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Key points 

Banks in the northern eurozone have capital ratios that are, on average, less than half of the capital ratios 
of banks in the eurozone’s periphery. We explain this by the fact that northern eurozone banks profit 
from the financial solidity of their governments and follow business strategies aimed at issuing too 
much subsidised debt. In doing so, they weaken their balance sheets and become more fragile – less able 
to withstand future shocks. Paradoxically, financially strong governments breed fragile banks. The 
opposite occurs in countries with financially weak governments. In these countries banks are forced to 
strengthen themselves because they are unable to rely on their governments. As a result they have 
significantly more capital and reserves than banks in the northern eurozone. 

Recommendations 

More than in the south, the governments of northern Europe should stand up and force the banks to 
issue more equity. This should go much further than what is foreseen in the Basel III accord. If the 
experience of the southern eurozone countries is any guide, banks in the north of the eurozone should at 
least double the capital and the reserves as a percentage of their balance sheets. Failure to do so risks 
destroying the financial solidity of the northern European governments when, in the future, negative 
shocks force these governments to come to the rescue of their undercapitalised banks.  

The new responsibilities entrusted to the European Central Bank as the single supervisor in the 
eurozone create a unique opportunity for that institution to change the regulatory and supervisory 
culture in the eurozone – one that has allowed large banks to continue living dangerously, with 
insufficient capital. 

 



2 |

of 
ba
ba
20
go
sh
of 
thu
bu

Th
to 
He
the
Th
ba
the
ins
ba
Th
ch
no
the
too
pr
gu

Th
de
go
go
gu
Ge
en
low
Ge
tha
eq

Th
da
pr
cap
ba
cou
     
* N
pap
inte

O
 DE GRAUWE

ne of 
banks
equity

 EU banks
alance sheet
anking secto
%, 30% or 

ood reasons
ocks can oc
 their balan
us leads th

uffers to avo

hese princip
 apply to
ellwig (2013
e low equit

his is the ‘
anks profit 
eir governm
stitutions to

anks can iss
his in turn 
heap debt an
ot profit fro
e fundamen
o much deb
ofit from th

uarantees.  

he value o
epends on 
overnment. 
overnment t
uarantee giv
erman bank

njoyed by G
wer than 
erman bank
at Greek b

quity than G

his theoretic
ata of equit
esent these
pital plus r

alance sheet
untries (+ 
                    

Note that the eq
per are not 
erpreted as th

O
E & JI 

 the more 
s is that t
y. In 2013 t
s amounted
ts. Well-run
or typically
more of th

s; these we
ccur that co
nce sheets. 
ese firms to

oid bankrup

ples of good
o banks, h
3) have iden
ty shares in
‘too big to
from an i

ments that
o fail. As a 
sue debt at
 gives them
nd to avoid 
om governm
ntal reason
bt and too 
he subsidy 

of this im
 the finan
A guarant

to Greek ba
ven by the 
ks. As a res
Greek bank
the implic
ks. One sh
banks issu

German ban

cal predicti
ty shares of
e in Figure
eserves as a
ts of banks
the UK) at
                     

quity ratios us
 risk-adjuste

he inverse of th

troublesom
they still h
the capital 

d to only 7
n businesse
y hold equ
heir balance
ell-run firm
uld wipe ou
Good busi
o hold suff
ptcy. 

d behaviour
however. A
ntified the m
n banks’ ba
o fail’ synd
mplicit gua
t will not 
result of th

t very favou
m an incen
 issuing equ
ment guara

n why large
little equity
 implicit in

mplicit sub
ncial stren
tee given b
anks is wort
German go
ult, the imp

ks is likely 
it subsidy 

hould expe
e less deb

nks.  

ion can be 
f banks in 
e 1. The f
a percentag

s in the ma
t the end o
           

sed here and i
d. They can
he leverage ra

me features 
hold so litt

and reserv
7.6% of tot

es outside th
uity shares 
es sheets. F

ms know th
ut large par
ness strateg

ficiently lar

r do not see
Admati an
main cause 
alance shee
drome. Lar
arantee fro

allow the
his guarante
urable term

ntive to issu
uity that do
antees. Thu
e banks issu
y is that th

n governme

bsidy clear
ngth of th
by the Gre
th less than
overnment 
plicit subsid
 to be mu
 enjoyed b

ect, therefor
bt and mo

 tested usin
 the EU*. W
figure show
ge of the tot
ajor eurozon
of 2012. It 

in the rest of th
n therefore 
tios.  

of 
tle 

ves 
tal 
he 
of 

For 
hat 
rts 
gy 
ge 

em 
nd 
 of 
ts. 
ge 

om 
ese 
ee, 

ms. 
ue 

oes 
us, 
ue 
ey 

ent 

rly 
he 
ek 

n a 
to 

dy 
ch 
by 
re, 

ore 

ng 
We 
ws 
tal 
ne 
is 

his 
be 

st
co
ty
co
G
ba
ba
th
gu
In
co
th
go
of
w

Fi

No
Fi
va
co
un
in
m
Ca
be
ag

So
(h

In
th
as
go
yi
go

W
th
m
go

00
02
04
06
08
10
12
14

triking to 
ountries’ ba
ypically 5% 
ountries of

Greece) have
anks in the
acked up b
he banks in 
uarantees fr
n effect, it
ountries wit
he strong 
overnments
f equity. Ju

with financia

igure 1. Cap

ote: The data
inancial Instit
ast majority o
ommercial ban
nions, etc.), 

nstitutions (6,2
market funds re

apital + reserv
enefits or fun
gainst loans, se

ource: Europea
http://sdw.ecb

n order to t
he level of th
s a measu
overnments
ield, the str
overnment,

We now plot
he vertical a

measure o
overnment)

0%
2%
4%
6%
8%
0%
2%
4%

Fi
nl
an
d 

N
et
he
rl
an
ds

find that 
anks have 
 or less. By 
f the peri
e equity sh
e northern 
by financia
 the latter c
rom financ
t appears 
th financial

guarantee
s to issue a 

ust the opp
ally weak go

ital+reserves

a presented 
utions (MFIs)
f euro area M

nks, savings b
which acco

210 units) on 
epresented 16.
ves includes e
nds, and spe
ecurities and o

an Central Ban
b.europa.eu/b

test this hyp
he ten-year
ure of the
s. The lowe
ronger the 
, and vice v

t the shares
axis and the
of financi
) on the ho

Ge
rm
an
y

Be
lg
iu
m

Fr
an
ce
 

EU

 

the northe
very low e
contrast, th
iphery (Sp
ares exceed
 eurozone 

ally strong 
countries ha
ially weak 
that bank

ly solid gov
es provide
lot of debt a
osite occur
overnments

s (% balance

here relate t
) as defined b

MFIs are credit
banks, post of
ounted for 
 1 January 201
.9% (1,275 uni
equity capital
ecific and ge
other types of 

nk, Statistical 
browse.do?no

pothesis fur
 governmen
e financial
er the gove
financial p
ersa.  

s of capital 
e ten-year bo
ial streng
rizontal axi

EU
Ita
ly

Po
rt
ug
al UK

ern Europe
equity shar

he banks in t
pain, Irelan
ding 10%. T

countries 
governmen
ave to rely 
governmen

ks located 
vernments u
ed by th
at the expen
s in countr
s. 

e sheets) (201

to the Monet
by the ECB. T
t institutions 
fice banks, cre
82.4% of s
12, while mo
its).  
l, non-distribu
eneral provisi
 assets.  

 Data Wareho
de=2018811). 

rther we us
nt bond yie
l strength 
ernment bo

position of t

 + reserves 
ond yield (o

gth of t
is in Figure

Au
st
ri
a

Sp
ai
n

Ir
el
an
d

ean 
res; 
the 
nd, 
The 
are 
nts; 
 on 
nts. 

in 
use 
heir 
nse 
ries 

12) 

 
tary 
The 
(i.e. 
edit 
uch 
ney 

uted 
ions 

ouse 
 

sed 
lds 
of 

ond 
the 

 on 
our 
the 
e 2. 

Gr
ee
ce
 



W
cou
(hi
eq
(lo
eq
va
bo

Fig
yea

Sou
(ht

W
set
Ba
da
con
Fig
exp
yie

Fig
yea

No
Sou
(ht
htm

C
i
l

1
1
1

ca
p
it
al
+
 r
es
er
ve
s

e find a sig
untries wi
igh financi

quity; banks
ow financia
quity. We 
ariation of th
ond yields.  

gure 2. Capit
ar governme

urce: European
tp://sdw.ecb

e have also
t of the E

anking Data
ata set, this
nsolidated 
gure 3. We 
planatory 
eld is even s

gure 3. Capi
ar governme

te: Data refer t
urce: European
tp://www.ec

ml/index.en.h

0%
2%
4%
6%
8%
10%
12%
14%
16%

0%

Ca
p
it
al
+
re
se
rv
es

0%
2%
4%
6%
8%
0%
2%
4%

0%

gnificant po
th low go
ial strength
s in countrie
al strength
explain ab
he equity ra

tal +reserves
nt bond yield

n Central Ban
.europa.eu/br

o experime
ECB, which
a” set. In c
s one only

basis. The
 obtain a si
power of 
stronger. 

tal+ reserves
nt bond yield

to banks (not M
n Central Bank
cb.europa.eu/
html). 

y = 0

5%
B

y

5%
Bo

ositive relat
overnment 
h) have lo
es with high

h) have hig
bout 50% 
atios by the

s (% balance 
d, 2012 

nk, Statistical D
rowse.do?nod

ented with 
h is the “
contrast to 
y relates to
e results ar
imilar resul

the gover

s (%balance 
d (2012) 

MFIs) and con
k, Consolidate
stats/money/

 0.5754x + 0.
R² = 0.48

10%
Bond yield

y = 0.5925x +
R² = 0.72

10%
ond yield

ion. Banks 
bond yiel

ow levels 
h bond yiel
gh levels 
of the tot

e governme

 sheet) and 1

Data Warehou
de=2018811). 

another da
Consolidate
the previou
 banks on 
re shown 
lt. In fact, th
rnment bon

 sheet) and 1

nsolidates them
ed Banking Da
/consolidated/

.0569

% 15%

 + 0.0417
2527

% 1

in 
ds 
of 
ds 
of 
tal 

ent 

10-

 
use 

ata 
ed 
us 
 a 
in 
he 
nd 

10-

 
m. 
ata 
/ 

It 
go
ty
de
re
gi
gu
in
is

It 
w
cr
th
pe
th
w
go
im
go
w
U
th
eu
am
ha
so
in
(a
si
so
of
20
ra
ba
ac
eq

%

5%

 should be
overnment 
ypically hav
ebt they is
eflect the ris
iven that t
uarantee c

nterest rates
ssue less deb

 is interesti
with those o
risis. This w
he variou
erceived to

he fact tha
willing to 

overnment 
mplicit gua
overnment 

were thus p
Under those
he banks in
urozone we
mount of 
appened, a
overeign de
n the north
as a perce
ignificantly 
outhern ban
f 6.9% vers
012 souther
atios (on a
anks – shie
ctually redu
quity ratios 

STRONG GOV

e noted that
 bond rate
ve to pay h
sue. These 
sk premium
the low va
creates a c
s in turn g
bt and more

ing to comp
obtained be
was a perio
s eurozon

o be similar
at before th

accumulate
 bonds at s
arantees th
 were giving
perceived t

e conditions
n the south 
ere issuing

equity. 
as shown in
ebt crisis th

h of the eur
entage of 
 different. 
nks on aver
sus 5.5% fo
rn banks ha
average) to
elded by the
uced theirs t
 observed in

VERNMENTS, W

 

t in countr
es are hig
high interes
 high inter

m investors 
alue of the
credit risk.
give banks 
e equity.  

pare the pr
efore the so
od where t
ne govern
r, as can be
he crisis in
e Greek 
imilar inter

he Greek 
g to their d
to be of s
s one woul
 and in the

g pretty mu
This is i
n Figure 4
e banks in 
rozone had

assets) th
We find 

rage had a
or the north
ad increase
o 10.5% w
eir robust g
to 5.1%; les
n the south

WEAK BANKS

ries where t
h banks w

st rates on t
est rates th
 want to ha
e governme
. These hi
 incentives 

revious resu
overeign d
the solidity
nments w
e judged fro
nvestors w
and Germ
rest rates. T
and Germ
omestic ban
similar val
ld expect th
e north of t
uch the sa
indeed wh
. Prior to t
the south a

d equity rat
hat were n

that in 20
n equity ra

hern banks.
d their equ

while northe
government
s than half t

h.  

S | 3 

the 
will 
the 

hen 
ave, 
ent 
igh 
 to 

ults 
ebt 
 of 

was 
om 
ere 

man 
The 

man 
nks 
ue. 
hat 
the 
me 
hat 
the 

and 
tios 
not 
007 
atio 
 In 

uity 
ern 
ts - 
the 



4 |

Fig

Sou
(ht

In 
the
yie
an
eco

Th
pa
fro
an
too
we
fra
Th
go
occ
go
for
on
ha
(m
cou
fin
fin

 

 

 

 

 

 

0
0
0
0
0
1
1
1

 DE GRAUWE

gure 4. Capit

urce: European
tp://sdw.ecb

 Box 1, we
e equity r
elds econom

nalysis (rea
onometric i

he previous
aradox. nort
om the fina
nd follow bu
o much su
eaken their
agile – less
he parado
overnments 
curs in c

overnments.
rced to stre

n their gov
ave signific

more than tw
untries) an

nancial fra
nancially str

00%
02%
04%
06%
08%
10%
12%
14%

Fi
nl
an
d 

N
et
he
rl
an
ds

E & JI 

tal + reserve

n Central Ban
.europa.eu/br

e analyse th
ratios and 
metrically. I
aders who 
issues may w

s analysis a
thern Europ

ancial solidi
usiness stra

ubsidised d
r balance sh
s able to w
ox is tha
 breed frag
countries w
. In these
engthen the
vernments. 
cantly mor
wice the am
nd have be
agility of 
ronger bank

Ge
rm
an
y

Be
lg
iu
m

Fr
an
ce
 

EU

s (%balance 

nk, Statistical D
rowse.do?nod

he relations
the gover

It confirms 
are less i

wish to skip

allows us t
pean banks
ity of their 
ategies aim
debt. In do
heets and b

withstand fu
at financi

gile banks. 
with finan
e countries
emselves, u
The result 
e capital a

mount in so
ecome less 

governm
ks.  

EU
Ita
ly

Po
rt
ug
al UK

 sheets) (200

Data Warehou
de=2018811). 

ship betwee
rnment bon
our previou
interested 
p it). 

to uncover
s today pro
governmen

med at issuin
oing so, th
become mo
uture shock
ially stron
The opposi

ncially wea
s banks a

unable to re
 is that th
and reserv
ome northe
 fragile. Th
ents bree

Au
st
ri
a

Sp
ai
n

Ir
el
an
d

Gr
ee
ce
 

07) 

 
use 

en 
nd 
us 
in 

 a 
ofit 
nts 
ng 
ey 

ore 
ks. 
ng 
ite 
ak 

are 
ely 
ey 

ves 
ern 
he 
ds 

Th
eu
th
Eu
si
ba
ba
ba
ra

Th
go
so
bu
go
st
th
re
lo

Y
so
Eu
th
m
II
eu
no
ca
ba
th
go
sh
re

Th
Eu
in
op
re
eu
co
ca

his is not 
urozone co
heir own (s
uropean Ce
ize of non-
anks and h
anks. This 
anks have 
atios.  

he parad
overnments
olve. In nor
ut financi
overnments
trong finan
hese countr
esist the pr
ow. 

et this is w
outh, the 
uropean co

he banks to
much furthe

I accord. I
urozone co
orth of the 
apital and t
alance shee
he financial
overnments
hocks force
escue of the

he new r
uropean Ce

n the eu
pportunity 
egulatory 
urozone th
ontinue to 
apital. 

 to deny 
ountries do
ee Ayadi, e
entral Bank
-performing
higher than
may also 
been forced

dox that
s breed frag
rthern Euro
ially fragi
s hostage. A

ncial resour
ries are pol
essure of th

what must c
governme

ountries sho
o issue mor
r than wha
If the expe

ountries is a
eurozone s

the reserves
ets. Failure t
l solidity of
s when, i
 these gove

eir undercap

responsibili
entral Bank

urozone cr
 for that in
and super
at has allo
live dange

 

that banks
o not have
et al. (2012)
k (2013)). In
g loans is 
n in northe
be a reaso

d to hold h

t financi
gile banks 

opean coun
ile banks 
As a result,
ces, the go
litically we
he banks to

change. Mo
ents of t
ould stand 
e equity. T

at is foresee
erience of 
any guide, 
hould at lea
s as a perce
to do so ris
f the north
n the futu
ernments to
pitalised ban

ities entru
k as the sing
reates a 
nstitution t
rvisory cu

owed the la
erously wit

s in southe
 problems 
), Gros (201
n general, t
high in th
ern countri
on why th
higher capi

ally stro
is not easy
tries the lar

hold th
, despite th

overnments 
eak, unable 
o keep equ

re than in t
the northe
 up and fo

This should 
en in the Ba

the southe
 banks in t
ast double t
entage of th
sks destroyi

hern Europe
ure, negat
o come to t
nks.  

usted to t
gle supervi

window 
to change t

ulture in t
arge banks 
th insufficie

ern 
 of 
13), 
the 
ese 
ies’ 
ese 
ital 

ong 
y to 
rge 

heir 
heir 
 in 
 to 

uity 

the 
ern 
rce 
 go 
asel 
ern 
the 
the 

heir 
ing 
ean 
tive 
the 

the 
sor 
of 

the 
the 
 to 
ent 



STRONG GOVERNMENTS, WEAK BANKS | 5 

 

Box 1. An econometric analysis of capital ratios in the EU 

In this box we test the hypothesis that government bond yields (as measures of the financial strength of 
governments) affect the equity ratios of banks. In order to do so, we use a simple fixed effects econometric 
model relating the capital ratio and government bond yields. In addition, we control for the business cycle as 
the equity ratio may be influenced by the growth rate of the economy. We specify the model as follows: 

௜௧ݎ ൌן௜൅ ߚ כ ௜௧݈݀݁݅ݕ ൅ ߛ כ ௜௧݄ݐݓ݋ݎ݃ ൅  ௜௧ߝ

where ݎ௜௧ is the capital (including reserves) to assets ratio of the financial institutions in country i at period t; 
 ௜௧ is the real growth rate of݄ݐݓ݋ݎ݃ ;௜௧ is the 10-year government bond interest rate of country i at period t݈݀݁݅ݕ
country i at period t; ן௜ is the time-invariant fixed effect of country i; It reflects unobserved country specific 
variables such as government regulations, sector norms and institutional features that influence the capital 
ratio. ߝ௜௧ is the error term.  

Table 1. Regressions of capital ratio (%) in eurozone countries 

 
Cluster at country level and robust standard error is shown in brackets. * p < 0.1, ** p < 0.05, *** p < 0.01 
Data Source: European Central Bank, Statistical Data Warehouse. 

Table 1 reports the results of the regressions of capital ratio using a sample of 12 eurozone countries over the 
period 1999-2012. (We have also experimented with regressions in which we control for different features of 
the banking systems, such as the degree of concentration, size, external position, etc. The effect of the long-
term interest rate remains robust. The interested reader can obtain these results on request). 

In column (1), we find there is a significant positive relationship between the capital ratio and the 
government bond yield. We also find that the real growth rate is negatively associated with the capital ratio. 
The coefficient is only marginally significant. The negative sign suggests that equity ratios change pro-
cyclically, i.e. during booms when the risk of the banks’ assets declines, the Basel regulatory framework gives 
incentives to banks to issue less equity. During recessions, the opposite occurs, i.e. the increasing risk of 
banks’ lending portfolio forces them to have more equity. See Brunnermeier, et al. (2009). 

Column (2) shows a regression where we have added a crisis dummy. The addition of a ‘crisis dummy’, does 
not affect the relationship between the capital ratio and the government bond yield.  

Finally, we also plot the fixed effects of each eurozone country in the following figure. We observe that in a 
number of northern eurozone countries, there seem to be national idiosyncratic and time-invariant features 
(e.g. specific regulatory and supervisory features) that lead banks to have low equity ratios. 

 

Dependent�Variable:�Capital�ratio�

� (1)� (2)�

10‐year�government�bond�yield�(%)� 0.17***�

(0.05)�

0.17***�

(0.05)�

Real�growth�rate�(%)� ‐0.04*�

(0.02)�

‐0.02�

(0.04)�

Crisis� ‐‐‐‐� 0.27�

(0.61)�

Controlled�for�fixed�effects� Yes� Yes�

Observations� 154� 154�

R�square� 0.653� 0.656�

�
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Fixed effects of eurozone countries (constant influence on capital ratio, %) 
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