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Abstract

Low private investment contributes to Germany’s persistent current account surplus. We ar-
gue that two structural factors—the local fragmentation of Germany’s banking system and the
role of local public banks in local public finance— interacted with fiscal austerity are driving
down the country’s private investment rate. Local banks dominate lending to small and medium
firms in Germany and local public banks also have an explicit mandate to lend to the local public
sector. Over the last decade, fiscal consolidation at the state and federal levels put pressure on
the budgets of local governments which increasingly turned to local public banks for loans. With
spreads on local government debt at all-time lows, local banks tried to break even by using their
market power in geographically segmented lending markets to charge higher rates on their small-
and-medium sized enterprise (SME) customers. Using a unique data set of more than 1m German
firms over 2010-2016, we show that firms which depend on local banks face higher interest rates
and have considerably lower investment if the local bank lends a lot to the local public sector.
Aggregate private investment is around 1 percent of GDP lower due this crowding-out effect.
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