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Bank recapitalisation versus firm support: A fiscal criterion for crisis policy

Markus Haavio, Antti Ripatti, Tuomas Takalo / 18 Dec 2025

Governments routinely invest in private firms. This column argues that these investments have powerful effects on an economy’s crisis
resilience, and that those effects depend crucially on whether the government injects capital into financial or nonfinancial firms. If the
economy'’s fiscal capacity is limited, recapitalising banks delivers more resilience per euro. If it allows large-scale risk absorption, direct
firm support achieves similar stabilisation with fewer incentive distortions in banking.
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Governments often provide capital and other direct funding to banks and nonfinancial firms during economic crises. Government
recapitalisation of banks was used in most of the 151 systemic banking crises between 1970 and 2017, with an average fiscal cost of around
8% of GDP (Laeven and Valencia 2020 and authors’ calculations). During the Great Recession, the Federal Reserve and the US Treasury
injected capital and direct funding into both banks and non-financial firms, with the sizes of bank and non-bank financing programmes
reaching close to 5% and 3% of GDP, respectively (SIGTARP 2014, Labonte 2016). During the COVID crisis, public financial support was
allocated predominantly to nonfinancial firms, with funding programmes reaching close to 15% of GDP in the EU and the U.S (Bruno et al.
2021, Haavio et al. 2025). Banks were also supported - for example, public loan guarantees, while targeted at firms in the real sector, de facto
consist of a form of bank support (Bruno et al. 2021, Jirvenpai et al. 2025). Governments also invest in private companies in more normal
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times - for example, the US government has invested $10 billion in 2025 in minority stakes in firms operating in steel, critical minerals,
nuclear energy, and semiconductors (Swanson 2025).

Crisis resilience versus incentive distortions

Whatever the motivations behind these government interventions in the balance sheets of private companies, their macroeconomic
implications are profound. In our recent research (Haavio et al. 2025), we investigate the effects of government investments in private firms
on the ability of an economy to sustain adverse shocks. We find a trade-off: public investments improve an economy’s crisis resilience, but
also create incentive distortions that may weaken the economy’s long-run performance. Banks play a special role: they intermediate finance,
screen and monitor borrowers, and operate with high leverage, which makes bank capital relatively scarce (Holmstrom and Tirole 1997).
Thus, one euro injected into bank equity typically relaxes financing constraints by more than one euro injected directly into firms, which
makes bank recapitalisation a powerful stabilisation tool. But there is a downside: public ownership dilutes private incentives. Because bank
capital is scarce and levered, injecting public funds into banks crowds out more private incentives than the same injection into nonfinancial
firms. As a result, bank recapitalisation delivers strong short-term stabilisation, but at a higher incentive cost.

Putting these forces together yields a simple size-contingent policy rule: small and medium-sized intervention programmes should target
banks; large programmes should target firms. When programmes are small, one euro placed in banks buys more resilience than one euro
placed with firms, because thicker bank equity both absorbs losses and reduces leverage. But as programmes grow, this advantage shrinks.
Once the state already absorbs a large share of banking-sector risk, additional bank equity adds relatively little resilience, while incentive
distortions grow rapidly. At that point, direct firm support becomes the more efficient stabilisation tool. Through such direct firm support,
pressure on banks is also relieved with less dilution of incentives.

Our baseline calibrations suggest that larger programmes - when the government takes over more than 50% of aggregate private-sector risk
- should support the real sector, whereas smaller programmes should target banks. As also shown by Table 1, public support of private
companies, irrespective of the sector where they operate, can lead to sizable gains (even on the order of a 4.7% improvement in welfare) in a
severe economic crisis, whereas in more normal times, such government interventions are likely to reduce welfare.

Table 1 Welfare improvements from government investments in private firms

Small programme Large programme
Banks Firms Banks Firms
Small shock 0.11% -0.02% -1.62% -0.06%
Large shock 1.90% 1.77% 3.14% 4.70%

Notes: The numbers result from a calibration where a large (small) programme takes 80% (20%) of the macro risk from the private sector and a large
(small) shock increases corporate bankruptcies by 60% (10%).
Source: Adapted from Haavio et al. (2025).

Saving Wall Street or Main Street?

Governments have been unwinding COVID-era support, while expanding strategic investments in energy, defence, and technology. In doing
so, policymakers should also think about the crisis-resilience of their economies and recalibrate prudential buffers. Our analysis suggests
that public support of private companies is vital in a severe economic crisis. But if the state absorbs some private macro risk in such an
economic crisis, where should that risk ultimately sit — on bank balance sheets or directly with non-financial firms?

Timely bank recapitalisations can avoid credit crunches and shorten recessions (Homar and van Wijnbergen 2017, Subrahmanyam et al.
2021). According to our research, aggregate shocks hit leveraged banks harder than they hit limited-liability firms. Since bank capital is a key
channel of shock propagation in the economy, there is a case for supporting banks. On the other hand, government ownership dilutes
incentives at banks to perform vital screening and monitoring activities. Weakened bank incentives to intermediate finance efficiently may
hamper the reallocation process and lead to zombification and weaker credit quality in the long run (Bruno et al. 2021, Franco and Demmou
2021). Our results offer a practical rule of thumb. If fiscal capacity is limited, recapitalise banks; if fiscal capacity is large, support firms
directly. Small programmes are most effective through bank equity or hybrid capital. Large programmes are better implemented through
firm-side lending or equity-like instruments, which achieve comparable stabilisation with fewer distortions to banks’ core intermediation
function.

References
Bruno, B, E Carletti and T Beck (2021), “Unwinding COVID Support Measures for Banks,” VoxEU.org, 17 March.

Franco, G and L Demmou (2021), “From Hibernation to Reallocation: Loan Guarantees and Their Implications for Post-Covid-19
Productivity,” VoxEU.org, 14 November.

Haavio, M, A Ripatti, and T Takalo (2025), “Public Funding of Banks and Firms in a Time of Crisis”, International Journal of Central Banking
21: 39-134.

https://cepr.org/voxeu/columns/bank-recapitalisation-versus-firm-support-fiscal-criterion-crisis-policy 2/4


https://cepr.org/voxeu/columns/unwinding-covid-support-measures-banks
https://cepr.org/voxeu/columns/hibernation-reallocation-loan-guarantees-and-their-implications-post-covid-19
https://cepr.org/voxeu/columns/hibernation-reallocation-loan-guarantees-and-their-implications-post-covid-19

Holmstrom, B and J Tirole (1997), “Financial Intermediation, Loanable Funds, and the Real Sector”, Quarterly Journal of Economics 112: 663-
91.

Homar, T, and S J G van Wijnbergen (2017), “Bank Recapitalisation and Economic Recovery after Financial Crises”, Journal of Financial
Intermediation 32: 16-28.

Jarvenpii, M, E Einid, A Koivisto, M Kotaméki, and T Takalo (2025), “Effects of Public Loan Guarantees on Credit Growth: Evidence from
Randomly Assigned Examiners”, unpublished manuscript.

Labonte, M (2016), “Federal Reserve: Emergency Lending,” Congressional Research Service Report No. 7-5700.
Laeven, L and F Valencia (2020), “Systemic Banking Crises Database II,” IMF Economic Review 68: 307-361.
SIGTARP - Special Inspector General for the Troubled Asset Relief Program (2014), SIGTARP's Quarterly Report to Congress - Q2 2014, 30 April.

Subrahmanyam, M, L Pelizzon, J-P Krahnen, H-H Kotz, E Carletti and A Boot (2021), “Coronavirus and Banking: Evaluating Policy Options for
Avoiding a Financial Crisis,” VoxEU.org, 25 January.

Swanson, A (2025), “$10 Billion and Counting: Trump Administration Snaps Up Stakes in Private Firms”, New York Times, 25 November.

AUTHORS
Markus Haavio ~ Antti Ripatti
Senior Adviser, Monetary Policy and Research Department, J
. Bank Of Finland

Tuomas Takalo

J Senior Advisor, Bank Of Finland

THEMES KEYWORDS

FINANCIAL REGULATION AND BANKING MACROECONOMIC POLICY BANK RECAPITALISATION CRISIS POLICY RESPONSE

CRISIS INTERVENTION

SHARE

Option 1 Option 2 Option 3 Option 4 Option 5
Forbearance Re- De-risking Asset Asset
of bank capitalisation | via asset separation separation

regulation via public sales through an through an
money individual EU-wide

national bad bad bank
bank model model

\
[ -

gnment of

vate players o
uctural

pact at bank

VoxEU COLUMN VoxEU COLUMN

Probability

pdibility of
F policy

T T T

10 105 1 11’.5
Log MFP

T
85 9 9.5

Coronavirus and banking: Evaluating policy options for avoiding a From hibernation to reallocation: Loan guarantees and their
financial crisis implications for post-Covid-19 productivity

Marti Subrahmanyam, Loriana Pelizzon, Jan-Pieter Krahnen, Hans-Helmut Guido Franco, Lilas Demmou

Kotz, Elena Carletti, Arnoud Boot
14 NOV 2021 COVID-19 / PRODUCTIVITY AND INNOVATION

25 JAN 2021 COVID-19 / EU POLICIES

https://cepr.org/voxeu/columns/bank-recapitalisation-versus-firm-support-fiscal-criterion-crisis-policy 3/4


https://www.oversight.gov/reports/semiannual-report/sigtarps-quarterly-report-congress-q2-2014
https://cepr.org/voxeu/columns/coronavirus-and-banking-evaluating-policy-options-avoiding-financial-crisis
https://cepr.org/voxeu/columns/coronavirus-and-banking-evaluating-policy-options-avoiding-financial-crisis
https://cepr.org/about/people/markus-haavio
https://cepr.org/about/people/markus-haavio
https://cepr.org/about/people/antti-ripatti
https://cepr.org/about/people/antti-ripatti
https://cepr.org/about/people/tuomas-takalo
https://cepr.org/about/people/tuomas-takalo
https://cepr.org/themes/financial-regulation-and-banking
https://cepr.org/themes/macroeconomic-policy
https://cepr.org/search?keyword%5B282355%5D=282355
https://cepr.org/search?keyword%5B358299%5D=358299
https://cepr.org/search?keyword%5B371167%5D=371167
https://twitter.com/intent/tweet?text=Bank%20recapitalisation%20versus%20firm%20support%3A%20A%20fiscal%20criterion%20for%20crisis%20policy&url=https%3A%2F%2Fcepr.org%2Fvoxeu%2Fcolumns%2Fbank-recapitalisation-versus-firm-support-fiscal-criterion-crisis-policy&via=cepr_org&hashtags=
https://www.facebook.com/sharer/sharer.php?u=https%3A%2F%2Fcepr.org%2Fvoxeu%2Fcolumns%2Fbank-recapitalisation-versus-firm-support-fiscal-criterion-crisis-policy
https://www.linkedin.com/shareArticle?mini=true&url=https%3A%2F%2Fcepr.org%2Fvoxeu%2Fcolumns%2Fbank-recapitalisation-versus-firm-support-fiscal-criterion-crisis-policy&title=Bank%20recapitalisation%20versus%20firm%20support%3A%20A%20fiscal%20criterion%20for%20crisis%20policy&source=CEPR&summary=Governments%20routinely%20invest%20in%20private%20firms.%20This%20column%20argues%20that%20these%20investments%20have%20powerful%20effects%20on%20an%20economy%E2%80%99s%20crisis%20resilience,%20and%20that%20those%20effects%20depend%20crucially%20on%20whether%20the%20government%20injects%20capital%20into%20financial%20or%20nonfinancial%20firms.%20If%20the%20economy%E2%80%99s%20fiscal%20capacity%20is%20limited,%20recapitalising%20banks%20delivers%20more%20resilience%20per%20euro.%20If%20it%20allows%20large-scale%20risk%20absorption,%20direct%20firm%20support%20achieves%20similar%20stabilisation%20with%20fewer%20incentive%20distortions%20in%20banking.
https://cepr.org/voxeu/columns/coronavirus-and-banking-evaluating-policy-options-avoiding-financial-crisis
https://cepr.org/voxeu/columns/coronavirus-and-banking-evaluating-policy-options-avoiding-financial-crisis
https://cepr.org/voxeu/columns/hibernation-reallocation-loan-guarantees-and-their-implications-post-covid-19
https://cepr.org/voxeu/columns/hibernation-reallocation-loan-guarantees-and-their-implications-post-covid-19
https://cepr.org/voxeu/columns/coronavirus-and-banking-evaluating-policy-options-avoiding-financial-crisis
https://cepr.org/about/people/marti-subrahmanyam
https://cepr.org/about/people/loriana-pelizzon
https://cepr.org/about/people/jan-pieter-krahnen
https://cepr.org/about/people/hans-helmut-kotz
https://cepr.org/about/people/hans-helmut-kotz
https://cepr.org/about/people/elena-carletti
https://cepr.org/about/people/arnoud-boot
https://cepr.org/themes/covid-19
https://cepr.org/themes/eu-policies
https://cepr.org/voxeu/columns/hibernation-reallocation-loan-guarantees-and-their-implications-post-covid-19
https://cepr.org/about/people/guido-franco
https://cepr.org/about/people/lilas-demmou
https://cepr.org/themes/covid-19
https://cepr.org/themes/productivity-and-innovation

VoxEU COLUMN
Unwinding COVID support measures for banks

Brunella Bruno, Elena Carletti, Thorsten Beck

17 MAR 2021 COVID-19 / FINANCIAL REGULATION AND BANKING

THEMES & CURRENT ISSUES

Artificial Intelligence EU Economic Architecture

Business Cycles Exchange Rates

Central Banking Finance and Fintech

Climate Change Financial Markets

Competition Policy Financial Requlation and Banking

CoviD-19 Health Economics

Development & Growth Inflation

Economic history International Finance

Energy International trade

SIGN UP TO OUR NEWSLETTER FOLLOW US
Your email address SIGN UP

Contact Us Cookies Privacy Policy RSS Feeds

Copyright 2025 CEPR /designbysoapbox.com

https://cepr.org/voxeu/columns/bank-recapitalisation-versus-firm-support-fiscal-criterion-crisis-policy

Labour Markets

Migration

Monetary Policy

Political Economy

Poverty and Income Inequality
Productivity and Innovation
Taxation

Ukraine Initiative

Women in Economics

4/4


https://en-gb.facebook.com/cepr.org/
https://audioboom.com/channels/4966228
https://www.linkedin.com/company/centre-for-economic-policy-research
https://twitter.com/cepr_org
https://www.youtube.com/user/VOXViewsCEPR
https://cepr.org/rss-feeds
https://www.designbysoapbox.com/
https://cepr.org/contact-us
https://cepr.org/cookies
https://cepr.org/privacy-policy
https://cepr.org/rss-feeds
https://cepr.org/themes/artificial-intelligence
https://cepr.org/themes/business-cycles
https://cepr.org/themes/central-banking
https://cepr.org/themes/climate-change
https://cepr.org/themes/competition-policy
https://cepr.org/themes/covid-19
https://cepr.org/themes/development-growth
https://cepr.org/themes/economic-history
https://cepr.org/themes/energy
https://cepr.org/themes/eu-economic-architecture
https://cepr.org/themes/exchange-rates
https://cepr.org/themes/finance-and-fintech
https://cepr.org/themes/financial-markets
https://cepr.org/themes/financial-regulation-and-banking
https://cepr.org/themes/health-economics
https://cepr.org/themes/inflation
https://cepr.org/themes/international-finance
https://cepr.org/themes/international-trade
https://cepr.org/themes/labour-markets
https://cepr.org/themes/migration
https://cepr.org/themes/monetary-policy
https://cepr.org/themes/political-economy
https://cepr.org/themes/poverty-and-income-inequality
https://cepr.org/themes/productivity-and-innovation
https://cepr.org/themes/taxation
https://cepr.org/themes/ukraine-initiative
https://cepr.org/themes/women-economics
https://cepr.org/voxeu/columns/unwinding-covid-support-measures-banks
https://cepr.org/voxeu/columns/unwinding-covid-support-measures-banks
https://cepr.org/about/people/brunella-bruno
https://cepr.org/about/people/elena-carletti
https://cepr.org/about/people/thorsten-beck
https://cepr.org/themes/covid-19
https://cepr.org/themes/financial-regulation-and-banking

