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Banks bluff in a completely legal way  
Eric Toussaint 

If a bank posts significant losses (a major corporation goes bankrupt and cannot pay back a 
loan, or more often, due to losses on financial products traded on the derivatives market, such 
as ABS-RMBS, and CDOs, in particular linked to the real estate crisis or bad bets on how the 
exchange rate or interest rate will evolve, and even sometimes losses on government 
bonds…), it must absorb these losses with its capital (its equity).1 If its capital is inadequate, 
then it should go bankrupt! In theory, according to the rules of prudence, a bank cannot lend 
more than 12.5 times its capital. This rule is based on the postulate that with an 8% equity-to-
assets ratio,2 a bank cannot go bankrupt, because it is very likely that its losses will be less 
than 8%, therefore it will be able to survive. We are going to show that in reality, banks can 
develop activities (take risks) that go far beyond this ratio. Instead of 1/12.5 (8%), the equity-
to-assets ratio is often no better than 1/20 (5%). In addition, several very large banks have a 
1/25 (4%) ratio, or even 1/33 (3.33%), all the way to 1/50 (2%). We are going to show how 
this can be done in a completely legal way. 

The Basel Committee (see text box) has introduced the idea of dropping the leverage ratio to 
3%, which is scandalously low. Authorising a bank to “lend” 33 times its capital, leaves in 
place a situation in which a (small) loss of 3.33% of its assets would result in bankruptcy. 
Such a decision is almost a guarantee that the banking crises are far from over.  

Text box: The Basel Committee and the Bank for International Settlements 

The Basel accords were drafted by the Basel Committee on Banking Supervision. This 
committee has changed since the 1980s, and today its members include central bankers from 
the G20 countries under the supervision of the Bank of International Settlements (BIS, see 
below) in Basel. It has four main missions: to strengthen the security and stability of the 
financial system, to set minimum standards for prudential banking oversight, to spread and 
promote best banking and financial surveillance practices, and to promote international 
cooperation for prudential oversight. The BIS is an international organisation established in 
1930, which promotes international monetary and financial cooperation. It also plays the role 
of the bank for central banks. Its mandate covers four areas of activity: a forum for the 
discussion and analysis of the monetary policies of central banks, an economic and monetary 
research centre, a prime counterpart of central banks for their international transactions, and 
an agent or trustee in connection with international financial operations. It has members from 
56 central banks including those of the G10. Several committees and organisations dedicated 
to monetary and financial stability and monitoring the international financial system have 

                                                           
1  The author would like to thank Aline Fares for her generous advice and for the assistance she provided 
in doing the research. I would also like to thank Damien Millet for proofreading this text and Pierre Gottiniaux 
for the computer graphics. The author takes full responsibility for the opinions expressed in this article. 
2  In general, the term “ assets”  represents a commodity that has a realisable value or that can generate 
income. Meanwhile, “liabilities” are the part of the balance sheet made up of a company’s resources (the capital 
put up by the partners, provisions for liabilities, and any debt). See: http://www.banque-
info.com/lexique-bancaire/a/ (in French). 



been created within its walls, like the Basel Committee and the Committee on the Global 
Financial System (CGFS).3  

End of text box 

 

Before examining this question in more detail, we are going to explain why banks are looking 
for high leverage, the great impact it has on swelling bank assets, the banks’ increasing need 
for borrowing, and the risks inherent in such activities.  

Leverage 

With the neoliberal deregulation that began in the 1980s, there was a radical drop in the ratio 
between the equity (capital + reserves) that banks had to hold and the volume of their debts 
(the equity + debt = bank liabilities). For 1000 euros of capital, the number of euros that 
banks could borrow increased considerably, which is what is known as leverage. The banks 
progressively increased this leverage with the authorisation of oversight authorities. The goal 
was to increase profitability for shareholders, who were investing in the bank by increasing 
the amount of money banks borrowed. Why is the highest possible leverage an objective for 
the big banks? How does this process increase the bank’s profitability for the shareholders? 

Maximising ROE  

The notion of ROE (return on equity) gives us a key for understanding this question. In a 
nutshell, a bank’s equity is made up of the capital put up by shareholders.4 25 years ago, in 
theory, equity represented about 8% of a bank’s assets. For example, a bank that had €100 
billion in assets (in the form of household and corporate loans, sovereign debt bonds, 
corporate bonds, and other financial securities), would have had €8 billion in capital. 

In these conditions, to achieve an ROE of 15%, it would need to make a net profit of €1.2 
billion (i.e., 15% of 8 billion). To make such a net profit on assets worth €100 billion seems to 
be quite easy, as it represents only 1.2% of the total amount. 

The ballooning of bank assets to increase ROE 

Starting in the mid-1990s, a whole new range of financial products developed very rapidly, 
including different types of derivatives and structured products. The big banks wanted their 
share of this buoyant sector. They were convinced that if they did not launch operations, they 
would lose ground and perhaps be taken over by their competitors. The yield on these 
products is relatively low – generally less than 1%. Therefore, a bank that has shareholders 
who want the ROE to increase from 20 to 30% is pushed to increase its assets exponentially 
while at the same time loaning more and more money to maximise leverage. In the example 
mentioned above, the bank’s assets would increase by 300% in ten years to reach €300 
billion, whereas the capital would not be increased. It would still represent €8 billion, or 
2.66% of the total assets. This tremendous asset growth was made possible by the bank 
increasing its debt load. 
                                                           
3  Source: Banque de France. 
4  This is the capital a company holds, besides what it has borrowed. Equity falls under the liabilities on a 
company’s balance sheet. Source: http://www.lesclesdelabanque.fr/Web.... Equity also includes reserves, 
that is the profits that were not distributed and kept in the reserve fund. 



Between 2002 and 2011, banks increased their assets by 250% 

According to the IMF5, worldwide bank assets increased from $40 to $97 trillion between 
2002 and 2007. Between 2007 and 2011, they continued their upward climb to $105 trillion.6 

If we consider the entire European banking sector, assets expanded from €25 trillion in 2001 
to €43 trillion in 2008, or 3.5 times the GDP of the EU!7 

Given the severity of the crisis, we could have expected a rapid restructuring of the banking 
sector with the shrinking of bank assets and the closing of the weakest banks. That did not 
occur -- the volume of assets has not decreased since the crisis erupted in 2008.8 Whereas the 
volume of their assets was €43 trillion in 2008, it was €45 trillion in 2011. While European 
GDP experienced a slight decrease, European bank assets continued expanding and 
represented 370% of European GDP in 2011!9

 

Between 2007 and 2011, Deutsche Bank’s (the biggest bank in the world) assets increased by 
12.4%, those of the British bank HSBC (number 2 in the world) by 22.2%; those of the 
biggest French bank, BNP Paribas, by 16%; Crédit Agricole’s by 22%; those of Barclays by 
12%; the biggest Spanish bank, Santander’s, by 37.1%; those of the principal Swedish bank, 
Nordéa, by 84.1%; those of Commerzbank, the second-largest German bank, by 7.3%; those 
of the Italian bank, Intesa, by 11.6%; and those of the second-largest Spanish bank, BBVA, 
by 19.1%. Of the 18 main European banks, only three experienced a decrease in assets: the 
Royal Bank of Scotland (-28%), ING, the main Dutch bank (-3.3%), and the largest Italian 
bank Unicredit (-9.3%).10 

Consequences of increasing leveraging 

The first consequence is that banks have taken increasingly high risks,11 which has resulted in 
a series of bank failures. Second, the bank bailouts by public authorities have meant that the 

                                                           
5  IMF, Global Financial Stability Report, Restoring Confidence and Progressing on Reforms, October 
2012, http://www.imf.org/External/Pubs/FT..., p. 82. 
6  More than half of worldwide bank assets are in the hands of EU banks. Of course, if we include the 
Swiss banks that percentage is even higher. 
7  These firgures are from the Liikanen Report (see below). See also: Damien Millet, Daniel Munevar, 
Eric Toussaint, 2012 World Debt Figures, table 30, p. 23, which give data that agrees from another source. 
8  The situation may vary from one country to another: in some countries, bank assets have shrunk, which 
has been counterbalanced by expanding assets in others. 
9  In Ireland, in 2011, banks assets represented 8 times the country’s GDP. In Cyprus, in early 2013, 
banks assets represented 9 times its GDP. In the United Kingdom, they were worth 11 times the GDP. Finally, in 
the Grand Duchy of Luxembourg, bank assests represented 29 times the GDP.  
10 Liikanen Report, High-level Expert Group on reforming the structure of the EU banking sector, 
October 2012, table 3.4.1., p. 39.  
 The Liikanen Report was named after Erkki Liikanen, Governor of the Bank of Finland, who in 2011-
2012 presided over a task force of eleven experts created by the European Commissioner Michel Barnier so as to 
make a diagnosis of the situation of European banks and propose reforms for the European banking sector. One 
of the interests of the Liikanen Report, is that it officially confirms the manipulative behaviour of banks, and the 
astounding risks they have taken to maximise profits. See the complete report at: 
http://ec.europa.eu/internal_market/bank/docs/high-level_expert_group/report_en.pdf  
11  Here is a quick reminder of the role of leveraging in the collapse of Northern Rock in the United 
Kingdom. Northern Rock was originally a building society, which changed its legal structure in 1997 and 
adopted an agressive strategy in the real estate sector. Between 1997 and its collapse in 2007, it grew by 23% per 
year to become the 5th largest British mortgage bank, with 90% of its loans concentrated in the real estate sector. 



people of Europe and the US have had to mop up the losses. In many countries (Ireland, 
Iceland, Spain, Belgium, the United Kingdom, Germany, the Netherlands, the United States, 
Cyprus, and Greece), public debt has skyrocketed since 2008 due to bank bailouts. 

Nonetheless, as indicated above, six years after the beginning of the biggest banking crisis 
since the 1930s, governments and oversight agencies are proposing to “rein in” leveraging to 
1/33. In other words, a bank that has 1 euro in equity capital can borrow 32 euros and engage 
in business activites of 33 euros. This kind of “control” will inevitably lead to other banking 
crises.  

Several phases led up to the general use of leveraging. 

Basel I: encouraging the deregulation banks expect 

 
First phase: from 1988 onward, the Basel I Accords stipulated that banks must be in a position 
to rely on equity amounting to 8% of their operations. This means that if they have 1 euro in 
equity (generally shareholders’ money), they are allowed to loan 12.5 euros. This also means 
that in order to loan 12.5, when they only have 1 in equity, they can borrow 11.5. Compared 
with regulations that had been implemented since the 1930s, such a measure was already a 
significant move towards increasing bank activities by pushing them to lend more. Now in 
light of the Basel II Accords (which are discussed below), 8% seems to be a high requirement. 
We should, however, qualify what has been described in the previous paragraph. Actually, the 
amount they can loan (on the basis of one euro in equity) is not 12.5, but 25 (as is the case for 
BNP Paribas), or even 50 (as is the case for Deutsche Bank or Barclays), while adhering to 
the Basel I recommendations (and indeed to those of Basel II, currently in force). How can 
this be? Because they can play on the denominator of the equity to assets ratio, since the ratio 
does not apply to all assets. Indeed Basel I (just as Basel II and Basel III, which are discussed 
below) makes it possible for banks to reduce the value of their assets depending on their 
exposure to risk. The value of assets is calculated on the basis of the risk they are exposed to. 
Securities on sovereign debt from OECD members are not supposed to be exposed to any risk 
at all. Loans to AAA and AA- rated banks are considered to entail a 20% risk. Basel 1 set up 
five categories of risk depending on the debtor:  1) States or public authorities, 2) corporations 
outside the finance industry, 3) banks, 4) individuals and small companies (retail), and 5) 
others. 

 

How a ratio of 4% can be turned into a ratio of 10% 

If the Banxia bank has 4 in equity and 100 in assets, that would represent a ratio of 4%, 
whereas it must attain a level of 8% under Basel 1 (and Basel 2, which applies in 2013-2014). 
How can it attain that ratio without changing anything? By weighting its assets as a function 
of the risk taken. A theoretical case will help us understand this situation: Out of those 100, it 
holds government bonds from countries whose rating is between AAA and AA- representing 
an amount of 30. It can then subtract those 30 from its total assets. Why? Because the 
legislation in force considers that loans to countries rated between AAA and AA- does not 
require any capital to offset possible losses. That leaves 70 in assets for which it must hold a 

                                                                                                                                                                                     

To finance its development, it marginalised customer deposits as a means of financing its operations, and instead 
started relying on short-term borrowing. It optimised its leveraging capacity, which exceeded the 1 to 90 ratio. 
The bank was nationalised in February 2008 with funds from the public treasury and taxpayers.  



sufficient amount of capital. Its capital / assets ratio (4/70) is now 5.7%, which is still 
inadequate. 

Let’s continue the process. Of the remaining 70, 30 consist of loans12 to banks or companies 
rated between AAA and AA-. In this case, since the Basel 1 (and Basel 2) rules consider that 
these loans represent only a 20% risk, the Banxia bank can consider that that 30 in debt only 
counts for 6 (20% of 30). Therefore, Banxia no longer needs to come up with equity for assets 
equivalent to 70, but assets of 70 minus 24 – that is, 46. The equity / assets ratio therefore 
improves greatly, attaining 8.7% (4 in equity for 46 in assets weighted for risk).  

Now let’s assume that of the other 40 in assets, 2 are loans to companies or banks to which 
the rating agencies have assigned poor scores – that is, under B-. In this case, the risk is 
150%. These 2 debt assets then count for 3 (150% of 2). The equity required to counter this 
risk has to be calculated in terms of 3 and not 2.  

Let’s suppose that of the 38 in remaining assets, 10 represent loans to SMEs. In this case, 10 
counts for 10 because banks’ SME debts cannot be lightened, since the Basel authorities 
consider that they represent a high risk. The “risk” is 100%.  

The remaining 28 in assets consist of loans to individuals. The risk for loans to individuals is 
75%, and therefore these 28 assets count for 21 (75% of 28).  

In this theoretical case, the equity calculated in terms of risk end up representing 40 
(0+6+3+10+21) for total assets of 100. The equity / assets ratio is 4/40, or 10%.  

                                                           
12  This can be loans or financial instruments. It can also be structured CDO products that were rated AAA 
to AA- prior to the crisis that erupted in 2007-2008.  



 

Bingo! The bank with equity that only accounts for only 4% of its total assets can declare that 
its actual ratio is 10%, and it will be congratulated by the oversight authorities.  

Do you think this is all just theoretical? That what has just been described does not really 
correspond to what the banks and oversight authorities actually do? Think again. In the next 
part, you will find a very real example, and there are many such examples. In the meantime, 
below is a table that summarizes the applicable rates for weighting risk, both in Basel 1 and 
Basel 2.  

Table of risk weightings13  

                                                           
13

  This table was compiled from documents adopted by the Basel Committee: see Basel 2 version 2004: 
http://www.bis.org/publ/bcbs107.pdf#page=1&zoom=auto,0,849; see Basel 2 version revised in 2006: 
http://www.bis.org/publ/bcbs128.pdf . Regarding risk weighting, see page 20 on. 



AAA / AA- A+ / A- BBB+ / BBB- BB+ / B- Below B- not rated

State 0% 20% 50% 100% 150% 100%

Banks 20% 50% 50% 100% 150% 50%

AAA / AA- A+ / A- Below B- not rated

Enterprise 20% 50% 150% 100%

Individuals 75%

Rating / Risk weighting

BBB+ / BB-

100%

 

As indicated above, the Basel Committee places a lot of faith in the rating agencies. Yet it is a 
well-established fact that these agencies have been wrong time and again. They assigned 
ratings of AAA to AA- to companies like Enron, Lehman Brothers, AIG, RBS, and Northern 
Rock right up to the day they went under. Similarly, the rating agencies gave AAA ratings to 
toxic structured products like CDOs until 2007-2008, before they collapsed. 

However, the Basel authorities have also adopted discriminatory measures regarding loans to 
SMEs (which of course are not rated by rating agencies, and therefore represent a 100% risk 
according to the established standards) and to households (a 75% risk according to Basel), 
which has caused banks to reduce direct credit to these participants in the real economy. A 
large share of loans to households has been securitized – that is, removed from banks’ balance 
sheets and sold to other financial institutions. The reason for banks’ restricting credit to SMEs 
and households since 2008 is that the loans they grant to them are too heavy in terms of asset 
weighting. Private banks have prevailed on the Basel authorities to encourage the 
development of securitized financial products rather than direct loans to people in the 
productive economy. 

Translated by Joe LaCour, Charles La Via, Christine Pagnoulle 


