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Banking Union and Alternative Banking: introduction 

Does banking union in Europe lead to increased financialization of the economic sectors alternative 

banking traditionally serves by squeezing that part of the banking market? Table 1 shows that the 

share of alternative banking in the larger banking market declined between 2007 and 2012. 

Alternative banking covers private lending institutions such as cooperative banks, mutual societies 

and credit unions, but also (semi) public institutions ranging from nominally private banks with a 

public mission to banks owned, financed and controlled by government, to public-private hybrid 

institutions (Butzbach and Mettenheim 2013, Mettenheim and Butzbach 2014). Although they have a 

strong following by clientele opposed to big banks for political or ideological reasons, their principal 

function is to provide finance to sectors, regions and households of the economy that are 

undersupplied by larger banks. Alternative banking provides credit for home ownership, business 

operations and local public sector operations (ranging from infrastructure to innovation and training 

programs to increase the quality and quantity of employment) that are not profitable enough or too 

risky to secure funding from commercial banks, where finance on equity (share) markets is not an 

option, and where bond markets are underdeveloped, too expensive or expose borrowers to 

excessively volatile repayment conditions. Alternative banking provides a way for these borrowers to 

secure funding in a way that is of sufficient quantity, affordable and compatible with medium and 

long planning. It also plays a significant role in the constellation of public policies that attempt to 

pursue public interests and market failures (Epstein 2013, Spendzharova 2013, Goyer 2013, Donnelly 

2012). 

TABLE 1 HERE1 

                                                           
1 Total Assets and Deposits in differing banking sectors; Share of Total Bank Assets in different banking sectors. 

See example: http://www.nextnewdeal.net/bye-bye-bernankes-insidious-banks-end-too-big-fail-2-easy-steps  

mailto:s.donnelly@utwente.nl
http://www.nextnewdeal.net/bye-bye-bernankes-insidious-banks-end-too-big-fail-2-easy-steps
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Banking union is a set of agreements to provide for regulation and supervision of banks at the 

European level, and to coordinate national mechanisms for winding down insolvent banks. It consists 

of a number of discrete parts. The most important are the Single Supervisory Mechanism (SSM), 

which establishes the ECB as the euro zone’s key bank regulator;  and the Single Resolution 

Mechanism, together with the European Stability Mechanism, which act as an additional layer on top 

of national efforts to recapitalize, restructure and resolve banks (close them) in the event of an 

emergency. Plans for a European deposit guarantee system as an integral part of banking union did 

not come to fruition.  

Supervision, recapitalization, restructuring and resolution affect different kinds of banking in 

different ways, particularly if uniform standards are employed. In negotiations over banking union, 

several alternative bank associations raised concerns that regulatory standards designed to combat 

systemic risk in commercial and investment banks would disadvantage alternative banking, with 

negative impacts on both economic development and social policy. Some of these banking forms are 

private, in which the public policy element is limited to enabling and supporting them as positive 

alternatives to retail or universal banks (cooperative banks, building societies and credit unions in 

which the customers own the institutions), some are private, but with a mission to extend financing 

to public authorities at the municipal level (by holding large quantities of municipal bonds on their 

balance sheets, such as Dexia/Belfius) , while others are either fully public alternatives to retail or 

universal banking, providing services to both retail clients (Post Bank, Caisses des Depots) and 

governments (Landesbanken), or public-private entities with legal missions to support small and 

medium-sized enterprise (Sparkassen, Cajas). The argument of these banks was that additional 

regulatory measures and financial contributions to new insurance funds would constitute a transfer 

of resources from their own low-risk banking sub-sector to their larger brethren, who should rightly 

bear the full cost and consequences of their riskier business models. The collapse of some alternative 

banks supports, however, the ECB’s contention that alternative banking is not necessarily safe and 

that its banks should be regulated and taxed accordingly. It is in this context that European battles 

over the scope and depth of European powers over European banks have been and continue to be 

fought,  and in which regulatory and financial pressures on alternative banks are a persistent reality. 

Banking union in Europe was nevertheless constructed partly, but not entirely with the intent to 

shield alternative banking from measures that would squeeze them unnecessarily. Most of banking 

union’s provisions apply to the largest 120 banks of the euro zone. As a consequence, most but not 

all alternative banks remain embedded in national supervisory and regulatory systems. However, 

there are three means by which banking union might extend its rules to smaller banks. First, as 
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alternative banks merge and acquire one another to compensate for decreasing profitability, 

particularly in the southern periphery of the euro zone that suffer the greatest economic hardship, 

the likelihood grows that they acquire sufficient weight to attract the attention of the ECB. Once on 

the list, more stringent rules and supervision apply that might accelerate pressure on alternative 

banks to reduce the kind of lending that they traditionally provide within the economy. In some 

situations, this could exacerbate an already-present trend that already places such lending under 

pressure. Second, the European Central Bank’s plan for leveraging cooperation from national 

supervisors in the SSM and setting supervisory standards for them will likely generate more 

harmonization pressure than one might expect at first sight, much as DG Competition has 

successfully coordinated the standards of national competition authorities, and the ECJ has socialized 

national court systems in applying EU law.  

Finally, banking union legislation on recapitalization and resolution systems provides room for the 

application of rules and burdens on alternative banks, despite the fact that rule design was intended 

for commercial banks with riskier business models. The failure of some alternative banks during the 

crisis increases the likelihood of banking union legislation being applied more broadly.  

To the extent that these banking forms are squeezed, they may force their clientele to rely 

increasingly on disintermediated financial markets and traditional commercial banks, with increased 

costs, reduced supply and more volatile, short-term conditions to them. This paper reviews the 

extent of squeeze on alternative banking, the mechanisms by which it might take place and the 

extent of liberalization that results. It works from the premise / tests the hypothesis that the 

effective squeeze on alternative banking felt in some parts of Europe is due to a combination of 

general macro-economic trends;2 a push by regulators toward deleveraging, which impacts some 

alternative banks more than others, and which is global in nature rather than specifically European; a 

push by regulators and lawmakers to demand increased security for all banks in the form of pre-paid 

deposit insurance and resolution funds, both of which are also global in nature rather than 

specifically European. Nevertheless, the politics of banking union reinforce the protective power of 

more financially robust countries at the expense of others when it comes to establishing the 

legislative framework within which alternative banks operate. 

 

 

                                                           
2 Economic decline in the euro zone’s southern periphery 
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ANALYTICAL FRAMEWORK 

The principal question of this paper is whether banking union is responsible for the lack of credit 

supply that SMEs face, exacerbates it, or has no discernible effect. There are a number of competing 

arguments that deal both with the question of how severe constraints on alternative banking are, 

and whether they are related to banking union or not. The mechanisms by which the relationship 

might be thought to work are: the scope argument, in which the main constraints are real and 

designed by the framers of EU legislation; the global standards argument, in which the main 

constraints of banking union are real but designed by the Basel Committee on Banking Supervision; 

the market actor argument, in which banks themselves or their principal investors choose to 

abandon the alternative mission of the institution;  the secular trends argument, in which the decline 

of alternative banking is driven primarily by declining levels of economic growth that degrade the 

capacity of borrowers to repay loans, which hit alternative banks hard; and finally  the political 

discretion argument, in which the ECB at the supranational level and member state governments at 

the national level (with the permission of the European Commission), exercise discretion in 

determining whether to help alternative banks by decreasing the cost of capital and increasing 

demand. The first two arguments suggest that Banking Union’s impact on alternative banking is 

highly contingent on the rules set. In contrast, the last argument suggests that the discretion of 

political decision-makers in the grey areas left open by those rules are more important. Both of these 

generate quite different expectations than the third and fourth arguments, which expect a decline in 

alternative banking that varies directly with general economic decline. This paper takes a first look at 

the relative importance of these factors in three areas: financing local government, financing 

household purchases, and financing the start-up and operation of small and medium-sized 

enterprises. Testing the relative weight of these factors can give us insight into not only what impact 

banking union has, but to reflect on whether adjustments to banking union might improve 

performance on lending and financial stability at the same time. 

 

CONSTRAINT ARGUMENTS: BANKING UNION, BASEL AND ALTERNATIVE BANKING 

> BU squeezes small banks through one size fits all policies, more rigorous supervision and stress 

testing. Capital adequacy (asset quality, equity holdings). Liquidity and leverage ratios, plus a variety 

of other measures designed to prevent contagion in the case of a credit event (resolution plans and 

funds, deposit insurance). 



Donnelly: National banking systems and social purpose      5 

 

 > Or less so due to limited reach 

> BU’s impact depends on power of national governments to protect their own banks in BU 

design (vs. proposals of COM, ECB) 

 

The politics of banking regulation in the European Union have a number of friction points between 

functional demands to establish a banking union and political demands to protect national banks and 

credit institutions. Issues of bank supervision, restructuring, recapitalization, resolution, exposure to 

rigorous stress testing, scrutiny of government debt purchases and deposit guarantee systems are 

considered vital to restoring the European banking sector back to health, but uniform rules in all of 

these areas were not implemented. Significant gaps, which provide room for alternative banks to 

operate without being squeezed to raise and retain as much capital as might otherwise be the case, 

remain after the establishment for the Single Supervisory Mechanism and its complement, the  Single 

Resolution Mechanism. 

 

 took until spring of 2014. Instead of a European Resolution Authority in charge of a robust European 

Resolution Fund, the Council agreed to establish a Single Resolution Board that would recommend 

resolution decisions involving cross-border banks to the Council within a two week period, and a 55 

billion euro resolution fund that would be built up gradually until 2026. This innovation fell short of 

other resolution systems on three counts: the time required to make a decision (normally a weekend 

or long weekend), on the power to take an authoritative decision (transferred to the member states 

in the council), and in the capacity to match resolution decisions with sufficient funds to wind down 

banks without inflicting contagion on the rest of the financial system.3 These three weaknesses mean 

that national authorities and funds improved on the gridlock of the EBA, but fell far short of a 

European authority or fund. National resolution authorities would remain in charge in practice. The 

agreement legalizes this state of affairs by indicating that the national resolution authority in charge 

when a bank becomes insolvent is the authority of the member state in which the bank is 

headquartered. The SRB effectively acts then as an umpire in the event of disputes regarding how 

that authority decides to allocate funds across borders during an insolvency proceeding. 

Germany maintained that treaty changes would be necessary if the EU directive were to place any 

binding obligations on the member states, even through the EBA, which would greatly complicate 

passage of significant powers. Even then, it was not clear that the German government would allow 
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restructuring and resolution to involve cross-border transfers of banks or their parts in the process. 

Germany sought not only to kill the possibility of cross-border changes in ownership unless approved 

by national authorities, but to eliminate the possibility of the EU contributing to the costs of 

resolution fund. Spain, as a potential recipient, in contrast, pushed for the EU to cover 90 percent of 

such costs (Breidthardt and O’Donnell 2013). It also had strong objections to a robust resolution 

fund, noting that German banks had their own arrangements and did not wish to pay for the 

transgressions of others. Even then, the ECB’s AQR would be required to identify legacy problems 

going into the resolution agreement and bracket them from the agreement. German alternative 

banks of all sorts lobbied heavily to reject the SRM entirely, or at least their involvement in it. 

 

The same calculations applied to proposals for a European Deposit Guarantee System. The 

Commission initially favoured a European Deposit Guarantee System, but facing German and 

Austrian opposition (Stahlhut 2012), tabled a draft directive in 2012 to coordinate national systems 

and add the right of national systems to borrow from one another. By April 2013, however, the right 

to borrow proposal had been retracted. (Source) This was followed by the German finance minister’s 

statement of Germany’s opposition to the EDGS entirely (Breidthardt and O’Donnell 2013). 

For the most part, negotiations over banking union pitted countries expected to have to pay for 

common rescue funds against those that expected to be the principal recipients (Dyson 2010, 

Donnelly 2013). This means that the public backstop in case of problems remains the national 

government, and national funding systems. This was not only true in an absolute sense of funding 

bailouts, but also when it came to arguing for whether Europe should play a role in regulating banks. 

While agreement was universal that banks should fund the general economy better and SMEs in 

particular, creditor countries in northern Europe felt confident of the capacity to do it on their own, 

and viewed the EU as a threat to that capacity, while countries in more dire financial straits in 

southern Europe repeatedly pleaded for European funds to help out with such matters. The greater 

leverage of the creditor countries, and of Germany in particular, ensured that carve-outs were 

possible for these sensitive sectors of the banking economy. 

The result of deciding to retain national support systems for deposit insurance and other support 

systems means that the pressure on the financial viability of alternative banks varies from country to 

country, in addition to from bank to bank. Because alternative banks are most heavily invested in 

those secotrs of the economy that are doing most poorly in the euro zone’s southern periphery, 

alternative banks in those countries are finding their business models under pressure, with attendant 
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pressures to merge or soften the alternative banking model in favour of more highly securitized loan 

system that they were originally meant to follow—hence alternative. 

 

European Banking Union Negotiations and Social Purpose 

Whereas the European Central Bank and European Commission envisaged that the ECB would be the 

supervisor for all banks in the single market, the German government ensured that all but the largest 

banks would remain under national supervision in the first instance. This meant that Sparkassen 

would be spared ECB scrutiny (Spiegel Online 2012), in accordance with strong demands from both 

the public Sparkassen and the private cooperative banks to be left out of the Commission’s plans 

(Kaiser 2012). Landesbanken, on the other hand, would be scrutinized. Similar demands were made 

in Austria (Stahlhut 2012). The role of the state in directing and guaranteeing Landesbank solvency, 

however, means that outside pressure to reform lending practices to government is not expected to 

be great. 

For the German government, the intent of agreeing to the now mis-named single supervisor model is 

that the government was simultaneously under pressure to approve bailouts of systemically 

important financial institutions in Spain through the European Stability Mechanism, but given 

problematic experiences in the European Banking Authority, didn’t trust the Spanish supervisory 

authorities to put pressure on Spanish banks to reform and restructure in return for financial 

assistance (Donnelly 2013). The ECB’s role as supervisor allowed them to ensure this (Kaiser 2012a). 

Given that the principal recipient of the loans, Bankia, was a savings bank with strong local 

government connections (Garicano 2013), the sense in Berlin was that without such pressure, 

conditionality, and the suitability of candidates for future bailouts, could not be assured.  

 

COUNTERVAILING ARGUMENTS: MEMBER STATES, THE ECB AND ALTERNATIVE BANKING 

NATIONAL INITIATIVES 

UK is stuck with a weak alternative banking sector and a traditional banking system that makes 

mortgages available (as a result of a renewed housing boom in the south-east around London), but  

insufficient loans to SMEs. The cabinet’s response in August 2014 was the Small Business, Enterprise 
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and Employment Bill.3 Rather than compel banks to meet mandated funding targets, it foresaw that 

banks would have to provide SME credit rating information to other banks through an authorized 

Credit Reference Agency. The intent was that by forcing banks to share proprietary information, they 

would decrease the information asymmetry between banks and businesses, allowing banks to 

conduct a risk assessment based on more extensive information, which hopefully would work in 

businesses’ favour. However, another assessment was that the bill would promote alternative 

finance, meaning the securitized bond, hedge fund and angel investor markets, by requiring banks 

who turn down loans to provide applicants with information on these alternatives (Prosser 2014).  

Government loan guarantees in many countries, inside and outside the euro zone. Subsidized 

interest rates in only a few (A, GR, H, P, UK), with SME banks in CZ, F, P, UK, and many more in 

venture capital/equity funding/business angels in A, B, DK, SF, F, GR, H, IRL, NL, N, P, E, UK and 

several non-EU countries (OECD 2014: 45). 

Direct lending to SMEs in a smaller subset, 

Lending to SMEs: Semi-Public Banks and National Incentives to Private Banks 

Similar in purpose to the Dexia/Belfius case, is the widespread state protection of Sparkassen 

(savings banks) as core institutions of the social market economy at the municipal level in Germany, 

Austria and Spain. The German doctrine of Daseinsvorsorge, or providing for existential need, 

remained the principal defence of such savings banks from Commission demands for privatization 

and liberalization before the onset of the crisis. It also proved to be the main rallying cry of the 

opposition Social Democratic Party against saddling small banks with costs designed to bail out the 

riskier behavior of smaller banks (Zoelmmer 2012), and bringing in various politicians at the local 

(Roters 2013)(Social Democrat, City of Cologne) and European levels (Collin-Langen 2013)(Chirstian 

Democrat/EPP, European Parliament) in defence of the principle.  

Those countries squeezed hardest by economic contraction made demands for the EU to provide 

cross-border transfers to stimulate lending to SMEs. Spain and Italy both made demands in this area 

in a joint conference of the two governments (Kane 2013, O’Leary 2013), including demands on the 

ECB to provide liquidity for this purpose (Morris 2013b), and with the need to combat youth 

unemployment (Morris 2013a). That conference followed support from France on 1 May, and 

followed a trip by the Italian prime minister to lobby Brussels and Germany to provide more 

assistance for growth, which was not forthcoming (Mackenzie 2013). 

                                                           
3 http://www.publications.parliament.uk/pa/bills/cbill/2014-2015/0011/en/15011en.pdf  

http://www.publications.parliament.uk/pa/bills/cbill/2014-2015/0011/en/15011en.pdf
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Further movement in the opposite direction for programme countries receiving bailout assistance 

from the EU. Spain’s banks required to reduce their balance sheets by about 60% and close up to half 

of their branches as a condition of EU assistance in 2012 (Chee and Dowset 2012). This also leads to 

divestments of foreign holdings and assets, even where the sales booked losses (Blenkinsop 2012)  

 

EUROPEAN INITIATIVES 

ECB flexibility: see above.4 And see further marc jones5 and finally6 

There are indications that the ECB can apply the constraints of stress tests flexibly when conducting 

supervision, as evidenced in its handling of the AQR in fall of 2014. While the ECB made it a rule to 

base the AQR in 2014 on the basis of static balance sheets as they stood at the end of 2013, it first 

agreed to relax those conditions for Greek banks by examining dynamic balance sheets. This meant 

that measures intended to increase the strength of bank balance sheets could be undertaken over 

the course of 2014 and used to score banks better on the AQR, and on the subsequent stress tests to 

be undertaken alongside. It also meant that the ECB would take into account bank contingency plans 

for selling assets to raise cash in the future as a key component indicator of capital adequacy or 

capital shortfalls, rather than actual equity / capital ratios.7 This means that an affected bank that the 

ECB judged to have an acceptable dynamic balance sheet position would not have to raise additional 

equity capital even if it did not meet capital adequacy standards In this context, the ECB also agreed 

to incorporate dynamic balance sheet testing alongside static balance sheets as an additional 

assessment criteria for other banks in the euro zone (Noonan, Papadimas and Taylor 2014). In the 

case of Greek banks, the dynamic balance sheet approach allowed banks to report figures that 

included restructuring plans that had been agreed with the European Commission over the course of 

2014, after the December 2013 deadline for 4 Greek banks. 

Such a change in ECB supervision, and the precedent it sets of national supervisors, has the potential 

to ease conditions for alternative banks, and even all banks as well. The European Banking Authority, 

which coordinates national supervisors, indicates that national supervisors have the discretion to do 

so as a result of the ECB’s decision (Noonan, Papadimas and Taylor 2014). 

                                                           
4 http://www.reuters.com/subjects/euro-zone?lc=int_mb_1001  
5 http://blogs.reuters.com/marc-jones/page/2/  
6 http://uk.reuters.com/search?blob=european+central+bank&pn=20  
7 Accepting this approach reflects the model employed by Oliver Wyman in stress testing Spanish and 

Portuguese banks 

http://www.reuters.com/subjects/euro-zone?lc=int_mb_1001
http://blogs.reuters.com/marc-jones/page/2/
http://uk.reuters.com/search?blob=european+central+bank&pn=20
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Also ECB on other macro matters: cheap bank loans, lower interest rates and facility to purchase 

reparcelled debt (Jones 2014) in September, which helped end a crisis in Italian, Irish and Spanish 

bond markets (Lash 2014). The ECB’s plans of October 2014 involved the ECB buying senior and 

mezzanine tranches of ABS debt, and lobbying national governments to take over the junior 

tranches. The envisaged split was that the ECB would take on no more than 70% of the assets, with 

the exception of Greece and Cyprus, where it would take no more than 30% (ECB 2014). Both 

Germany and France rejected the latter proposal, while German actors inside and outside the ECB 

opposed the plan in its entirety, with the head of the IfO think tank, Sinn, declaring that it turned the 

ECB into a bad bank (Jones 2014). 

EBRD investments in banks that have particular difficulty making up shortfalls. But these are not 

specifically targeted at SME lending or alternative banks. The EBRD invested in Bank of Cyprus in 

September 2014 in return for having at least one independent member on the bank’s supervisory 

board, and one independent bank director announced an intention to become involved in “the entire 

banking sector in Cyprus”. However, it noted that the legal structure of cooperative banks made it 

difficult for the EBRD to take on significant influence similar to that undertaken at Bank of Cyprus 

(Jones & Noonan 2014). 

 

SECULAR TRENDS 

ACTOR-LED FINANCIALIZATION 

> Liberalization through demutualization / carpet bagging (UK) 

> Liberalization through banks’ shift to predatory practices in unrestrained municipal lending 

(F) 

> Liberalization (generating ASBs) through bank’s shift to unrestrained mortgage lending (E, 

NL)   

Banks tighten credit requirements, restrict loan programs, then suggest that weak demand is 

responsible for low loan levels, despite public subsidies for loan generation. This is in the U.S. as well 

(Blake 2013). 

Banks and Finance of National and Local Government 
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Before the onset and extension of the financial crisis in Europe, the relationship between banks and 

the finance ministries of national and subnational governments was mutually supporting in a number 

of countries. The euro zone crisis challenged this relationship in a number of ways. First, national 

banks in the EU’s emerging market countries have traditionally been a principal source of state 

finance at the national level for a number of EU countries, as they purchase treasury bonds from 

their home governments. This has continued during the period in which the European Central Bank 

has purchased those bonds in return from the banks, to ensure that they are not dumped on the 

market. As national governments responded to the financial crisis by issuing more debt, and banks 

were backstopped by the ECB, the level public debt held by banks exploded (Garicano 2013).  Two 

things have changed this relationship significantly. First, banks have turned from being an asset to a 

liability for many governments, so that they no longer can perform the function they once did as 

strongly as before. Second, when the EU sets up conditions for financial assistance in so-called 

programme countries such as Greece, Portugal, Spain,  and Ireland, it demands conditions that 

ensure the banks cannot perform this function for government. Where neither of these two 

pressures is very strong (Germany, above all), banks continue to provide such advantages to the 

public sector. 

For the governments of countries subject to acute financial distress, the financial crisis turned this 

asset into a liability. Rather than banks assisting governments with their finances, governments 

found themselves burdened by increased demand from the banks themselves for cash injections and 

debt guarantees in order to remain liquid (or even solvent). For the banks of countries subject to EU 

bailouts, haircuts (private sector involvement) further reduced the value of assets on balance sheets 

(including assets held as reserves), rendering them insolvent, and generating further demand for 

public assistance. In those countries, assistance could be provided, either through national 

authorities, or in the case of Spain, through the European Stability Mechanism, but in other cases, 

such as Cyprus’ Laiki bank, it was not, with the consequence that the bank was marked for closure. 

Either way, the capacity of such banks to provide finance was significantly diminished. Greece and 

Cyprus were two countries in which the typically national relationship acquired a transnational 

dimension, owing to Cyprus’ close ties with Greece. Cypriot banks were heavily invested in Greek 

public debt and were heavily hit by haircuts on Greek public debt imposed by the Troika in 2011. 

In Germany, which weathered the euro zone crisis relatively well, Landesbanken also turned into 

liabilities, due to their diversification into American asset-backed securities in the mid-2000s. These 

liabilities did not, however, not evolve into full-blown crises for the state. The reason for this is that 

as public institutions, they remained outside the reach of market pressure on management through 
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the share price, and through ultimate state guarantees for the losses of the banks. In other words, 

the lack of banking sector liberalization in Germany, through which Landesbanken and Sparkassen 

(local savings banks) remained public entities rather than private ones, contributed significantly to 

both financial stability broadly, and to the continued, if diminished capacity to hold public sector 

debt on the balance sheet. 

In Belgium and France, regional and municipal governments have an even greater reliance on banks 

as purchasers of  government debt than their national counterparts. This reliance turned into a 

liability as well during the euro zone crisis, without the entire country descending into actute 

financial distress. Dexia, now renamed Belfius for its ongoing retail customers, played a similar, but 

even stronger role as a national institution that serves the municipal bond markets of France, Belgium 

and Luxembourg, ensuring the flow of credit to public authorities in local communities for various 

purposes. Dexia arranged finance for municipal bonds that were then sold to private investors. Those 

investors then retained the option to hand them back to Dexia as the underwriting bank on a weekly 

basis. The idea was that that Dexia would serve as a shock absorber during moments of financial 

stress. When the market for these variable rate debt obligations (VRDOs) was weak or negative, 

Dexia would take back the VRDOs and put them on its own balance sheet, shielding municipalities 

from an immediate obligation to repay (Long 2011).  Some of these loans, when they became non-

performing, were then taken on by the French national government, to the extent of 9 billion euros 

in 2013 (Laurent 2013).   

Unlike banks in other countries, however, Dexia deviated from its policy of providing low-cost loans 

to municipalities and shifting to financial instruments with variable interest rates, pegged to various 

indexes (such as exchange rates between two currencies), but not an actual interest rate. These 

interest rates rose significantly during the euro zone crisis, up to three times the initial interest rate 

for many municipalities, which then became unpayable. Dexia was attacked by municipalities for 

strongly increasing the interest rate on VRDOs, by as much as 20% in 2011 (Long 2011), leading to a 

conflict with its stated social purpose. The attacks turned into debtor strikes and eventually lawsuits 

by municipalities against Dexia for usurious loan terms. The first of these cases resulted in the 

municipality of X renegotiating the interest rate down from an increased rate of 14% to a renewed, 

lower rate of 4.5%, and the issue of new loans (Laurent 2013). 

Due to insolvency, Dexia was split into a good bank and a bad bank. The good bank became known as 

Belfius, while the bad bank retained the name Dexia, described by EU competition commissioner 

Almunia as ‘the biggest bad bank in Europe’.  It would be responsible for winding up assets over a 
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longer period of time and returning the proceeds to Belfius, up to 13.8 billion euros by 2016. It 

requested in December 2012 a state guarantee of 65 billion euros on assets of 250 billion euros 

(Carleer 2012). The national governments of France, Belgium and Luxembourg stood in as the 

ultimate guarantors of losses Dexia makes (Blekinsop and Bartunek 2013). Belgium paid 4 billion 

euros as part of the nationalization of Belfius, with a 55.5 billion euro guarantee against losses. The 

last capital injection by the French and Belgian governments took place in December 2012, 

amounting to 5.5 billion euros. The bank’s job as a strong provider of jobs for the economy was also 

damaged, if not as strongly as in the private sector. On employment, one can contrast the demands 

of Belfius in 2013 for wage reductions from its staff with more aggressive cuts of entire branches and 

jobs at BNP Paribas Fortis, an entirely private bank (De Openbare Bank 2013). These developments, 

particularly the decision to save Dexia rather than let it collapse at great expense, give a sense of the 

dysfunctionality and unusual nature of Dexia as a private enterprise with a social purpose that turned 

advantage in finance into liabilities. Nevertheless, the bank repeatedly received extraordinary 

support from the three national governments during the financial crisis, with the blessing of the 

European Commission, in the interest of financing basic public services.  

Banks also caused an increase in public debt elsewhere rather than buying it up. The Spanish 

government acted to facilitate the merger of two regional savings banks to save an insolvent one in 

2012 (Unicaja taking over Banco CEISS) (Chee 2013). The payment was made through the Spanish 

bank rescue fund, the FROB, to prevent an outright nationalization. (Rucinsky 2013). In Spain, 

restructuring involves reducing real-estate related assets by transferring them at low prices to a 

public resolution authority, which may still remain liable for losses (OECD 2012: 3). 

At the same time that they pay for the immediate losses and capital requirements of banks, 

governments are also exposed during a bailout to the potential losses in the future that banks cannot 

compensate due to poor economic growth, which is endemic in Europe and particularly so in 

Southern Europe. Banks in Spain had assets at 28.5 times GDP in 2011 due to the high value of pre-

crisis mortgages. Government required banks in 2012 to build buffers to cover 45% of this, given the 

grave state of the economy (OECD 2012: 11). Stress testing suggested that the bank sector bill for 

Spain alone could reach 60 billion euros in the event of an adverse credit event. The cost of asset 

separation to restore the banks to health falls on the government in the absence of private investors 

(OECD 2012: 12). 

Despite the disappointment in banking that serves the interest of national, regional and municipal 

government, the interest in maintaining the banks and the services that they provide remains 
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enormous, which points to a social purpose so strong that it cannot be tampered with. In France, the 

collapse of Dexia’s capacity to lend to municipalities led to  an increase in municipal lending by the 

state-owned postal bank (La Banque Postale), which officially took over Dexia’s role as an issuer of 

municipal debt in June 2012, and the country’s networks of savings institutions (CDC/ La Caisse des 

Dépôts et Consignations) at the behest of the French Minister of Finance (Vinocur 2012). Originally 

an ad hoc intervention, their role was permanently institutionalized in March 2013 and extended to 

lending for hospitals through the creation of a joint enterprise named the Banque Postale 

Collectivités Locales, backstopped financially by a special purpose vehicle established in January 2013 

(Figaro 2013), Société de financement local (SFIL). SFIL is owned 75% by the French state, and 25% by 

the two public banks (Standard and Poors 2013), and was created by transferring Dexia’s municipal 

bond division out of the company (Dexia 2013). Initial plans were to provide 23 billion euros of state 

funds to enable municipal bond purchases over five years (Le Monde 2013). Public support of 

Landesbanken and Sparkassen in Germany remains strong (Kaiser 2012), as it does for publicly 

supported Cajas in Spain and Caixas in Portugal. All are banks that would be exempt from supervision 

under the single supervisor mechanism under negotiation in Brussels. They would fall under the 

direct supervision of national authorities, and even then, German Sparkassen insist that they cannot 

be supervised by a European authority due to their incorporation under public law, which ultimately 

makes them state institutions, rather than private law, as normal banks. 

Mortgage Lending EU-SILC 

> Lennartz et al (2014) find declines in home ownership, particularly in countries where mortgage 

credit varies more greatly. The observation in the UK that youth and others on the bottom of the 

socio-economic ladder are underserved in mortgage credit (compare Macartney) is not replicated 

across Europe evenly. 

> Note that SME lending (short term) and mortgage lending (long term) are two different things. 

Lending to the public sector might be meant as long term, but might have short maturities (and the 

length of maturities might be affected by the fragility of public budgets—poverty trap. 

> Schelkle (2012) notes the core nature of mortgage lending as social policy, in the UK, and 

particularly in the US, which have fewer social support systems than other countries. 

Banks generally unwilling. See Armitstead 2014, outlining shift to alternative finance in UK despite 

Bank of England’s Funding for Lending Scheme. 
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SECULAR DECLINE AND FINANCIALIZATION 

> Declining profitability leads to mergers and closures 

 > Secular economic decline leads to consolidation, failure 

 > Especially during an economic crisis (1970s wave) 

 > Related to non-performing loans, even when supply of credit is cheap (now) 

 > BU may hasten trend by reducing forbearance of regulators, but no more 

A contraction of credit can be expected to vary directly with the overall state of the economy, as 

economic decline increases the level of non-performing loans on bank balance sheets. This effect is 

strong in southern Europe within the euro zone, but also in eastern Europe, some of which lies 

outside the euro zone, but still takes part in stress tests overseen by the European Banking Authority 

(Jones 2014a).  

See IMF (2013) and OECD (2014) on general challenges of SME funding. Includes allowing markets to 

give more benefit of the doubt, rather than a committee decision in a bank. Securitization as a viable 

alternative, just not in high octane variant that led up to the financial crisis (Economist 2009). 

 

Coerced detachment in Program Countries 

Asymmetric pressure also existed on banks in southern Europe forced to meet new minimum capital 

reserve requirements adopted by the European Union through the Capital Requirements Directive 

and the European Banking Authority. Riskier assets, which after the onset  of the crisis include 

treasury bills from fiscally weak states in southern Europe, would have to be shed (exacerbating the 

inability of public authorities to rely on national banks to purchase treasury bills), or compensated by 

selling other assets or raising additional capital (both of which are difficult to realize in the  

downward economic trajectory prevailing presently) (OECD 2013: 21). This requirement hurt small 

and medium-sized banks hardest (Jucca 2013).  Raising additional capital was taken off the list due to 

demands from the EU Commission that subordinated bondholders bail in the banks and have their 

bonds replaced with bank shares (Chee and Dowset 2012), even where the initial debt was not of a 

hybrid nature (in which the possibility of such a change is explicitly written into the contract at point 
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of sale) (OECD 2012: 17). As part of the conditions for Spain’s bailout, banks were forced to reduce 

their balance sheets, which includes holdings of government bonds. One Spanish savings institution 

estimated that it would have to shed 25% of its holdings of government bonds (Chee and Dowset 

2012).  This meant that attracting new investors would be impossible. A knock-on effect is reduced 

lending to the private sector, prompting a further downward spiral, also with negative impacts for 

tax revenue (OECD 2013: 21) 

 

FINANCIALIZED OUTCOMES in the ABSENCE OF THE ECB’S ABS PROGRAM 

Venture capital: limited and volatile (OECD 2014: 43)8 

Mezzanine finance9 which finances companies through hybrid debt-equity funds (OECD 2014: 62) is 

provided by EIB (European Investment Bank) in its capacity as the EIF; the MFG (Mezzanine Facility 

for Growth) since 2009; and the ERDF (Regional Development Fund)’s SME Guarantee Facility (Equity 

Guarantee Window). Germany has its own as of 2012. Banks have not been interested in loans under 

2 million, leaving start ups undersupplied. France, Spain and Austria in the euro zone provided 

mezzanine finance directly from the state as a result. The funds invest in other funds, and provide 

them with a mandate (ibid). 

Mezzanine finance common in the US from the 1980s, and grew in Europe until the crisis hit, but 

never recovered. 

It allows companies to start up and operate using less leverage than before (dependent on bank 

loans), and improve the quality of balance sheets (equity rather than debt in the capital structure: 

OECD 2014: 67)  

 

ANALYSIS: ALTERNATIVE BANKING 

Alternative Banks as Assets and Liabilities in Public Finance 

                                                           
8 

http://books.google.nl/books?id=jGdtBAAAQBAJ&pg=PA44&dq=sme+lending+financial+crisis&hl=en&sa

=X&ei=8J0qVIS7O4ywPOrugKAK&ved=0CDEQ6AEwAQ#v=onepage&q=sme%20lending%20financial%

20crisis&f=false  
9 

http://books.google.nl/books?id=jGdtBAAAQBAJ&pg=PA44&dq=sme+lending+financial+crisis&hl=en&sa

=X&ei=8J0qVIS7O4ywPOrugKAK&ved=0CDEQ6AEwAQ#v=onepage&q=sme%20lending%20financial%

20crisis&f=false  

http://books.google.nl/books?id=jGdtBAAAQBAJ&pg=PA44&dq=sme+lending+financial+crisis&hl=en&sa=X&ei=8J0qVIS7O4ywPOrugKAK&ved=0CDEQ6AEwAQ#v=onepage&q=sme%20lending%20financial%20crisis&f=false
http://books.google.nl/books?id=jGdtBAAAQBAJ&pg=PA44&dq=sme+lending+financial+crisis&hl=en&sa=X&ei=8J0qVIS7O4ywPOrugKAK&ved=0CDEQ6AEwAQ#v=onepage&q=sme%20lending%20financial%20crisis&f=false
http://books.google.nl/books?id=jGdtBAAAQBAJ&pg=PA44&dq=sme+lending+financial+crisis&hl=en&sa=X&ei=8J0qVIS7O4ywPOrugKAK&ved=0CDEQ6AEwAQ#v=onepage&q=sme%20lending%20financial%20crisis&f=false
http://books.google.nl/books?id=jGdtBAAAQBAJ&pg=PA44&dq=sme+lending+financial+crisis&hl=en&sa=X&ei=8J0qVIS7O4ywPOrugKAK&ved=0CDEQ6AEwAQ#v=onepage&q=sme%20lending%20financial%20crisis&f=false
http://books.google.nl/books?id=jGdtBAAAQBAJ&pg=PA44&dq=sme+lending+financial+crisis&hl=en&sa=X&ei=8J0qVIS7O4ywPOrugKAK&ved=0CDEQ6AEwAQ#v=onepage&q=sme%20lending%20financial%20crisis&f=false
http://books.google.nl/books?id=jGdtBAAAQBAJ&pg=PA44&dq=sme+lending+financial+crisis&hl=en&sa=X&ei=8J0qVIS7O4ywPOrugKAK&ved=0CDEQ6AEwAQ#v=onepage&q=sme%20lending%20financial%20crisis&f=false
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(CORRESPONDS TO SECULAR TRENDS AND PUBLIC INITIATIVES) 

 

Although evidence is available that banks serve public policy purposes in a number of EU countries, 

and that intergovernmental rivalries paralyze progress toward a banking union (Veron 2011), little 

systematic comparative work has been done to illuminate the nature and variety of reasons why 

national resistance is so high or agreement is so elusive. What material public policy functions do 

banks fulfill? Which ideational factors, if any, are involved? In short, what are the social purpose 

elements to public policy that support economic nationalism and undermine a potential banking 

union, and how is it different from country to country? The following issues that have emerged in 

defending banks during the current financial crisis.  

 

 

 

Deposit guarantee systems also posed a challenge, with the result that a European deposit guarantee 

system lacks intergovernmental support. German savings banks, and cooperative banks opposed the 

deposit guarantee system vociferously. They each have their own systems and funds for ensuring the 

solvency of a bank in the event of a run or other shock, and feared that they would be forced to 

establish and fund a second fund based on ensuring deposits. Whereas the German systems were 

designed to protect depositors indirectly, through the solvency and liquidity of the bank, the 

European plans focused on specific funds targeted directly at depositors. According to one report, 

the German government took these objections into account when deciding to block a European 

deposit guarantee scheme (Kaiser 2012, 2012a). This was instrumental in getting the ECB to modify 

its position that a deposit guarantee system would be necessary (Coussens 2012, Handelsblatt 2012). 

For the most part, negotiations over banking union pitted countries expected to have to pay for 

common rescue funds against those that expected to be the principal recipients (Dyson 2010, 

Donnelly 2013). This was not only true in an absolute sense of funding bailouts, but also when it 

came to arguing for whether Europe should play a role in regulating banks. While agreement was 

universal that banks should fund the general economy better and SMEs in particular, creditor 

countries in northern Europe felt confident of the capacity to do it on their own, and viewed the EU 

as a threat to that capacity, while countries in more dire financial straits in southern Europe 
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repeatedly pleaded for European funds to help out with such matters. The greater leverage of the 

creditor countries, and of Germany in particular, ensured that carve-outs were possible for these 

sensitive sectors of the banking economy. 

FINANCIALIZATION AND THE ECB’s ABS PROGRAM 

On 2 October 2014, the ECB announced that it would take extra measures to stimulate bank lending 

to SMEs. This would take place through the Asset-Backed Securities Purchase Programme (ABSP), 

which would purchase both senior and mezzanine tranches of asset backed securities, from both 

primary and secondary markets.  

Mario Draghi suggested that the magnitude of the ABSP could be inject around 1 trillion euros into 

the euro zone economy. It would be the last measure the ECB could take to increase the money 

supply short of full-scale quantitative easing, which would not necessarily target funds for SMEs 

(Jones 2014).  

 

CONCLUSIONS 

There are three key reasons why member states are likely to persist in shielding certain sectors from 

European supervision, or the establishment of European restructuring, recapitalization, resolution or 

deposit guarantee responsibilities. The first is that some banks continue to provide finance to 

national, regional and municipal governments in many continental European countries. They are 

reliable purchasers of debt, and therefore key elements to long-term economic and social planning. 

The targeted focus on regional development, public works and social services is particularly strong at 

the municipal level, which often goes unnoticed in academic analysis, but proves to generate 

remarkably strong and stable demand, and therefore is of great importance. Even where the banks 

involved failed to fulfill this function, national public authorities sought to ensure continuity through 

other banks to serve municipalities, to the extent that they could. In programme countries receiving 

financial assistance from the EU through the ESM or the EFSF, coerced detachment has significantly 

severed this relationship at the demand of the creditor states, as banks are forced to reduce the size 

of their balance sheets in return for loans. Given the continued high demand for such services in 

several of the creditor countries, particularly Germany, France and Belgium, the demand to scale 

back the provision of such financing services underlines the willingness of those countries to use loan 

conditionality as leverage to demand actions from debtor countries that the creditors themselves 

have shown no willingness to accept. On the contrary, the European Commission’s stance during the 
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financial crisis has been that state aid and financial guarantees to such banks for the purposes of 

securing economic growth and development is permissible, given the economic and social rewards 

envisaged. This has also been the reason why the Commission approves of state and and financial 

guarantees designed to nudge banks to lend more to growth-generating small and medium-sized 

enterprises. In practice, it is the same smaller savings banks which purchase municipal debt that are 

expected to extend such credit to the private sector as well. 

The second key reason why member states are likely to shield certain sectors from banking union 

rests in the fragmented nature of the banking market, and the attendant appropriateness of various 

degrees of cost (above all for recapitalization, restructuring and resolution funds, some of which 

would flow across national borders in the event of a banking union), and of intrusiveness of 

regulation and supervision. The most vociferous objections across countries come from smaller 

banks, cooperative banks and credit unions, many of which argue that banking union imposes  

intrusive regulation and costly insurance schemes on all types of bank equally, meaning that safer 

institutions that eschew high-risk behavior pay high costs unnecessarily and subsidize the risky 

behavior of others, which damages their members and customers. 

The third key reason is the fragmentation of deposit guarantee systems, coupled with strong 

disagreements on how a DGS should be designed and paid for. One key conflict of interest exists in 

which large banks may need to be serviced by larger deposit guarantees at higher cost than small 

savings banks and cooperative institutions. Another is that as consensus is emerging in deposit 

guarantee circles that DGS need to be funded more strongly in advance of a crisis (the so-called shift 

to ex ante funding), that banks themselves must set aside capital to put into that fund, and that 

states themselves serve as necessary lenders of last resort to the system. These emerging elements 

of consensus raise the expectation of moral hazard and distributional conflict in which the financially 

solid pay for the financially fragile, which the financially solid attribute to deliberately riskier 

behavior. This generates conflicts within countries that resist resolution, but also between countries. 

In the European Union, the rejection of cross-border transfers for such purposes remains robust. 

The findings mean that neoliberal institutionalists and neofunctionalists were partly right: regarding 

incentives to create common institutions for banking union. There is a great deal of functional 

spillover involved in providing for financial stability in the EU. However, instead of making agreement 

easier, spillover in the area of banking union makes agreement more difficult by colliding with highly 

politicized banking sub-sectors that serve political ends. With the exception of those countries that 

have been forced to break this link by EU conditions on financial aid, there is no evidence of 
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countries scaling back their public support for exceptionality in these sectors. Even where the bank in 

question failed spectacularly to fulfill these functions or even survive, the state has stepped in to 

ensure a functional equivalent. These banks then enjoy natural political support for protection from 

rules or costs of banking union that might impinge on their ability to do so. It is in this light that the 

German demand that European banking supervision remain largely left up to the member states, and 

only be applied to the EU’s 25 largest banks, is best seen. It is also the reason why the undersupply of 

bank supervision in the EU is likely to persist in the future.  
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