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Summary

This paper re-visits the state of decentralised banking in Germany, Spain and the UK. The
cross-country comparison we conducted has identified Germany as having the most decentralised
banking system, followed by Spain and the UK, as expected. The development of regional and double-
purpose banks, i.e. savings and cooperative banks, mainly account for the differences in the degree of
centralisation. Whereas no such bank exists in the UK any longer and real savings banks in Spain
have almost disappeared, two decentralised banking groups with more than 1,400 savings and coop-
erative banks dominate business finance in Germany. Our comparison has identified three factors of
success contributing to the persistence of decentralised banking:

Short operational and (especially) functional distance and embeddedness in supportive regional
bank associations. Short distances allow banks to capitalise on soft information advantages in
lending, whilst banking associations also secure access to advanced banking knowledge for
banks headquartered in peripheral regions.

The development of “real” decentralised universal banking. Here, the time when regional savings
and cooperative banks received the right to lend is crucial. Because it took them so long to get
permission to offer loans, savings banks in Spain and the UK were latecomers to (business) lend-
ing, whereas lending had always been the business of German savings banks. Therefore, savings
banks in the UK and Spain were not able to capitalise on soft and local information advantages in
short distance lending.

The interplay of the regional principle (regional market segregation), regional embeddedness
and a national system that balances regional disparities. Together, these three factors help to
make regional banks sufficiently successful, even in weak regions, and hinder competition be-
tween banks, thereby supporting meaningful cooperation in banking associations and relation-
ship lending.

Savings banks have never been as important in business lending in the UK and Spain as they
are in Germany. Though large commercial banks dominate business lending in both countries, some
(partly newly established) banks tend to specialise in lending to small enterprises at shorter distanc-
es there. To support short-distance lending, this paper suggests a compensation scheme for screen-
ing and monitoring costs. Such a scheme may stimulate banks to shift, or preserve, their lending deci-
sion processes to the regional level and reduce the need for standardisation, centralisation and bank
mergers in times when interest rates are low.

Keywords: comparing banking systems, SME finance in the UK, Spain and Germany, decen-
tralised banking
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1. Introduction

With over 1,400 regional savings and cooperative banks, the decentralised German banking
system counts as one factor behind the success of the German economic model and explains its swift
return to growth after the financial crisis of 2007-2008, among other things (Gartner, 2009a; Bruff
and Horn, 2012; Hardie and Howarth, 2013b; Audretsch and Lehmann, 2016). In fact, German re-
gional banks cushioned a credit crunch in 2008-2009 enabling access to finance, especially for small
and medium sized enterprises (SMEs) (Gartner and Flogel, 2015). Therefore, a range of initiatives
tend to view Germany’s banking system as a role model and call for the (re)establishment of regional
banks in centralised countries like the UK (The Economist, 14 April 2012; Greenham and Prieg, 2015;
Bone, 2016). And yet Germany’s decentralised banking system is also being challenged due to the
low interest rate environment and tightened banking regulation. In 2016 the number of savings
banks fell by 10, from 413 in 2015 to 403 (-2.4%). Moreover, 7.9% of savings banks branches had
been closed down (2015: 11,459; 2016: 10,555). Cooperative banks also closed 6% of their branches
and lowered the number of institutes by 50 (-4.8%) (Deutsche Bundesbank 2017). Since this trend
towards concentration has no foreseeable end in sight, the survival of decentralised banking in Ger-
many must be questioned in the medium term.

This article compares European banking systems by focusing on the spatiality of bank-based
business finance, funded by the Hans-Bockler Foundation. It brings together findings from the case
studies of Spain, Germany, and the UK and draws overall conclusions. The main theory guiding the
research project relies on the classification of decentralised and centralised banking and financial
systems (Klagge, 1995; Verdier, 2002; Klagge and Martin, 2005; Gartner, 2011; Gartner and Flogel,
2013; Klagge et al., 2017) and postulates that this differentiation helps to explain varieties of finan-
cial systems, especially with respect to SME finance (Gartner and Flogel, 2014). Our research interest
in the cross-country comparison is twofold. On the one hand, we examine the role that decentralised
and centralised banks play in business lending and how regional and large banks organise their lend-
ing decisions, especially with regard to their distance from clients. On the other hand, revisiting Ver-
dier’s (2002) seminal study, this paper identifies (success) factors that explain why decentralised
banking persists. The research project was motivated by the claim made above that the decentralised
banking system contributed to the competiveness of the German economy, especially the manufac-
turing Mittelstand and the fact that we are currently observing a decline in the number of regional
banks.

In order to identify differences and factors explaining these differences, three country cases
were selected for comparison that putatively show substantial variation in the centralisation of bank-
ing. Germany represents a decentralised banking system. The UK, on the other hand, exemplifies a
centralised system, with London as the most important international financial centre in the world.
The Spanish banking system’s degree of centralisation lies on the spectrum between Germany’s and
the UK’s. Spain also provides an outstanding case for study, as what were once regional savings
banks have been freed from their geographical burden since 1988, causing a decline in decentralised
banking (Gartner and Fernandez, forthcoming).

We compared the countries with different methods, analysing aggregated data, especially cen-
tral bank and labour market statistics, as well as individual data from selected banks. The results,
however, are quite heavily based on qualitative work, meaning expert interviews and participant
observation. Case studies were conducted on exemplary banks. In total, we conducted over 90 expert
interviews with bank employees, banking association representatives, policy activists (e.g. NGOs)
and scientific experts. Two research stays, one at the Centre for Urban and Regional Development at



Newcastle University in the UK, and another at the University of La Laguna in Spain, enabled us to
gather the data.

This paper is organised as follows: Section 2 outlines the key theories and Section 3 presents
some comparative insights concerning business lending and the state of banking centralisation in
Europe. Section 4 outlines the comparative findings on distance in lending in Germany, Spain and the
UK. Building on these insights from the cross-country comparison, Section 5 deduces and describes
the three identified factors behind the success of decentralised banking. The last section provides
recommendations for action on how to (re)establish a decentralised banking system in the UK and
Spain. For Germany, we discuss what can be learned from countries that have centralised their bank-
ing systems in order to ensure the survival of decentralised banking.

2. Key theories of decentralised and cen-

tralised banking

As early as 1995, Klagge argued in favour of a classification of banking systems into decentral-
ised and centralised systems (Klagge, 1995). Essentially, decentralised banking systems are associat-
ed with small local and regional banks, which are considered superior in lending to SMEs and often
publicly or cooperatively controlled (e.g., Berger, et al., 2005). Centralised banking systems give rise
to large national and international banks that realise economies of scale and scope in lending. Gropp
(2016) assumes large private banks to be more demanding lenders as they support efficiency, bolster
competition among firms and hence support economic growth.

In his historical cross-country comparison, Verdier (2002) analyses the influence of politics on
financial systems. Examining the conflict between large and small banks, and between financial cen-
tres and the peripheries from 1850 onward, Verdier shows that centralised states tended to support
centralised banking, whereas municipal and regional authorities strived to protect local and regional
banks from their centralised competitors. Liberalisation, privatisation, the abolition of regional re-
strictions and friendly regulations supporting financial market development were more pronounced
in centralised countries (for example France and the UK), whereas regional savings and cooperative
banks were protected in countries with a federal structure, such as Germany and Switzerland (for the
Cantonal Banks) (Verdier, 2002). Though Verdier (2002) acknowledged regional banks’ advantages
in overcoming information asymmetries and boosting access to finance for enterprises in the periph-
ery, his empirical study suggests that decentralised banking must be protected from the overwhelm-
ing competition coming from the centre. Therefore, regional governments must be strong enough to
protect their regional banks in order to ensure the survival of decentralised banking.

Our approach picks up this ongoing debate on decentralised and centralised banking (Verdier,
2002; Klagge and Martin, 2005; Gartner, 2011; Gartner and Flogel, 2013, 2017; Klagge et al., 2017)
and proposes two related characteristics that define whether banks and banking systems are central-
ised or decentralised (Gartner and Flogel, 2014).

The first characteristic is geographical market orientation of banks’ business activities. Do
banks operate on a regional level, e.g. by collecting money from regional savers and handing it to
regional borrowers, or do they rely on business on the supraregional scale, whether by borrowing
and investing in national or global capital markets or by operating supraregional branch systems
(regional vs. supraregional banks)? The theoretical foundations here lie in the polarisation and post-
Keynesian theories on regional banking markets and interregional flows of capital (Chick and Dow,
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1988; Dow and Rodriguez-Fuentes, 1997; Klagge and Martin, 2005; Gartner, 2008). In particular,
regional banks’ ability to slow capital drains from the periphery to the core regions, which is debated
with controversy, suggests that regional banking may make a difference when it comes to access to
finance in peripheral regions and therefore stimulates more balanced regional development (Géart-
ner, 2008).

The second characteristic is the place of decision-making. Do banks make decisions, such as
whether to offer a loan, in short distance to their clients, or do they make them from a long distance,
e.g. in remote headquarters (short vs. long distance)? Decentralised banking capitalises on short
distances between creditor and borrowers to make investment or lending decisions. From a theoret-
ical point of view, lending from a short distance is associated with less information asymmetries and
lowers credit rationing, especially when lending to SMEs (Stein, 2002; Pollard, 2003; Berger et al.,
2005; Gartner, 2009b; Alessandrini et al., 2009; Flogel, 2018). The importance of difficult-to-
transmit, so-called soft information in lending to informationally opaque SMEs constrains decision-
making from a long distance, such as in financial centres, and favours a decentralised banking system
in which banks’ head offices and decision-makers are located in proximity to their clients. In contrast,
centralised systems capitalise on their vicinity to financial institutions in order to stimulate financial
innovation and organise and control investment decisions indirectly. Centralised banking is associat-
ed with transaction-oriented lending where hard (easy-to-transmit) information and ICT-based
evaluation methods are used to make decisions about credit (Udell, 2008; Gartner and Flogel,
2017a). As a result, financial institutions need to be geographically close to other organisations like
other banks, rating agencies, lawyers, regulatory bodies and tech firms, which explains the rise of
financial centres (Friedmann and Wolff, 1982; Friedmann, 1986; Sassen, 2001; Taylor et al., 2003; Lo,
2003; Grote, 2004; Konig et al., 2007; Hall and Appleyard, 2009; Schamp, 2009; Therborn, 2011;
Gartner, 2013; Dorry, 2015).

According to Alessandrini et al., (2009a), distance matters between two actors in bank-based
SME lending: first, between SME customers and their customer advisors (called operational distance)
and second, between customer advisors and supervisors, i.e. head offices (called functional distance).
As Flogel (2018) argues, the addition of distance to the Stein (2002) model on decentralisation, hier-
archy and soft information suggests the following relations: whereas short operational distance
makes it easier for customer advisors to gain access to soft information, short functional distance is
associated with enhanced bank-internal use of soft information, which encourages local staff to actu-
ally collect soft information. In this context, a purely metric understanding of distance cannot ade-
quately explain the transmission of information, as short geographical distance is neither a necessary
nor a sufficient condition to facilitate knowledge exchange between actors (Boschma, 2005; Torre
and Rallet, 2005; Torre, 2008; Bathelt and Henn, 2014). Instead, other forms of closeness such as
social and organisational embeddedness and cognitive affinity need to be considered to fully under-
stand the effect of distance in banking (Uzzi and Lancaster, 2003; Klagge and Martin, 2005; Alessan-
drini et al,, 2009, 2010). Still, short geographical distance makes soft information easier to transmit
because it facilitates face-to-face interaction and supports other forms of proximity.

Against this conceptual background, we not only focused on the existence of regional banks
and the role they play in business lending, but also analysed how and where (at what distance) re-
gional and supraregional banks conduct lending decisions (see Figure 1). Neither characteristic of
the classification renders the other redundant, because banking regulations and the standardisation
of decision-making processes (especially rating and scoring systems) tend to affect trends to central-
ise lending decisions for regional banks as well (Degryse et al, 2009; Dixon, 2014; Gartner and
Flogel, 2014). For example, if a regional bank lends only on the basis of credit agencies’ rating scores,
it does not make these credit decisions from a short distance to their customers (see top-left corner
of Figure 1). On the other hand, supraregional banks can and do delegate decision-making powers to
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the regional scale (Flogel, 2018). For example, this can happen if a national bank with an extensive
branch network delegates substantial lending authority to its employees in the branches (see bot-
tom-right corner of Figure 1). In addition, advances in ICTs may reduce the stickiness of soft infor-
mation in lending (Papi et al.,, 2017) and potentially overcome the need for short distances to reduce
information asymmetries. Against this background, the widespread assumption of regional banks’
short distance-based advantages in SME finance must be examined by analysing the actual metric
and non-metric aspects of distance in lending.

Figure 1: Decentralised versus centralised banking

\e.g. regional bank that decides e.g. global bank that
‘only on the basis of credit decides in its central
agencies’ rating scores headquarters

at long distance

place of decision-making

e.g. national bank with

extensive branch network
e.g. regional bank that decides in that decides in its local
its local branches branches

at short distance

regional geographical market orientation supraregional

Source: Gartner and Flogel 2014: 14 (modified)

3. Business lending and the state of cen-

tralisation in Europe

When approaching differences in financial systems, traditionally the size of each financial sec-
tor’s output, i.e., credit volume, is contrasted. Goldsmith (1968) was the first one to see a positive
correlation between the growth of the financial sector and dynamic economic development (finance
growth) which many studies confirm and further indicate that financial sector growth actually causes
economic development (King and Levine, 1993; Levine et al., 2000; Levine, 2005; Ang, 2008; Beck,
2012; Havranek et al., 2013). However, recent studies show that too much financial growth can ham-
per economic growth and lead to financial crises with corresponding social implications (Turner,
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2010, Haldane et al. 2010, Arcand et al., 2011, Capelle-Blancard and Labonne, 2011; Rousseau and
Wachtel, 2011; Epstein and Crotty, 2013). For example, Arcand et al. (2011) found evidence for a
threshold “above which financial development no longer has a positive effect on economic growth”
and showed that “the financial sector was an important amplifier of the global economic crisis” (p.
18). In the UK, the financial sector outstripped the whole economic growth by over 2 percentage
points per year over the last 160 years (Haldane et al., 2010) and Turner (2010) calculated that the
UK banks’ aggregate balance sheet (as a percentage of GDP) grew from 34% in 1964 to 497% in
2007.

The reasons why financial growth may turn negative when the financial sector becomes too
large are first due to the misallocation of resources from productive sectors to finance (Tobin, 1984;
Sawyer, 2014) and second to the strong volatility caused by an over-active financial sector (Brun-
nermeier et al., 2009; Turner, 2010; Arcand et al,, 2011, Gartner, 2013). According to Minsky (1992),
as profit-generating organisations, banks and other financial intermediaries tend to overvalue and
undervalue economic cycles by lending exorbitantly in good times and cutting back credit sharply in
bad times, thereby accelerating cyclicity. In this context Turner (2010: 28) argues that booms may
also hamper economic development because “[e]xuberant lending will tend to crowd out that ele-
ment of lending which is indeed related to the funding of marginal productive investments” (p. 28).
Therefore, the ability of a financial system to smoothen the supply of credit (by balancing boom-bust
cycles) indicates its ability to support economic development, rather than just lending volumes.

Against this background, we do not compare the volume of business finance (e.g. in relation to
the GDP), but the development of the amount of outstanding credit. Figure 2 shows the development
of loans and bonds to non-financial corporations for selected European countries. Heuristically, we
classified the displayed countries in three groups. First are countries where we see a sharp rise in
corporate finance before the crisis and a significant drop during it (bell-shaped countries). This is the
case for Spain, where corporate finance stagnated in 2008 and collapsed in 2012 (as the crisis hit
late). Second are countries where corporate finance increased starting in the late 1990s, decreased
when the crisis hit and have recovered since, though with regard to real prices, loans and bonds still
stand below the level in 2008. These are Italy and the UK. Third are countries where the U-shaped
curve was merely a dimple during the crisis and where today’s outstanding corporate loans and
bonds clearly exceed the level in 2008, namely Germany, Austria, Ireland and Poland. Standing alone
is France, where loans and bonds have not decreased due to the financial crisis.



Figure 2: Development of loans and bonds to non-financial corporations for selected European countries in domestic
currency
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Own figure, source: BIS total credit statistics

Turning to bank-based finance, we see a similar but nuanced trend for the amount of outstand-
ing corporate loans (Figure 3). As the ECB provides the data, Poland is not included and data from
the Bank of England is used for the UK, which may also include credit to unincorporated businesses
(such as loans to self-employed people). The outlier of France disappears when bonds are excluded
and France tends to fall in the third group. Interestingly, Ireland and the UK now show similarities
with Spain (bell-shaped countries). The traditional structural classification of financial systems that
distinguishes between bank-based and market-based systems (e.g. Allen and Gale 2001; Demirgiic-
Kunt and Levine 2001; Hall and Soskice 2001) can explain this finding. Declines in bank-based lend-
ing over the course of the financial crisis were presumably covered by market-based finance (securi-
ties) in Ireland and the UK, which are both market-based countries according to Bijlsma and Zwart’s
classification (2013:9). Cooperation in the bank-based financial system of Spain may not enjoy these
alternative sources of finance.
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Figure 3: Development of corporation loans for different countries in domestic currency
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Own figure, source: ECB and Bank of England 2017a

One further limitation of Figure 3 must be mentioned. The ECB data only considers “corporate
loans” and excludes loans to unincorporated business, such as self-employed people. Decentralised
savings and cooperative banks lend to such small business disproportionally, so the lending volumes
in figure 3 tend to under-represent lending by decentralised banks. Figure 4 illustrates lending to the
non-financial sector, including all business in Germany, with €408.18 billion lent to self-employed
people accounting for around 33% of all lending in April 2017. By taking loans to self-employed peo-
ple into consideration, Germany’s loan-caused “dimple” become even shallower, as banks did not cut
back on lending to self-employed people during the financial crisis. Unfortunately, central bank sta-
tistics from the UK and Spain do not make it clear whether and to what extent lending to incorpo-
rated business is represented in the statistics. For example, the Bank of England (2017b) states that
their statistics “may also include unincorporated businesses”. Therefore, the cross-country compari-
son presented here tends to give an imprecise description of lending to small business, which is a key
type of business for decentralised banks.
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Figure 4: Lending to non-financial businesses, including corporations and self-employed persons in Germany
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As we have shown in Gartner and Flogel (2015), Germany’s savings and cooperative banks
account for this smoothing in lending as they increased credit volumes in the crisis (Figure 5). This
actually leads to the uncommon observation that large companies (typically clients of larger banks)
faced heavier financial constraints than smaller SMEs (typically clients of decentralised savings and
cooperative banks) at the apogee of the financial crisis in Germany. In contrast, business lending in
the UK is dominated by the four major international banks, HSBC, Lloyds (LBG), Barclays and Royal
Bank of Scotland (RBSG), which had an 89% market share in England and Wales in 20133 (Figure 6).
In Spain, partly decentralised savings and cooperative banks increased lending to businesses before
the financial crisis, but were never as important as in Germany (Gartner and Fernandez, forthcom-
ing). Spanish savings banks in particular cut back credit markedly during the financial crisis and in
fact exacerbated the drop in lending in the country. Nevertheless, we must note that most Spanish
savings banks were supraregional banks in 2008 (Gartner and Fernandez, forthcoming).

3 The Bank of England does not provide credit volume data by category of bank like the Deutsche Bundesbank. Therefore,
classification between decentralised and centralised lending is unfeasible.

12



Figure 5: Loans to non-financial business by decentralised and centralised banks in Germany (in billions of euros)
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Source: Gartner and Flogel 2017: 111 (translated)

Figure 6: Market share (credit volume) in the credit business with commercial customers in England and Wales
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Source: British Business Bank 2016: 74

The traditional classification between bank-based and market-based systems is still useful for
approaching the diversity in banking and financial systems, as suggested by the lending figures pre-
sented above. However, this traditional classification cannot distinguish within bank-based finance,
which is why, according to Hardie et al. (2013), the social sciences have been unable to identify the
pronounced differences and changes within the banking sector that eventually caused the financial
crisis (Beyer, 2009; Hardie and Howarth, 2013). As suggested in Gartner (2013a), there is a range of
alternative taxonomies and concepts to distinguish between financial and banking system, from
which we concentrated on decentralised versus centralised banking systems. Map 1 shows substan-
tial differences in the spatial allocation of banks’ headquarters for the Euro states in 2014 and the UK
in 2017. Austria, Germany, Ireland, Italy and the Netherlands have a rather decentralised allocation
of headquarters. Western Germany is particularly full of banking headquarters, which are evenly
regionally distributed. Furthermore, there is a kind of a regional bank belt stretching from northern
Italy, across Austria (and Switzerland, though data is unfortunately missing) and western Germany
to the Netherlands. In contrast, France, Spain, Belgium and the UK are seen as rather centralised in
terms of their bank headquarters. The business lending figures presented above suggest that decen-
tralised banking systems show less volatile credit value development, though France and Ireland
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stand out as exceptions. In Ireland, the high number of banking headquarters is predominantly
caused by the 421 credit unions, which account for just $14.1 billion in savings and 4.5 billion loans
(World Council of Credit Unions, 2015)*. Therefore, Ireland’s banking system tends to be more cen-
tralised than suggested by viewing Map 1.

Map 1: Bank headquarters locations in the Euro countries in 2014
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Own map, source: ECB 2014, Bank of England 2017c

4 The nearly 400 credit unions in the United Kingdom do not count as MFIs because they have no banking licence, which is
why Map 1 does not display their headquarters
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4. Distance in lending in Germany, the UK
and Spain

The previous section identified differences in business lending patterns and degrees of central-
isation in various European countries. This section focuses on the three countries under close study,
examines operational and functional distance with quantitative indicators (measuring distance) and
presents and compares the qualitative distance classification from the country case studies (ap-
proaching distance).

Measuring distance

Measuring distance for the three countries statistically is rather difficult. To approach the op-
erational distances, we looked at the geographical distribution of the banks’ employees. The use of
employment data to spatially compare financial systems is still new (for the first applications, se
Gartner, 2011; Wojcik and MacDonald-Korth, 2015). Unlike other indicators, employment data are
often available at small scales, such as at the scale of districts and towns, for example (NUTS 3). This
makes it possible to analyse the spatial concentration of the financial industry in each city by using
the spatial concentration index (SCI). We used the industrial classification “financial service”, which
does not consider self-employed people. The SCI compares the share of employees in finance to the
rest of the economy of one region with the share of employees in finance to the rest of the economy
of the entire country. See the following formula:

SCI; =>" |5—5|*0,5

;7 B B

bij = Number of employees sector i, region j

Bi. = employees sector i

b.j = all employees region j

B.. = all employees

Figure 7 displays the SCI for the UK, Spain and Germany. The indicator ranges from 0 < 1. An
index value of 1 would indicate that all financial service employees are located in one region. Accord-
ing to this analysis, the banking industry of the UK, i.e., financial service activities, is the most concen-
trated, followed by Germany and Spain. Furthermore, the dynamic perspective shows a trend of spa-
tial concentration after the financial crisis in Spain. In the UK, a sharp concentration of financial ser-
vice activities is apparent between 2008 until 2012, though this development reversed in 2013.

Applying the SCI for cross-country comparison to identify differences in the centralisation of
the banking industry is methodologically challenging. Aside from problems of the comparability of
the employment datas, the different sizes of the countries and the numbers of regions influence the
SCI. A higher number and smaller size of regions tends to raise the SCI. We have taken data from the
NUTS 3 level in each country. Germany had 402 regions with 200,000 inhabitants on average at the
NUTS 3 level in 2013. The UK had 128 regions with 438,000 inhabitants on average, and Spain had
only 52 regions, in this case provinces, with an average of 761,000 inhabitants. Therefore, the SCI
tends to underestimate the concentration of bank employees in Spain compared with Germany, with
the UK positioned in the middle. Besides this statistical effect, the spatial concentration of bank em-

5 Germany’s Federal Employment Agency and Spain’s Ministry of Employment and Social Security use registry data from
social security, whereas UK’s office for National Statistics uses survey data.
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ployees may still be lower in Spain compared with Germany because Spain has the densest branch
network of all three countries (Handke, 2009; Gartner and Fernandez, forthcoming).

Figure 7: The spatial concentration index: a cross-country comparison
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Own calculation, sources: Federal Employment Agency (DE), Office for National Statistics (UK), Ministry of Employ-
ment and Social Security (ES)

To approach functional distance, the spatial distribution of the headquarters in the three coun-
tries studied is displayed in Map 2. This clearly shows the decentralised distribution of bank head-
quarters in Germany, especially in western Germany. This observation is underlined by a simple
measure of concentration. Table 1 and Figure 8 present the percentage of banks located in the three
most important banking centres in terms of the number of headquarters. Of the three countries stud-
ied, the UK is the most spatially concentrated in terms of headquarters (over 74% of the banks have
their head office in London). When comparing Europe-wide, the small countries of Slovakia, Belgium,
Cyprus, Luxemburg and Slovenia have higher headquarter concentrations than the UK. Spain occu-
pies an intermediate position, as approximately 50% of all headquarters are located in Madrid. Ger-
many takes second-to-last place. Only headquarters in Ireland are more decentralised. This observa-
tion is related to the existence of very small credit unions, which have MFI status there (see above).
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Map 2: Bank headquarters location in Germany, the UK and Spain
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Table 1: Concentration of headquarters in the top 3 financial centres

Country | 1. centre | 2.centre |3.centre |Sum Name of 1. centre Name of 2. centre | Name of 3. centre
SK 96.29% 3.7% 99.99% | Bratislava Zilina -

BE 75% 16.8% 3.9% | 95.7% | Brussels Antwerp Ghent

CY 52.72% | 36.36% 1.81% | 90.89% | Nicosia Limassol Famagusta

LU 83.21% | 2.09% 0.69% | 85.99% | Luxembourg Strassen Eschsur-Alzette
SI 54.16% | 16.66% 8.33% | 79.15% | Ljubljana Maribor Kranj

UK 74.38% 2.2% 1.37%|77.95% | London Edinburg Belfast

GR 70% 5% 2.50% | 77.5% | Athens Piraeus Alexandroupolis
EE 60.52% | 10.52% 2.63% | 73.67% | Tallinn Tartu Saku

LV 54.23% 1.69% 1.69% | 57.61% | Riga Jelgava Cesis

ES 50.45% 3.66% 2.75% | 56.86% | Madrid Barcelona Bilbao

FR 46.84% 1.89% 1.05% | 49.78% | Paris Lyon Marseille

MT 32.14% 3.57% 3.57% | 39.28% | Sliema Tarxien Luga

LT 25.84% 7.86% 2.24% | 35.94% | Vilnius Kaunas Klaipéda

PT 29.8% 5.29% 0.66% | 35.75% | Lisbon Porto Coimbra

NL 28.7% 3.7% 0.92% | 33.32% | Amsterdam Utrecht The Hague

IT 15.67% 4.56% 0.91% | 21.14% | Milan Rome Naples

AT 12.75% 1.57% 1.43% | 15.75% | Vienna Graz Linz

FI 10.3% 1.37% 0.68% | 12.35% | Helsinki Espoo Tampere

DE 7.09% 2.05% 1.77% | 10.91% | Frankfurt am Main | Munich Hamburg

IE 3.19% 3.19% 1.36% | 7.74% | Dublin Cork Limerick

Own table, source: ECB 2014, Bank of England 2017c¢

Figure 8: Percentage of bank headquarters concentrated in the top 3 financial centres
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Approaching distance

Approaching distance in lending with the location of headquarters and employees only tells
half the story at best, because as we outlined in Section 2, banking regulation and advances in ICT,
especially rating and scoring systems, could potentially reduce local decision-making authority for
regional banks as well. Furthermore, large banks may delegate decision-making authority to their
local branches and a purely metric understanding of distance is inadequate for explaining soft infor-
mation transmission between actors. Therefore, we researched the organisation of lending decision-
making for exemplary banking categories (as well as other financial providers without a banking
licence in the UK) in order to determine the operational and functional distance whence these banks
conduct their SME lending decisions. In doing so, we also considered other forms of proximity, espe-
cially social and organisational embeddedness. To this end, we conducted interviews, participant
observations and desk research in the three countries under study and triangulated the qualitative
findings with the quantitative results presented in the previous section. Figure 9 reports the outcome
of the analysis for Germany (DE), Spain (ES) and the UK. The operational distance is marked on the x-
axis and the functional distance appears on the y-axis. The positions in the figure represent heuristic
estimations and have not been calculated. To give an impression of the importance of the banking
categories, the font size illustrates the approximate volume of loans to business.

Figure 9: Operational and functional distance in Germany, Spain and the UK for exemplary categories of banks (font size
illustrates volume of loans to business)
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For Germany, the situation is quite clear (see Figure 9). Here we can summarise the more than
1,400 regional savings and cooperative banks in one group that lend at short operational distance
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(many branches) and short functional distance (each bank decides locally) and have a high market
share in business finance. The second group in Germany are the commercial banks (above all the four
big banks, especially Deutsche Bank and Commerzbank). Though more focused on urban areas, they
still have a broad branch network so that differences in operational distance tend to be less pro-
nounced compared with savings banks and cooperative banks and the key difference lies in function-
al distance. Here our in-depth comparison suggests that the big bank studied tends to decide with
much longer functional distance when soft information matters most, as compared with the savings
bank analysed. This is the case when lending to financially distressed and informationally opaque
SMEs (Flogel, 2018). The differences in operational distance are less pronounced because both sav-
ings banks and big banks strive for relationship banking and only serve SMEs in selected (larger)
branches (Flogel and Gartner, forthcoming-a, though see Flogel and Zademach 2017 for a detailed
discussion).

In Spain, no clear distinction is possible between the categories of banks regarding distance. In
fact, we could identify at least four groups. The first consists of local and regionally oriented banks. In
particular, they include the two savings banks still in existence and some cooperative banks. Cooper-
ative banks in Spain are also characterised by heterogeneity. Some operate on a national level, others
are specialised in the agricultural sector, whilst yet others are oriented locally and operate as univer-
sal banks in their region, similarly to most German cooperative banks. We classified these kinds of
banks within the group of local and regional banks as they show similarities to German savings and
cooperative banks. Compared with this first group, the second group (centralised banks with region-
al ties) shows a slightly longer operational and functional distance. This second group consists of
centralised banks with strong regional ties in some regions. These banks hold decision-making au-
thority in (home) regions where they have high market shares. Former savings banks and commer-
cial banks with high market shares in specific (home) regions also belong to the second group. The
third group consists of urban banks with ties in the agglomerations and the smallest branch network;
they present a medium-long functional distance. The strategy of these banks is to focus on medium-
sized enterprises located in highly populated urban areas with a functional distance that is shorter
than the operational distance. Centralised banks with a huge branch network but less local decision-
making power belong in the group of banks with short operational distance but long functional dis-
tance. They have developed a dense branch network but show substantial functional distance. De-
pending on the strategy of the bank, the local branches have some lending authority (Gartner and
Fernandez, forthcoming).

For the UK, hardly any decentralised banks exist. The Scottish Airdrie Savings Bank was the
last existing regional trustee savings bank (TSB), though it went out of business in 2017. To account
for any regional banking, we have included in the analysis other financial providers, such as credit
unions and responsible finance providers. Even so, hardly any short-distance finance providers exist,
indicating that the UK has a highly centralised banking system. Credit unions and, depending on the
scheme, responsible finance providers, can also be considered short distance-lenders. However, in
terms of credit volume they lend much less than £500 million to business in total (Mugqtadir, 2013).
The bulk of lending is conducted by the big five (international) commercial banks (the big four plus
Santander Group), which run most branches (British Business Bank 2016; The Daily Telegraph,
2017). According to the interview results, these banks decide at a very long functional distance,
meaning that they delegate very limited authority to their branches and may also have long opera-
tional distance to SMEs, because unlike German big banks (Flogel and Zademach, 2017), SMEs do not
necessarily have designated customer advisors (which suggest low organisational and social embed-
dedness). One interesting group of banks are the so-called challenger banks. Though they are private
commercial banks, and some are even foreign, they tend to operate in shorter operational and func-
tional distance than the domestic big four. For example, the Swedish Handelsbanken explicitly dele-
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gates substantial credit-granting authority to its branches in order to allow customer advisors to
consider soft information and local knowledge in the lending decision-making process (Kroner,
2009; Flogel and Gartner, forthcoming-b).

Overall, the comparison of qualitative and quantitative distance confirms our expectations.
Germany has a large decentralised bank sector. More than 1,400 regional and independent savings
and cooperative banks operate in Germany, which together grant almost 50% of all business loans. In
contrast, the importance of decentralised banks fell in Spain, where only a few short-distance banks,
including just two “real” savings banks and some cooperative banks, survived liberalisation. Howev-
er, it is important to note that savings and cooperative banks have never been as important in Spain
as in Germany. The UK, where the last regional dual-purpose bank had to close down in 2017, has the
most centralised banking system concerning business finance. The lack of decentralised banking in
the UK also became noticeable in the index of concentration of bank headquarters in London, where
almost 75% of the UK’s banks are located. Interestingly, some private commercial banks exist or
have been established in Spain and the UK (the case of most challenger banks), which lend at a short-
er functional distance than the larger established commercial banks.

. Factors of success of decentralised

banks

Considering the substantial differences in the centralisation of banking systems, we ask why
such differences exist after all. Since all three countries are developed countries in Europe and are
even subject to common European banking supervision, inquiring into the factors behind the success
of decentralised banking is not irrelevant. Our findings from the cross-country comparison suggest
the three following factors of success for decentralised banking.

I. Short distance and embeddedness in (supportive) regional bank associations

As outlined above, one advantage of decentralised banking is the short distance between credi-
tor and debtor, which allows credit decisions to be made whilst taking into account soft and local
information (Stein, 2002; Pollard, 2003; Berger et al., 2005; Alessandrini et al., 2009). Although this
field of research is not yet settled, empirical studies suggest a positive association between lending at
a short distance and less financial constraints on firms (Agarwal and Hauswald, 2007; Alessandrini et
al,, 2009; Lee and Brown, 2017; Zhao and Jones-Evans, 2017; Papi et al., 2017). Furthermore, short-
distance lending tends to be profitable for regional banks (Ayadi et al., 2009; Beck et al., 2009; Behr
et al.,, 2013), as they can capitalise on information advantages by lending to more informationally
opaque firms, which are willing to pay higher interest rates (Flogel, 2018).

However, lending at a short distance to clients comes at the price of a long distance to financial
centres. Far from the financial centres, banks at decentralised locations have the disadvantage of not
being close to other banks, rating agencies, specialised lawyers and other stakeholders. This poses
the risk of depriving them of specific (financial) knowledge, skills and access to services. A well-
organised association of regional banks can create proximity for its member banks and facilitate
knowledge spillover and learning (i.e., access to the knowledge base of the financial centres) in geo-
graphically remote regional banks as well. In this regard, it is well established that banking associa-

21



tions enable small banks to achieve economies of scale “in a wide variety of activities” (Biilbtil et al.,
2013; Gartner and Flogel, 2013; 2018; Greeham and Prieg, 2015). Therefore, in addition to short
functional and operational distance, embeddedness within supportive associations of regional banks
tends to be one factor of success of decentralised banking, which we have compared in the three
countries studied in depth.

Our comparison of banking associations makes it clear that Germany differs from Spain and
the UK. Trade associations and Verbundgruppen, meaning associations of firms that are legally inde-
pendent and owned with the aim of inter-firm cooperation (Ausschuss Definition zu Handel und Dis-
tribution 2006: 72), are a common form of commercial organisation in Germany, especially for retail
(Flogel et al. 2013). Banking associations are aligned with the pillars of the banks, as banks are em-
bedded in their association exclusively. Savings banks belong to their corresponding regional savings
bank association and the Deutscher Sparkassen- und Giroverband (DSGV) and form the savings bank
financial group. Cooperative banks are embedded in the cooperative bank financial group and asso-
ciation. The Bundesverband Deutscher Banken (BDB) and its regional subsidiaries represent private
banks (Flogel and Gartner, forthcoming-a). Such a pillared association system no longer works for
Spain in the same way, as many former savings banks are still members of the Spanish savings banks
association (SECA), but have ceased to be publicly owned savings banks (Gartner and Fernandez,
forthcoming). In the UK, the British Bankers Association (BBA) represents most banks. Larger build-
ing and loan societies are also members of the BBA. The last savings bank, “Airdrie”, has been a
member as well. Other trade associations for banks are rather topic-specific, like asset-based finance
association, and most banks tend to be members of several associations simultaneously (Flogel and
Gartner, forthcoming-b).

In Germany, savings bank associations and cooperative bank associations are both very pow-
erful. They help the small and regional banks to operate on economies of scale and scope. For exam-
ple, associations provide solutions to cope with new banking regulation and their affiliated compa-
nies offer many services and tools, like banking ICT and rating systems. The savings bank association
in Spain was never similar to its counterpart in Germany. This relationship can be illustrated by the
fact that the DSGV and 12 regional savings bank associations in Germany had 3,217 employees in
2015, whereas CECA, the Spanish equivalent, had four employees in 2015 (Gartner and Fernandez,
forthcoming). This difference cost support to savings banks in Spain, which could not develop at the
same pace and whose development depended more on regional conditions, i.e. path dependence, and
individual managers, which were partly under the influence of regional politicians. In the UK, no as-
sociation for decentralised banks exists and the BBA offers rather general support in terms of lobby-
ing for all member banks and in providing meetings and seminars.

Figure 10 summarises these findings on associations (x-axis of Figure 10) in relation to the dis-
tance to financial centres (x-axis of Figure 10). Due to the strong embeddedness in supportive bank
associations and long distance to financial centres, we positioned Germany’s savings and cooperative
banks in the top left-hand side of the figure. The bottom of Figure 10 displays the centralised banks
at a short distance to financial centres. Though these banks are members of banking associations in
Germany, Spain and the UK alike, the associations only play a limited role in providing knowledge
and services. This limited role is also explained by the fact that the members (e.g. the four German
big banks) are in direct competition with each other, which hinders close cooperation within the
banking association. In contrast, regional market segmentation, conditioned by the regional princi-
ple, effectively reduces competition within the savings bank and cooperative bank financial groups in
Germany. Finally, the top-right corner of Figure 10 includes decentralised banks distant from the
financial centres that do not have corresponding banking associations, like Airdrie Savings Bank and
the two remaining “real” savings banks in Spain.
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Figure 10: Distance to the financial centres and embeddedness in supportive banking association
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It is telling that Airdrie Savings Bank needed to close in 2017, despite the fact that the bank
was a member of the BBA and the building and loan society. None of these associations could support
the small and “exotic” TSB to cope with the increased complexity in banking regulations and the low
interest rate environment (Flogel and Gartner, forthcoming-b). Therefore, the Airdrie example sup-
ports the idea that small decentralised banks must be embedded in supportive banking associations
if they are to succeed (Biilbiil et al., 2013; Gartner and Flogel, 2013; 2018; Greeham and Prieg, 2015).
Associations are tending to become even more important, as the complex regulatory environment
(Basel III) penalises small banks comparatively more than large banks because the implementation
of new regulations involves substantial fix costs (Alessandrini et al, 2016). To protect local and
community banks, the United States implemented a dual-regulatory system that differentiates be-
tween large banks and community banks. Community banks have smaller capital requirements and
less planning and reporting duties than large banks in the United States (Yellen, 2014; Alesandrini et
al,, 2016). Supportive associations could help to implement regulation requirements in small region-
al banks, which cannot afford to employ many experts for reasons of cost efficiency®. Therefore, em-
beddedness in supportive associations is one factor that explains the success of decentralised bank-
ing, especially in the complex regulatory and low interest rate environment, in addition to the short
operational and functional distance.

Il. Real decentralised universal banks

A review of the historical development of dual-purpose banks, i.e. savings banks, in Spain,
Germany and the UK, suggests that the time when savings banks become universal banks, i.e. when

6 However, the support that small bank associations can provide to their members to cope with regulations is limited be-
cause banking regulations require each bank to fulfil the regulatory requirements (e.g. reporting and risk analysis) on their
own.
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they are given permission to lend to customers, is decisive for their survival and significance in to-
day’s banking systems. In all three countries, savings banks were established in the 19th century to
help the poor to become more financially independent by encouraging savings “for bad times”
(Bramer et al,, 2010; WSBI, 2017). In Spain and the UK, savings banks have been restricted to riskless
investments of the clients’ deposits, especially in government bonds (Batiz-Lazo and Maixe-Altes,
2006). In the UK, lending to clients was only first permitted in 1976, and in Spain this came one year
later, in 1977. With the Fuentes Quintana Decree, savings banks were given permission to offer the
same services as commercial banks, including lending. In contrast, savings banks in Germany were
founded as publicly supported self-help organisations, not only to help the poor to save but also to
support small local businesses with loans (DSGV, 4 March 2013, Volter 2000). Therefore, the very
first public savings bank, Spar- und Leih-Casse Gottingen, also granted loans, as the name Leih-Casse
suggests. In Germany, the large commercial banks were latecomers to SME lending, as they only tar-
geted small private and business clients after World War II (Gall et al., 1995; Historische Gesellschaft
der Deutschen Bank e.V., 2009).

One reason why savings banks were prohibited from lending in the UK and Spain was to pro-
tect the savings of its (poor) clients. In Germany, savings banks have been (and still are) tightly
linked to the municipal authorities, which protected the savers’ deposits in case of bankruptcy. The
credit institutions’ attachment to the municipalities is expressed by two rules: the maintenance obli-
gation (Anstaltslast) and the liability guarantee (Gewdhrtrdgerhaftung). The maintenance obligation
means that the municipal authorities must secure the economic basis of their savings bank and com-
pensate any financial losses, meaning that the authorities are liable in the internal relationship with
their bank. The liability guarantee secures the deposits of the investors, meaning the external rela-
tionship. As the result of a competition control process conducted by the European Commission, both
rules were abolished in 2005. However, even without these rules, savings banks in Germany are pub-
lic institutions and therefore bound to the municipal authorities. The administrative board of each
savings bank is appointed by the municipal council and acts as a supervisory body, and the employed
CEO is personally responsible for managing the savings bank. These strong bonds explain why, de-
spite the repeal of both rules, municipal authorities tend to be in charge of their savings banks. How-
ever, due to joint liability agreements within the savings bank financial group, bailouts by the munic-
ipal authorities are unlikely. Rather, a range of cases is known where savings banks had to merge to
overcome financial troubles.

The time when savings banks became universal banks was crucial for two interrelated rea-
sons. As outlined above, when lending at a short distance, banks gain advantages in soft information
processing, especially when lending to SMEs, which tend to be profitable for regional banks. Regional
savings banks that have not been allowed to lend have been denied the opportunity to use these soft
information advantages and have consequently missed out on sources of income from SME lending.
In this vein, Airdrie Savings Bank tried to increase its credit to business, which was a crucial strategy
in an attempt to prevent bankruptcy. The time when lending is allowed is significant, because short
distance lending implies relationship lending, where close business relationships develop over time
and only after some time information advantages materialise, meaning that information asymmetries
between borrower and bank are reduced (Petersen and Rajan, 1995; Boot, 2000; Handke, 2011).
Time dependency suggests that newcomers in SME lending face serious information asymmetries at
first, regardless of how short the distance in lending. The same relation tends to hold for regional
banks that extend lending to new regions, as was observed with Spanish savings banks following the
abolition of territorial restrictions (Gartner and Fernandez, forthcoming). Furthermore, the permis-
sion to lend and publicly guarantee clients’ deposits was one important historical reason why savings
banks were able to develop into strong universal banks in Germany. Today, these implicit guarantees
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tend to be less important for German savings banks and the financial crisis has demonstrated that
large banks also enjoy state guarantees in the UK, Spain and Germany when they are too big to fail.

lll. Regional principle, regional embeddedness and regional balance

Historically regulations have restricted the business activities of savings banks to their regions
in many countries. In Germany, this restriction still exists with the so-called regional principle (en-
acted in the savings bank legislation of the federal states [Bundesldnder]). The principle obliges sav-
ings banks to place branches only within the territory of their authority (the responsible municipali-
ties) and to lend to institutions, companies and private individuals in that territory first. Unlike in
Germany and a few other countries, many banking systems have undergone large-scale legal reforms,
reorganisations and (partial) privatisations (Engerer and Schrooten, 2004; Hakenes and Schnabel,
2005). This liberalisation was in line with international policy. Since the late 1970s, international
institutions (e.g. the International Monetary Fund, the World Trade Organisation) and the European
Union have advocated for deregulation, privatisation and open financial markets as a way to, as they
believe, increase efficiency and thereby increase general wealth (Girtner 2013a). In particular, the
goals of financial integration, the creation of large banks (to have major transnational players) and
the increase of competition were supported by the European Commission (Commission of the Euro-
pean Communities, 2009) and the European Central Bank (Cabral et al., 2002). It has to be noted at
this point that banking markets had previously been regulated and/or financial institutions had been
created in under-served (peripheral) regions in order to bring capital to disadvantaged regions
(Myrdal, 1959: p. 42, Chick and Dow, 1988).

Now let us return to the countries compared. As described above, the regional principle still is
valid for savings banks in Germany. Most cooperative banks geographically restrict their market area
on a voluntary basis as well (Biilbiil et al., 2013). Spain deregulated the banking market and abol-
ished the regional principle with Royal Decree 1582 in 1988, just 11 years after savings banks were
allowed to act as universal banks. The liberalisation of 1988 caused a geographical expansion of sav-
ings banks in new and distant markets and a reduction in the number of savings banks due to M&A
and defaults. In the UK, there was no regional principle in existence for savings banks, although TSBs
were integrated locally by their trustees. After World War II, banking regulations supported a con-
centration and upscaling of savings banks aimed increasing their efficiency, causing a sharp drop in
the number of TSBs. The remaining 16 savings banks merged in 1983 in preparation for floating on
the London stock exchange. Only Airdrie Savings Bank remained independent and trustee-based
until it had to close in 2017.

One effect of the regional principle is that it checks capital mobility and ensures, in line with
polarisation theory, that centripetal backwash effects are reduced (Chick and Dow, 1988; Dow and
Rodriguez-Fuentes, 1997; Gartner, 2008; Zademach, 2014). In this vein, the German regional princi-
ple aims to ensure that money saved in the region is used first and foremost by the savings bank to
increase lending to the regional economy and to help the regional population’. If banks are not re-
stricted to the region, the danger arises that the centres may absorb capital at the expense of the
periphery or old industrial areas. Positive effects cumulatively reinforce successful (centre) regions
and begin to diffuse into the surrounding areas once a certain level of concentration has been
reached (Géartner, 2009). As early as the 1950s, Myrdal recognised that “different studies in many
different countries have shown how the tendency of the banking system to remove savings from
poorer regions and invest them in richer and more advanced areas offering high and guaranteed

7 For this reason, the regional principle does not apply to the deposit business, "for money deposited from elsewhere also
increases local lending potential” (Gide 1995: 42).
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profits unless intervention forces it to act otherwise” (Myrdal, 1959: 26). Banks that are restricted to
a regional market can slow cumulative causation and support regional savings-investment cycles,
which helps peripheral regions to keep their capital.

However, regional savings-investment cycles can only work if peripheral regions have suffi-
cient savings. People too poor to save money cannot save at their regional bank. It is generally as-
sumed that profits of regional banks directly depend on the strength of the regional economy (Ales-
sandrini and Zazzaro, 1999). A regionally segregated decentralised banking system “may not be an
unmixed blessing to the periphery: while such a system may guard against a monetary outflow to the
center, periphery banks are exposed to extra risk where peripheral regions have, as they tend to do,
quite specialized and strongly cyclical economies” (Chick and Dow, 1988: p. 240). Therefore, banks in
weak regions face higher risks and lower profit opportunities. As a result, they can only offer poor
services that are a further burden on the already weak local economy. This relationship does not
prove empirically true for Germany, however. Here, the regional banks are at least as successful in
poor peripheral regions as in economically strong regions (Gartner, 2008; Conrad, 2008; Christians,
2010; Christians and Gartner, 2014). Several interrelated reasons are able to explain these counterin-
tuitive empirical observations.

First is the existence of the regional principle that binds regional banks to their regions. The
principle not only slows centripetal backwash effects, but also keeps functional distances short and
allows regional banks to develop strong relationships with their regional customer base, which is
especially possible in weak regions where there is less competition from national commercial banks.
The regional principle also effectively reduces competition from other regional banks, as geograph-
ical extension of the market area is prohibited. Less competition is on the one hand associated with
poor market outcomes for customers, in line with the structure-conduct-performance paradigm
(Fischer and Pfeil, 2004). On the other hand, less competition strengthens banks’ access to infor-
mation and reduces information asymmetries to borrowers, according to the relationship banking
theory (Petersen and Rajan, 1995). Both lines of argument potentially explain the success of regional
banks in weak and peripheral German regions. Having market power makes business easier and
allows the emergence of oligopoly rents. Informational advantages from relationship banking and
from regional banks’ high market shares in their peripheral region allow for superior screening and
monitoring and potentially reduce credit default despite the difficult regional market conditions. In
addition to the effects of competition, the aforementioned substantial regional redistribution mecha-
nisms of the decentralised Federal Republic of Germany tend to guarantee a certain level of economic
activities in all regions of Germany. Therefore, the combination of the regional principle (which caus-
es regional market segregation), regional embeddedness (which reduces informational asymmetries
of the decentralised banks) and region-balancing public policy (which guarantees a minimum of eco-
nomic activities in peripheral regions) helps regional banks to be economically successful in all re-
gions, including the peripheral and weak areas. It has to be noted in this context that the regional
principle also reinforces the first factor of success, as reduced competition between regional banks
supports close cooperation in a bank association.

6. Conclusions and lessons learned

As we have learned, embeddedness in a strong and efficient association is a factor behind the
success of decentralised banks, together with short operational and (especially) functional distance.
Furthermore, decentralised banking profits from the interplay of the regional principle (regional
market segregation), regional embeddedness and a national system that balances regional dispari-
ties. Surprisingly, the time when regional savings and cooperative banks were allowed to lend tends
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to be a factor explaining whether countries have decentralised or centralised banking systems. The
long time that it took to legally allow the savings banks of Spain and the UK to offer loans made them
latecomers to universal banking, whereas lending has always been part of the business of German
savings banks. Therefore, savings banks in the UK and Spain could not capitalise on soft and local
informational advantages in short distance lending, which had implications for both their profitabil-
ity and corporate finances. To be clear, the fact that savings banks have never been as important for
business loans in the UK and in Spain compared with Germany makes their decline or non-existence
during the financial crisis less severe than would have been the case in Germany. Nevertheless, espe-
cially in the UK, the lack of any meaningful form of decentralised banking is seen as a major disad-
vantage in SME finance, and not just since the financial crisis.

At first glance, these success factors support Verdier’s (2002: p. 20) conclusion that regional
banks must be defended (by local governments) against competition from the centre to persist, as
the cross-country comparison clearly confirmed the influence of politics. However, Verdier (2002)
tends to underestimate the competitiveness of decentralised banking. He acknowledged but under-
rated the importance of better access to soft information due to short distances, which also enhances
the profitability of regional banks. Moreover, he underrated supportive banking associations that
give advantages to decentralised banks that only large banks from the centres enjoy otherwise.
Therefore, one could modify Verdier’s (2002) conclusion and assert that governments do indeed
matter, but less so in preventing centralised banks from wiping decentralised banks off the market
with overwhelming competiveness. Rather, governments matter to protect decentralised banks from
damaging their own factors of success by restricting them to their regional markets. In Spain, the
abolishment of the regional principle tended to initiate the end of savings banks. Whilst no regional
principle existed in the UK, the government actively supported the upscaling of regional TSBs and
cooperative banks with the intention of supporting efficiency, which resulted in the extinction of
decentralised and dual-purpose banks.

This conclusion suggests important lessons for Germany’s decentralised banking system to
persist: a decentralised banking sector needs fine-tuned regional balance mechanisms to enable a
basic economic and social life in all regions. The success of decentralised banks in weak regions is
also explained by the low interest deposits available there due to the balancing and redistribution
system. However, this advantage has lost its value as a result of the current low interest rate envi-
ronment. Both the customers (because of low income from interest on savings) and the regional
banks therefore promote disintermediation, which threatens regional savings-investment cycles in
the medium-term. This is a short-sighted strategy because regional refinancing guarantees the inde-
pendence of regional banks. According to our cross-country comparison, the regional principle is the
backbone of strong decentralised banking groups.

Without question, lower interest surplus and more complex regulation challenge regional
banks disproportionately, where cost-cutting is needed. However, common cost-cutting instruments
such as branch closures, mergers (upscaling) and cost reductions through standardisation endanger
local decision-making power and tend to lengthen operational and functional distance. As indicated
above, decentralised banks have advantages over their central competitors by lending at short dis-
tances to SMEs. If they can assess risks reliably on the basis of soft information in the business with
less transparent SMEs, they benefit from the higher risk premiums in this segment, whose interest
rate is relatively robust against changes in the general interest level. Accordingly, one must react
appropriately to current challenges without losing the constitutive elements of decentralised bank-
ing.

Regarding decentralised banks in Spain, the first step has already taken as the regional princi-
ple has been reinvented, though only for the last two “real” savings banks. However, the former sav-
ings banks that mainly merged into larger units and changed their legal forms are in part still kind of
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dual-purpose banks, due to their (municipal authority) shareholders, and therefore interesting play-
ers. It is worth examining if some of them could become “real” savings banks again and reintroduce
the regional principle. The question of banking associations will be crucial for the possible develop-
ment of decentralised banks in Spain in the coming years. It should be studied whether it could be
beneficial to establish a new association for “real” regional banks. The two remaining savings banks
certainly face difficulties now that the savings bank financial group has drifted apart after the privat-
isation of the other savings banks. One possible way to help regional banks would be for the Caja
Rural Group to develop into a strong network for all “real” decentralised banks in Spain. The Caja
Rural Group asked the German cooperative bank association for advice and has created several com-
panies to offer services to independent cooperative banks. For example, Rural IT provides technolog-
ical outsourcing services for its members and RGA Insurance is the group’ insurance company. Fur-
thermore, the Spanish Association of Cooperative Bank acts as a wholesale bank for the partners and
manages the extra liquidity of the members of the cooperative banking group. The Spanish govern-
ment (and the EU Commission) should show how they could support such a banking association de-
velopment process.

In the UK, the debate over how to re-establish regional banking has intensified and three op-
tions are being debated: building up a new system from scratch with a new and strong association;
regionalising the partly government-owned Royal Bank of Scotland Group to a network of regional
stakeholder banks; or upscaling the rather decentralised credit unions and/or responsible finance
providers to a meaningful decentralised banking group (Flogel and Gértner, forthcoming-b). The last
option tends to get the most support from the UK government, with new regulations for credit un-
ions (allowing unions to conduct business lending and supporting upscaling and business extension
by relaxing of common bond requirements and exposing them to new supervision). Upscaling should
be undertaken with care, however, so as not to throw the baby out with the bathwater. In particular,
our comparative findings advise the implementation of some kind of regional principle for credit
unions and all other attempts to create decentralised banks.

In all three countries, one should think about a new scheme for SME finance. Though the Ger-
man KfW and the other development banks (special purpose banks) offer a range of subsidised loans,
guarantees, mezzanine finance and so on, these schemes can only partly overcome the problems
associated with severe information asymmetries and correspondingly high screening and monitoring
costs in business with small, new, high-risk or distressed firms. Therefore, compensation for banks’
screening and monitoring efforts (also for these cases where credit applications are rejected after an
intensive examination) could substantially facilitate such firms’ access to finance and would support
banks willing and able to use soft information for screening and monitoring, meaning short-distance
banks. This compensation should be independent of loan size so that small firms, for which lending is
most critical, could profit the most. Of course, such a scheme could face the problem of identifying
whether banks really conduct an intensive and open screening or simply seek subsidies. As such, the
scheme should not cover all screening costs, so as to prevent adverse initiatives. Still, such compen-
sation is worth considering, as it could stimulate banks to shift their lending-decision processes to
the regional level and oppose arguments for standardisation and centralisation in times of low inter-
est rates.
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List of Interview Partners

From Germany

Thirty-nine interviews were conducted in addition to the participant observation during a two-month, full-time in-
ternship in a regional savings bank in Germany. Fifteen interviews with employee of regional banks and 13 interviews
with employees of supraregional bank took place in 2013 and 2014. We also conducted interviews with the following
experts:

Federal Ministry of Economy, 1 March 2013, interview: banking expert

DSGV, 4 March 2013, interview: banking expert

DSGV, 16 March 2013, interview: banking expert

IT provider firm of the DSGV, 30 May 2013, interview: employee

DSGV education provider, 14 June 2013, interview: head of the school

Ruhr University Bochum, 24 June 2013, interview: academic expert

Frankfurt school of finance and management, 30 August 2013, interview: academic expert
Frankfurt school of finance and management, 30 August 2013, interview: academic expert
Banking business consultancy, 23 October 2013, interview: partner

Banking business consultancy, 5 February 2014, telephone interview: employee

Banking business consultancy, 7 February 2014, interview: partner

From Spain

Thirty-two interviews were conducted in Spain. Due to data protection law, we have only listed interviews with re-
searchers and representatives of the associations.

Confederacion Espafiola de Cajas de Ahorros (CECA), Institutional Relations Madrid, 8 May 2015, interview:
Dominguez Camino Garcia

The Spanish Banking Association (AEB), 24 April 2015, interview: Joaquin de la Herran

University of Valencia, 22 April 2015, interview: Illueca Manuel

Instituto de Crédito Oficial (ICO), 24 April 2015, interview: Ana Martinez

University of Valencia, 21 April 2015, interview: Joaquin Maudos

University of La Laguna Tenerife, 29 April 2015, interviews: Carlos Rédriguez-Fuentes

University of Barcelona, 17 June 2016, interview: A. Tulla-Pujol

From the United Kingdom

Newcastle University, 13 September 2016, interview: academic expert

University of Glasgow, 3 August 2016, interview: academic expert

Royal Society of Arts, 16 August 2016, interview: employee

London School of Economics and Political Science, 17 August 2016, interview: academic expert
British Bankers Association, 17 August 2016, interview: employee

Lancaster University, 18 August 2016, interview: academic expert

Responsible Finance Association, 1 September 2016, telephone interview: director
Airdrie Savings Bank, 7 September 2016, interview: CEO

University of Glasgow, 7 September 2016, interview: academic expert

University of Glasgow, 8 September 2016, interview: academic expert

Community Savings Bank Association, 12 September 2016, interview: chairman

Responsible Finance Provider, 12 September 2016, interview: CEO
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