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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. 
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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: 

 

where  is the capital (including reserves) to assets ratio of the financial institutions in country i at period t; 
 is the 10-year government bond interest rate of country i at period t;  is the real growth rate of 

country i at period t;  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.  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�

�



6 | DE GRAUWE & JI 

 

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