broad defi nition that excludes the banking 
sector, insurance and pension funds) accounted for 26.3 
per cent of total banking assets domiciled in France or, put 
differently, for 96.2 per cent of French GDP at the end of 
2012. As shadow banking operates, to a large extent, be-
yond prudential regulations, the risks associated with this 
alternative fi nancing are diffi cult to evaluate. As traditional 
banks are often linked through complex cross-holdings 
to shadow banks, diffi culties arising from the latter could 
spread to the former and generate a new fi nancial crisis. 
The rationale and the need for better regulation of the 
shadow banking system should be promptly recognised 
and acted upon by supervisory authorities.

Third, the closeness between those with political power 
and the French banking industry is worth noting. Numerous 
CEOs of banks previously worked in the government. This 
gives them easy access to those with political and regulatory 
power, allowing the banking industry to exercise strong lob-
bying strategies. These actions undermine the effectiveness 
of regulations which aim to minimise the size of this specifi c 
and systemic industry. The recent controversy in France over 
the Barnier proposal on banking regulation is a good exam-
ple. While this initiative merely attempted to separate bank-
ing activities, in accordance with the recommendations of 
many recent reports on the question (e.g. the Liikainen re-
port), the French banking lobby quickly and effectively criti-
cised the proposal and succeeded in defeating it.20

19 D. B r i e r l e y : Liquidity, French banks’ Achilles’ heel?, Alpha Value 
Publication, 13 June 2013.

20 See e.g. J. G a f f a rd , J.-P. P o l l i n : The Barnier proposal on banking 
regulation: whence the wrath?, OFCE Blog, 10 February 2014.
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both increasing levels of cross-border transactions and 
increasingly dominant international banks, as illustrated 
in Figure 1. As a result, the assets held by foreign banks 
rose from US$ 8.1 billion and an 85 per cent market share 
in 1997 to US$ 39.9 billion and an 89 per cent share by 
2007.2

However, this boom was not confi ned to the fi nancial 
sector. The broader economy also appeared to be in ex-
cellent condition, as illustrated in Figure 2, with, in what 
became known as the “Goldilocks” period, steady GDP 
growth and low unemployment accompanied by low in-
fl ation and interest rates. Many attributed this boom to 
the claimed benefi ts of deregulation, specifi cally greater 
competition and innovation in the fi nancial system that, in 
turn, increased effi ciency and productivity.

 However, the risks associated with huge growth in the 
scale and complexity of fi nance, as well as its globalisa-
tion, materialised post-2007 with the globalised fi nancial 
system transmitting shocks from the collapsing subprime 
mortgage market in the United States and, in 2008, mul-
tiple major bankruptcies, including Lehman Brothers, 
Northern Rock and AIG. Banks responded by sharply 
increasing risk aversion, leading to a severe credit con-
traction. Liquidity for fi nancial institutions was sharply 
reduced, prices in asset markets fell and the UK govern-
ment had to rescue Northern Rock, Lloyds Bank and the 
Royal Bank of Scotland. Central banks undertook un-
precedentedly loose monetary policies, reducing interest 
rates to record lows, followed by open market operations 
to increase bank reserves and quantitative easing pro-
grammes.3

More importantly, the banking crisis was rapidly transmit-
ted to the real economy, with the UK plunging into a sharp 
recession with an acute contraction of GDP in 2008 and 
2009, followed by a chronic phase of minimal GDP growth 
from 2010 onwards.

2 J. To p o ro w s k i , T. M c K i n l e y, M. S h a b a n i , J. Ty s o n : Studies in 
Financial Systems: UK Country Report, Financialization, Economy, 
Society and Sustainable Development, 2013 provides a much more 
detailed historical and analytical account of the period.

3 Independent Commission on Banking: Final Report: Recommenda-
tions, 2011. In addition to this report, there are numerous detailed ac-
counts of the events of the fi nancial crisis of 2007 onwards in the UK 
including J. To p o ro w s k i  et al., op. cit., and the authors refer read-
ers unfamiliar with a historical overview of events to these references.

For nearly two centuries, the British fi nancial system has 
been a major centre for global fi nance and the source of 
many innovations, in particular in long-term fi nance and 
international banking. However, an image of success 
based on the rapidly growing scale of the British fi nancial 
system between its deregulation in 1987 and the recent 
fi nancial crisis masked structural changes that have made 
the fi nancial system less “functional” in intermediating re-
sources and in serving as a conduit for policy execution.

This paper reviews the changes in the structure of the 
fi nancial system that have resulted in these problems. It 
proposes that, while the fi nancial sector has grown hugely 
in terms of scale and profi tability, the sector has not func-
tioned well for the economy. Productive investment has 
lagged behind foreign competitors, and credit-driven as-
set bubbles have not only created greater pro-cyclicality 
and instability in the economy, but have also undermined 
monetary and fi scal policy tools that could counterbal-
ance its negative effects.

Structural changes in the UK fi nancial system

From the abolition of foreign exchange controls in 1979, 
many of the regulatory controls on the British fi nancial 
system that had been in place since the Great Depression 
were swept away. In the subsequent decades, banking 
and fi nance boomed under the new “light-touch” regime, 
becoming a dominant sector in the UK. Indeed, in 1997 
the fi nancial sector had assets of US$ 10.5 billion, and its 
value represented only 1.9 per cent of GDP; by 2007, as-
sets were US$ 40 billion, and its share of GDP was 4.8 
per cent,1 representing an approximate quadrupling of the 
scale of the sector between deregulation and the fi nancial 
crisis.

Further, there was growth not only in the scale of the in-
dustry but in its complexity – with innovation in products 
and risk profi les – and in the scale of individual institu-
tions due to repeated mergers and acquisitions to cre-
ate “universal banking” conglomerates. In addition, the 
UK became a major international centre for fi nance, with 

* The research leading to this paper has received funding from the Eu-
ropean Union Seventh Framework Programme (FP7/2007-2013) under 
grant agreement No. 266800.

1 Offi ce for National Statistics; Bank for International Settlements.
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Structural changes in the UK non-fi nancial sector

Given the apparent prosperity and stability before 2007, 
the crisis was unanticipated by many. However, underly-
ing this stability were structural changes in fi nance that 
were corroding the basis of the economic stability and 
growth.

Amongst these changes was the increasing level of lever-
age in the non-fi nancial sectors of the economy. Domes-
tic sector credit to the private sector as a share of GDP 
almost doubled, rising from 115 per cent in 1997 to 208 
per cent in 2007.4 As illustrated in Figure 3, this expansion 
of credit was to both the corporate (non-fi nancial) and 
households sectors, accelerating from relatively stable 
pre-1997 levels of less than 65 per cent to reach over 100 
per cent by 2007. However, the two sectors channelled 
funds into different purposes with different structural im-
plications for the economy.

In the corporate sector, prior to the fi nancial crisis, access 
to bank debt was easy and at low risk margins, refl ecting 
the common belief that the economy had been perma-
nently stabilised. Bank lending became a primary source 
of fi nance for business. Lending to the private non-fi nan-
cial corporate sector increased from £214 billion in 1997 
to a peak of £657 billion in 2008, with bank loans account-
ing for over 65 per cent of UK corporate debt by 2008.5 
However, these funds were not channelled into produc-
tive investments: between 1997 and 2008, bank lending 
to productive investments fell from 30 per cent to ten per 
cent of lending to the corporate sector.6

Instead, funds were channelled into the “fi nancing of fi -
nance” via mergers and acquisition activity and invest-
ing in commercial real estate, described by the Bank of 
England as “a debt-fuelled overextension of the commer-
cial property sector, and an increase in balance sheet re-
structuring, in which debt was taken on to increase the 
return to equity, in particular via private equity fi rms”.7 
Further, this structural shift in the scale and use of lever-
age by corporations was directly linked to the increasing 
scale of fi nance. Investment banks became more active 
in providing advice and fi nancing for mergers and acqui-
sitions, as well as taking on the role of principle inves-
tors via shadow banking entities. In addition, this surge 

4 World Bank.
5 Data obtained from Bank of England Statistical Database. Amount 

outstanding of UK resident monetary fi nancial institutions in all cur-
rencies, not seasonally adjusted.

6 Bank of England: Trends in Lending, August 2009.
7 R. B a r w e l l , O. B u r ro w s : Growing Fragilities? Balance Sheets in 

the Great Moderation, Financial Stability Paper No. 10, Bank of Eng-
land, 2011, p. 22.

Figure 1
UK banking assets, 1990-2013

Figure 2
The “Goldilocks” indicators for the UK, 1975-2011

S o u rc e : BIS locational banking statistics.

S o u rc e s : Bank of England, Datastream.
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UK household and corporate (non-fi nancial) debt
in % of GDP

S o u rc e : R. B a r w e l l , O. B u r ro w s : Growing Fragilities? Balance 
Sheets in the Great Moderation, Financial Stability Paper No. 10, Bank 
of England, 2011.
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in M&A activity had feedback mechanisms to and from 
equity markets and was a driver of asset infl ation in UK 
stock markets. This failure to direct fi nance to produc-
tive investment in the non-fi nancial sector had important 
implications. In particular, drawing in foreign funds to fi -
nance balance sheet restructuring led to an overvalued 
currency and a loss of industrial competiveness. But the 
more rapid turnover of capital in the fi nancial system was 
regarded as a positive aspect of the de-industrialisation 
of the UK, where the share of manufacturing in GDP fell 
from 30 per cent in 1990 to 12 per cent in 2012. Although 
other advanced economies also experienced such de-
clines, the pace of this de-industrialisation in the UK was 
greater than in any other nation.8

In the household sector, similar negative consequences 
of rising leverage were also apparent. However, lever-
age was being channelled into different structural shifts, 
namely consumption and housing. Between 1997 and 
2008, banks extended lending for mortgages with an al-
most twenty-fold increase in outstanding mortgage lend-
ing at UK banks, from £9 billion to £193 billion (see Fig-
ure 4).9

This huge expansion in mortgage lending was accom-
panied by house price infl ation which, as a Minsky cycle 
of speculation accompanied by leverage developed, en-
couraged further borrowing to acquire infl ating housing 
assets. As the housing market infl ated, mortgages as a 
multiple of income grew to record levels, and the value of 
housing stock – which was relatively stable in real terms 
– grew from £1.4 trillion to £4.9 trillion between 1994 and 
2007 due to house price infl ation of nearly 400 per cent 
from 1997 to 2007. This cycle was closely linked to the 
structural changes in the fi nancial sector. Financial insti-
tutions not only provided increasing levels of direct lend-
ing; the securitisation of housing loans drew more credit 
into the housing market, which was expanded by lower 
credit standards, regardless of the increasing risk associ-
ated with subprime debt.10

Accompanying this leveraging by households to acquire 
housing assets was a rise in borrowing to fi nance con-
sumption. Much of this borrowing was secured through 
unrealised gains in housing assets. Termed “equity 
withdrawal”, such borrowing grew every year from 1997 
to 2007, peaking at £140 billion in 2006, before sharply 

8 http://www.guardian.co.uk/business/2011/nov/16/why-britain-
doesnt-make-things-manufacturing.

9 R. B a r w e l l , O. B u r ro w s , op. cit., p. 11.
10 R. B a r w e l l , O. B u r ro w s , op. cit.; K. R e i n o l d : Housing equity 

withdrawal since the fi nancial crisis, in: Bank of England, Quarterly 
Bulletin, 2011/Q2, pp. 127-133.

declining during the fi nancial crisis.11 Unsecured bor-
rowing through credit cards also expanded signifi cantly, 
with consumer credit growing from £50 billion in 1990 to 
a peak of nearly £250 billion in 2008. Retail bank lending 
to households primarily through credit cards and over-
drafts grew by an average of over 20 per cent annually 
from 2000 to 2005.12

The cumulative effect of these “wealth effects” was a “de-
lusion of successful thrift among the middle classes” as 
asset markets created paper gains for the property-owing 
classes.13 The reality of growing leverage and borrowing 
for consumption meant falling savings rates for house-
holds as income was either spent or used for debt pay-
ments. The result was a structural decline in household 
saving, which fell from 9.6 per cent in 1997 to an all-time 
low of 2.0 per cent by 2007.14

These changes would have important macroeconomic 
implications, as consumption in the economy became 
closely linked to house price infl ation and banks’ will-
ingness to extend consumption lending. This resulted in 
a consumption boom up to 2007, with consumption ac-
counting for a rising share of GDP. However, in a classic 
boom-bust cycle, infl ated consumption fell after the crisis 
struck and was a major cause of the prolonged recession 
that occurred in the UK post-2007.15

11 K. R e i n o l d , op. cit.
12 R. B a r w e l l , O. B u r ro w s , op. cit.
13 J. To p o ro w s k i : Why the World Economy Needs a Financial Crash 

and Other Critical Essays on Finance and Financial Economics, Lon-
don 2010, Anthem Press, p. 93.

14 Bank of England: Trends…, op. cit.
15 See K. K a m a t h , K. R e i n o l d , M. N i e l s e n , A. R a d i a : The fi nancial 

position of British households: evidence from the 2011 NMG Consult-
ing survey, in: Bank of England, Quarterly Bulletin, 2011/Q4, pp. 305-
318. In addition to unemployment and high infl ation, decreases in real 
wages were also important.

Figure 4
UK outstanding mortgage lending, 1997-2008

S o u rc e : Bankstats, Bank of England.
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The defl ationary effects of such high leverage in the 
household sector materialised during the crisis, when 
the economy and the housing market started to weaken 
in 2007. Firstly, the combination of high leverage, falling 
house prices and high credit risk amongst marginal bor-
rowers resulted in a surge in arrears, with 3.5 per cent 
of mortgage borrowers in arrears by 2009. The number 
of borrowers with negative equity, in which the value of 
the house is less than the outstanding mortgage, rose to 
approximately one million by 2009,16  and other borrow-
ers were only kept solvent by the historically low interest 
rates. The feedback from such credit quality develop-
ments to banks resulted in substantial increases in bad 
debt provisions.

Further, these changes in the household sector were ac-
companied by another important structural shift in the 
economy – rising inequality in relation to both asset and 
income inequality. House price infl ation, in particular, was 
closely linked to rising asset inequality.17 By 2010, the ag-
gregate total wealth of all private households in the UK 
was £10.3 trillion. But the top decile of households held 
£4.5 trillion, or 44 per cent of wealth, making them 4.3 
times wealthier than the bottom 50 per cent of house-
holds combined. The top two deciles owned 62 per cent 
of all wealth, or £6.4 trillion, and held 92 times the wealth 
of the bottom two deciles, which amounted to a mere 
£0.06 trillion.18 These fi gures are illustrated in Figure 5.

This growth in inequality was to be expected, since house 
price infl ation created large gains to the property-owning 
classes. Conversely, those excluded from asset owner-
ship, due to inadequate income to support high debt lev-
els, and those who acquired property through high lev-
erage but late in the asset cycle were excluded from the 
gains. As Toporowski comments, there was “a marginali-
sation of those without appreciative wealth... An unequal 
distribution of income is thus enhanced by a growing dis-
tinction between the ‘balance sheet’ rich and the ‘balance 
sheet’ poor”.19

In relation to income inequality, the UK’s Gini coeffi cient 
rose from 46 in 1981 to 52 by 2007. There were two drivers 
of this. Firstly, the compositions of income saw a sharp 
shift in favour of capital, with labour’s share of national 
income declining from an average of 60 per cent in the 
1970s to an average of 52 per cent in the 2000s.20

16 J. Ta t c h : Homeowner housing equity through the downturn, in: 
Council of Mortgage Lenders, Housing Finance, No. 1, 2009.

17 R. B a r w e l l , O. B u r ro w s , op. cit.
18 Offi ce for National Statistics: Wealth and Assets Survey 2008-10.
19 J. To p o ro w s k i , op. cit., p. 95.
20 See Offi ce for National Statistics.

Secondly, there was also a shift towards greater inequal-
ity in the distribution of labour income, with a continual in-
crease in the share of employment income accruing to the 
top decile and a continual decline in the share accruing 
to the bottom decile. As illustrated in Figure 6, in 1970 the 
top decile received 22.4 per cent of labour income, but 
this reached 29.6 per cent by 2008. Conversely, the share 
of labour income going to the bottom decile consistently 
fell from 3.4 per cent in 1970 to 2.5 per cent by 1990, be-
fore becoming broadly stable through 2008.

These shifts in income inequality (as opposed to asset 
inequality) were less closely associated with fi nancial in-
fl ation and more related to changes in institutional and 
regulatory structures.21 The lowest earners and the least 
skilled workers experienced falls in their share of income 
as protective structures such as traditional labour unions 
were removed. Deregulation in pursuit of “fl exible labour 
markets” disproportionately weakened the bargaining 
power of those at the bottom of the income distribution, 
whose job security steadily eroded and who consequent-
ly became increasingly subject to low wages with little 
bargaining power to increase wages and improve con-
ditions. Consequently, the income of the poorest fell or 
stagnated.

21 OECD: An Overview of Growing Income Inequality in OECD Coun-
tries, 2011.

Figure 5
Tot al aggregate wealth by decile, 2010
in £ billions

S o u rc e : Offi ce for National Statistics: Wealth and Assets Survey 2008-
10.
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However, at the top end of earners, fi nance contributed 
notably to growing inequality. Those workers at the very 
top end of the labour market who have been highly suc-
cessful in capturing an increasing share of national in-
come were highly concentrated in fi nancial services and 
related business services.22 Indeed, tax-based studies 
show that 72 per cent of gains in national income by the 
top decile from 1998 to 2007 were captured by fi nance 
workers, with a further 53 per cent being captured by re-
lated business services. Thus, a total of 125 per cent of 
the gains in income in this top decile accrued to those 
workers involved in fi nancialisation.23

Overall, the elites in international banks and fi nancial in-
stitutions added to income inequalities in the UK, with 
adverse consequences for markets in scarce resources, 
such as housing, and for the provision of public welfare 
and services, which those earning higher incomes do not 
use but are required, with decreasing effectiveness, to 
contribute towards in taxes. The growing reliance of the 
elite and the middle classes on asset infl ation to support 
their consumer debt and the growing use of such debt to 
replace state welfare services fostered hostility towards 
state welfare provision. Such provision was increasingly 
concentrated on the least well off, who did not pay to-
wards that provision, and was paid for by the elite and the 
middle classes, who received the least benefi t from state 

22 Mainly accounting, law and management consulting, whose major UK 
clients are within the fi nancial services industry.

23 The fi gure is above 100 per cent since a number of industries saw 
drops in their shares of national income within the top decile. This 
included public administration, education and manufacturing. 

provision. Successive waves of welfare “reform” forced 
many on low incomes into debt unsupported by asset in-
fl ation. This then added to the fragility of the system.24

International aspects

The position of the UK as an international fi nancial inter-
mediary was crucial in the failure to support productive in-
vestment in UK industry, while providing excess credit to 
fuel speculative bubbles in real estate and fi nancial asset 
markets that added to wealth and income inequalities in 
the UK and undermined the social consensus necessary 
for state welfare provision. The UK’s international fi nancial 
intermediation role also prevented the reform of the fi nan-
cial system to provide more effective support for fi scal 
policy and productive activities. In particular, the agenda 
for the reform of the fi nancial system has been increasing-
ly set by the foreign banks and fi nancial institutions which 
now dominate the UK fi nancial markets and intermediate 
the international capital fl ows coming through those mar-
kets. This has three important implications.

Firstly, far from stabilising balance sheets in the fi nancial 
system through diversifi cation of risks, this internationali-
sation provided a conduit through which disturbances in 
all parts of the world were transmitted to the UK economy, 
as evidenced by the impact of the US-originated fi nan-
cial crises in 2000 and 2008. These exposures blocked 
effective regulation, which was progressively disman-
tled following the 1987 “big bang”. Regulatory arbitrage 
made enforcement diffi cult. Such arbitrage could only 
be overcome by consensus regulation with other fi nan-
cial centres. However, without similar fi nancial systems 
in the other fi nancial centres, a globally consistent fi nan-
cial architecture and its regulation was not possible. This 
regulatory failure reinforced the fantasies of spontaneous 
order in the global fi nancial system that have inspired de-
regulation.25

Secondly, international fi nancial intermediation has ef-
fectively constrained the monetary and fi scal policy of 
the UK. In relation to monetary policy, the integration of 
UK money markets with those of the US meant that mon-
etary policy is increasingly dependent upon policy in the 
other two main monetary areas. For example, UK interest 
rates and exchange rates are contained within range of 
the exchange rates and interest rates in the US and the 
European monetary union. As evident in Figure 7, inter-
est rate movements in the UK, US and eurozone follow 
the same pattern. However, movements in the UK and US 
rates are more closely associated with each other, with 

24 J. To p o ro w s k i , op. cit., pp. 93-95.
25 J. To p o ro w s k i , op. cit., chapter 3.

Figure 6
Shares of total wages for top and bottom decile 
earners

S o u rc e : B. B e l l , J. Va n  R e e n e n : Bankers’ Pay and Extreme Wage 
Inequality in the UK, Centre for Economic Performance, London School 
of Economics, 2010.
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the US Fed Funds rate taking the lead. In effect, this im-
plies that when US interest rates decline, the UK bench-
mark rate follows suit. Effectively, the UK is constrained 
to follow US monetary policy because to do otherwise 
would destabilise international capital fl ows passing 
through London. Since the late 2000s, movements in 
the UK offi cial rates have followed in the same direction 
as those in the other two economies’ interest rates. By 
contrast, the European interest rate trend shows slightly 
more stability than do those of the UK and US over the 
period. In the aftermath of the fi nancial crisis, all three 
central banks – the Bank of England, Federal Reserve 
and the European Central Bank – have cut interest rates 
to historically low levels.

Similarly, the international fi nancial instability imposes 
serious constraints on UK fi scal policy, requiring fi scal 
policy to be conducted according to standards set by in-
ternational investors rather than domestic economic and 
fi nancial considerations. The UK experienced a substan-
tial increase in both inward and outward investment fol-
lowing the abolition of the capital control in October 1979. 
The country has run a current account balance of pay-
ment defi cit in every year from 1984 to 2011. In 2011 the 
UK recorded a current account defi cit of 1.9 per cent of 
GDP, fi nanced almost wholly by capital fl ows. The UK’s 
International Investment Position (IIP) shows the balance 
of foreign assets and liabilities and refl ects the growing 
internationalisation of the UK’s fi nancial system. Both 
gross foreign assets held by UK residents and gross li-
abilities which are UK assets held by foreign residents 
have displayed an upward trend in the last two decades. 
The UK’s external assets accounted for 180 per cent of 
GDP in 1990, increasing to 260 per cent of GDP by 1999. 
The trend continued in the last decade, in which UK gross 
liabilities grew by 266 per cent and assets grew by 275 
per cent. In 2009 the UK’s gross assets amounted to over 

£6.5 trillion, and gross liabilities totalled £6.7 trillion.26 
The UK has recorded a net liability position since 1994 
but with some volatility. The fl uctuations are mainly due 
to exchange rate movements. Exchange rate effects can 
be signifi cant because the majority of UK external assets 
are denominated in foreign currency. In fact, from 2000 
to 2004, the depreciation of the sterling against the euro 
led to a positive revaluation of UK external assets. Con-
versely, the appreciation of sterling against the dollar from 
2005 to 2006 had a negative effect on the UK’s IIP.27 In 
the period 2006-08, sterling depreciated against both the 
dollar and the euro, as shown in Figure 8, which greatly 
contributed to the improvement of the country’s IIP.

The UK’s external debt is also very high, reaching a peak 
of nearly 440 per cent of GDP in 2008. The biggest com-
ponent of the foreign debt is the banking sector, which 
has a debt-to-GDP ratio of nearly 250 per cent, refl ecting 
the international character of London’s money market.

Thirdly, the international transmission of foreign fi nancial 
disturbances through the UK created a dependence on 
the US Federal Reserve for support in the form of swap 
agreements in order to cope with the recent fi nancial cri-
sis.

Conclusion

A general image of success through growing value and 
turnover in the British fi nancial system, in particular dur-
ing the three decades before the recent fi nancial crisis, 
masks structural changes that have made the fi nancial 

26 D. W h i t t a rd , J. K h a n : The UK’s international investment position, 
in: Economic & Labour Market Review, Vol. 4, No. 6, 2010, pp. 25-34. 

27 D. W h i t t a rd : The UK’s External Balance Sheet – The International 
Investment Position (IIP), Offi ce for National Statistics, 2012.

Figure 7
UK, US and euro interest rates
in%

S o u rc e s : Bank of England, Federal Reserve and ECB.
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Malinen demonstrates that income inequality increases 
the leverage of the private sector.2 Kumhof and Rancière 
assert that rising inequality led – at least in some coun-
tries, like the US – to a private credit expansion and ulti-
mately to a fi nancial crisis.3 They show empirically that 
the periods 1920-1929 and 1983-2008 were character-
ised by large increases in the income share of the rich 

2 T. M a l i n e n : Is there a relationship between income inequality 
and leverage?, University of Helsinki and HECER Discussion Paper 
No. 362, 2013.

3 M. K u m h o f , R. R a n c i è re : Inequality, Leverage and Crises, IMF 
Working Paper No. 10/268, 2010.

system less “functional” from the point of view of the rest 
of the economy. These dysfunctions may be summarised 
as follows:

• A deregulation of the fi nancial system, in the name of 
increased “competition” and “effi ciency”, has in fact 
increased the internationalisation of the system. In 
turn, this greater internationalisation has resulted in 
a fi nancial system dominated by foreign fi nancial and 
banking institutions.

• This has been associated with a failure to support pro-
ductive investment in UK industry while providing ex-
cess credit, fuelling speculative bubbles in real estate 
and fi nancial asset markets.

• Domination by foreign banks and fi nancial institutions 
makes regulation less effective. Specifi cally, it is diffi -
cult to enforce regulations that go beyond the consen-
sus regulation in other fi nancial centres in order to meet 
the special regulatory requirements of a highly interna-
tional capital market.

• The large bureaucratic hierarchies in international 
banks and fi nancial institutions add to income inequali-
ties in the UK, with adverse consequences for markets 
in scarce resources such as housing as well as for the 
provision of public welfare and services which those on 
higher incomes do not use but are required, with de-
creasing effectiveness, to contribute towards in taxes.

• Far from serving as a stabilising force through the di-
versifi cation of risks, this internationalisation provides 
a conduit through which disturbances in all parts of 
the world are transmitted to the UK economy, as evi-

denced by the impact of the US fi nancial crises in 2000 
and 2008.

• This transmission of foreign fi nancial disturbances 
through the UK created a dependence on the US Fed-
eral Reserve for support in coping with the recent fi nan-
cial crisis, through swap agreements.

• The pole of attraction for international fi nancial insta-
bility imposes serious constraints on UK fi scal policy, 
requiring fi scal policy to be conducted in accordance 
with international capital fl ows rather than domestic 
economic and fi nancial considerations.

• The integration of UK money markets with those of the 
US mean that monetary policy is also increasingly set 
elsewhere, so that UK interest rates and exchange rates 
have to stay within channels determined by exchange 
rates and interest rates in the US and in the European 
monetary union. This is ironic at a time of vocal concern 
in some sections of the public and by one of the rul-
ing parties about limitations on British sovereignty im-
posed by membership of the European Union.

Remedying the dysfunctions of this system is clearly a 
long-term proposition and could not be done without in-
ternational co-operation. Failing this, an alternative, more 
functional system might be built up alongside the existing 
one. The experience of the British building societies after 
their “reform” in the 1980s suggests that a more functional 
system would need to be insulated from internationally ex-
posed money markets. Such a system might be a public or 
co-operative system of banking, regulated separately and 
with its own money markets and access to central bank 
facilities.

Many authors have noticed that there might be a link be-
tween rising inequality and the fi nancial crisis,1 but the 
process explaining this relationship remains unclear.  

* The authors acknowledge support from the EU Framework Pro-
gramme SSH.2010.1.2-1. and its collaborative project Financialisa-
tion, Economy, Society and Sustainable Development (FESSUD) and 
Alessandro Vercelli for fruitful discussions about the topic and paper 
and Alice MacKenzie for her comments on the fi nal draft of the paper.

1 J. S t i g l i t z : Freefall: Free Markets, and the Sinking of the World 
Economy, Norton & Co., New York 2010; R. Wa d e : The global slump. 
Deeper causes and harder lessons, in: Challenge, Vol. 52, No. 5, 
2009, pp. 5-24; R.G. R a j a n : Fault Lines: How Hidden Fractures Still 
Threaten the World Economy, University Press, Princeton 2010.
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ened continuously over the three decades leading up to 
2008, when it reached an all-time high.5

The distribution gap of Italian households’ disposable in-
come had increased considerably since the 1980s: the 
Gini coeffi cient of the average household disposable 
income increased by 2.2 points from the early 1990s to 
2007. Stark differences in income distribution across Ital-
ian regions were also present. In 2010 the disposable 
income in Northern and Central Italian regions was ap-
proximately 50 per cent higher than in Southern regions.

The increase of inequality is confi rmed by other indica-
tors. The average income of the richest ten per cent of 
households was about 11 times greater than that of the 
poorest ten per cent in 2010, compared to nine times 
in 1989. The ratio of the average income of the richest 
ten per cent and the least well-off 50 per cent rose from 
0.95 in 1989 to 1.03 in 2010. At the end of 2010, median 
household wealth was €167,000, with huge differenc-
es within the country which had also widened over the 
preceding two decades. In 2010 the median household 
wealth in the North and Centre was respectively 59 and 
80 per cent greater than that in the South and on the is-
lands. By comparison, these gaps were 44 and 55 per 
cent in 1987.6 Moreover, the share of households living in 
poverty dramatically increased from 11.1 per cent in 2007 
to 12.7 per cent in 2012, again with signifi cant differences 
within the country similar to those previously described, 
refl ecting the increase in household disposable income 
inequality.7

The debt crisis, ineffective privatisations and the 
missing growth stimulus

In the face of these economic imbalances, either house-
holds could borrow money to increase their living stand-
ards or government spending could be targeted towards 
combatting poverty and social exclusion. The former 
course of action is concordant with the Rajan analysis,8 
while the latter seems to be more consistent with the 
Italian experience. Paradoxically, the economic policy 
employed to reduce inequality in the three decades fol-
lowing World War II did not increase public debt (see Fig-
ure 1). A noteworthy increase in public sector debt fi rst 
took place in the 1980s. From 1980 to 1990, government 
debt as a percentage of GDP grew from 58 per cent to 

5 OECD: Divided We Stand: Why Inequality Keeps Rising, Note on Italy, 
Paris 2011.

6 Banca d’Italia: Survey on Household Income and Wealth, Rome 2010.
7 The relative poverty incidence is the ratio of the number of house-

holds whose monthly consumption expenditures are lower than or 
equal to the poverty line and the total number of households.

8 R.G. R a j a n , op. cit.

and growing leverage for everyone else through an ex-
pansive monetary policy, resulting both times in fi nancial 
and economic crises. The consequent rise in unemploy-
ment, along with a weak social safety net, modest com-
pensation and insuffi cient health assistance, explain how 
the ultimate impact of the crisis was the further growth of 
inequality.

In many countries, fi scal policy has played a signifi cant 
role in trying to reduce income inequality, primarily on the 
expenditure side but also through the progressive taxa-
tion of income.4 Here, the public sector can use its lev-
erage to redistribute opportunities, especially via public 
services, and compensate those suffering from poverty 
and social exclusion.

The case of Italy provides a good illustration of how both 
private credit expansion as well as the public credit boom 
have characterised the link between inequality and fi nan-
cial unsustainability. Our purpose is to demonstrate that 
the Italian experience started with a high level of inequal-
ity which triggered ineffective public and private fi nan-
cial behaviours that ultimately accelerated the crisis and, 
consequently, further increased inequality.

In this paper, we start by focusing on the main features of 
inequality which characterise the Italian income distribu-
tion over time as well as the North-South divergence. We 
then describe the response of the public sector, whose 
debt was originally aimed at balancing these gaps but 
has been employed in the pursuit of different goals since 
the 1980s. The weakness of the Italian public fi nances 
has been amplifi ed by the liberalisation of capital move-
ments, the introduction of the euro, and the resulting 
dependence on foreign institutional investors, whose 
emphasis on short-term results affected the commercial 
banks’ credit policies. Once the fi nancial crisis struck, the 
combination of the previously listed risk factors negative-
ly affected the banks’ funding costs, leading to a credit 
crunch that was mainly concentrated among micro and 
small fi rms. The overall result was the impoverishment of 
the weakest social constituents, who were affected by an 
increased unemployment rate and a further decline of the 
average income.

Alpha and omega: inequality

The severity of the 2007 crisis has highlighted the impact 
of fi nance on economic growth and inequality. The 2011 
OECD report on income inequality documented that the 
gap between rich and poor in OECD countries had wid-

4 F. B a s t a g l i , D. C o a d y, S. G u p t a : Income Inequality and Fiscal 
Policy, International Monetary Fund Working Paper, June 2012.
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government’s primary balance is the highest in the euro 
area,9 the government lost the power to administrate the 
interest rate in the primary market and, consequently, it 
lost control of a defi cit covered by the debt service.

Other sources of weakness were introduced at the EU 
level in 1992 with the completion of the liberalisation of 
capital movements and in 1999 with the establishment of 
the European Economic and Monetary Union. The free-
dom of investors to take on exposure to foreign markets 
and the elimination of the currency risk within the euro 
area led to Italian dependence on foreign institutional in-
vestors for about 40 per cent of Italy’s total public debt 
(Figure 2).

One of the policy consequences of the increasing debt 
load was the adoption of a neo-liberal economic model 
characterised by an extensive privatisation process.10 
The overall evaluation of the effects of privatisation in 
Italy during the last two decades shows how the goals of 
increasing managerial effi ciency and reducing the public 
debt have been disregarded. From 1992 until 2009, Italy 
undertook 93 privatisation operations, including the re-
lenquishing of the state’s remaining control of credit in-
stitutions in 1998. Altogether, these privatisations yielded 

9 OECD: Social spending during the crisis. Social expenditure (SOCX) 
data update 2012, Paris 2012.

10 Corte dei Conti: Relazione sull’attività svolta, Rome 2013.

96 per cent. The highest value of the debt-to-GDP ratio 
was experienced in 1996, when it reached about 122 per 
cent.

Even though during the fi rst decade of this century public 
health care expenditures increased from 6.3 to 7.6 per 
cent of GDP and social protection expenses increased 
from 17.6 to 20.4 per cent of GDP, these expenditures 
still remained lower than the EU average. Moreover, ex-
penditures for education decreased from 4.1 to 3.8 per 
cent of GDP (while the EU average increased from 4.2 
to 4.9 per cent), and recreation and culture expenditures 
dropped from 5.6 to 5.3 per cent of GDP (while the EU 
average increased from 6.3 to 6.8 per cent). On the other 
side, the defi cit expense component – concentrated on 
general services, defence and other items which are not 
directly associated with welfare – was higher than the EU 
average. On balance, the high level of Italian public debt 
cannot be explained by high expenditures for social and 
welfare purposes.

Indeed, one of the reasons behind this trend is the 1981 
agreement between the Bank of Italy and the Italian gov-
ernment to reform the bidding system for government 
bonds (also known as the “divorce” between the Bank of 
Italy and the Treasury), removing the mandatory under-
writing role of the Bank of Italy in the sovereign bond auc-
tions and allowing the central bank to buy bonds in the 
secondary markets. The rationale of this decision was to 
increase the accountability of the central bank and its ca-
pability to control infl ation. Despite the fact that the Italian 

Figure 1
Ratio of Italian public debt to GDP, 1950-2010

S o u rc e s : ISTAT (1960-2010); Banca d’Italia (1950-2010). Data on GDP 
before 1960 are based on historical series elaborated by N. R o s s i , A. 
S o rg a t o , G. To n i o l o : I conti economici italiani: una ricostruzione sta-
tistica, 1890-1990, in: Rivista di Storia Economica, 2nd Series, No. 10, 
1993, pp. 22-23.
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Figure 2
Domestic and foreign public debt, 1988-2011

S o u rc e : Own elaboration of Bank of Italy data.
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safety net managed by the Interbank Deposit Protection 
Fund (following authorisation by the Bank of Italy) has in-
tervened just nine times in the pursuit of its goals: sup-
porting banks, transferring the assets and liabilities of 
distressed bank to other banks, and reimbursing deposi-
tors (Table 1).

With the First Bank Directive (1985) and the application of 
the Basel 1 proposals (1988), the style of banking super-
vision changed from structural to prudential. According 
to Article 5 of the 1993 Banking Act, the purpose of regu-
lation was not only to maintain fi nancial stability but also 
to reach a higher level of effi ciency.

Consequently, the bank concentration process acceler-
ated. Between 1990 and 1995, the assets of the fi ve larg-
est banks amounted to around 30 per cent of total assets 
in the Italian banking system; by 1999 this value had risen 
to 48 per cent. Concurrently, with the liberalisation of the 
banking system, the number of bank branches increased 
by about 40 per cent between 1996 and 2008 (Figure 3). 
The regional distribution of lending activity confi rms the 
small share of resources received by Southern regions, 
whose percentage of the total distributed loans ranged 
from 15 to 18 per cent.

The liberalisation of the banking market and the introduc-
tion of capital requirements, set according to risk-weight-
ed assets, allowed credit institutions to increase their risk 
appetite under the assumption that risk management 
metrics would be able to manage the risk factors. The 
introduction of capital requirements was actually aimed 
at reducing the risk appetite of banks when their profi t-
ability was insuffi cient to pay back the cost of capital. In 
fact, until 1996 only the credit losses were assumed to 

about €119 billion. Nonetheless, the ratio of public debt 
to GDP increased from 95 to 110 per cent.

The mutation of credit institutions

The strong dependence of the Italian Treasury on the 
fi xed income market explains the huge stock of sover-
eign bonds in banking and trading books and the crowd-
ing out effect suffered by the real sector. This behaviour 
was induced not only by the dynamics of the real inter-
est rates after the divorce between the government and 
Bank of Italy but also by the banking regulation.

Until the end of the 1980s, banking supervision was 
mainly structural, directly affected by the “structure, 
conduct and performance” paradigm postulating barri-
ers to entry as a determinant of industry stability.11 As a 
consequence, the Bank of Italy was responsible for not 
only the granting of licenses to enter the banking sec-
tor but also for the geographical diversifi cation of legal 
entities and branches. The goal of imposing safe and 
sound behaviour and avoiding turmoil within the bank-
ing system was substantially achieved: Italian depositors 
never experienced a bank run or losses. Since 1987 the 

11 J.S. B a i n : Industrial Organization: A Treatise, 2nd ed., John Wiley, 
New York 1959.

Table 1
Interbank Deposit Protection Fund interventions 
authorised by the Bank of Italy, 1987-2011

S o u rc e : M. D e  C e s a re , A.L. L o m b a rd o , F. P l u c h i n o , R. D e  L i s a : 
Trattamento delle banche deboli, prevenzione e gestione complessiva 
delle crisi a livello UE, Fondo Interbancario di Tutela dei Depositi, FITD 
Working Papers, No. 10, 2013.

Name Type of intervention Size of 
intervention

(in million euros)

C.R. Prato (1988) Support to banks 413

Banco Tricesimo (1990)
Reimbursement of
depositors

4

Banca di Girgenti (1991)
Transfer of assets and 
liabilities

37 

Banca di Credito di Trieste 
(1996)

Transfer of assets and 
liabilities

78

Credito Commerciale 
Tirreno (1997)

Transfer of assets and 
liabilities

52 

Sicilcassa (1997)
Transfer of assets and 
liabilities

516 

Banca Valle d’Itria e Magna 
Grecia (2010)

Transfer of assets and 
liabilities

5 

BER Banca (2011) Support to banks 16 

Banca MB (2011)
Transfer of assets and 
liabilities

40 

Figure 3
Banks (left-hand scale) and banking branches (right-
hand scale), 1995-2011
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be covered by the capital requirements. Banks thus had 
an incentive to increase their fi nancial exposure – which 
they did chiefl y via proprietary trading in sovereign bonds 
– without any additional capital absorption, since the 
market risk was not supposed to be covered in the 1988 
Capital Accord (Basel 1).

The prudential supervision design introduced regula-
tory arbitrages, inducing banks to save capital by secu-
ritising loans and mortgages. According to Panetta and 
Pozzolo, some banks were overaggressive in their use 
of securitisations and other credit transfer operations in 
order to benefi t from the possibilities offered by the new 
techniques to remove risky exposures from their balance 
sheets and reduce the cost of capital.12

Therefore, the banking business model signifi cantly 
changed from an originate-to-hold model to an origi-
nate-to-distribute one. Italy’s asset securitisation mar-
ket developed much later than in the US, but legislative 
changes and the launch of the single European currency 
hastened its expansion. The growth in euro-denomi-
nated securitisation started in 2000 and accelerated 
strongly from the end of 2004 onwards; by the end of 
2006, the annual net fl ows of asset-backed securities is-
sued in Italy was around 23 per cent of total securitised 
assets in the euro area. Italian banks predominantly se-
curitised mortgages to households, the volume of which 
increased from 1.9 per cent in 2000 to 7.1 per cent in 
2006 (Table 2).

The fi nancialisation of commercial banking, the adop-
tion in 2003 of the International Accounting Standards 
and the mark-to-market approach, and the pervasive 
top management incentive schemes aimed at reducing 
agency confl icts with shareholder value all explain the 
short-termism of many banks, especially those which 
also operated in international markets. Their business 
model changed from relationship banking to transac-
tional banking, resulting in a higher functional distance 
between branches and corporate headquarters. This 
shift had negative effects on local SMEs and industrial 
districts in terms of increased credit rationing, lower fi -
nancial innovation and a diminished capability to reduce 
the asymmetric information between borrowers and 
lenders.13

12 F. P a n e t t a , A.F. P o z z o l o : Why Do Banks Securitize Their Assets? 
Bank-Level Evidence from Over One Hundred Countries, mimeo, 
2010.

13 P. A l e s s a n d r i n i , A.F. P re s b i t e ro , A. Z a z z a ro : Banks, distances 
and fi rms’ fi nancing constraints, in: Review of Finance, Vol. 13, No. 2, 
2009, pp. 261-307; G. G a b b i , M. M a t t h i a s  (eds.): Relationship 
Lending. Le informazioni qualitative nel processo del credito, EGEA, 
Milan 2013.

The Italian bank trap and the crisis of the real sector

The privatisation of the banking industry and the pub-
lic sector’s increasing dependence on fi nancial markets 
have radically inverted the corporate governance of the 
fi nancial system. Until the 1980s, banks used to invest 
only marginally in securities, generally when there was 
decreasing demand in the credit market. The govern-
ment divorce from the Bank of Italy led to a “forced mar-
riage” with banks and other institutional investors, such 
as mutual funds and foreign fi nancial fi rms, which were 
induced to underwrite bonds in the primary market. Inev-
itably, the dominant partner in this marriage became the 
fi nancial system, which was able to play the determining 
role in the pricing process, a role that was only slightly 
diminished by the introduction of competitive auctions.

However, the Italian banks soon became ensnared in a 
trap of their own making. Their large exposure to Italian 
government bonds became a major problem when, soon 
after the Greek shocks of April 2010, the Italian bond 
spread increased from 30 to 170 basis points. In the sec-
ond half of 2011, the unreliable political circumstances 
in Italy negatively impacted the risk perception of the 
country, sparking another jump in bond spreads, which 
reached a peak of 570 basis points in November 2011.

One of the principal effects of the liberalisation of capi-
tal movements along with the introduction of the euro 
has been the continentalisation of fi nancial portfolios. 
Moreover, the capital absorption introduced by the capi-
tal regulation provided an incentive for banks to invest 
in sovereign bonds, preferably those offering higher re-
turns.

Table 2
Securitisation of household loans, 2000-2006

S o u rc e : U. A l b e r t a z z i , G. E r a m o , L. G a m b a c o r t a , C. S a l l e o : 
Securitization is not that evil after all, Banca d’Italia Working Papers, 
No. 796, 2011.

Year Total lending
to households

(in mlllion euros)

Sold loans
(in mlllion euros)

Sold loans as a %
of previous year’s 

total lending

2000 55 524 811 1.9

2001 64 466 3 238 5.8

2002 81 445 2 589 4.0

2003 100 930 5 490 6.7

2004 129 861 3 468 3.4

2005 163 523 5 344 4.1

2006 195 853 11 567 7.1

Total 791 602 32 507 5.3
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during the period 1998-2000, when NPL incidence was 
even higher.

The corporate governance of banks and the substantial 
absence of investment and merchant banks oriented to-
wards supporting the economic growth and innovation 
of small and medium-sized companies increased the vul-
nerability of these companies to the credit and liquidity 
crunch.

Conclusions

With regard to Rajan’s interpretation of the link between 
income inequality, private credit availability and unsus-
tainable leverage resulting in a fi nancial crisis,14 the Ital-
ian lesson shows that inequality and fi nancial behaviour 
have been strictly linked to each other by the ambiguous 
role played by the public sector since the early 1980s.

From 1950 to 1980, Italian economic policy was essen-
tially driven by a Keynesian model, using tools like public 
monopolies, fi xed wages and strictly controlled com-
mon services tariffs. Such a policy, which had played a 
positive role in helping to exit the Great Depression of 
the 1930s,15 also held public debt below the “Maastricht-
compliant” level of 60 per cent of GDP.

Neo-liberal policies introduced in the 1980s, based on 
liberalisations, privatisations and mark-to-market prices, 
stimulated increasing public defi cits, essentially due to 
unsustainably high interest rates. The goal of reducing 
income inequality through fi scal policy was ineffective, 
and Italy is far from reaching the European Commission’s 
goal of reducing poverty by 2020. In fact, the number of 
people living in poverty increased from 14.6 million in 
2010 to 18.1 million in 2012.

Revising the policy model should be the starting point 
to interrupt the vicious circle preventing the reduction 
of income inequality and depressing economic growth. 
Changing the composition of the public defi cit, introduc-
ing the control of common services tariffs, orienting fi s-
cal policy towards the reduction of income and wealth 
gaps, and offering the fi nancial sector incentives to re-
turn to a model based on relationship lending and growth 
fi nancing could all help to reduce the inequalities that led 
Italy into fi nancial crisis.

14 R.G. R a j a n , op. cit.
15 G. E g g e r t s s o n : Was the New Deal contractionary?, Federal Re-

serve of New York Working Paper, June 2008.

Italian banks were trapped in a vicious circle that origi-
nated in the deleveraging process they had engaged in 
since the onset of the crisis. The effect was a generalised 
capital loss suffered in the trading books, particularly 
those exposed to Italian bonds with longer durations. 
Both capital and liquidity became insuffi cient to support 
the credit demand from the private sector and to guar-
antee the rollover of sovereign bond issuances. Foreign 
investors engaged in a group fl ight to quality, switching 
from Italian government bonds to alternative securities 
regarded as safer, thereby compounding concerns re-
lated to the valuation of banks’ assets and capital ad-
equacy.

The evidence of the impact on the real economy can be 
appreciated by looking at the behaviour of banks in the 
credit market. Table 3 shows the dynamics of the ratio of 
non-performing loans (NPL) to total loans to households 
and micro companies, small companies, and medium 
and large companies. The trend is almost uniform, but 
the size of the ratio is negatively correlated with compa-
ny size. Thus, in addition to reducing credit risk, Italian 
banks curtailed the number of loans they made, particu-
larly short-term ones, a departure from their behaviour 

Table 3
Non-performing loans (NPL) and credit crunch by 
company size

S o u rc e s : Own elaboration of Bank of Italy data.

Household and 
micro fi rms

Non-fi nancial small 
companies

Non-fi nancial 
medium/large 

companies

Year NPL/
total 
loans 
in %

% change 
short-term 

loans

NPL/
total 
loans 
in %

% change 
short-term 

loans

NPL/
total 
loans 
in %

% change 
short-term 

loans

1998 49.7 14.8 10.3

1999 39.6 7.5 13.0 5.3 9.1 5.7

2000 31.8 8.2 11.1 6.7 6.8 7.3

2001 25.1 4.7 8.9 2.9 5.0 3.6

2002 21.4 6.4 8.3 4.7 4.8 3.7

2003 20.0 2.9 8.5 2.0 5.4 3.2

2004 18.5 4.1 8.7 0,7 5.6 3.7

2005 13.0 7.9 7.3 5,5 4.4 9.3

2006 11.8 6.7 7.3 4.8 4.1 10.6

2007 10.1 6.4 6.5 4.4 3.6 7.6

2008 9.0 -0.2 5.6 0.2 2.9 -0.3

2009 10.9 8.0 7.3 0.2 4.6 -5.9

2010 12.4 -3.6 9.2 -6.1 6.1 -3.1

2011 17.2 -6.4 12.6 -6.2 8.6 -2.9
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the domestic private sector carried out a process of delever-
aging in which the only increase in loans was to the domestic 
central government.

Another characteristic of the recent developments in the 
Spanish fi nancial system is the change in the liabilities struc-
ture. Since 2002 total deposits have exhibited a declining 
trend, which has been accompanied by annual increases in 
the size of securities other than shares. This pattern explains 
why the recent credit creation process was not fi nanced by 
deposits but through non-traditional funding sources. More-
over, the 2007 fi nancial crisis has led to a fall in the depos-
its at credit institutions. In fact, the fi nancial crisis has also 
affected the evolution of the relationship between deposits 
held by domestic agents and deposits held by the rest of the 
world, as the share of deposits held by foreigners has fallen 
sharply.

In addition, beginning with Europe’s entry into the third stage 
of the Economic and Monetary Union (EMU) in the mid-
1990s, both fi nancial and non-fi nancial corporations signifi -
cantly increased their borrowing. Indeed, the extraordinary 
upsurge of funding from international markets – due to the 
combination of the removal of exchange rate risk thanks to 
the adoption of the euro and the enthusiastic expectations of 
high growth in the peripheral euro countries – exerted down-
ward pressure on nominal interest rates. Those infl ows were 
accompanied by demand-side pressures in Southern Euro-
pean countries, increasing prices and wages there. These 
four factors – high growth expectations due to a catching-
up process, elimination of the exchange rate risk, historically 
low nominal interest rates and high infl ation (relative to the 
core eurozone countries) – enabled and encouraged the in-
debtedness of the private sector in the Spanish economy.

At the outset of the international economic crisis in 2007, the 
outstanding liabilities of fi nancial and non-fi nancial institu-
tions were around 410 per cent and 381 per cent (relative to 
the size of the GDP) respectively, and household liabilities 
were around 89 per cent of GDP. These fi gures reinforce the 
idea that private sector debt in the Spanish economy was 
concentrated mainly in fi nancial and non-fi nancial corpora-
tions rather than in households. In sum, the fi nancialisation 
process in the Spanish economy was not led by private 
consumption or household purchases but by investments 
through funding from abroad. The abundance of resources, 
the fi nancialisation of the Spanish economy, the lack of ade-
quate regulation and the excessive risk-taking in certain sec-
tors and industries (with special emphasis on the residential 

Carlos A. Carrasco, Patricia Peinado and Carlos Rodríguez González*

The Spanish Financial System and the Crisis

The global fi nancial crisis has had such a profound impact 
on the Spanish economy that it has entered one of the deep-
est crises of its recent history. In Spain the fi nancial system 
has played a fundamental role in the origin, transmission and 
depth of the crisis. The problem of private indebtedness re-
lates to the economic structure on which the economic strat-
egy was based in the years leading up to the crisis, namely a 
private debt-led growth strategy. In this paper, which stems 
from the Report on the Spanish Financial System1 and sub-
sequent discussions within the FESSUD project, we ana-
lyse the links between the Spanish fi nancial system and the 
global fi nancial crisis (and later, the European sovereign debt 
crisis) in the context of the European integration process.

The Spanish fi nancial system has been characterised by the 
strong participation of the banking sector. In addition to its 
importance to the fi nancial system, the banking sector has 
traditionally owned a substantial part of Spain’s non-credit 
institutions. The Spanish fi nancial system has gone through 
multiple stages since fi nancial liberalisation began follow-
ing the restructuring crisis of the mid-1970s. However, steps 
towards liberalisation did not result in a higher share of for-
eign banks in the domestic market because healthy Spanish 
banks used takeovers as a deliberate strategy to prevent this. 
The process of fi nancial liberalisation remained on a sustain-
able path until the end of the 1990s, when the growth of the 
size of the assets of credit institutions accelerated thanks to 
the increase in credit for non-fi nancial corporations and, to a 
lesser extent, the growth of mortgages given to households. 
Parallel to the growing indebtedness of the non-fi nancial pri-
vate sector, fi nancial institutions’ indebtedness also grew, in-
creasingly dependent on funding from international fi nancial 
markets.

A marked characteristic of the Spanish fi nancial sector which 
has been maintained throughout the processes of liberalisa-
tion and fi nancialisation is the large number of loans on the 
balance sheets of credit institutions. The international fi nan-
cial crisis of 2007 led to a re-composition of these loans, as 

* The research leading to these results has received funding from the 
European Union Seventh Framework Programme (FP7/2007-2013) 
under grant agreement n° 266800 and from the Basque Government 
(Consolidated Research Group IT712/13). The views expressed dur-
ing the execution of the FESSUD project (www.fessud.eu), in what-
ever form and by whatever medium, are the sole responsibility of the 
authors.

1 See A. A l t u z a r r a , J. F e r re i ro , C. G á l v e z , C. G ó m e z , A. 
G o n z á l e z , P. P e i n a d o , C. R o d r í g u e z , F. S e r r a n o : Report on 
the Spanish Financial System, Studies in Financial Systems, No. 6, 
Fessud, 2003.
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of penetration in the Spanish market is very limited. However, 
BBVA and Banco Santander have both been quite success-
ful in their internationalisation processes. At the beginning 
of the 21st century, both banks started making successful 
foreign investments, fi rst in Latin America and later in the EU 
and the US. In 2009 the size of the foreign loans, securities 
other than shares  and other equities held by Spanish credit 
institutions peaked at 39.6 per cent of their total assets. 
These two banks accounted for nearly the entire amount.

This liberalisation of the banking sector enabled the fi nan-
cialisation process of the Spanish economy, to which we 
now turn. In terms of the value added by the fi nancial sector 
to total GDP, the growth of fi nance was not as impressive as 
Spanish fi rms’ balance sheets had indicated. It grew from 4.2 
per cent of GDP in 2000 to 5.9 per cent in 2011. Even in terms 
of jobs linked to fi nancial services, the proportion of this add-
ed value to total employment has generally remained stable 
at approximately 2.5 per cent throughout the last decade. 
However, the size of the total assets of credit institutions in-
creased from 170 per cent of national GDP in 2000 to 317 per 
cent in 2011. Thus, the systemic role played by the fi nancial 
sector is due primarily to the amount of resources intermedi-
ated by it, especially by credit institutions (banks).

Domestic agents (public and private) have always been the 
main destination of funding from Spanish credit institutions. 
However, since the end of the 1990s, the rest of the world’s 
share of Spanish loans and securities has increased con-
siderably. This has been helped by the internationalisation 
process initiated during these years by two major Spanish 
private banks, BBVA and Santander.

It is important to emphasise that the fi nancialisation process 
in Spain has come without altering the traditional structure of 
the asset side of the banking business, which still predomi-
nates in terms of the loans on banks’ balance sheets. The 
quantity of the securities held by Spanish banks oscillates 
with a lower bound of approximately 13 per cent of Spain’s 
total assets. This fi gure is more sensible than comparable 
fi gures in other countries (e.g. the United Kingdom).

However, the structure of liabilities has changed signifi cantly. 
Since 2002 a declining trend has been observed in deposits, 
which amounted to 68 per cent of the total liabilities in 2012. 
This gap has been fuelled by wholesale funds, making the 
banking system more dependent on this more volatile type 
of funding.

Regarding non-monetary fi nancial institutions, the size of 
this sector’s aggregated balance sheet as a percentage of 
GDP registered rapid growth, increasing from 14 per cent 
of GDP in 1994 to 83 per cent in 2007. This sub-sector is 
clearly dominated by three types of institutions; by order of 

construction sector) led to a process of excessive and un-
sustainable indebtedness for both private agents and credit 
institutions.

Since the outbreak of the crisis, a process of deleveraging in 
the Spanish private sector has been carried out, even though 
the public sector has increased its level of indebtedness. 
The strength, depth and duration of the global fi nancial cri-
sis, along with the errors in fi scal policy made by the Spanish 
government and the subsequent European sovereign debt 
crisis, have had signifi cant effects on Spain’s public fi nances.

The growth of fi nance and its role in the fi nancialisation 
in Spain

The fi nancialisation process in Spain began with the liberali-
sation of the Spanish banking system. This started during a 
major restructuring in an economic crisis in the mid-1970s 
with the liberalisation of the setting of interest rates and the 
freedom to open bank branches. Further liberalisation of the 
banking system continued through the late 1980s. However, 
it was not until the arrival of the democratic system in Spain 
that the liberalisation process really received a boost. Sav-
ings banks were allowed to expand their offerings, enabling 
them to carry out the same operations as other banks. De-
posit and credit rates were liberalised. Minimum investment 
ratios were suspended, and foreign bank operations were 
authorised. Furthermore, a law governing the securities mar-
ket was enacted in 1988 with a view to expanding fi nancing 
opportunities for those demanding capital. Spain’s acces-
sion to the European Union did not entail any serious ad-
aptation problems for the Spanish fi nancial system. On the 
contrary, EU membership served to reinforce the already ex-
isting tendency in Spain to treat all fi nancial institutions in the 
same way and with the same regulations.

The liberalisation of the fi nancial sector in the 1980s gave 
rise to growing competition and, as a consequence, trig-
gered a reorganisation of the banking sector, which led to a 
decrease in the number of commercial and savings banks. 
Banking concentration processes were inaugurated with the 
1989 merger of Banco Bilbao and Banco Vizcaya, giving rise 
to Banco Bilbao Vizcaya (BBV). This merger was further ex-
panded in 1999 with the incorporation of Argentaria – which 
had itself come into being as a result of the merger of public 
fi nancial institutions – giving rise to the current BBVA. Two 
additional major banks – Banco Central and Banco Hispano 
Americano – merged in 1991 to form Banco Central Hispano 
(BCH). Nine years later, Banco de Santander merged with 
BCH to create Banco Santander, currently the largest bank in 
the eurozone by market capitalisation.

The number of foreign banks in Spain increased with the in-
troduction of the common banking market, but their degree 
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Current account imbalances, capital fl ows and 
debt-led growth

Academic and policy debates since the onset of the crisis 
have analysed the role of capital infl ows into Spain with re-
spect to the origin, effects and transmission of the crisis in 
the Spanish economy. As a whole, the EMU has presented 
an external balance close to equilibrium. However, member 
countries have had different external positions, with some 
of them having persistent surpluses (e.g. Germany, Luxem-
bourg, the Netherlands and Finland) and others having per-
sistent defi cits (e.g. Portugal, Spain and Greece). Various hy-
potheses have tried to explain these imbalances, which have 
increased since the beginning of the third EMU stage.

The fi rst hypothesis points to a process of convergence 
among peripheral and core eurozone countries.2 When the 
single currency was introduced and the exchange rate risk 
disappeared, capital fl ows from core to peripheral eurozone 
countries increased, as investors sought higher profi tability 
via the catching-up process. In parallel, Southern European 
countries boosted their expectations of future growth, which 
reinforced their attractiveness to foreign capital sources. In 
the process of economic and fi nancial integration deep with-
in the EMU, France, Germany and the Netherlands served as 
intermediaries between global fi nancial markets and South-
ern European countries.3 The positive effects of the introduc-

2 See A. B e l k e , C. D re g e r : Current account imbalances in the euro 
area: Does catching-up explain the development, in: Review of Inter-
national Economics, Vol. 21, No. 1, 2013, pp. 6-17 and the references 
therein.

3 See R. C h e n , G.M. M i l e s i - F e r re t t i , T. Tre s s e l : External Imbal-
ances in the Eurozone, in: Economic Policy, Vol. 28, No. 73, 2013, 
pp. 103-142.

relevance, they are as follows: asset securitisation vehicles, 
portfolio investment institutions and issuers of preference 
shares. In addition, the size of insurance corporations and 
pension funds grew considerably from fi ve per cent in 1980 
to almost 35 per cent in 2011 (relative to GDP).

Another relevant indicator to measure the degree of fi nan-
cialisation of the Spanish economy is the activity of the 
Spanish stock exchange market. The turnover of shares 
grew exponentially from 16.3 per cent of GDP in 1996 to 159 
per cent in 2007. This growth was mainly due to the privati-
sation of formerly state-owned companies, the internation-
alisation of Spanish corporations and the lengthy period of 
general economic expansion, which was accompanied by 
a lax monetary policy. It is worth mentioning that the bank-
ing sector itself took advantage of this expansion: whereas 
it accounted for 22 per cent of all traded shares in 1991, by 
2008 this sector accounted for close to 35 per cent of traded 
shares.

The fi nancialisation process that has developed in the Span-
ish economy has resulted in the intense growth of fi nancial li-
abilities (debt). Since the late 1990s, the private sector, which 
mainly consists of fi nancial institutions and non-fi nancial 
corporations, rapidly increased its borrowing (see Figure 1). 
At the onset of the crisis in 2007, the outstanding liabilities on 
the balance sheets of fi nancial institutions and non-fi nancial 
corporations amounted to 410 and 381 per cent of Spanish 
GDP respectively. In comparison, the size of households’ li-
abilities was much lower, at 89 per cent of GDP.

These data show that the process of borrowing in the Span-
ish economy was not led or fuelled by the household sector 
but rather by fi nancial institutions and non-fi nancial corpora-
tions. In other words, it was not private consumption or the 
purchases of houses that drove the fi nancialisation process 
in Spain but the increase in investments fi nanced via external 
funding and the development of the fi nancial sector.

The crisis has led to a process of deleveraging in the Spanish 
economy. The only exception to this process is the central 
government, whose liabilities increased by 39 percentage 
points relative to GDP between 2007 and 2011 (rising from 
47.8 to 86.8 per cent). The most remarkable change was ob-
served in non-fi nancial corporations, whose liabilities fell 65 
percentage points relative to GDP in this period (from 381.2 
per cent to 316 per cent). It is important to emphasise that 
this fall in the (relative) size of the liabilities took place in the 
context of a deep recession. Indeed, between 2008 and 2011 
Spanish GDP fell by 1.3 percentage points. Consequently, 
the aforementioned drop in the debt ratios of non-fi nancial 
corporations was not due to greater economic activity but 
to a substantial fall in the absolute values of the liabilities of 
different agents.

Figure 1
Outstanding fi nancial liabilities
% of GDP

S o u rc e : Own calculations based on Bank of Spain, Boletín Estadístico, 
Financial Accounts of the Spanish Economy.
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In the Spanish case, the capital infl ows from abroad helped 
establish a debt-led growth strategy, leading to the emer-
gence of a bubble in the residential construction industry, 
which has close ties to the Spanish fi nancial system. These 
capital infl ows exerted upward pressure on prices and wag-
es in the Spanish economy, which had a correspondingly 
negative impact on productivity growth. With the elimination 
of exchange rates as an adjustment mechanism due to the 
adoption of a single currency, the divergence between do-
mestic and foreign prices (wages)was refl ected in a loss of 
competitiveness with respect to the core economies of the 
eurozone (see Table 1).

Final remarks on the crisis: the Spanish experience

The global fi nancial crisis, and particularly the EU sovereign 
debt crisis, has shown the unsustainability of the current in-
tra-EU imbalances. In the case of Spain, we have discussed 
several hypotheses which try to explain the origin, depth and 
intensity of the fi nancial crisis, which has proven to be more 
intense and longer-lasting there than in much of the rest of 
the European Union. First, the Spanish economy was more 

tion of the euro are as follows: it eliminated exchange rate 
risk, decreased uncertainty, achieved relative homogeneity 
among the fi nancial markets of those EMU countries that 
have both a high degree of sophistication and institutional 
quality, and it encouraged capital fl ows towards the Southern 
European economies. These effects have created diverging 
imbalances in the external positions of EMU countries.

Another hypothesis to explain the presence and persistence 
of external imbalances in EMU countries emphasises the 
economic growth strategies of these countries.4 The com-
bination of a neo-mercantilist export-led growth strategy in 
some member countries and a debt-led growth strategy in 
others enabled the growth and persistence of the current 
account imbalances in some member countries of the euro 
area (see Figure 2). The emergence and increase of these 
European imbalances during the single currency period in-
dicates that the current economic and policy structures in 
the eurozone need to be reformed to avoid these persistent 
imbalances and the risk they represent to the functioning of 
the EMU.

4 See E. H e i n : The crisis of fi nance-dominated capitalism in the euro 
area, defi ciencies in the economic policy architecture, and defl ation-
ary stagnation policies, in: Journal of Post Keynesian Economics, 
Vol. 36, No. 2, 2013-14, pp. 325-354.

Figure 2
Current account balances in Europe
net, billion euros

S o u rc e : Eurostat.
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Table 1
Labour costs and productivity (total economy)

S o u rc e : OECD.

Unit labour cost 
(annual growth)

Labour compensa-
tion per unit labour 

input 
(annual growth)

Labour productiv-
ity per unit labour 

input 
(annual growth)

Spain Germany Spain Germany Spain Germany

1995 2.45 2.09 3.66 4.83 0.69 2.68

1996 2.92 0.14 3.87 2.42 0.92 2.28

1997 2.03 -1.26 2.08 1.26 0.05 2.55

1998 2.07 0.19 1.59 1.46 -0.47 1.27

1999 1.97 0.87 1.86 1.56 -0.11 0.69

2000 2.70 0.09 2.76 3.24 0.05 3.14

2001 2.99 -0.02 3.15 2.78 0.16 2.80

2002 2.96 0.24 3.26 1.94 0.29 1.69

2003 3.14 0.76 3.54 1.77 0.38 1.01

2004 2.61 -0.84 2.95 0.46 0.33 1.31

2005 3.58 -1.07 3.86 0.28 0.28 1.37

2006 3.10 -2.45 4.07 1.18 0.94 3.73

2007 3.87 -1.53 5.57 0.70 1.64 2.26

2008 5.54 2.10 6.46 2.14 0.87 0.04

2009 1.26 6.73 3.83 3.58 2.54 -2.95

2010 -1.70 -1.87 0.17 0.29 1.90 2.20

2011 -1.50 0.88 0.69 2.71 2.22 1.82

2012 -3.21 2.75 0.44 3.29 3.77 0.53
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cutting direct taxes and increasing expenditures. Had the 
government opted for a countercyclical policy, the external 
debt would not have increased so dramatically and overall 
economic growth would have been more sustainable for the 
country.

Moreover, just after the onset of the crisis, the Spanish gov-
ernment implemented an expansionary fi scal policy. As a 
consequence of this policy measure, when Spain entered 
recession in the second half of 2008, it had a fi scal defi cit 
equal to 4.2 per cent of its GDP. If this countercyclical strat-
egy had not been followed, Spain would have entered the 
recession with a 1.2 per cent surplus. Additionally, the fi scal 
policy strategy pursued by the Spanish government, which 
was marked by cutting taxes, was not effective. On the one 
hand, it was based on the policy instruments with the lowest 
fi scal multipliers. On the other hand, even if the private sec-
tor received higher disposable incomes, people’s negative 
expectations led them to increase savings, to the detriment 
of aggregate demand. Finally, Spanish administration in gen-
eral suffers from a problem of coordination between the cen-
tral government, which represents 52 per cent of total public 
expenditures, and the sub-national governments composed 
of regional and local administrations, which represent the re-

highly dependent on the international fi nancial market. In 
Spain, the recourse to external sources of capital to fi nance 
investments led to a skyrocketing increase in the volume of 
external debt. This increase was mainly due to the banking 
system and non-fi nancial companies, which used external 
borrowing to continue fi nancing property promoters and 
households’ mortgages. This high level of external debt 
made the Spanish economy particularly vulnerable to mon-
etary and fi nancial shocks when the international fi nancial 
crisis struck.5

A second point to be highlighted has to do with the fi scal 
policy strategy6 followed by the Spanish government both 
in the years prior to the fi nancial crisis as well as during the 
fi rst years of it. In the years before the crisis, when the econ-
omy was still booming, an expansionary fi scal policy was 
implemented (see Table 2); this policy was mainly based on 

5 See J. F e r re i ro , F. S e r r a n o : The Economic Crisis in Spain: Con-
tagion Effects and Distinctive Factors, in: P. A re s t i s , M. S a w y e r 
(eds.): The Euro Crisis, International Papers in Political Economy, Pal-
grave Macmillan, United Kingdom, 2013, pp. 235-268.

6 F. S e r r a n o : The Spanish fi scal policy during the ‘great recession’, in: 
Journal of Post Keynesian Economics, Vol. 32, No. 3, 2010, pp. 371-
387.

Table 2
Selected macroeconomic variables for Spain

S o u rc e s : (1) Eurostat; (2) AMECO; (3) own calculations based on Eurostat.

Government 10-year 
debt interest rate (EMU 
convergence criterion) (1)

Net savings rate 
(% of net disposable 
income) (2)

General govern-
ment gross debt 
(% of GDP) (1)

General govern-
ment net lending/
borrowing (1)

Infl ation differentials 
(Spanish minus German 
consumer infl ation 
based on HICP) (3)

Net debt-to-income 
ratio, after taxes, of non-
fi nancial corporations (1)

1995 11.27 9.95 63.3 -7.2

1996 8.74 9.68 67.4 -5.5

1997 6.40 8.60 66.1 -4.0 0.4

1998 4.83 7.21 64.1 -3.0 1.2

1999 4.73 7.02 62.4 -1.3 1.6

2000 5.53 6.14 59.4 -1.0 2.1

2001 5.12 5.91 55.6 -0.6 0.9 639.11

2002 4.96 5.83 52.6 -0.3 2.2 640.17

2003 4.12 6.68 48.8 -0.3 2.1 669.65

2004 4.10 5.20 46.3 -0.1 1.3 756.94

2005 3.39 4.75 43.2 1.3 1.5 1021.57

2006 3.78 3.90 39.7 2.4 1.8 1286.57

2007 4.31 4.03 36.3 2.0 0.5 2233.75

2008 4.37 7.76 40.2 -4.5 1.3 2049.45

2009 3.98 12.19 54.0 -11.1 -0.4 1322.67

2010 4.25 7.86 61.7 -9.6 0.8 1055.22

2011 5.44 6.79 70.5 -9.6 0.6 1014.99

2012 5.85 4.42 86.0 -10.6 0.3 856.23
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As a consequence, the destruction of employment when a 
crisis begins is higher than in other countries. Additionally, 
this feature of the labour market impacts the behaviour of 
consumers working on temporary contracts. Households 
respond to job destruction by increasing their savings, both 
to compensate for a lack of access to bank credit and for 
precautionary reasons. As a consequence, there is a mac-
roeconomic impact associated with Spain’s dysfunctional 
labour market.

The second feature that explains the dysfunctional labour 
market in Spain is its model of collective bargaining, which is 
too centralised. After the outbreak of the crisis, trade unions, 
which represent workers in the agreements signed with em-
ployers’ associations (which represent employers), rejected 
wage moderation. As a consequence, real wages in Spain 
continued to grow at the beginning of the crisis. It was not 
until 2010 that moderation was accepted, allowing for an ad-
justment to real wage costs.

maining 48 per cent of total expenditures. Thus, even when 
the central administration has signifi cantly reduced its defi cit, 
the rest of these administrations have consistently increased 
theirs. This shortcoming is mainly due to the fall in tax rev-
enues, which were highly linked to construction activities.

The third explanation for the deeper impact of the crisis on 
the Spanish economy in comparison with the rest of the EU is 
due to the labour market.7 The Spanish labour market is high-
ly pro-cyclical: it creates employment rapidly in expansions 
and it destroys employment rapidly in recessions. There are 
two main features which can explain this dysfunctional pat-
tern. The fi rst is the excessive use of temporary contracts. 
While the labour markets in the rest of the EU are fl exible and 
allow for a reduction of the number of hours worked when 
necessary (e.g. in a recession), such a readjustment in Spain 
is made mainly by fi ring workers with fi xed-term contracts. 

7 See J. F e r re i ro , F. S e r r a n o , op. cit.


